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Errata

The Federal Reserve revised this report on July 31, 2019, to reflect corrected data. The revisions are listed below.

On p. 45, Figure 4, nonperforming loan ratio, the series “Total” and “Non-residential” had their labels reversed in the
legend. The two series are now properly labeled.

On p. 48, several entries in Table 1 were revised:

Total assets (§ trillions) held by SMBs within LISCC organizations was revised from 0.7 to 0.8.

The number of large and foreign banking organizations (LFBOs) was revised from 153 to 179, with their total assets
(8 trillions) revised from 7.7 to 7.3.

Foreign banking organizations (FBOs) were split into two subcategories—Ilarge foreign banking organizations and less
complex foreign banking organizations.

Total assets ($ trillions) held by SMBs within LFBOs were revised from 0.9 to 1.0.

The number of community banking organizations (CBOs) was revised from 3912 to 3980, with their total assets

(8 trillions) revised from 2.3 to 2.4.

This and other Federal Reserve Board reports and publications are available online at
https://www.federalreserve.gov/publications/default.htm.

To order copies of Federal Reserve Board publications offered in print,
see the Board’s Publication Order Form (https://www.federalreserve.gov/files/orderform.pdf)
or contact:

Printing and Fulfillment
Mail Stop K1-120
Board of Governors of the Federal Reserve System
Washington, DC 20551
(ph) 202-452-3245
(fax) 202-728-5886
(email) Publications-BOG@frb.gov


https://www.federalreserve.gov/publications/default.htm
https://www.federalreserve.gov/files/orderform.pdf

Letter of Transmittal

Board of Governors of the Federal Reserve System
Washington, D.C.

June 2019
The Speaker of the House of Representatives:

Pursuant to the requirements of section 10 of the Federal Reserve Act, I am pleased to submit the 105th annual
report of the Board of Governors of the Federal Reserve System.

This report covers operations of the Board during calendar-year 2018.

Sincerely,

élvwﬂ.ﬁw

Jerome H. Powell
Chair
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Overview

The Federal Reserve, the central bank of the United
States, is a federal system composed of a central gov-
ernmental agency—the Board of Governors—and
12 regional Federal Reserve Banks.

The Board of Governors, located in Washington,
D.C., consists of seven members appointed by the
President of the United States and supported by a
2,979-person staff. Besides conducting research,
analysis, and policymaking related to domestic and
international financial and economic matters, the
Board plays a major role in the supervision and regu-
lation of U.S. financial institutions and activities, has
broad oversight responsibility for the nation’s pay-
ments system and the operations and activities of the
Federal Reserve Banks, and plays an important role
in promoting consumer protection, fair lending, and
community development.

About This Report

This report covers Board and System operations and
activities during calendar-year 2018. The report
includes the following sections:

* Monetary policy and economic developments.
Section 2 provides adapted versions of the Board’s
semiannual monetary policy reports to Congress.

* Federal Reserve operations. Section 3 provides a
summary of Board and System activities in the
areas of financial stability policy and research;
section 4, in supervision and regulation; section 5,
in consumer and community affairs; and section 6,
in Reserve Bank operations.

* Regulatory developments. Section 7 summarizes the
Board’s efforts in 2018 to implement key laws and
statutes, such as the Economic Growth, Regulatory
Relief, and Consumer Protection Act. The section

For More Background on

Board Operations

For more information about the Federal Reserve
Board and the Federal Reserve System, visit the
Board’s website at https://www.federalreserve.gov/
aboutthefed/default.ntm. An online version of this
annual report is available at https://www
.federalreserve.gov/publications/annual-report/
default.ntm.

also discusses the Board’s compliance with the
Government Performance and Results Act of 1993.

Policy actions and litigation. Section § and

section 9 provide accounts of policy actions taken
by the Board in 2018, including new or amended
rules and regulations and other actions as well as
the deliberations and decisions of the Federal Open
Market Committee (FOMC); section 10 summa-
rizes litigation involving the Board.

Statistical tables. Section 11 includes 14 statistical
tables that provide updated historical data concern-
ing Board and System operations and activities.

Federal Reserve System audits. Section 12 provides
detailed information on the several levels of audit
and review conducted in regards to System opera-
tions and activities, including those provided by
outside auditors and the Board’s Office of Inspec-
tor General.

Federal Reserve System budgets. Section 13 presents
information on the 2018 budget performance of
the Board and Reserve Banks, as well as their 2018
budgets, budgeting processes, and trends in their
expenses and employment.

Federal Reserve System organization. Section 14
provides listings of key officials at the Board and in
the Federal Reserve System, including the Board of


https://www.federalreserve.gov/aboutthefed/default.htm
https://www.federalreserve.gov/aboutthefed/default.htm
https://www.federalreserve.gov/publications/annual-report/default.htm
https://www.federalreserve.gov/publications/annual-report/default.htm
https://www.federalreserve.gov/publications/annual-report/default.htm
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Governors, its officers, FOMC members, several
System councils, and Federal Reserve Bank and
Branch officers and directors.

About the Federal Reserve System

The Federal Reserve System, which serves as the
nation’s central bank, was created by an act of Con-
gress on December 23, 1913. The System consists of
a seven-member Board of Governors with headquar-
ters in Washington, D.C., and the 12 Reserve Banks
located in major cities throughout the United States.

The Federal Reserve Banks are the operating arms of
the central banking system, carrying out a variety of
System functions, including operating a nationwide
payment system,; distributing the nation’s currency
and coin; under authority delegated by the Board of
Governors, supervising and regulating a variety of
financial institutions and activities; serving as fiscal
agents of the U.S. Treasury; and providing a variety
of financial services for the Treasury, other govern-
ment agencies, and other fiscal principals.

The following maps identify Federal Reserve Dis-
tricts by their official number, city, and letter
designation.
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Monetary Policy and

Economic Developments

As required by section 2B of the Federal Reserve Act,
the Federal Reserve Board submits written reports to
the Congress that contain discussions of “the con-
duct of monetary policy and economic developments
and prospects for the future.” The Monetary Policy
Report, submitted semiannually to the Senate Com-
mittee on Banking, Housing, and Urban Affairs and
to the House Committee on Banking and Financial
Services, is delivered concurrently with testimony
from the Federal Reserve Board Chair.

The following discussion is a review of U.S. monetary
policy and economic developments in 2018, excerpted
from the Monetary Policy Report published in Febru-
ary 2019 and July 2018. Those complete reports

are available on the Board’s website at https://www
federalreserve.gov/monetarypolicy/files/
20190222_mprfullreport.pdf (February 2019) and https
:/lwww.federalreserve.gov/monetarypolicy/files/
20180713_mprfullreport.pdf (July 2018).

Monetary Policy Report
February 2019

Summary

Economic activity in the United States appears to
have increased at a solid pace, on balance, over the
second half of 2018, and the labor market strength-
ened further. Inflation has been near the Federal
Open Market Committee’s (FOMC) longer-run
objective of 2 percent, aside from the transitory
effects of recent energy price movements. In this envi-
ronment, the FOMC judged that, on balance, current
and prospective economic conditions called for a fur-
ther gradual removal of policy accommodation. In
particular, the FOMC raised the target range for the
federal funds rate twice in the second half of 2018,
putting its level at 2% to 2 percent following the
December meeting. In light of softer global economic
and financial conditions late in the year and muted
inflation pressures, the FOMC indicated at its Janu-
ary meeting that it will be patient as it determines

what future adjustments to the federal funds rate may
be appropriate to support the Committee’s congres-
sionally mandated objectives of maximum employ-
ment and price stability.

Economic and Financial Developments

The labor market. The labor market has continued to
strengthen since the middle of last year. Payroll
employment growth has remained strong, averaging
224,000 per month since June 2018. The unemploy-
ment rate has been about unchanged over this
period, averaging a little under 4 percent—a low level
by historical standards—while the labor force partici-
pation rate has moved up despite the ongoing down-
ward influence from an aging population. Wage
growth has also picked up recently.

Inflation. Consumer price inflation, as measured by
the 12-month change in the price index for personal
consumption expenditures, moved down from a little
above the FOMC'’s objective of 2 percent in the
middle of last year to an estimated 1.7 percent in
December, restrained by recent declines in consumer
energy prices. The 12-month measure of inflation
that excludes food and energy items (so-called core
inflation), which historically has been a better indica-
tor of where overall inflation will be in the future
than the headline measure that includes those items,
is estimated to have been 1.9 percent in Decem-
ber—up Y4 percentage point from a year ago. Survey-
based measures of longer-run inflation expectations
have generally been stable, though market-based
measures of inflation compensation have moved
down some since the first half of 2018.

Economic growth. Available indicators suggest that
real gross domestic product (GDP) increased at a
solid rate, on balance, in the second half of last year
and rose a little under 3 percent for the year as a
whole—a noticeable pickup from the pace in recent
years. Consumer spending expanded at a strong rate
for most of the second half, supported by robust job
gains, past increases in household wealth, and higher
disposable income due in part to the Tax Cuts and


https://www.federalreserve.gov/monetarypolicy/files/20190222_mprfullreport.pdf
https://www.federalreserve.gov/monetarypolicy/files/20190222_mprfullreport.pdf
https://www.federalreserve.gov/monetarypolicy/files/20190222_mprfullreport.pdf
https://www.federalreserve.gov/monetarypolicy/files/20180713_mprfullreport.pdf
https://www.federalreserve.gov/monetarypolicy/files/20180713_mprfullreport.pdf
https://www.federalreserve.gov/monetarypolicy/files/20180713_mprfullreport.pdf
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Jobs Act, though spending appears to have weakened
toward year-end. Business investment grew as well,
though growth seems to have slowed somewhat from
a sizable gain in the first half. However, housing mar-
ket activity declined last year amid rising mortgage
interest rates and higher material and labor costs.
Indicators of both consumer and business sentiment
remain at favorable levels, but some measures have
softened since the fall, likely a reflection of financial
market volatility and increased concerns about the
global outlook.

Financial conditions. Domestic financial conditions
for businesses and households have become less sup-
portive of economic growth since July. Financial
market participants’ appetite for risk deteriorated
markedly in the latter part of last year amid investor
concerns about downside risks to the growth outlook
and rising trade tensions between the United States
and China. As a result, Treasury yields and risky
asset prices declined substantially between early
October and late December in the midst of height-
ened volatility, although those moves partially
retraced early this year. On balance since July, the
expected path of the federal funds rate over the next
several years shifted down, long-term Treasury yields
and mortgage rates moved lower, broad measures of
U.S. equity prices increased somewhat, and spreads
of yields on corporate bonds over those on
comparable-maturity Treasury securities widened
modestly. Credit to large nonfinancial firms remained
solid in the second half of 2018; corporate bond issu-
ance slowed considerably toward the end of the year
but has rebounded since then. Despite increases in
interest rates for consumer loans, consumer credit
expanded at a solid pace, and financing conditions
for consumers largely remain supportive of growth in
household spending. The foreign exchange value of
the U.S. dollar strengthened slightly against the cur-
rencies of the U.S. economy’s trading partners.

Financial stability. The U.S. financial system remains
substantially more resilient than in the decade pre-
ceding the financial crisis. Pressures associated with
asset valuations eased compared with July 2018, par-
ticularly in the equity, corporate bond, and leveraged
loan markets. Regulatory capital and liquidity ratios
of key financial institutions, including large banks,
are at historically high levels. Funding risks in the
financial system are low relative to the period leading
up to the crisis. Borrowing by households has risen
roughly in line with household incomes and is con-
centrated among prime borrowers. While debt owed
by businesses is high and credit standards—especially

within segments of the loan market focused on
lower-rated or unrated firms—deteriorated in the sec-
ond half of 2018, issuance of these loans has slowed
more recently.

International developments. Foreign economic growth
stepped down significantly last year from the brisk
pace in 2017. Aggregate growth in the advanced for-
eign economies slowed markedly, especially in the
euro area, and several Latin American economies
continued to underperform. The pace of economic
activity in China slowed noticeably in the second half
of 2018. Inflation pressures in major advanced for-
eign economies remain subdued, prompting central
banks to maintain accommodative monetary policies.

Financial conditions abroad tightened in the second
half of 2018, in part reflecting political uncertainty in
Europe and Latin America, trade policy develop-
ments in the United States and its trading partners,
as well as concerns about moderating global growth.
Although financial conditions abroad improved in
recent weeks, alongside those in the United States, on
balance since July 2018, global equity prices were
lower, sovereign yields in many economies declined,
and sovereign credit spreads in the European periph-
ery and the most vulnerable emerging market econo-
mies increased somewhat. Market-implied paths of
policy rates in advanced foreign economies generally
edged down.

Monetary Policy

Interest rate policy. As the labor market continued to
strengthen and economic activity expanded at a
strong rate, the FOMC increased the target range for
the federal funds rate gradually over the second half
of 2018. Specifically, the FOMC decided to raise the
federal funds rate in September and in December,
bringing it to the current range of 2% to 2V percent.

In December, against the backdrop of increased con-
cerns about global growth, trade tensions, and vola-
tility in financial markets, the Committee indicated it
would monitor global economic and financial devel-
opments and assess their implications for the eco-
nomic outlook. In January, the FOMC stated that it
continued to view sustained expansion of economic
activity, strong labor market conditions, and inflation
near the Committee’s 2 percent objective as the most
likely outcomes. Nonetheless, in light of global eco-
nomic and financial developments and muted infla-
tion pressures, the Committee noted that it will be
patient as it determines what future adjustments to
the target range for the federal funds rate may be



appropriate to support these outcomes. FOMC com-
munications continued to emphasize that the Com-
mittee’s approach to setting the stance of policy
should be importantly guided by the implications of
incoming data for the economic outlook. In particu-
lar, the timing and size of future adjustments to the
target range for the federal funds rate will depend on
the Committee’s assessment of realized and expected
economic conditions relative to its maximum-
employment objective and its symmetric 2 percent
inflation objective.

Balance sheet policy. The FOMC continued to imple-
ment the balance sheet normalization program that
has been under way since October 2017. Specifically,
the FOMC reduced its holdings of Treasury and
agency securities in a gradual and predictable manner
by reinvesting only principal payments it received
from these securities that exceeded gradually rising
caps. Consequently, the Federal Reserve’s total assets
declined by about $260 billion since the middle of
last year, ending the period close to $4 trillion.

Together with the January postmeeting statement,
the Committee released an updated Statement
Regarding Monetary Policy Implementation and Bal-
ance Sheet Normalization to provide additional
information about its plans to implement monetary
policy over the longer run. In particular, the FOMC
stated that it intends to continue to implement mon-
etary policy in a regime with an ample supply of
reserves so that active management of reserves is not
required. In addition, the Committee noted that it is
prepared to adjust any of the details for completing
balance sheet normalization in light of economic and
financial developments.

Special Topics

Labor markets in urban versus rural areas. The recov-
ery in the U.S. labor market since the end of the
recession has been uneven across the country, with
rural areas showing markedly less improvement than
cities and their surrounding metropolitan areas. In
particular, the employment-to-population ratio and
labor force participation rate in rural areas remain
well below their pre-recession levels, while the recov-
ery in urban areas has been more complete. Differ-
ences in the mix of industries in rural and urban
areas—a larger share of manufacturing in rural areas
and a greater concentration of fast-growing services
industries in urban areas—have contributed to the

Monetary Policy and Economic Developments 7

stronger rebound in urban areas. (See the box
“Employment Disparities between Rural and Urban
Areas” on pages 10-12 of the February 2019 Mon-
etary Policy Report.)

Monetary policy rules. In evaluating the stance of
monetary policy, policymakers consider a wide range
of information on the current economic conditions
and the outlook. Policymakers also consult prescrip-
tions for the policy interest rate derived from a vari-
ety of policy rules for guidance, without mechani-
cally following the prescriptions of any specific rule.
The FOMC’s approach for conducting systematic
monetary policy provides sufficient flexibility to
address the intrinsic complexities and uncertainties in
the economy while keeping monetary policy predict-
able and transparent. (See the box “Monetary Policy
Rules and Systematic Monetary Policy” on pages
36-39 of the February 2019 Monetary Policy Report.)

Balance sheet normalization and monetary policy
implementation. Since the financial crisis, the size of
the Federal Reserve’s balance sheet has been deter-
mined in large part by its decisions about asset pur-
chases for economic stimulus, with growth in total
assets primarily matched by higher reserve balances
of depository institutions. However, liabilities other
than reserves have grown significantly over the past
decade. In the longer run, the size of the balance
sheet will be importantly determined by the various
factors affecting the demand for Federal Reserve
liabilities. (See the box “The Role of Liabilities in
Determining the Size of the Federal Reserve’s Bal-
ance Sheet” on pages 41-43 of the February 2019
Monetary Policy Report.)

Federal Reserve transparency and accountability. For
central banks, transparency provides an essential
basis for accountability. Transparency also enhances
the effectiveness of monetary policy and a central
bank’s efforts to promote financial stability. For these
reasons, the Federal Reserve uses a wide variety of
communications to explain its policymaking
approach and decisions as clearly as possible.
Through several new initiatives, including a review of
its monetary policy framework that will include out-
reach to a broad range of stakeholders, the Federal
Reserve seeks to enhance transparency and account-
ability regarding how it pursues its statutory respon-
sibilities. (See the box “Federal Reserve Transparency:
Rationale and New Initiatives” on pages 45-46 of the
February 2019 Monetary Policy Report.)


https://www.federalreserve.gov/monetarypolicy/files/20190222_mprfullreport.pdf#page=16
https://www.federalreserve.gov/monetarypolicy/files/20190222_mprfullreport.pdf#page=16
https://www.federalreserve.gov/monetarypolicy/files/20190222_mprfullreport.pdf#page=42
https://www.federalreserve.gov/monetarypolicy/files/20190222_mprfullreport.pdf#page=42
https://www.federalreserve.gov/monetarypolicy/files/20190222_mprfullreport.pdf#page=47
https://www.federalreserve.gov/monetarypolicy/files/20190222_mprfullreport.pdf#page=47
https://www.federalreserve.gov/monetarypolicy/files/20190222_mprfullreport.pdf#page=47
https://www.federalreserve.gov/monetarypolicy/files/20190222_mprfullreport.pdf#page=51
https://www.federalreserve.gov/monetarypolicy/files/20190222_mprfullreport.pdf#page=51
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Part 1: Recent Economic and Financial
Developments

Figure 2. Labor force participation rates and

employment-to-population ratio

Domestic Developments

Percent Percent

The labor market strengthened further during the

second half of 2018 and early this year. .. 85 — Cabogionspanbpa oty - ®
Payroll employment gains have remained strong, 84 — @
averaging 224,000 per month since June 2018 o
(figure 1). This pace is similar to the pace in the first 8 —
half of last year, and it is faster than the average pace o - @
of job gains in 2016 and 2017. — 60
81 — W\ o
The strong pace of job gains over this period has pri- “ R P‘;Zliéiiéi?f;'{‘é”e .

marily been manifest in a rising labor force participa-

-

tion rate (LFPR)—the share of the population that is T

2001 2004 2007 2010 2013 2016 2019

either working or actively looking for work—rather
than a declining unemployment rate.' Since

June 2018, the LFPR has moved up about Y4 percent-
age point and was 63.2 percent in January—a bit
higher than the narrow range it has maintained in
recent years (figure 2). The improvement is especially

Note: The data are monthly. The prime-age labor force participation rate is a per-
centage of the population aged 25 to 54. The labor force participation rate and the
employment-to-population ratio are percentages of the population aged 16

and over.

Source: Bureau of Labor Statistics via Haver Analytics.

notable because the aging of the population—and, in

The observed pace of payroll job gains would have been suffi- par ticular, the movement of members of the baby—

cient to push the unemployment rate lower had the LFPR not
risen. Indeed, monthly payroll gains in the range of 115,000 to
145,000 appear consistent with an unchanged unemployment
rate around 4.0 percent and an unchanged LFPR around

62.9 percent (which are the June 2018 values of these rates). If
instead the LFPR were declining 0.2 percentage point per
year—roughly the influence of population aging—the range of
job gains needed to maintain an unchanged unemployment rate
would be about 40,000 per month lower. There is considerable
uncertainty around these estimates, as the difference between
monthly payroll gains and employment changes from the Cur-
rent Population Survey (the source of the unemployment rate
and LFPR) can be quite volatile over short periods.

Figure 1. Net change in payroll employment

Monthly Thousands of jobs
- Private — 400
_ l — 200
+

0

V e

— — 200

Total nonfarm
— — 400
— — 600
— — 800
2009 2011 2013 2015 2017 2019

Note: The data are 3-month moving averages.
Source: Bureau of Labor Statistics via Haver Analytics.

boom cohort into their retirement years—has other-
wise imparted a downward influence on the LFPR.
Indeed, the LFPR for individuals between 25 and

54 years old—which is much less sensitive to popula-
tion aging—has improved considerably more than
the overall LFPR, including a '2 percentage point
rise since June 2018.2

At the same time, the unemployment rate has
remained little changed and has generally been run-
ning a little under 4 percent.’ Nevertheless, the unem-
ployment rate remains at a historically low level and
is 2 percentage point below the median of the Fed-
eral Open Market Committee (FOMC) participants’
estimates of its longer-run normal level (figure 3).*
Combining the movements in both unemployment
and labor force participation, the employment-to-
population ratio for individuals 16 and over—the

Since 2015, the increase in the prime-age LFPR for women was
nearly 2 percentage points, while the increase for men was only
about 1 percentage point. In January, the LFPR for prime-age
women was slightly above where it stood in 2007, whereas for
men it was still about 2 percentage points below.

The unemployment rate in January was 4.0 percent, boosted
somewhat by the partial government shutdown, as some fur-
loughed federal workers and temporarily laid-off federal
contractors are treated as unemployed in the household employ-
ment survey.

See the Summary of Economic Projections in Part 3 of the Feb-
ruary 2019 Monetary Policy Report.


https://www.federalreserve.gov/monetarypolicy/files/20190222_mprfullreport.pdf#page=53
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Figure 3. Measures of labor utilization
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Note: Unemployment rate measures total unemployed as a percentage of the labor force. U-4 measures total unemployed plus discouraged workers, as a percentage of the
labor force plus discouraged workers. Discouraged workers are a subset of marginally attached workers who are not currently looking for work because they believe no jobs are
available for them. U-5 measures total unemployed plus all marginally attached to the labor force, as a percentage of the labor force plus persons marginally attached to the
labor force. Marginally attached workers are not in the labor force, want and are available for work, and have looked for a job in the past 12 months. U-6 measures total unem-
ployed plus all marginally attached workers plus total employed part time for economic reasons, as a percentage of the labor force plus all marginally attached workers. The
shaded bar indicates a period of business recession as defined by the National Bureau of Economic Research.

Source: Bureau of Labor Statistics via Haver Analytics.

share of that segment of the population who are
working—was 60.7 percent in January and has been
gradually increasing since 2011.

Other indicators are also consistent with a strong
labor market. As reported in the Job Openings and
Labor Turnover Survey (JOLTS), the job openings
rate has moved higher since the first half of 2018,
and in December, it was at its highest level since the
data began in 2000. The quits rate in the JOLTS is
also near the top of its historical range, an indication
that workers have become more confident that they
can successfully switch jobs when they wish to. In
addition, the JOLTS layoff rate has remained low,
and the number of people filing initial claims for
unemployment insurance benefits has also remained
low. Survey evidence indicates that households per-
ceive jobs as plentiful and that businesses see vacan-
cies as hard to fill.

. . . and unemployment rates have fallen for all
major demographic groups over the past several
years

The flattening in unemployment since mid-2018 has

been evident across racial and ethnic groups. Even so,
over the past several years, the decline in the unem-

ployment rates for blacks or African Americans and
for Hispanics has been particularly notable, and the
unemployment rates for these groups are near their
lowest readings since these series began in the early
1970s. Differences in unemployment rates across eth-
nic and racial groups have narrowed in recent years,
as they typically do during economic expansions,
after having widened during the recession; on net,
unemployment rates for African Americans and His-
panics remain substantially above those for whites
and Asians, with differentials generally a bit below
pre-recession levels.

The rise in LFPRs for prime-age individuals over the
past few years has also been apparent in each of
these racial and ethnic groups. Nonetheless, the
LFPR for whites remains higher than that for other
groups. Important differences in economic outcomes
persist across other characteristics as well (see, for
example, the box “Employment Disparities between
Rural and Urban Areas” on pages 10—12 of the Feb-
ruary 2019 Monetary Policy Report, which highlights
that there has been less improvement since 2010 in
the LFPR and employment-to-population ratio for
prime-age individuals in rural areas compared with
urban areas).


https://www.federalreserve.gov/monetarypolicy/files/20190222_mprfullreport.pdf#page=16
https://www.federalreserve.gov/monetarypolicy/files/20190222_mprfullreport.pdf#page=16
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Increases in labor compensation have picked up
recently but remain moderate by historical
standards . ..

Most available indicators suggest that growth of
hourly compensation has stepped up further since
June 2018 after having firmed somewhat over the
past few years; however, growth rates remain moder-
ate compared with those that prevailed in the decade
before the recession. Compensation per hour in the
business sector—a broad-based measure of wages
and benefits, but one that is quite volatile—rose

2Y4 percent over the four quarters ending in 2018:Q3,
about the same as the average annual increase over
the past seven years or so. The employment cost
index, a less volatile measure of both wages and the
cost to employers of providing benefits, increased

3 percent over the same period, while average hourly
earnings—which do not take account of benefits—
increased 3.2 percent over the 12 months ending in
January of this year; the annual increases in both of
these measures were the strongest in nearly 10 years.
The measure of wage growth computed by the Fed-
eral Reserve Bank of Atlanta that tracks median
12-month wage growth of individuals reporting to
the Current Population Survey showed an increase of
3.7 percent in January, near the upper end of its read-
ings in the past three years and well above the average
increase in the preceding few years.’

... and have likely been restrained by slow
growth of labor productivity over much of the
expansion

These moderate rates of compensation gains likely
reflect the offsetting influences of a strong labor mar-
ket and productivity growth that has been weak
through much of the expansion. From 2008 to 2017,
labor productivity increased a little more than 1 per-
cent per year, on average, well below the average pace
from 1996 to 2007 of nearly 3 percent and also below
the average gain in the 1974-95 period. Although
considerable debate remains about the reasons for the
slowdown over this period, the weakness in produc-
tivity growth may be partly attributable to the sharp
pullback in capital investment during the most recent
recession and the relatively slow recovery that fol-
lowed. More recently, however, labor productivity is
estimated to have increased almost 2 percent at an
annual rate in the first three quarters of 2018—still
moderate relative to earlier periods, but its fastest
three-quarter gain since 2010. While it is uncertain

5 The Atlanta Fed’s measure differs from others in that it meas-
ures the wage growth only of workers who were employed both
in the current survey month and 12 months earlier.

whether this faster rate of growth will persist, a sus-
tained pickup in productivity growth, as well as addi-
tional labor market strengthening, would likely sup-
port stronger gains in labor compensation.

Price inflation is close to 2 percent

Consumer price inflation has fluctuated around the
FOMC’s objective of 2 percent, largely reflecting
movements in energy prices. As measured by the
12-month change in the price index for personal con-
sumption expenditures (PCE), inflation is estimated
to have been 1.7 percent in December after being
above 2 percent for much of 2018 (figure 4).° Core
PCE inflation—that is, inflation excluding consumer
food and energy prices—is estimated to have been
1.9 percent in December. Because food and energy
prices are often quite volatile, core inflation typically
provides a better indication than the total measure of
where overall inflation will be in the future. Total
inflation was below core inflation for the year as a
whole not only because of softness in energy prices,
but also because food price inflation has remained
relatively low.

Core inflation has moved up since 2017, when infla-
tion was held down by some unusually large price
declines in a few relatively small categories of spend-

¢ The partial government shutdown has delayed publication of
the Bureau of Economic Analysis’s estimate for PCE price infla-
tion in December, and the numbers reported here are estimates
based on the December consumer and producer price indexes.

Figure 4. Change in the price index for personal

consumption expenditures
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ber 2018; final values are staff estimates. The trimmed data extend through
November 2018.

Source: For trimmed mean, Federal Reserve Bank of Dallas; for all else, Bureau of
Economic Analysis; all via Haver Analytics.



ing, such as mobile phone services. The trimmed
mean PCE price index, produced by the Federal
Reserve Bank of Dallas, provides an alternative way
to purge inflation of transitory influences, and it may
be less sensitive than the core index to idiosyncratic
price movements such as those noted earlier. The
12-month change in this measure did not decline as
much as core PCE inflation in 2017, and it was

2.0 percent in November.” Inflation likely has been
increasingly supported by the strong labor market in
an environment of stable inflation expectations;
inflation last year was also boosted slightly by the
tariffs that were imposed throughout 2018.

Oil prices have dropped markedly in recent
months. ..

As noted, the slower pace of total inflation in late
2018 relative to core inflation largely reflected soften-
ing in consumer energy prices toward the end of the
year. After peaking at about $86 per barrel in early
October, the price of crude oil subsequently fell
sharply and has averaged around $60 per barrel this
year (figure 5). The recent decline in oil prices has led
to moderate reductions in the cost of gasoline and
heating oil. Supply factors, including surging oil pro-
duction in Saudi Arabia, Russia, and the United
States, appear to be most responsible for the recent

7 The trimmed mean index excludes whichever prices showed the
largest increases or decreases in a given month. Note that over
the past 20 years, changes in the trimmed mean index have aver-
aged about Y4 percentage point above core PCE inflation and
0.1 percentage point above total PCE inflation.

Figure 5. Spot and futures prices for crude oil
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price declines, but concerns about weaker global
growth likely also played a role.

. . . while prices of imports other than energy
have also declined

After climbing steadily since their early 2016 lows,
nonfuel import prices peaked in May 2018 and
declined for much of the rest of 2018 in response to
dollar appreciation, lower foreign inflation, and
declines in commodity prices. In particular, metal
prices fell markedly in the second half of 2018, partly
reflecting concerns about prospects for the global
economy. Nonfuel import prices, before accounting
for the effects of tariffs on the price of imported
goods, had roughly a neutral influence on U.S. price
inflation in 2018.

Survey-based measures of inflation expectations
have been stable . ..

Expectations of inflation likely influence actual infla-
tion by affecting wage- and price-setting decisions.
Survey-based measures of inflation expectations at
medium- and longer-term horizons have remained
generally stable over the second half of 2018. In the
Survey of Professional Forecasters, conducted by the
Federal Reserve Bank of Philadelphia, the median
expectation for the annual rate of increase in the PCE
price index over the next 10 years has been very close
to 2 percent for the past several years (figure 6). In
the University of Michigan Surveys of Consumers,
the median value for inflation expectations over the
next 5 to 10 years has been around 2% percent since

Figure 6. Median inflation expectations
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Note: The Michigan survey data are monthly and extend through February 2019;
the February data are preliminary. The SPF data for inflation expectations for per-
sonal consumption expenditures are quarterly and begin in 2007:Q1.

Source: University of Michigan Surveys of Consumers; Federal Reserve Bank of
Philadelphia, Survey of Professional Forecasters (SPF).
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the end of 2016, though this level is about % percent-
age point lower than had prevailed through 2014. In
contrast, in the Survey of Consumer Expectations,
conducted by the Federal Reserve Bank of New
York, the median of respondents’ expected inflation
rate three years hence—while relatively stable around
3 percent since early 2018—is nonetheless at the top
of the range it has occupied over the past couple

of years.

. . . while market-based measures of inflation
compensation have come down since the first
half of 2018

Inflation expectations can also be gauged by market-
based measures of inflation compensation. However,
the inference is not straightforward, because market-
based measures can be importantly affected by
changes in premiums that provide compensation for
bearing inflation and liquidity risks. Measures of
longer-term inflation compensation—derived either
from differences between yields on nominal Treasury
securities and those on comparable-maturity Treas-
ury Inflation-Protected Securities (TIPS) or from
inflation swaps—moved down in the fall and are
below levels that prevailed earlier in 2018.% The TIPS-
based measure of 5-to-10-year-forward inflation
compensation and the analogous measure from infla-
tion swaps are now about 134 percent and 2V per-
cent, respectively, with both measures below their
respective ranges that persisted for most of the

10 years before the start of the notable declines in
mid-2014.°

Real gross domestic product growth was solid,
on balance, in the second half of 2018

Real gross domestic product (GDP) rose at an annual
rate of 3% percent in the third quarter, and available
indicators point to a moderate gain in the fourth
quarter.'® For the year, GDP growth appears to have
been a little less than 3 percent, up from the 2% per-

8 Inflation compensation implied by the TIPS breakeven inflation
rate is based on the difference, at comparable maturities,
between yields on nominal Treasury securities and yields on
TIPS, which are indexed to the total consumer price index
(CPI). Inflation swaps are contracts in which one party makes
payments of certain fixed nominal amounts in exchange for cash
flows that are indexed to cumulative CPI inflation over some
horizon. Inflation compensation derived from inflation swaps
typically exceeds TIPS-based compensation, but week-to-week
movements in the two measures are highly correlated.

As these measures are based on CPI inflation, one should prob-
ably subtract about Y percentage point—the average differential
with PCE inflation over the past two decades—to infer inflation
compensation on a PCE basis.

The initial estimate of GDP by the Bureau of Economic Analy-
sis for the fourth quarter was delayed because of the partial gov-
ernment shutdown and will now be released on February 28.

cent pace in 2017 and the 2 percent pace in the pre-
ceding two years (figure 7). Last year’s growth
reflects, in part, solid growth in household and busi-
ness spending, on balance, as well as an increase in
government purchases of goods and services; by con-
trast, housing-sector activity turned down last year.
Private domestic final purchases—that is, final pur-
chases by households and businesses, which tend to
provide a better indication of future GDP growth
than most other components of overall spending—
likely posted a strong gain for the year.

Some measures of consumer and business sentiment
have recently softened—Ilikely reflecting concerns
about financial market volatility, the global economic
outlook, trade policy tensions, and the government
shutdown—and consumer spending appears to have
weakened at the end of the year. Nevertheless, the
economic expansion continues to be supported by
steady job gains, past increases in household wealth,
expansionary fiscal policy, and still-favorable domes-
tic financial conditions, including moderate borrow-
ing costs and easy access to credit for many house-
holds and businesses.

Ongoing improvements in the labor market
continue to support household income and
consumer spending . . .

Real consumer spending picked up after some transi-
tory weakness in the first half of 2018, rising at a
strong annual rate of 3% percent in the third quarter
and increasing robustly through November (figure 8).
However, despite anecdotal reports of favorable holi-
day sales, retail sales were reported to have declined

Figure 7. Change in real gross domestic product and gross
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Figure 8. Change in real personal consumption

expenditures and disposable personal income
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sharply in December. Real disposable personal
income—that is, income after taxes and adjusted for
price changes—looks to have increased around 3 per-
cent over the year, boosted by ongoing improvements
in the labor market and the reduction in income taxes
due to the implementation of the Tax Cuts and Jobs
Act (TCJA). With consumer spending rising at about
the same rate as gains in disposable income in 2018
through the third quarter (the latest data available),
the personal saving rate was roughly unchanged, on
net, over this period.

. . . although wealth gains have moderated and
consumer confidence has recently softened
While increases in household wealth have likely con-
tinued to support consumer spending, gains in net
worth slowed last year. House prices continued to
move up in 2018, boosting the wealth of homeown-
ers, but the pace of growth moderated. U.S. equity
prices are, on net, similar to their levels at the end of
2017. Still, the level of equity and housing wealth
relative to income remains very high by historical
standards."!

Consumer sentiment as measured by the Michigan
survey flattened out at a high level through much of
2018, and the sentiment measure from the Confer-
ence Board survey climbed through most of the year,
with both measures posting their highest annual aver-

' Indeed, in the third quarter of 2018—the most recent period for
which data are available—household net worth was seven times
the value of disposable income, the highest-ever reading for that
ratio, which dates back to 1947. However, following the decline
in stock prices since the summer, this ratio has likely fallen
somewhat.
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ages since 2000. However, consumer sentiment has
turned down since around year-end, on net, with the
declines primarily reflecting consumers’ expectations
for future conditions rather than their assessment of
current conditions. Consumer attitudes about car
buying have also weakened. Nevertheless, these indi-
cators of consumers’ outlook remain at generally
favorable levels, likely reflecting rising income, job
gains, and low inflation.

Borrowing conditions for consumers remain
generally favorable despite interest rates being
near the high end of their post-recession range

Despite increases in interest rates for consumer loans
and some reported further tightening in credit card
lending standards, financing conditions for consum-
ers largely remain supportive of growth in household
spending, and consumer credit growth in 2018
expanded further at a solid pace. Mortgage credit has
continued to be readily available for households with
solid credit profiles. For borrowers with low credit
scores, mortgage underwriting standards have eased
somewhat since the first half of 2018 but remain
noticeably tighter than before the recession. Financ-
ing conditions in the student loan market remain
stable, with over 90 percent of such credit being
extended by the federal government. Delinquencies
on such loans, though staying elevated, continued to
improve gradually on net.

Business investment growth has moderated after
strong gains early in 2018. . .

Investment spending by businesses rose rapidly in the
first half of last year, and the available data are con-
sistent with growth having slowed in the second half
(figure 9). The apparent slowdown reflects, in part,
more moderate growth in investment in equipment
and intangibles as well as a likely decline in invest-
ment in nonresidential structures after strong gains
earlier in the year. Forward-looking indicators of
business spending—such as business sentiment, capi-
tal spending plans, and profit expectations from
industry analysts—have softened recently but remain
positive overall. And while new orders of capital
goods flattened out toward the end of last year, the
backlog of unfilled orders for this equipment has
continued to rise.

. . . as corporate financing conditions tightened
somewhat but remained accommodative overall

Spreads of yields on nonfinancial corporate bonds
over those on comparable-maturity Treasury securi-
ties widened modestly, on balance, since the middle
of 2018 as investors’ risk appetite appeared to recede
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Figure 9. Change in real private nonresidential fixed
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some. Nonetheless, a net decrease in Treasury yields
over the past several months has left interest rates on
corporate bonds still low by historical standards, and
financing conditions appear to have remained
accommodative overall. Aggregate net flows of credit
to large nonfinancial firms remained solid in the
third quarter. The gross issuance of corporate bonds
and new issuance of leveraged loans both fell consid-
erably toward the end of the year but have since
rebounded, mirroring movements in financial market
volatility.

Respondents to the January Senior Loan Officer
Opinion Survey on Bank Lending Practices, or
SLOOS, reported that lending standards for commer-
cial and industrial (C&I) loans remained basically
unchanged in the fourth quarter after having
reported easing standards over the past several quar-
ters. However, banks reported tightening lending
standards on all categories of commercial real estate
(CRE) loans in the fourth quarter on net.

Meanwhile, financing conditions for small businesses
have remained generally accommodative. Lending vol-
umes to small businesses rebounded a bit in recent
months, and indicators of recent loan performance
stayed strong.

Activity in the housing sector has been declining

Residential investment declined in 2018, as housing
starts held about flat and sales of existing homes
moved lower (figure 10). The drop in residential

Figure 10. Private housing starts and permits
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Source: U.S. Census Bureau via Haver Analytics.

investment reflects rising mortgage rates—which
remain higher than in 2017 despite coming down
some recently—as well as higher material and labor
building costs, which have likely restrained new home
construction. Consumers’ perceptions of homebuy-
ing conditions deteriorated sharply over 2018, consis-
tent with the decline in the affordability of housing
associated with both higher mortgage rates and still-
rising house prices.

Net exports likely subtracted from GDP growth
in 2018

After a strong performance in the first half of last year
supported by robust exports of agricultural products,
real exports declined in the third quarter, and available
indicators suggest only a partial rebound in the fourth
quarter. At the same time, growth in real imports
seems to have picked up in the second half of 2018. As
a result, real net exports—which lifted U.S. real GDP
growth during the first half of 2018—appear to have
subtracted from growth in the second half. For the
year as a whole, net exports likely subtracted a little
from real GDP growth, similar to 2016 and 2017. The
nominal trade deficit and the current account deficit in
2018 were little changed as a percent of GDP from
2017 (figure 11).

Federal fiscal policy actions boosted economic
growth in 2018. ..

Fiscal policy at the federal level boosted GDP growth
in 2018, both because of lower income and business
taxes from the TCJA and because federal purchases
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appear to have risen significantly faster than in 2017
as a result of the Bipartisan Budget Act of 2018.!>
The partial government shutdown, which was in
effect from December 22 through January 25, likely
held down GDP growth in the first quarter of this
year somewhat, largely because of the lost work of
furloughed federal government workers and tempo-
rarily affected federal contractors.

The federal unified deficit widened in fiscal year

2018 to 3% percent of nominal GDP because receipts
moved lower, to roughly 16% percent of GDP.
Expenditures edged down, to 20%4 percent of GDP,
but remain above the levels that prevailed in the
decade before the start of the 2007-09 recession. The
ratio of federal debt held by the public to nominal
GDP equaled 78 percent at the end of fiscal 2018 and
remains quite elevated relative to historical norms.
The Congressional Budget Office projects that this
ratio will rise over the next several years.

... and the fiscal position of most state and local
governments is stable

The fiscal position of most state and local govern-
ments is stable, although there is a range of experi-
ences across these governments. After several years of
slow growth, revenue gains of state governments
strengthened notably as sales and income tax collec-
tions have picked up over the past few quarters. At

12 The Joint Committee on Taxation estimated that the TCJA
would reduce average annual tax revenue by a little more than
1 percent of GDP starting in 2018 and for several years thereaf-
ter. This revenue estimate does not account for the potential
macroeconomic effects of the legislation.
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the local level, property tax collections continue to
rise at a solid clip, pushed higher by past house price
gains. After declining a bit in 2017, real state and
local government purchases grew moderately last
year, driven largely by a boost in construction but
also reflecting modest growth in employment at these
governments.

Financial Developments

The expected path of the federal funds rate over
the next several years has moved down

Despite the further strengthening in the labor market
and continued expansion in the U.S. economy,
market-based measures of the expected path for the
federal funds rate over the next several years have
declined, on net, since the middle of last year. Vari-
ous factors contributed to this shift, including
increased investor concerns about downside risks to
the global economic outlook and rising trade ten-
sions, as well as FOMC communications that were
viewed as signaling patience and greater flexibility in
the conduct of monetary policy in response to
adverse macroeconomic or financial market
developments.

Survey-based measures of the expected path of the
policy rate through 2020 also shifted down, on net,
relative to the levels observed in the first half of 2018.
According to the results of the most recent Survey of
Primary Dealers and Survey of Market Participants,
both conducted by the Federal Reserve Bank of New
York just before the January FOMC meeting, the
median of respondents’ modal projections for the
path of the federal funds rate implies two additional
25 basis point rate increases in 2019. Relative to the
December survey, these increases are expected to
occur later in 2019. Looking further ahead, respon-
dents to the January survey forecast no rate increases
in 2020 and in 2021.'* Meanwhile, market-based
measures of uncertainty about the policy rate
approximately one to two years ahead were little
changed, on balance, from their levels at the end of
last June.

13 The results of the Survey of Primary Dealers and the Survey of

Market Participants are available on the Federal Reserve Bank
of New York’s website at https://www.newyorkfed.org/
markets/primarydealer_survey_questions.html and https://www
.newyorkfed.org/markets/survey_market_participants,
respectively.


https://www.newyorkfed.org/markets/primarydealer_survey_questions.html
https://www.newyorkfed.org/markets/primarydealer_survey_questions.html
https://www.newyorkfed.org/markets/survey_market_participants
https://www.newyorkfed.org/markets/survey_market_participants
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The nominal Treasury yield curve continued to
flatten

The nominal Treasury yield curve flattened somewhat
further since the first half of 2018, with the 2-year
nominal Treasury yield little changed and the 5- and
10-year nominal Treasury yields declining about

25 basis points on net (figure 12). At the same time,
yields on inflation-protected Treasury securities
edged up, leaving market-based measures of inflation
compensation moderately lower. In explaining move-
ments in Treasury yields since mid-2018, market par-
ticipants have pointed to developments related to the
global economic outlook and trade tensions, FOMC
communications, and fluctuations in oil prices.
Option-implied volatility on swap rates—an indicator
of uncertainty about Treasury yields—declined
slightly on net.

Consistent with changes in yields on nominal Treas-
ury securities, yields on 30-year agency mortgage-
backed securities (MBS)—an important determinant
of mortgage interest rates—decreased about 20 basis
points, on balance, since the middle of last year and
remain low by historical standards. Meanwhile, yields
on both investment-grade and high-yield corporate
debt declined a bit. As a result, the spreads on corpo-
rate bond yields over comparable-maturity Treasury
yields are modestly wider than at the end of June.
The cumulative increases over the past year have left
spreads for high-yield and investment-grade corpo-
rate bonds close to their historical medians, with
both spreads notably above the very low levels that
prevailed a year ago.

Broad equity price indexes increased somewhat

Broad U.S. stock market indexes increased somewhat
since the middle of last year, on net, amid substantial
volatility (figure 13). Concerns over the sustainability
of corporate earnings growth, the global growth out-
look, international trade tensions, and some Federal
Reserve communications that were perceived as less
accommodative than expected weighed on investor
sentiment for a time. There were considerable differ-
ences in stock returns across sectors, reflecting their
varying degrees of sensitivities to energy price
declines, trade tensions, and rising interest rates. In
particular, stock prices of companies in the utilities
sector—which tend to benefit from falling interest
rates—and in the health-care sector outperformed
broader indexes. Conversely, stock prices in the
energy sector substantially underperformed the
broad indexes, as oil prices dropped sharply. Basic
materials—a sector that was particularly sensitive to
concerns about the global growth outlook and trade
tensions—also underperformed. Bank stock prices
declined slightly, on net, as the yield curve flattened
and funding costs rose. Measures of implied and real-
ized stock price volatility for the S&P 500 index—the
VIX and the 20-day realized volatility—increased
sharply in the fourth quarter of last year to near the
high levels observed in early February 2018 amid
sharp equity price declines. These volatility measures
partially retraced following the turn of the year, with
the VIX returning to near the 30th percentile of its
historical distribution and with realized volatility
ending the period close to the 70th percentile of its
historical range (figure 14). (For a discussion of
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Figure 14. S&P 500 volatility
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financial stability issues, see the box “Developments
Related to Financial Stability” on pages 26-28 of the
February 2019 Monetary Policy Report.)

Markets for Treasury securities,
mortgage-backed securities, and municipal
bonds have functioned well

Available indicators of Treasury market functioning
have generally remained stable since the first half of
2018, with a variety of liquidity metrics—including
bid-ask spreads, bid sizes, and estimates of transac-
tion costs—displaying few signs of liquidity pres-
sures. Liquidity conditions in the agency MBS
market were also generally stable. Overall, the func-
tioning of Treasury and agency MBS markets has
not been materially affected by the implementation of
the Federal Reserve’s balance sheet normalization
program over the past year and a half. Credit condi-
tions in municipal bond markets have remained
stable since the middle of last year, though yield
spreads on 20-year general obligation municipal
bonds over comparable-maturity Treasury securities
were modestly higher on net.

Money market rates have moved up in line with
increases in the FOMC'’s target range

Conditions in domestic short-term funding markets
have also remained generally stable since the begin-
ning of the summer. Increases in the FOMC'’s target
range were transmitted effectively through money
markets, with yields on a broad set of money market
instruments moving higher in response to the
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FOMC’s policy actions in September and December.
The effective federal funds rate moved to parity with
the interest rate paid on reserves and was closely
tracked by the overnight Eurodollar rate. Other
short-term interest rates, including those on commer-
cial paper and negotiable certificates of deposits, also
moved up in light of increases in the policy rate.

Bank credit continued to expand, and bank
profitability improved

Aggregate credit provided by commercial banks
expanded through the second half of 2018 at a
stronger pace than the one observed in the first half
of last year, as the strength in C&I loan growth more
than offset the moderation in the growth in CRE
loans and loans to households. In the fourth quarter
of last year, the pace of bank credit expansion was
about in line with that of nominal GDP, leaving the
ratio of total commercial bank credit to current-
dollar GDP little changed relative to last June
(figure 15). Overall, measures of bank profitability
improved further in the third quarter despite a flat-
tening yield curve, but they remain below their pre-
crisis levels.

International Developments

Economic activity in most foreign economies
weakened in the second half of 2018

After expanding briskly in 2017, foreign GDP growth
moderated in 2018. While part of this slowdown is
likely due to temporary factors, it also appears to

Figure 15. Ratio of total commercial bank credit to nominal

gross domestic product

Quarterly Percent

— 75

— 70

— — 65

— 60

— 55

T B
2000 2002 2004 2006 2008 2010 2012 2014 2016 2018

Note: Data for 2018:Q4 are estimated.

Source: Federal Reserve Board, Statistical Release H.8, “Assets and Liabilities of
Commercial Banks in the United States”; Bureau of Economic Analysis via Haver
Analytics.


https://www.federalreserve.gov/monetarypolicy/files/20190222_mprfullreport.pdf#page=32
https://www.federalreserve.gov/monetarypolicy/files/20190222_mprfullreport.pdf#page=32

18 105th Annual Report | 2018

reflect weaker underlying momentum against the
backdrop of somewhat tighter financial conditions,
increased policy uncertainty, and ongoing debt
deleveraging.

The growth slowdown was particularly
pronounced in advanced foreign economies

Real GDP growth in several advanced foreign econo-
mies (AFEs) slowed markedly in the second half of
the year. This slowdown was concentrated in the
manufacturing sector against the backdrop of soft-
ening global trade flows. In Japan, real GDP con-
tracted in the second half of 2018, as economic
activity, which was disrupted by a series of natural
disasters in the third quarter, rebounded only partly
in the fourth quarter. Growth in the euro area slowed
in the second half of the year: Transportation bottle-
necks and complications in meeting tighter emissions
standards for new motor vehicles weighed on Ger-
man economic activity, while output contracted in
Italy. Although some of these headwinds appear to
be fading, recent indicators—especially for the manu-
facturing sector—point to only a limited recovery of
activity in the euro area at the start of 2019.

Inflation pressures remain contained in advanced
foreign economies . . .

In recent months, headline inflation has fallen below
central bank targets in many major AFEs, reflecting
large declines in energy prices. In the euro area and
Japan, low headline inflation rates also reflect sub-
dued core inflation. In Canada and the United King-
dom, instead, core inflation rates have been close to

2 percent.

. . . prompting central banks to withdraw
accommodation only gradually

With underlying inflation still subdued, the Bank of
Japan and the European Central Bank (ECB) kept
their short-term policy rates at negative levels.
Although the ECB concluded its asset purchase pro-
gram in December, it signaled an only very gradual
removal of policy accommodation going forward.
The Bank of England (BOE) and the Bank of
Canada, which both began raising interest rates in
2017, increased their policy rates further in the sec-
ond half of 2018 but to levels that are still low by his-
torical standards. The BOE noted that elevated
uncertainty around the United Kingdom’s exit from
the European Union (EU) weighed on the country’s
economic outlook.

Political uncertainty and slower economic growth
weighed on AFE asset prices

Moderation in global growth, protracted budget
negotiations between the Italian government and the
EU, and developments related to the United King-
dom’s withdrawal from the EU weighed on AFE
asset prices in the second half of 2018. Broad stock
price indexes in the AFEs fell, interest rates on sover-
eign bonds in several countries in the European
periphery remained elevated, and European bank
shares underperformed, although these moves have
partially retraced in recent weeks. Market-implied
paths of policy in major AFEs and long-term sover-
eign bond yields declined somewhat, as economic
data disappointed.

Growth slowed in many emerging market
economies

Chinese GDP growth slowed in the second half of
2018 as an earlier tightening of credit policy, aimed
at restraining the buildup of debt, caused infrastruc-
ture investment to fall sharply and squeezed house-
hold spending. However, increased concerns about a
sharper-than-expected slowdown in growth, as well
as prospective effects of trade policies, prompted
Chinese authorities to ease monetary and fiscal
policy somewhat. Elsewhere in emerging Asia,
growth remained well below its 2017 pace amid head-
winds from moderating global growth. Tighter finan-
cial conditions also weighed on growth in other
EMEs—notably, Argentina and Turkey.

Economic activity strengthened somewhat in
Mexico and Brazil, but uncertainty about policy
developments remains elevated

In Mexico, economic activity increased at a more
rapid rate in the third quarter after modest advances
earlier in the year. However, growth weakened again
in the fourth quarter, as perceptions that the newly
elected government would pursue less market-
friendly policies led to a sharp tightening in financial
conditions. Amid a sharp peso depreciation and
above-target inflation, the Bank of Mexico raised its
policy rate to 8.25 percent in December. Brazilian
real GDP growth rebounded in the third quarter
after being held down by a nationwide trucker’s
strike in May, and financial markets have rallied on
expectations that Brazil’s new government will pur-
sue economic policies that support growth. However,
investors continued to focus on whether the new
administration would pass significant fiscal reforms.



Financial conditions in many emerging market
economies were volatile but are, on net, little
changed since July

Financial conditions in the EMEs generally tightened
in the second half of 2018, as investor concerns
about vulnerabilities in several EMEs intensified
against the backdrop of higher policy uncertainty,
slowing global growth, and rising U.S. interest rates.
Trade policy tensions between the United States and
China weighed on asset prices, especially in China
and other Asian economies. Broad measures of EME
sovereign bond spreads over U.S. Treasury yields
rose, and benchmark EME equity indexes declined.
However, financial conditions improved significantly
in recent months, supported in part by more positive
policy developments—including the U.S.-Mexico-
Canada Agreement and progress on U.S.—China
trade negotiations—and FOMC communications
indicating a more gradual normalization of U.S.
interest rates. EME mutual fund inflows resumed in
recent months after experiencing outflows in the
middle of 2018. While movements in asset prices and
capital flows have been sizable for a number of
economies, broad indicators of financial stress in
EME:s are below those seen during other periods of
stress in recent years.

The dollar appreciated slightly

The foreign exchange value of the U.S. dollar is bit a
higher than in July (figure 16). Concerns about the
global outlook, uncertainty about trade policy, and

Figure 16. U.S. dollar exchange rate indexes
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monetary policy normalization in the United States
contributed to the appreciation of the dollar. The
Chinese renminbi depreciated against the dollar
slightly, on net, amid ongoing trade negotiations and
increased concerns about growth prospects in China.
The Mexican peso has been volatile amid ongoing
political developments and trade negotiations but
has, on net, declined only modestly against the dollar.
Sharp declines in oil prices also weighed on the cur-
rencies of some energy-exporting economies.

Part 2: Monetary Policy

The Federal Open Market Committee continued
to gradually increase the federal funds rate in the
second half of last year

From late 2015 through the first half of last year, the
Federal Open Market Committee (FOMC) gradually
increased its target range for the federal funds rate as
the economy continued to make progress toward the
Committee’s congressionally mandated objectives of
maximum employment and price stability. In the sec-
ond half of 2018, the FOMC continued this gradual
process of monetary policy normalization, raising the
federal funds rate at its September and December
meetings, bringing the target range to 2% to 2% per-
cent (figure 17).'"* The FOMC’s decisions to increase
the federal funds rate reflected the solid performance
of the U.S. economy, the continued strengthening of
the labor market, and the fact that inflation had
moved near the Committee’s 2 percent longer-run
objective.

Looking ahead, the FOMC will be patient as it
determines what future adjustments to the target
range for the federal funds rate may be
appropriate

With the gradual reductions in the amount of policy
accommodation to date, the federal funds rate is now
at the lower end of the range of estimates of its
longer-run neutral level—that is, the level of the fed-
eral funds rate that is neither expansionary nor
contractionary.

Developments at the time of the December FOMC
meeting, including volatility in financial markets and
increased concerns about global growth, made the

!4 See Board of Governors of the Federal Reserve System (2018),
“Federal Reserve Issues FOMC Statement,” press release, Sep-
tember 26, https://www.federalreserve.gov/newsevents/
pressreleases/monetary20180926a.htm; and Board of Governors
of the Federal Reserve System (2018), “Federal Reserve Issues
FOMC Statement,” press release, December 19, https://www
federalreserve.gov/newsevents/pressreleases/monetary20181219a
.htm.
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Figure 17. Selected interest rates
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appropriate extent and timing of future rate increases
more uncertain than earlier. Against that backdrop,
the Committee indicated it would monitor global
economic and financial developments and assess
their implications for the economic outlook. In the
Summary of Economic Projections (SEP) from the
December meeting—the most recent SEP available—
participants generally revised down their individual
assessments of the appropriate path for monetary
policy relative to their assessments at the time of the
September meeting. '

In January, the Committee stated that it continued to
view sustained expansion of economic activity,
strong labor market conditions, and inflation near
the Committee’s symmetric 2 percent objective as the
most likely outcomes. Nonetheless, in light of global
economic and financial developments and muted
inflation pressures, the Committee will be patient as
it determines what future adjustments to the federal
funds rate may be appropriate to support these
outcomes.

Future changes in the federal funds rate will
depend on the economic outlook as informed by
incoming data

The FOMC has continued to emphasize that the
actual path of monetary policy will depend on the
evolution of the economic outlook as informed by

15 See the December Summary of Economic Projections, which
appeared as an addendum to the minutes of the December 18—
19, 2018, meeting of the FOMC and is presented in Part 3 of
the February 2019 Monetary Policy Report.

incoming data. Specifically, in deciding on the timing
and size of future adjustments to the federal funds
rate, the Committee will assess realized and expected
economic conditions relative to its objectives of
maximum employment and 2 percent inflation. This
assessment will take into account a wide range of
information, including measures of labor market
conditions, indicators of inflation pressures and
inflation expectations, and readings on financial and
international developments.

In addition to evaluating a wide range of economic
and financial data and information gathered from
business contacts and other informed parties around
the country, policymakers routinely consult prescrip-
tions for the policy interest rate from a variety of
rules, which can serve as useful guidance to the
FOMC. However, many practical considerations
make it undesirable for the FOMC to mechanically
follow the prescriptions of any specific rule. Conse-
quently, the FOMC'’s framework for conducting sys-
tematic monetary policy respects key principles of
good monetary policy and, at the same time, provides
flexibility to address many of the limitations of these
policy rules (see the box “Monetary Policy Rules and
Systematic Monetary Policy” on pages 36-39 of the
February 2019 Monetary Policy Report).

The FOMC has continued to implement its
program to gradually reduce the Federal
Reserve’s balance sheet

The Committee has continued to implement the bal-
ance sheet normalization program that has been
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under way since October 2017.'¢ Under this pro-
gram, the FOMC has been reducing its holdings of
Treasury and agency securities in a gradual and pre-
dictable manner by decreasing its reinvestment of the
principal payments it received from these securities.
Specifically, such payments have been reinvested only
to the extent that they exceeded gradually rising caps.

In the third quarter of 2018, the Federal Reserve
reinvested principal payments from its holdings of
Treasury securities maturing during each calendar
month in excess of $24 billion. It also reinvested in
agency mortgage-backed securities (MBS) the
amount of principal payments from its holdings of
agency debt and agency MBS received during each
calendar month in excess of $16 billion. In the fourth
quarter, the FOMC increased the caps for Treasury
securities and for agency securities to their respective
maximums of $30 billion and $20 billion. Of note,
reinvestments of agency debt and agency MBS
ceased in October as principal payments fell below
the maximum redemption caps.

The Federal Reserve’s total assets have continued to
decline from about $4.3 trillion last July to about
$4.0 trillion at present, with holdings of Treasury
securities at approximately $2.2 trillion and holdings

16 For more information, see the Addendum to the Policy Normal-
ization Principles and Plans, which is available on the Board’s
website at https://www.federalreserve.gov/monetarypolicy/files/
FOMC_PolicyNormalization.20170613.pdf.
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of agency debt and agency MBS at approximately
$1.6 trillion (figure 18).

As the Federal Reserve has continued to gradually
reduce its securities holdings, the level of reserve bal-
ances in the banking system has declined. In particu-
lar, the level of reserve balances has decreased by
about $350 billion since the middle of last year, and
by about $1.2 trillion since its peak in 2014.'7 At the
January meeting, the Committee released an updated
Statement Regarding Monetary Policy Implementa-
tion and Balance Sheet Normalization to provide
additional information regarding its plans to imple-
ment monetary policy over the longer run.'® In this
statement, the Committee indicated that it intends to
continue to implement monetary policy in a regime
in which an ample supply of reserves ensures that
control over the level of the federal funds rate and
other short-term interest rates is exercised primarily
through the setting of the Federal Reserve's adminis-
tered rates, and in which active management of the
supply of reserves is not required. This operating
procedure is often called a “floor system.” The
FOMC judges that this approach provides good con-
trol of short-term money market rates in a variety of

17 Since the start of the normalization program, reserve balances
have dropped by approximately $600 billion.

18 See the Statement Regarding Monetary Policy Implementation
and Balance Sheet Normalization, which is available on the
Board’s website at https://www.federalreserve.gov/newsevents/
pressreleases/monetary20190130c.htm.

Figure 18. Federal Reserve assets and liabilities
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market conditions and effective transmission of those
rates to broader financial conditions. In addition, the
FOMC stated that it is prepared to adjust any of the

details for completing balance sheet normalization in
light of economic and financial developments.

Although reserve balances play a central role in the
ongoing balance sheet normalization process, in the
longer run, the size of the balance sheet will also be
importantly determined by trend growth in nonre-
serve liabilities. The box “The Role of Liabilities in
Determining the Size of the Federal Reserve’s Bal-
ance Sheet” on pages 41-43 of the February 2019
Monetary Policy Report discusses various factors that
influence the size of reserve and nonreserve liabilities.

Meanwhile, interest income on the Federal Reserve’s
securities holdings has continued to support substan-
tial remittances to the U.S. Treasury. Preliminary
financial statement results indicate that the Federal
Reserve remitted about $65 billion in 2018.

The Federal Reserve’s implementation of
monetary policy has continued smoothly

As with the previous federal funds rate increases
since late 2015, the Federal Reserve successfully
raised the effective federal funds rate in September
and December by increasing the interest rate paid on
reserve balances and the interest rate offered on over-
night reverse repurchase agreements (ON RRPs).
Specifically, the Federal Reserve raised the interest
rate paid on required and excess reserve balances to
2.20 percent in September and to 2.40 percent in
December. In addition, the Federal Reserve increased
the ON RRP offering rate to 2.00 percent in Septem-
ber and to 2.25 percent in December. The Federal
Reserve also approved a Y4 percentage point increase
in the discount rate (the primary credit rate) in both
September and December. Yields on a broad set of
money market instruments moved higher, roughly in
line with the federal funds rate, in response to the

FOMC s policy decisions in September and Decem-
ber. Usage of the ON RRP facility has remained low,
excluding quarter-ends.

The effective federal funds rate moved to parity with
the interest rate paid on reserve balances in the
months before the December meeting. At its Decem-
ber meeting, the Committee made a second small
technical adjustment by setting the interest on excess
reserves rate 10 basis points below the top of the tar-
get range for the federal funds rate; this adjustment
was intended to foster trading in the federal funds
market at rates well within the FOMC’s target range.

The Federal Reserve will conduct a review of its
strategic framework for monetary policy in 2019

With labor market conditions close to maximum
employment and inflation near the Committee’s

2 percent objective, the FOMC judges it is an oppor-
tune time for the Federal Reserve to conduct a review
of its strategic framework for monetary policy—in-
cluding the policy strategy, tools, and communication
practices. The goal of this assessment is to identify
possible ways to improve the Committee’s current
policy framework in order to ensure that the Federal
Reserve is best positioned going forward to achieve
its statutory mandate of maximum employment and
price stability.

Specific to the communications practices, the Federal
Reserve judges that transparency is essential to
accountability and the effectiveness of policy, and
therefore the Federal Reserve seeks to explain its
policymaking approach and decisions to the Con-
gress and the public as clearly as possible. The box
“Federal Reserve Transparency: Rationale and New
Initiatives” on pages 4546 of the February 2019
Monetary Policy Report discusses the steps and new
initiatives the Federal Reserve has taken to improve
transparency.
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Summary

Economic activity increased at a solid pace over the
first half of 2018, and the labor market has contin-
ued to strengthen. Inflation has moved up, and in
May, the most recent period for which data are avail-
able, inflation measured on a 12-month basis was a
little above the Federal Open Market Committee’s
(FOMC) longer-run objective of 2 percent, boosted
by a sizable increase in energy prices. In this eco-
nomic environment, the Committee judged that cur-
rent and prospective economic conditions called for a
further gradual removal of monetary policy accom-
modation. In line with that judgment, the FOMC
raised the target for the federal funds rate twice in the
first half of 2018, bringing it to a range of 1% to

2 percent.

Economic and Financial Developments

The labor market. The labor market has continued to
strengthen. Over the first six months of 2018, pay-
rolls increased an average of 215,000 per month,
which is somewhat above the average pace of 180,000
per month in 2017 and is considerably faster than
what is needed, on average, to provide jobs for new
entrants into the labor force. The unemployment rate
edged down from 4.1 percent in December to 4.0 per-
cent in June, which is about % percentage point
below the median of FOMC participants’ estimates
of its longer-run normal level. Other measures of
labor utilization were consistent with a tight labor
market. However, hourly labor compensation growth
has been moderate, likely held down in part by the
weak pace of productivity growth in recent years.

Inflation. Consumer price inflation, as measured by
the 12-month percentage change in the price index
for personal consumption expenditures, moved up
from a little below the FOMC'’s objective of 2 per-
cent at the end of last year to 2.3 percent in May,
boosted by a sizable increase in consumer energy
prices. The 12-month measure of inflation that
excludes food and energy items (so-called core infla-
tion), which historically has been a better indicator of
where overall inflation will be in the future than the
total figure, was 2 percent in May. This reading was
5 percentage point above where it had been

12 months earlier, as the unusually low readings from
last year were not repeated. Measures of longer-run
inflation expectations have been generally stable.

Monetary Policy and Economic Developments 23

Economic growth. Real gross domestic product
(GDP) is reported to have increased at an annual rate
of 2 percent in the first quarter of 2018, and recent
indicators suggest that economic growth stepped up
in the second quarter. Gains in consumer spending
slowed early in the year, but they rebounded in the
spring, supported by strong job gains, recent and
past increases in household wealth, favorable con-
sumer sentiment, and higher disposable income due
in part to the implementation of the Tax Cuts and
Jobs Act. Business investment growth has remained
robust, and indexes of business sentiment have been
strong. Foreign economic growth has remained solid,
and net exports had a roughly neutral effect on real
U.S. GDP growth in the first quarter. However, activ-
ity in the housing market has leveled off this year.

Financial conditions. Domestic financial conditions
for businesses and households have generally contin-
ued to support economic growth. After rising
steadily through 2017, broad measures of equity
prices are modestly higher, on balance, from their lev-
els at the end of last year amid some bouts of height-
ened volatility in financial markets. While long-term
Treasury yields, mortgage rates, and yields on corpo-
rate bonds have risen so far this year, longer-term
interest rates remain low by historical standards, and
corporate bond issuance has continued at a moderate
pace. Moreover, most types of consumer loans
remained widely available for households with strong
creditworthiness, and credit provided by commercial
banks continued to expand. The foreign exchange
value of the U.S. dollar has appreciated somewhat
against the currencies of our trading partners this
year, but it remains below its level at the start of
2017. Foreign financial conditions remain generally
supportive of growth despite recent increases in
financial stress in several emerging market economies.

Financial stability. The U.S. financial system remains
substantially more resilient than during the decade
before the financial crisis. Asset valuations continue
to be elevated despite declines since the end of 2017
in the forward price-to-earnings ratio of equities and
the prices of corporate bonds. In the private nonfi-
nancial sector, borrowing among highly levered and
lower-rated businesses remains elevated, although the
ratio of household debt to disposable income contin-
ues to be moderate. Vulnerabilities stemming from
leverage in the financial sector remain low, reflecting
in part strong capital positions at banks, whereas
some measures of hedge fund leverage have
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increased. Vulnerabilities associated with maturity
and liquidity transformation among banks, insurance
companies, money market mutual funds, and asset
managers remain below levels that generally prevailed
before 2008.

Monetary Policy

Interest rate policy. Over the first half of 2018, the
FOMC has continued to gradually increase the target
range for the federal funds rate. Specifically, the
Committee decided to raise the target range for the
federal funds rate at its meetings in March and June,
bringing it to the current range of 1% to 2 percent.
The decisions to increase the target range for the fed-
eral funds rate reflected the economy’s continued
progress toward the Committee’s objectives of maxi-
mum employment and price stability. Even with these
policy rate increases, the stance of monetary policy
remains accommodative, thereby supporting strong
labor market conditions and a sustained return to

2 percent inflation.

The FOMC expects that further gradual increases in
the target range for the federal funds rate will be con-
sistent with a sustained expansion of economic activ-
ity, strong labor market conditions, and inflation
near the Committee’s symmetric 2 percent objective
over the medium term. Consistent with this outlook,
in the most recent Summary of Economic Projec-
tions (SEP), which was compiled at the time of the
June FOMC meeting, the median of participants’
assessments for the appropriate level for the federal
funds rate rises gradually over the period from

2018 to 2020 and stands somewhat above the median
projection for its longer-run level by the end of 2019
and through 2020. (The June SEP is presented in Part 3
of the July 2018 Monetary Policy Report.) However,
as the Committee has continued to emphasize, the
timing and size of future adjustments to the target
range for the federal funds rate will depend on the
Committee’s assessment of realized and expected
economic conditions relative to its maximum-
employment objective and its symmetric 2 percent
inflation objective.

Balance sheet policy. The FOMC has continued to
implement the balance sheet normalization program
described in the Addendum to the Policy Normaliza-
tion Principles and Plans that the Committee issued
about a year ago. Specifically, the FOMC has been
reducing its holdings of Treasury and agency securi-
ties by decreasing, in a gradual and predictable man-
ner, the reinvestment of principal payments it receives
from these securities.

Special Topics

Prime-age labor force participation. Labor force par-
ticipation rates (LFPRs) for men and women
between 25 and 54 years old—that is, the share of
these individuals either working or actively seeking
work—trended lower between 2000 and 2013. Those
trends likely reflect numerous factors, including a
long-run decline in the demand for workers with
lower levels of education and an increase in the share
of the population with some form of disability. By
contrast, the prime-age LFPR has increased notably
since 2013, and the share of nonparticipants who
report wanting a job remains above pre-recession lev-
els. Thus, some continuation of the recent increase in
the prime-age LFPR may be possible if labor
demand remains strong. (See the box “The Labor
Force Participation Rate for Prime-Age Individuals”
on pages 810 of the July 2018 Monetary Policy
Report.)

Qil prices. Oil prices have climbed rapidly over the
past year, reflecting both supply and demand factors.
Although higher oil prices are likely to restrain
household consumption in the United States, much
of the negative effect on GDP from lower consumer
spending is likely to be offset by increased production
and investment in the growing U.S. oil sector. Conse-
quently, higher oil prices now imply much less of a
net overall drag on the economy than they did in the
past, although they will continue to have important
distributional effects. The negative effect of upward
moves in oil prices should get smaller still as U.S. oil
production grows and net oil imports decline further.
(See the box “The Recent Rise in Oil Prices” on
pages 1617 of the July 2018 Monetary Policy
Report.)

Monetary policy rules. Monetary policymakers con-
sider a wide range of information on current eco-
nomic conditions and the outlook when deciding on
a policy stance they deem most likely to foster the
FOMC’s statutory mandate of maximum employ-
ment and stable prices. They also routinely consult
monetary policy rules that connect prescriptions for
the policy interest rate with variables associated with
the dual mandate. The use of such rules requires,
among other considerations, careful judgments about
the choice and measurement of the inputs into the
rules such as estimates of the neutral interest rate,
which are highly uncertain. (See the box “Complexi-
ties of Monetary Policy Rules” on pages 37-41 of the
July 2018 Monetary Policy Report.)
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Interest on reserves. The payment of interest on
reserves—Dbalances held by banks in their accounts at
the Federal Reserve—is an essential tool for imple-
menting monetary policy because it helps anchor the
federal funds rate within the FOMC’s target range.
This tool has permitted the FOMC to achieve a
gradual increase in the federal funds rate in combina-
tion with a gradual reduction in the Fed’s securities
holdings and in the supply of reserve balances. The
FOMC judged that removing monetary policy
accommodation through first raising the federal
funds rate and then beginning to shrink the balance
sheet would best contribute to achieving and main-
taining maximum employment and price stability
without causing dislocations in financial markets or
institutions that could put the economic expansion at
risk. (See the box “Interest on Reserves and Its
Importance for Monetary Policy”on pages 4446 of
the July 2018 Monetary Policy Report.)

Part 1: Recent Economic and Financial
Developments

Domestic Developments

The labor market strengthened further during the
first half of the year. ..

Labor market conditions have continued to
strengthen so far in 2018. According to the Bureau of
Labor Statistics (BLS), gains in total nonfarm payroll
employment averaged 215,000 per month over the
first half of the year. That pace is up from the aver-
age monthly pace of job gains in 2017 and is consid-
erably faster than what is needed to provide jobs for
new entrants into the labor force.! Indeed, the unem-
ployment rate edged down from 4.1 percent in
December to 4.0 percent in June. This rate is below
all Federal Open Market Committee (FOMC) par-
ticipants’ estimates of its longer-run normal level and
is about %4 percentage point below the median of
those estimates.” The unemployment rate in June is
close to the lows last reached in 2000.

The labor force participation rate (LFPR), which is
the share of individuals aged 16 and older who are
either working or actively looking for work, was
62.9 percent in June and has changed little, on net,
since late 2013. The aging of the population is an
important contributor to a downward trend in the

' Monthly job gains in the range of 130,000 to 160,000 are consis-
tent with an unchanged unemployment rate and an unchanged
labor force participation rate.

See the Summary of Economic Projections in Part 3 of the

July 2018 Monetary Policy Report.

Monetary Policy and Economic Developments 25

overall participation rate. In particular, members of
the baby-boom cohort are increasingly moving into
their retirement years, a time when labor force par-
ticipation is typically low. Indeed, the share of the
civilian population aged 65 and over in the United
States climbed from 16 percent in 2000 to 19 percent
in 2017 and is projected to rise to 24 percent by 2026.
Given this trend, the flat trajectory of the LFPR dur-
ing the past few years is consistent with strengthening
labor market conditions. Similarly, the LFPR for
individuals between 25 and 54 years old—which is
much less sensitive to population aging—has been
rising for the past several years. (The box “The Labor
Force Participation Rate for Prime-Age Individuals”
on pages 8-10 of the July 2018 Monetary Policy
Report examines the prospects for further increases in
participation for these individuals.) The employment-
to-population ratio for individuals 16 and over—the
share of the total population who are working—was
60.4 percent in June and has been gradually increas-
ing since 2011, reflecting the combination of the
declining unemployment rate and the flat LFPR.

Other indicators are also consistent with a strong
labor market. As reported in the Job Openings and
Labor Turnover Survey (JOLTS), the rate of job
openings has remained quite elevated.® The rate of
quits has stayed high in the JOLTS, an indication
that workers are able to successfully switch jobs when
they wish to. In addition, the JOLTS layoff rate has
been low, and the number of people filing initial
claims for unemployment insurance benefits has
remained near its lowest level in decades. Other sur-
vey evidence indicates that households perceive jobs
as plentiful and that businesses see vacancies as hard
to fill. Another indicator, the share of workers who
are working part time but would prefer to be
employed full time—which is part of the U-6 meas-
ure of labor underutilization from the BLS—fell fur-
ther in the first six months of the year and now
stands close to its pre-recession level.

.. . and unemployment rates have fallen for all
major demographic groups

The continued decline in the unemployment rate has
been reflected in the experiences of multiple racial
and ethnic groups. The unemployment rates for
blacks or African Americans and Hispanics tend to
rise considerably more than rates for whites and
Asians during recessions but decline more rapidly
during expansions. Indeed, the declines in the unem-

3 Indeed, the number of job openings now about matches the
number of unemployed individuals.
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ployment rates for blacks and Hispanics have been
particularly striking, and the rates have recently been
at or near their lowest readings since these series
began in the early 1970s. Although differences in
unemployment rates across ethnic and racial groups
have narrowed in recent years, they remain substan-
tial and similar to pre-recession levels. The rise in
LFPRs for prime-age individuals over the past few
years has also been evident in each of these racial and
ethnic groups, with increases again particularly
notable for African Americans. Even so, the LFPR
for whites remains higher than that for the other
groups.”

Increases in labor compensation have been
moderate. ..

Despite the strong labor market, the available indica-
tors generally suggest that increases in hourly labor
compensation have been moderate. Compensation
per hour in the business sector—a broad-based meas-
ure of wages, salaries, and benefits that is quite vola-
tile—rose 2% percent over the four quarters ending in
2018:Q1, slightly more than the average annual
increase over the preceding seven or so years. The
employment cost index—a less volatile measure of
both wages and the cost to employers of providing
benefits—likewise was 2% percent higher in the first
quarter of 2018 relative to its year-earlier level; this
increase was Y2 percentage point faster than its gain a
year earlier. Among measures that do not account for
benefits, average hourly earnings rose 2% percent in
June relative to 12 months earlier, a gain in line with
the average increase in the preceding few years.
According to the Federal Reserve Bank of Atlanta,
the median 12-month wage growth of individuals
reporting to the Current Population Survey increased
about 3% percent in May, also similar to its readings
from the past few years.’

... and likely have been restrained by slow
growth of labor productivity

Those moderate rates of compensation gains likely
reflect the offsetting influences of a strong labor mar-
ket and persistently weak productivity growth. Since
2008, labor productivity has increased only a little
more than 1 percent per year, on average, well below

4 The lower levels of labor force participation for these other

groups differ importantly by sex. For African Americans, men
have a lower participation rate relative to white men, while the
participation rate for African American women is as high as
that of white women. By contrast, the lower LFPRs for Hispan-
ics and Asians reflect lower participation among women.

The Atlanta Fed’s measure differs from others in that it meas-
ures the wage growth only of workers who were employed both
in the current survey month and 12 months earlier.

the average pace from 1996 through 2007 of 2.8 per-
cent and also below the average gain in the 1974-95
period of 1.6 percent. The weakness in productivity
growth may be partly attributable to the sharp pull-
back in capital investment during the most recent
recession and the relatively slow recovery that fol-
lowed. However, considerable debate remains about
the reasons for the recent slowdown in productivity
growth and whether it will persist.®

Price inflation has picked up from the low
readings in 2017

In 2017, inflation remained below the FOMC’s
longer-run objective of 2 percent. Partly because the
softness in some price categories appeared idiosyn-
cratic, Federal Reserve policymakers expected infla-
tion to move higher in 2018.” This expectation
appears to be on track so far. Consumer price infla-
tion, as measured by the 12-month percentage
change in the price index for personal consumption
expenditures (PCE), moved up to 2.3 percent in May.
Core PCE inflation, which excludes consumer food
and energy prices that are often quite volatile and
typically provides a better indication than the total
measure of where overall inflation will be in the
future, was 2 percent over the 12 months ending in
May—0.5 percentage point higher than it had been
one year earlier. The total measure exceeded core
inflation because of a sizable increase in consumer
energy prices. In contrast, food price inflation has
continued to be low by historical standards—data
through May show the PCE price index for food and
beverages having increased less than % percent over
the past year.

The higher readings in both total and core inflation
relative to a year earlier reflect faster price increases
for a wide range of goods and services this year and
the dropping out of the 12-month calculation of the
steep one-month decline in the price index for wire-
less telephone services in March last year. The
12-month change in the trimmed mean PCE price
index—an alternative indicator of underlying infla-

¢ The box “Productivity Developments in the Advanced Econo-

mies” in the July 2017 Monetary Policy Report provides more
information. See Board of Governors of the Federal Reserve
System (2017), Monetary Policy Report (Washington: Board of
Governors, July), pp. 12-13, https://www.federalreserve.gov/
monetarypolicy/2017-07-mpr-part1.htm.

Additional details can be found in the June 2017 Summary of
Economic Projections, an addendum to the minutes of the

June 2017 FOMC meeting. See Board of Governors of the Fed-
eral Reserve System (2017), “Minutes of the Federal Open Mar-
ket Committee, June 13-14, 2017, press release, July 5, https:/
www.federalreserve.gov/newsevents/pressreleases/
monetary20170705a.htm.
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tion produced by the Federal Reserve Bank of Dallas
that may be less sensitive than the core index to idio-
syncratic price movements—slowed by less than core
inflation over 2017 and has also increased a bit less
this year. This index rose 1.8 percent over the

12 months ending in May, up a touch from the
increase over the same period last year.®

Oil prices have surged amid supply concerns . ..

As noted, the faster pace of total inflation this year
relative to core inflation reflects a substantial rise in
consumer energy prices. Retail gasoline prices this
year were driven higher by a rise in oil prices. The
spot price of Brent crude oil rose from about $65 per
barrel in December to around $75 per barrel in early
July. Although that increase took place against a
backdrop of continued strength in global demand,
supply concerns have become more prevalent in
recent months. (For a discussion of the reasons
behind the oil price increases along with a review of
the effects of oil prices on U.S. economic growth, see
the box “The Recent Rise in Oil Prices” on pages
16-17 of the July 2018 Monetary Policy Report.)

. . . while prices of imports other than energy
have also increased

Nonfuel import prices rose sharply in early 2018,
partly reflecting the pass-through of earlier increases
in commodity prices. In particular, metals prices
posted sizable gains late last year due to strong global
demand but have retreated somewhat in recent weeks.

Survey-based measures of inflation expectations
have been stable . . .

Expectations of inflation likely influence actual infla-
tion by affecting wage- and price-setting decisions.
Survey-based measures of inflation expectations at
medium- and longer-term horizons have remained
generally stable so far this year. In the Survey of Pro-
fessional Forecasters conducted by the Federal
Reserve Bank of Philadelphia, the median expecta-
tion for the annual rate of increase in the PCE price
index over the next 10 years has been around 2 per-
cent for the past several years. In the University of
Michigan Surveys of Consumers, the median value
for inflation expectations over the next 5 to 10 years
has been about 2 percent since the end of 2016,
though this level is about 4 percentage point lower
than had prevailed through 2014. In contrast, in the
Survey of Consumer Expectations conducted by the

8 The trimmed mean index excludes whatever prices showed the
largest increases or decreases in a given month; for example, the
sharp decline in prices for wireless telephone services in
March 2017 was excluded from this index.
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Federal Reserve Bank of New York, the median of
respondents’ expected inflation rate three years hence
has been moving up recently and is currently at the
top of the range it has occupied over the past couple
of years.

. . . while market-based measures of inflation
compensation have largely moved sideways

this year

Inflation expectations can also be gauged by market-
based measures of inflation compensation. However,
the inference is not straightforward, because market-
based measures can be importantly affected by
changes in premiums that provide compensation for
bearing inflation and liquidity risks. Measures of
longer-term inflation compensation—derived either
from differences between yields on nominal Treasury
securities and those on comparable-maturity Treas-
ury Inflation-Protected Securities (TIPS) or from
inflation swaps—have moved sideways for the most
part this year after having returned to levels seen in
early 2017.° The TIPS-based measure of 5-to-10-
year-forward inflation compensation and the analo-
gous measure of inflation swaps are now about 2 per-
cent and 2% percent, respectively, with both measures
below the ranges that persisted for most of the

10 years before the start of the notable declines in
mid-2014."°

Real gross domestic product growth slowed in
the first quarter, but spending by households
appears to have picked up in recent months

After having expanded at an annual rate of 3 percent
in the second half of 2017, real gross domestic prod-
uct (GDP) is now reported to have increased 2 per-
cent in the first quarter of this year. The step-down
in growth during the first quarter was largely attrib-
utable to a sharp slowing in the growth of consumer
spending that appears transitory, and gains in GDP
appear to have rebounded in the second quarter.
Meanwhile, business investment has remained strong,

® Inflation compensation implied by the TIPS breakeven inflation
rate is based on the difference, at comparable maturities,
between yields on nominal Treasury securities and yields on
TIPS, which are indexed to the total consumer price index
(CPI). Inflation swaps are contracts in which one party makes
payments of certain fixed nominal amounts in exchange for cash
flows that are indexed to cumulative CPI inflation over some
horizon. Focusing on inflation compensation 5 to 10 years
ahead is useful, particularly for monetary policy, because such
forward measures encompass market participants’ views about
where inflation will settle in the long term after developments
influencing inflation in the short term have run their course.

As these measures are based on CPI inflation, one should prob-
ably subtract about % to 2 percentage point—the average dif-
ferential with PCE inflation over the past two decades—to infer
inflation compensation on a PCE basis.
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and net exports had little effect on output growth in
the first quarter. On balance, over the first half of
this year, overall economic activity appears to have
expanded at a solid pace.

The economic expansion continues to be supported
by favorable consumer and business sentiment, past
increases in household wealth, solid economic growth
abroad, and accommodative domestic financial con-
ditions, including moderate borrowing costs and easy
access to credit for many households and businesses.

Gains in income and wealth continue to support
consumer spending . . .

Following exceptionally strong growth in the fourth
quarter of 2017, consumer spending in the first quar-
ter of this year was tepid, rising at an annual rate of
0.9 percent. The slowdown in growth was evident in
outlays for motor vehicles and in retail sales more
generally; moreover, unseasonably warm weather
depressed spending on energy services. However, con-
sumer spending picked up in more recent months as
retail sales firmed, and PCE in April and May rose at
an annual rate of 2% percent relative to the average
over the first quarter.

Real disposable personal income (DPI), a measure of
after-tax income adjusted for inflation, has increased
at a solid annual rate of about 3 percent so far this
year. Real DPI has been supported by the reduction
in income taxes owing to the implementation of the
Tax Cuts and Jobs Act (TCJA) as well as the contin-
ued strength in the labor market. With consumer
spending rising just a little less than the gains in dis-
posable income so far this year, the personal saving
rate has edged up after having fallen for the past

two years.

Ongoing gains in household net worth likely have
also supported consumer spending. House prices,
which are of particular importance for the balance
sheet positions of a large set of households, have
been increasing at an average annual pace of about

6 percent in recent years.!! Although U.S. equity
prices have posted modest gains, on net, so far this
year, this flattening followed several years of sizable
gains. Buoyed by the cumulative increases in home
and equity prices, aggregate household net worth was
6.8 times household income in the first quarter, down
just slightly from its ratio in the fourth quarter—the

! For the majority of households, home equity makes up the larg-
est share of their wealth.

highest-ever reading for that ratio, which dates back
to 1947.

. .. and borrowing conditions for consumers
remain generally favorable . . .

Financing conditions for consumers are generally
favorable and remain supportive of growth in house-
hold spending. However, banks have continued to
tighten standards for credit cards and auto loans for
borrowers with low credit scores, possibly in response
to some upward moves in the delinquency rates of
those borrowers. Mortgage credit has remained read-
ily available for households with solid credit profiles.
For borrowers with low credit scores, mortgage
financing conditions have eased somewhat further
but remain tight overall. In this environment, con-
sumer credit continued to increase in the first few
months of 2018, though the rate of increase moder-
ated some from its robust pace in the previous year.

. . . while consumer confidence remains strong

Consumers have remained upbeat. So far this year,
the Michigan survey index of consumer sentiment
has been near its highest level since 2000, likely
reflecting rising income, job gains, and low inflation.
Indeed, households’ expectations for real income
changes over the next year or two now stand above
levels preceding the previous recession.

Business investment has continued to rebound. ..

Investment spending by businesses has continued to
increase so far this year, with notable gains for spend-
ing, both on equipment and intangibles and on non-
residential structures. Within structures, the rise in oil
prices propelled another steep ramp-up in investment
in drilling and mining structures—albeit not yet back
to the levels recorded from 2012 to 2014—while
investment in nonresidential structures outside of the
energy sector picked up after declining in 2017.
Forward-looking indicators of business investment
spending remain favorable on balance. Business senti-
ment and the profit expectations of industry analysts
have been positive overall, while new orders of capital
goods have advanced on net this year.

. . . while corporate financing conditions have
remained accommodative

Aggregate flows of credit to large nonfinancial firms
remained strong in the first quarter, supported in
part by relatively low interest rates and accommoda-
tive financing conditions. The gross issuance of cor-
porate bonds stayed robust during the first half of
2018, while yields on both investment- and
speculative-grade corporate bonds moved up notably



but remained low by historical standards. Despite
strong growth in business investment, outstanding
commercial and industrial (C&l) loans on banks’
books rose only modestly in the first quarter,
although their pace of expansion in more recent
months has strengthened on average. In April,
respondents to the Senior Loan Officer Opinion Sur-
vey on Bank Lending Practices, or SLOOS, reported
that demand for C&I loans weakened in the first
quarter even as lending standards and terms on such
loans eased.'? Respondents attributed this decline in
demand in part to firms drawing on internally gener-
ated funds or using alternative sources of financing.
Meanwhile, growth in commercial real estate loans
has moderated some but remains strong. In addition,
financing conditions for small businesses appear to
have remained generally accommodative, with lend-
ing standards little changed at most banks and with
most firms reporting that they are able to obtain
credit. Although small business credit growth has
been subdued, survey data suggest this sluggishness is
largely due to continued weak demand for credit by
small businesses.

But activity in the housing sector has leveled off

Residential investment, which rose a modest 2'> per-
cent in 2017, appears to have largely moved sideways
over the first five months of the year. The slowing in
residential investment likely is partly a result of
higher mortgage interest rates. Although these rates
are still low by historical standards, they have moved
up and are near their highest levels in seven years. In
addition, higher lumber prices and tight supplies of
skilled labor and developed lots reportedly have been
restraining home construction. While starts of both
single-family and multifamily housing units rose in
the fourth quarter, single-family starts have been little
changed, on net, since then, whereas multifamily
starts continued to climb earlier this year before flat-
tening out. Meanwhile, over the first five months of
this year, new home sales have held at around the rate
of late last year, but sales of existing homes have
eased somewhat. Despite the continued increases in
house prices, the pace of construction has not kept
up with demand. As a result, the months’ supply of
inventories of homes for sale has remained at a rela-
tively low level, and the aggregate vacancy rate stands
at the lowest level since 2003.

12 The SLOOS is available on the Board’s website at https://www
federalreserve.gov/data/sloos/sloos.htm.
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Net exports had a neutral effect on GDP growth
in the first quarter

After being a small drag on U.S. real GDP growth
last year, net exports had a neutral effect on growth
in the first quarter. Real U.S. exports increased about
3Y% percent at an annual rate, as exports of automo-
biles and consumer goods remained robust. Real
import growth slowed sharply following a surge late
last year. Nominal trade data through May suggest
that export growth picked up in the second quarter,
led by agricultural exports, while import growth was
tepid. All told, the available data suggest that the
nominal trade deficit likely narrowed relative to GDP
in the second quarter.

Fiscal policy became more expansionary
this year. ..

Federal fiscal policy will likely provide a moderate
boost to GDP growth this year. The individual and
corporate tax cuts in the TCJA should lead to
increased private consumption and investment, while
the Bipartisan Budget Act of 2018 (BBA) enables
increased federal spending on goods and services. As
the effects of the BBA had yet to show through, fed-
eral government purchases posted only a modest gain
in the first quarter.

After narrowing significantly for several years, the
federal unified deficit widened from about 2'% per-
cent of GDP in fiscal year 2015 to 3"z percent in fis-
cal 2017, and it is on pace to move up further in fiscal
2018. Although expenditures as a share of GDP in
2017 were relatively stable at 21 percent, receipts
moved lower to roughly 17 percent of GDP and have
remained at about the same level so far this year. The
ratio of federal debt held by the public to nominal
GDP was 76" percent at the end of fiscal 2017 and is
quite elevated relative to historical norms.

. . . and the fiscal position of most state and local
governments is stable

The fiscal position of most state and local govern-
ments remains stable, although there is a range of
experiences across these governments and some states
are still struggling. After several years of slow
growth, revenue gains of state governments have
strengthened notably as sales and income tax collec-
tions have picked up over the past few quarters. In
addition, house price gains have continued to push
up property tax revenues at the local level. But expen-
ditures by state and local governments have been
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restrained. Employment growth in this sector has
been moderate, while real outlays for construction by
these governments have largely been moving sideways
at a relatively low level.

Financial Developments

The expected path of the federal funds rate has
moved up

Market-based measures of the path of the federal
funds rate continue to suggest that market partici-
pants expect further gradual increases in the federal
funds rate. Relative to the end of last year, the
expected policy rate path has moved up, boosted in
part by investors’ perception of a strengthening in
the domestic economic outlook. In particular, the
policy path moved higher in response to incoming
economic data so far this year, especially the
employment reports, which were seen as supporting
expectations for a solid pace of growth in domestic
economic activity. In addition, investors reportedly
interpreted FOMC communications in the first half
of 2018 as signaling an upbeat economic outlook and
as reinforcing expectations for further gradual
removal of monetary policy accommodation.

Survey-based measures of the expected path of the
policy rate over the next few years have also increased
modestly since the end of last year. According to the
results of the most recent Survey of Primary Dealers
and Survey of Market Participants, both conducted
by the Federal Reserve Bank of New York just before
the June FOMC meeting, the median of respondents’
projections for the path of the federal funds rate
shifted up about 25 basis points for 2018 and beyond,
compared with the median of assessments last
December.'® Market-based measures of uncertainty
about the policy rate approximately one to two years
ahead increased slightly, on balance, from their levels
at the end of last year.

The nominal Treasury yield curve has shifted up

The nominal Treasury yield curve has shifted up and
flattened somewhat further during the first half of
2018 after flattening considerably in the second half
of 2017. In particular, the yields on 2- and 10-year
nominal Treasury securities increased about 70 basis
points and 45 basis points, respectively, from their

13 The results of the Survey of Primary Dealers and the Survey of
Market Participants are available on the Federal Reserve Bank
of New York’s website at https://www.newyorkfed.org/
markets/primarydealer_survey_questions.html and https://www
.newyorkfed.org/markets/survey_market_participants,
respectively.

levels at the end of 2017. The increase in Treasury
yields seems to largely reflect investors’ greater opti-
mism about the domestic growth outlook and firm-
ing expectations for further gradual removal of mon-
etary policy accommodation. Expectations for
increases in the supply of Treasury securities follow-
ing the federal budget agreement in early February
also appear to have contributed to the increase in
Treasury yields, while increased concerns about trade
policy both domestically and abroad, political devel-
opments in Europe, and the foreign economic out-
look weighed on longer-dated Treasury yields. Yields
on 30-year agency mortgage-backed securities
(MBS)—an important determinant of mortgage
interest rates—increased about 60 basis points over
the first half of the year, a bit more than the rise in
the 10-year nominal Treasury yield, but remain low
by historical standards. Yields on corporate debt
securities—Dboth investment grade and high yield—
rose more than Treasury yields, leaving the spreads
on corporate bond yields over comparable-maturity
Treasury yields notably wider than at the beginning
of the year.

Broad equity indexes rose modestly amid some
bouts of market volatility

After surging as much as 20 percent in 2017, broad
stock market indexes rose modestly, on balance, so
far this year amid some bouts of heightened volatility
in financial markets. The boost to equity prices from
first-quarter earnings reports that generally beat ana-
lysts’ expectations was reportedly offset by increased
uncertainty about trade policy, rising interest rates,
and concerns about political developments abroad.
While stock prices for companies in the technology
and consumer discretionary sectors rose notably,
those of companies in the industrial and financial
sectors declined modestly. After spiking considerably
in early February, the implied volatility for the S&P
500 index—the VIX—declined and ended the period
slightly above the low levels that prevailed in 2017.
(For a discussion of financial stability issues, see the
box “Developments Related to Financial Stability”
on pages 26-28 of the July 2018 Monetary Policy
Report.)

Markets for Treasury securities,
mortgage-backed securities, and municipal
bonds have functioned well

On balance, indicators of Treasury market function-
ing remained broadly stable over the first half of
2018. A variety of liquidity metrics—including bid-
ask spreads, bid sizes, and estimates of transaction
costs—have displayed minimal signs of liquidity
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pressures overall, with the exception of a brief period
of reduced liquidity in early February amid elevated
financial market volatility. Liquidity conditions in the
agency MBS market were also generally stable. Over-
all, the functioning of Treasury and agency MBS
markets has not been materially affected by the
implementation of the Federal Reserve’s balance
sheet normalization program, including the accom-
panying reduction in reinvestment of principal pay-
ments from the Federal Reserve’s securities holdings.
Credit conditions in municipal bond markets have
remained stable since the turn of the year. Over that
period, yield spreads on 20-year general obligation
municipal bonds over comparable-maturity Treasury
securities edged up a bit.

Money market rates have moved up in line with
increases in the FOMC'’s target range

Conditions in domestic short-term funding markets
have also remained generally stable so far in 2018.
Yields on a broad set of money market instruments
moved higher in response to the FOMC’s policy
actions in March and June. Some money market
rates rose during the first quarter more than what
would normally occur with monetary tightening. For
example, the spreads of certificates of deposit and
term London interbank offered rates relative to over-
night index swap (OIS) rates increased notably,
reportedly reflecting increased issuance of Treasury
bills and perhaps also the anticipated tax-induced
repatriation of foreign earnings by U.S. corporations.
The upward pressure on short-term funding rates,
beyond that driven by expected monetary policy,
eased in recent months, leading to a narrowing of
spreads of some money market rates to OIS rates.
However, the spreads remain wider than at the begin-
ning of the year.

Bank credit continued to expand and bank
profitability improved

Aggregate credit provided by commercial banks con-
tinued to increase through the first quarter of 2018 at
a pace similar to the one seen in 2017. Its pace was
slower than that of nominal GDP, thus leaving the
ratio of total commercial bank credit to current-
dollar GDP slightly lower than in the previous year.
Available data for the second quarter suggest that
growth in banks’ core loans continued to be moder-
ate. Measures of bank profitability improved in the
first quarter of 2018 after having experienced a tem-
porary decline in the last quarter of 2017. Weaker
fourth-quarter measures of bank profitability were
partly driven by higher write-downs of deferred tax
assets in response to the U.S. tax legislation.
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International Developments

Political developments and signs of moderating
growth weighed on advanced foreign economy
asset prices

Since February, political developments in Europe and
moderation in economic growth outside of the
United States weighed on some risky asset prices in
advanced foreign economies (AFEs). Interest rates
on sovereign bonds in several countries in the Euro-
pean periphery rose notably relative to core countries,
and European bank shares came under pressure, as
investors focused on the formation of the Italian gov-
ernment. Nonetheless, peripheral bond spreads
remained well below their levels at the height of the
euro-area crisis, and the moves partly retraced as a
government was put in place. Broad stock price
indexes were little changed on net. In contrast to the
United States, long-term sovereign yields and
market-implied paths of policy rates in the core euro
area as well as the United Kingdom declined some-
what, and rates were little changed in Japan.

Heightened investor focus on vulnerabilities in
emerging market economies led asset prices to
come under pressure

Investor concerns about financial vulnerabilities in
several emerging market economies (EMEs) intensi-
fied this spring against the backdrop of rising U.S.
interest rates. Broad measures of EME sovereign
bond spreads over U.S. Treasury yields widened
notably, and benchmark EME equity indexes
declined, as investors scrutinized macroeconomic
policy approaches in several countries. Turkey and
Argentina, which faced persistently high inflation,
expansionary fiscal policies, and large current
account deficits, were among the worst performers.
Trade policy developments between the United States
and its trading partners also weighed on EME asset
prices, especially on stock prices in China and some
emerging Asian countries. EME mutual funds saw
net outflows in May and June after generally solid
inflows earlier in the year. While movements in asset
prices and capital flows were notable for a number of
economies, broad indicators of financial stress in
EMEs remained low relative to levels seen during
other periods of stress in recent years.

The dollar appreciated

After depreciating during 2017, the broad exchange
value of the U.S. dollar has appreciated moderately
in recent months. Factors contributing to the appre-
ciation of the dollar likely include moderating growth
in some foreign economies combined with continued



32 105th Annual Report | 2018

output strength and ongoing policy tightening in the
United States, downside risks stemming from politi-
cal developments in Europe and several EMEs, and
the recent developments in trade policy. Several cur-
rencies appeared particularly sensitive to trade policy
developments, including the Canadian dollar and the
Mexican peso, related to the North American Free
Trade Agreement negotiations, as well as the Chinese
renminbi, which fell notably against the dollar

in June.

The pace of economic activity moderated in
the AFEs

In the first quarter, real GDP growth decelerated in
all major AFEs and turned negative in Japan, down
from robust rates of activity in 2017. Part of this
slowing is a result of temporary factors, though,
including unusually cold weather in Japan and the
United Kingdom, labor strikes in the euro area, and
disruptions in oil production in Canada. In most
AFEs, economic indicators for the second quarter,
including purchasing manager surveys and exports,
are generally consistent with solid economic growth.

Despite tight labor markets, inflation pressures
remain subdued in most AFEs . ..

Sustained increases in oil prices provided upward
pressure on consumer price inflation across all AFEs
in the first half of the year. However, core inflation
has generally remained muted in most AFEs, despite
further improvement in labor market conditions. In
Canada, in contrast, core inflation picked up amid
solid wage growth, pushing the total inflation rate
above the central bank target.

. . . prompting central banks to maintain highly
accommodative monetary policies

With underlying inflation still subdued, the Bank of
Japan and the European Central Bank (ECB) kept
their policy rates at historically low levels, although
the ECB indicated it would again reduce the pace of
its asset purchases starting in October. The Bank of
England and the Bank of Canada, which both began
raising interest rates last year, signaled that further
rate increases will be gradual, given a moderation in
the pace of economic activity.

In emerging Asia, growth remained solid . . .

Economic growth in China remained solid in the first
quarter of 2018, as a rebound in steel production and
strong external demand bolstered a recovery in indus-
trial activity and overall growth. Indicators of invest-
ment and retail sales have slowed in recent months,

however, suggesting that the authorities’ effort to rein

in credit may have softened domestic demand. Most
other emerging Asian economies registered strong
growth in the first quarter of 2018, partly reflecting
solid external demand.

. . . while growth in some Latin American
economies was mixed

In Mexico, real GDP surged in the first quarter as
economic activity rebounded from two major earth-
quakes and a hurricane last year. Following a brief
recovery in the first half of 2017, Brazil’s economy
stalled in the fourth quarter and grew tepidly in the
first quarter, and a truckers’ strike paralyzed eco-
nomic activity in late May.

Part 2: Monetary Policy

The Federal Open Market Committee continued
to gradually increase the federal funds target
range in the first half of the year. . .

Since December 2015, the Federal Open Market
Committee (FOMC) has been gradually increasing
its target range for the federal funds rate as the
economy has continued to make progress toward the
Committee’s congressionally mandated objectives of
maximum employment and price stability. In the first
half of this year, the Committee continued this
gradual process of scaling back monetary policy
accommodation, increasing its target range for the
federal funds rate %4 percentage point at its meetings
in both March and June. With these increases, the
federal funds rate is currently in the range of 1% to

2 percent.'* The Committee’s decisions reflected the
continued strengthening of the labor market and the
accumulating evidence that, after many years of run-
ning below the Committee’s 2 percent longer-run
objective, inflation had moved close to 2 percent.

. . . but monetary policy continues to support
economic growth

Even after the gradual increases in the federal funds
rate over the first half of the year, the Committee
judges that the stance of monetary policy remains
accommodative, thereby supporting strong labor
market conditions and a sustained return to 2 per-
cent inflation. In particular, the federal funds rate

!4 See Board of Governors of the Federal Reserve System (2018),
“Federal Reserve Issues FOMC Statement,” press release,
March 21, https://www.federalreserve.gov/newsevents/
pressreleases/monetary20180321a.htm; and Board of Governors
of the Federal Reserve System (2018), “Federal Reserve Issues
FOMC Statement,” press release, June 13, https://www
federalreserve.gov/newsevents/pressreleases/monetary20180613a
.htm.
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remains somewhat below most FOMC participants’
estimates of its longer-run value.

The Committee expects that a gradual approach to
increasing the target range for the federal funds rate
will be consistent with a sustained expansion of eco-
nomic activity, strong labor market conditions, and
inflation near the Committee’s symmetric 2 percent
objective over the medium term. Consistent with this
outlook, in the most recent Summary of Economic
Projections (SEP), which was compiled at the time of
the June FOMC meeting, the median of participants’
assessments for the appropriate level of the target
range for the federal funds rate at year-end rises
gradually over the period from 2018 to 2020 and
stands somewhat above the median projection for its
longer-run level by the end of 2019 and through
2020."

Future changes in the federal funds rate will
depend on the economic outlook as informed by
incoming data

The FOMC has continued to emphasize that, in
determining the timing and size of future adjust-
ments to the target range for the federal funds rate, it
will assess realized and expected economic conditions
relative to its maximum-employment objective and its
symmetric 2 percent inflation objective. This assess-
ment will take into account a wide range of informa-
tion, including measures of labor market conditions,
indicators of inflation pressures and inflation expec-
tations, and readings on financial and international
developments.

In evaluating the stance of monetary policy, policy-
makers routinely consult prescriptions from a variety
of policy rules, which can serve as useful bench-
marks. However, the use and interpretation of such
prescriptions require, among other considerations,
careful judgments about the choice and measurement
of the inputs to these rules such as estimates of the
neutral interest rate, which are highly uncertain (see
the box “Complexities of Monetary Policy Rules” on
pages 3741 of the July 2018 Monetary Policy
Report).

The FOMC has continued to implement its
program to gradually reduce the Federal
Reserve’s balance sheet

The Committee has continued to implement the bal-
ance sheet normalization program described in the

15 See the June SEP, which appeared as an addendum to the min-
utes of the June 12-13, 2018, meeting of the FOMC and is pre-
sented in Part 3 of the July 2018 Monetary Policy Report.
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June 2017 Addendum to the Policy Normalization
Principles and Plans.'® This program is gradually and
predictably reducing the Federal Reserve’s securities
holdings by decreasing the reinvestment of the prin-
cipal payments it receives from securities held in the
System Open Market Account. Since the initiation of
the balance sheet normalization program in October
of last year, such payments have been reinvested to
the extent that they exceeded gradually rising caps.

In the first quarter, the Open Market Desk at the
Federal Reserve Bank of New York, as directed by
the Committee, reinvested principal payments from
the Federal Reserve’s holdings of Treasury securities
maturing during each calendar month in excess of
$12 billion. The Desk also reinvested in agency
mortgage-backed securities (MBS) the amount of
principal payments from the Federal Reserve’s hold-
ings of agency debt and agency MBS received during
each calendar month in excess of $8 billion. Over the
second quarter, payments of principal from maturing
Treasury securities and from the Federal Reserve’s
holdings of agency debt and agency MBS were rein-
vested to the extent that they exceeded $18 billion
and $12 billion, respectively. At its meeting in June,
the FOMC increased the cap for Treasury securities
to $24 billion and the cap for agency debt and agency
MBS to $16 billion, both effective in July. The
Committee has indicated that the caps for Treasury
securities and for agency securities will increase to
$30 billion and $20 billion per month, respectively, in
October. These terminal caps will remain in place
until the Committee judges that the Federal Reserve
is holding no more securities than necessary to imple-
ment monetary policy efficiently and effectively.

The implementation of the program has proceeded
smoothly without causing disruptive price move-
ments in Treasury and MBS markets. As the caps
have increased gradually and predictably, the Federal
Reserve’s total assets have started to decrease, from
about $4.4 trillion last October to about $4.3 trillion
at present, with holdings of Treasury securities at
approximately $2.4 trillion and holdings of agency
and agency MBS at approximately $1.7 trillion.

The Federal Reserve’s implementation of
monetary policy has continued smoothly

To implement the FOMC’s decisions to raise the tar-
get range for the federal funds rate in March and
June of 2018, the Federal Reserve increased the rate

16 The addendum, adopted on June 13, 2017, is available at https://
www.federalreserve.gov/monetarypolicy/files/FOMC_
PolicyNormalization.20170613.pdf.
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of interest on excess reserves (IOER) along with the
interest rate offered on overnight reverse repurchase
agreements (ON RRPs). Specifically, the Federal
Reserve increased the IOER rate to 134 percent and
the ON RRP offering rate to 1% percent in March.
In June, the Federal Reserve increased the IOER rate
to 1.95 percent—>5 basis points below the top of the
target range—and the ON RRP offering rate to

1% percent. In addition, the Board of Governors
approved a Y percentage point increase in the dis-
count rate (the primary credit rate) in both March
and June. Yields on a broad set of money market
instruments moved higher, roughly in line with the
federal funds rate, in response to the FOMC’s policy
decisions in March and June. Usage of the ON RRP
facility has declined, on net, since the turn of the
year, reflecting relatively attractive yields on alterna-
tive investments.

The effective federal funds rate moved up toward the
IOER rate in the months before the June FOMC
meeting and, therefore, was trading near the top of
the target range. At its June meeting, the Committee
made a small technical adjustment in its approach to
implementing monetary policy by setting the IOER
rate modestly below the top of the target range for
the federal funds rate. This adjustment resulted in the
effective federal funds rate running closer to the
middle of the target range since mid-June. In an envi-
ronment of large reserve balances, the IOER rate has
been an essential policy tool for keeping the federal
funds rate within the target range set by the FOMC
(see the box “Interest on Reserves and Its Importance
for Monetary Policy” on pages 44-46 of the

July 2018 Monetary Policy Report).
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Financial Stability

A stable financial system promotes economic welfare
through many channels: It facilitates household sav-
ings to purchase a home, finance a college education,
and smooth consumption in response to job loss and
other adverse developments; it promotes responsible
risk-taking and economic growth by channeling sav-
ings to firms to start new businesses and expand
existing businesses; and it spreads risk across
investors.

A financial system is considered stable when financial
institutions—banks, savings and loan associations,
and other financial product and service providers—
and financial markets are able to provide households,
communities, and businesses with the resources, ser-
vices, and products they need to invest, grow, and
participate in a well-functioning economy. Disrup-
tions to these activities of the financial system have
arisen during, and contributed to, stressed macroeco-
nomic environments. Accordingly, the Federal
Reserve’s objective to promote financial stability
strongly complements the goals of price stability and
full employment. In pursuit of continued financial
stability, the Federal Reserve monitors the potential
buildup of risks to financial stability; uses such analy-
ses to inform Federal Reserve responses, including the
design of stress-test scenarios and decisions regarding
other policy tools such as the countercyclical capital
buffer; works with other domestic agencies directly
and through the Financial Stability Oversight Coun-
cil (FSOCQ); and engages with the global community
in monitoring, supervision, and regulation that miti-
gate the risks and consequences of financial instabil-
ity domestically and abroad.

Moreover, the Federal Reserve promotes financial
stability through its supervision and regulation of
financial institutions. A central tenet of the Federal
Reserve’s efforts in promoting financial stability is the
adoption of an approach to supervision and regula-
tion that, in addition to a traditional approach
focused on the safety and soundness of individual
institutions, accounts for the stability of the financial
system as a whole. In particular, a supervisory

approach accounting for financial stability concerns
informs the supervision of systemically important
financial institutions (SIFIs), including large bank
holding companies (BHCs), the U.S. operations of
certain foreign banking organizations, and financial
market utilities (FMUs). In addition, the Federal
Reserve serves as a “consolidated supervisor” of
nonbank financial companies designated by the
FSOC as institutions whose distress or failure could
pose a threat to the stability of the U.S. financial
system as a whole (see “Financial Stability Oversight
Council Activities” later in this section). Enhanced
standards for the largest, most systemic firms pro-
mote the safety of the overall system and minimize
the regulatory burden on smaller, less systemic
institutions.

This section discusses key financial stability activities
undertaken by the Federal Reserve over 2018, which
include monitoring risks to financial stability; pro-
moting a perspective on the supervision and regula-
tion of large, complex financial institutions that
accounts for the potential spillovers from distress at
such institutions to the financial system and broader
economy; and engaging in domestic and international
cooperation and coordination.

Some of these activities are also discussed elsewhere
in this annual report. A broader set of economic and
financial developments are discussed in section 2,
“Monetary Policy and Economic Developments,”
with the discussion that follows concerning surveil-
lance of economic and financial developments
focused on financial stability. The full range of activi-
ties associated with supervision of SIFIs, designated
nonbank companies, and designated FMUs is dis-
cussed in section 4, “Supervision and Regulation.”

Monitoring Risks to Financial
Stability

Financial institutions are linked together through a
complex set of relationships, and their condition
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depends on the economic condition of the nonfinan-
cial sector. In turn, the condition of the nonfinancial
sector hinges on the strength of financial institutions’
balance sheets, as the nonfinancial sector obtains
funding through the financial sector. Monitoring
risks to financial stability is aimed at better under-
standing these complex linkages and has been an
important part of Federal Reserve efforts in pursuit
of overall economic stability.

A stable financial system, when hit by adverse events
or “shocks,” is able to continue meeting demands for
financial services from households and businesses,
such as credit provision and payment services. In
contrast, in an unstable system, these same shocks
are likely to have much larger effects, disrupting the
flow of credit and leading to declines in employment
and economic activity.

Consistent with this view of financial stability, the
Federal Reserve Board’s monitoring framework dis-
tinguishes between shocks to and vulnerabilities of
the financial system. Shocks, such as sudden changes
to financial or economic conditions, are typically sur-
prises and are inherently hard to predict. Vulnerabili-
ties tend to build up over time and are the aspects of
the financial system that are most expected to cause
widespread problems in times of stress. As a result,
the Federal Reserve maintains a flexible, forward-
looking financial stability monitoring program
focused on assessing the financial system’s vulner-
abilities to a wide range of potential adverse shocks.

Each quarter, Federal Reserve Board staff assess a set

of vulnerabilities relevant for financial stability,
including but not limited to asset valuation pressures,
borrowing by businesses and households, leverage in
the financial sector, and funding risk. These monitor-
ing efforts inform discussions concerning policies to
promote financial stability, such as supervision and
regulatory policies as well as monetary policy. They
also inform Federal Reserve interactions with
broader monitoring efforts, such as those by the
FSOC and the Financial Stability Board (FSB).

In November 2018, the Federal Reserve Board pub-
lished its first Financial Stability Report." The report,
which will be published on a semiannual basis, sum-
marizes the Board’s framework for assessing the
resilience of the U.S. financial system and presents

! See Board of Governors of the Federal Reserve System (2018),
Financial Stability Report (Washington: Board of Governors,
November), https://www.federalreserve.gov/publications/files/
financial-stability-report-201811.pdf.

the Board’s current assessment of financial system
vulnerabilities. It aims to promote public understand-
ing about Federal Reserve views on this topic and
thereby increase transparency and accountability.
The report complements the annual report of the
FSOC, which is chaired by the Secretary of the
Treasury and includes the Federal Reserve Chair and
other financial regulators.

Asset Valuation Pressures

Overvalued assets are a fundamental source of vul-
nerability because the unwinding of high prices can
be destabilizing, especially if the assets are widely
held and the values are supported by excessive lever-
age, maturity transformation, or risk opacity. More-
over, stretched asset valuations are likely to be an
indicator of a broader buildup in risk-taking. None-
theless, it is very difficult to judge whether an asset
price is overvalued relative to fundamentals. As a
result, the Federal Reserve’s analysis of asset valua-
tion pressures typically includes a broad range of
possible valuation metrics and tracks developments
in areas in which asset prices are rising particularly
rapidly, into which investor flows have been consider-
able, or where volatility has been at unusually low or
high levels.

Across markets, asset valuations remained elevated
through most of 2018, supported by the solid eco-

nomic expansion and an apparent increase in inves-
tors’ appetite for risk. However, valuation pressures

Figure 1. Forward price-to-earnings ratio of S&P 500 firms,
1988-2018
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Note: The data, based on expected earnings for 12 months ahead, extend through
December 2018 and consist of the aggregate forward price-to-earnings ratio of
S&P 500 firms. The shaded bars indicate periods of business recession as defined
by the National Bureau of Economic Research.

Source: Federal Reserve Board staff calculations using Refinitiv (formerly Thom-
son Reuters), IBES Estimates.
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Figure 2. S&P 500 volatility, 2000-18 Figure 4. Commercial real estate price index, 1998-2018
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Source: Bloomberg Finance LP.

in equity and corporate bond markets moderated in
the fourth quarter of 2018 amid a step-up in market
volatility.

In equity markets, price fluctuations toward the end
of 2018 brought down the forward price-to-earnings
ratio of S&P 500 firms, a metric of valuations in
equity markets, to a level near the median of its his-
torical distribution (figure 1). At the same time, both
realized and option-implied market volatility, which
had remained low since mid-2016, jumped back to
levels slightly above historical averages (figure 2). In
debt markets, corporate bond spreads to comparable-
maturity Treasury securities widened slightly through
2018, though spreads on investment- and speculative-

Figure 3. Corporate bond spreads, 1997-2018
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sumer price index for all urban consumers less food and energy and seasonally
adjusted by Board staff. The shaded bars indicate periods of business recession
as defined by the National Bureau of Economic Research.

Source: CoStar Group, Inc., CoStar Commercial Repeat Sale Indices (CCRSI);
Bureau of Labor Statistics via Haver Analytics, consumer price index.

grade bonds remained near the lower end of their
historical range (figure 3).

Property prices continued to be an area of ongoing
valuation pressures over the past year. Commercial
real estate prices, which had risen substantially over
the previous seven years, were about flat last year,
although at historical highs (figure 4). Similar pat-
terns were also observed in farmland prices, where
price-to-rent ratios also remained at historical highs,
and in home prices, with price-to-rent ratios above
long-run historical trends but below the extraordi-
nary levels seen before the financial crisis.

Borrowing by Households and Businesses

Excessive borrowing by households and businesses
has been an important contributor to past financial
crises. Highly indebted households and nonfinancial
businesses may be vulnerable to negative shocks to
incomes or asset values and may be forced to curtail
spending, which could amplify the effects of financial
shocks. In turn, losses among households and busi-
nesses can lead to mounting losses at financial insti-
tutions, creating an adverse feedback loop in which
weaknesses among households, nonfinancial busi-
nesses, and financial institutions cause further
declines in income and accelerate financial losses,
potentially leading to financial instability and a sharp
contraction in economic activity.

Vulnerabilities associated with household and busi-
ness borrowing remained moderate overall in 2018.
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However, business debt and household debt, which
started to diverge following the 2007-09 recession,
have continued to trend in opposite directions (fig-
ure 5). Business credit continued to grow faster than
nominal gross domestic product (GDP), leaving the
business-sector credit-to-GDP ratio close to histori-
cal highs.

Risky debt issuance picked up in 2017 and 2018 (fig-
ure 6). Moreover, highly leveraged corporations,
measured by debt-to-EBITDA (earnings before inter-
est, taxes, depreciation, and amortization) ratios

Figure 5. Credit-to-GDP ratio, 1980-2018

—— Household (left scale) —— Business (right scale)
Ratio Ratio

1.1 —quarterly — 0.75
1.0 4 0.70
09 H Q4

08 L - 0.65
0.7 — - 0.60
us = 1 055
05

04 - 4 0.50
0.3 Ml o e

1982 1988 1994 2000 2006 2012 2018

Note: The data extend through 2018:Q4. The shaded bars indicate periods of busi-
ness recession as defined by the National Bureau of Economic Research. GDP is
gross domestic product.

Source: Federal Reserve Board, Statistical Release Z.1, “Financial Accounts of the
United States”; Bureau of Economic Analysis via Haver Analytics, national income
and product accounts, Table 1.1.5: Gross Domestic Product; Board staff
calculations.

Figure 6. Total net issuance of risky debt, 2005-18
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Source: Mergent, Fixed Investment Securities Database (FISD); S&P Global, Lever-
aged Commentary & Data.

above 6, increased their share of large loan issuance
to historically high levels, above the previous peak
levels observed in 2007 and 2014 (figure 7). Nonethe-
less, the strong economy and low interest rates helped
sustain a solid credit performance of leveraged loans
in 2018, with the default rate on such loans near the
low end of its historical range. At the same time, the
favorable credit performance of the corporate sector
recently was likely due in part to the strength of
overall economic activity, and high leverage could
leave some parts of the corporate sector vulnerable to
difficulties should adverse shocks materialize.

Furthermore, the share of bonds rated at the lowest
investment-grade level (for example, an S&P rating of
triple-B) reached near-record levels. As of Decem-
ber 2018, around 42 percent of corporate bonds out-
standing were at the lowest end of the investment-
grade segment, amounting to about $3 trillion.

In contrast to the business sector, household debt
growth continued to be modest over the past year
and remained mostly in line with income growth.
Aggregate borrowing relative to income in the house-
hold sector has declined significantly from its 2007
peak, with growth skewed mostly toward households
with strong credit histories.

The composition of household debt has, however,
experienced significant changes over the past 10 years
(figure 8). Credit card debt decreased significantly

Figure 7. Distribution of large institutional leveraged loan

volumes, by debt-to-EBITDA ratio, 2001-18
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Source: S&P Global, Leveraged Commentary & Data.



Figure 8. Consumer credit balances, 1999-2018
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between 2009 and 2011, and its recent level (in real
terms) remains well below its 2008 peak. In contrast,
student and auto loans have maintained a strong
upward trend during the past 10 years.

Leverage in the Financial System

Vulnerabilities related to financial-sector leverage
appear low, in part because of regulatory reforms
enacted since the financial crisis. Core financial inter-
mediaries, including large banks, insurance compa-
nies, and broker-dealers, appear well positioned to
weather economic stress.

Regulatory capital remained at historically high levels
for large domestic banks. The ratio of tier | common
equity to risk-weighted assets remained around

12 percent, on average, for BHCs in 2018 (figure 9).
Moreover, the leverage ratio, which looks at common
equity relative to total assets without adjusting for
risk, also remained at levels substantially above pre-
crisis norms. Finally, all 34 firms participating in the
Federal Reserve’s supervisory stress tests for 2018
were able to maintain capital ratios above required
minimums to absorb losses from a severe macroeco-
nomic shock.?

Leverage of broker-dealers has been trending down
and, as of 2018, was substantially below pre-crisis
levels. At property and casualty insurance firms,

2 The 2018 supervisory stress-test methodology and results are

available on the Board’s website at https://www.federalreserve
.gov/publications/2018-june-dodd-frank-act-stress-test-preface
.htm.
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Figure 9. Common equity tier 1 ratio, 2001-18
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weighted assets. The shaded bars indicate periods of business recession as
defined by the National Bureau of Economic Research.

Source: Federal Reserve Board, Form FR Y-9C, Consolidated Financial Statements
for Holding Companies.

leverage has also been falling, while it has been
roughly constant over the past decade for life insur-
ance companies. However, hedge fund leverage
appears to have been increasing over the past two
years. The increased use of leverage by hedge funds
exposes their counterparties to risk and raises the
possibility that adverse shocks would result in forced
asset sales that could exacerbate price declines. That
said, hedge funds do not play the same central role in
the financial system as banks or other institutions.

Funding Risk

Vulnerabilities associated with funding risk contin-
ued to be low in 2018, in part because of the post-
crisis implementation of liquidity regulations for
banks and the 2016 money market reforms.’

In total, liquid assets in the banking system have
increased more than $3 trillion since the financial cri-
sis. Large banks, in particular, hold substantial
amounts of liquid assets, far exceeding pre-crisis lev-
els and well above regulatory requirements (fig-

ure 10). Bank funding is less susceptible to runs now
than in the period leading up to the financial crisis—

3 See Securities and Exchange Commission (2014), “SEC Adopts
Money Market Fund Reform Rules,” press release, July 23,
https://www.sec.gov/news/press-release/2014-143.


https://www.federalreserve.gov/publications/2018-june-dodd-frank-act-stress-test-preface.htm
https://www.federalreserve.gov/publications/2018-june-dodd-frank-act-stress-test-preface.htm
https://www.federalreserve.gov/publications/2018-june-dodd-frank-act-stress-test-preface.htm
https://www.sec.gov/news/press-release/2014-143
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Figure 10. High-quality liquid assets, by BHC size, 2001-18
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Source: Federal Reserve Board, Form FR Y-9C (Consolidated Financial Statements
for Holding Companies) and Form FR 2900 (Report of Transaction Accounts, Other
Deposits and Vault Cash).

further reducing vulnerabilities from liquidity trans-
formation. Core deposits, which include checking
accounts, small-denomination time deposits, and
other retail deposits that are typically insured, are
near historical highs as a share of banks’ total liabili-
ties. Core deposits have traditionally been a relatively
stable source of funds for banks, in the sense that
they have been less prone to runs. In contrast, short-
term wholesale funding, a source of funds that
proved unreliable during the crisis, is near historical
lows as a share of banks’ total liabilities.

Money market fund (MMF) reforms implemented in
2016 have reduced run risk in the financial system.
The reforms required “prime” MMFs, which have
proved vulnerable to runs in the past, to use floating
net asset values that adjust with the market prices of
the assets they hold, which resulted in a shift by
investors into government MMFs. A shift in invest-
ments toward short-term vehicles that provide alter-
natives to MMFs and could also be vulnerable to
runs or run-like dynamics would increase risk, but
assets in these alternatives have increased only mod-
estly compared with the drop in prime MMF assets.

Domestic and International
Cooperation and Coordination

The Federal Reserve cooperated and coordinated
with both domestic and international institutions in
2018 to promote financial stability.

Financial Stability Oversight Council
Activities

As mandated by the Dodd-Frank Wall Street Reform
and Consumer Protection Act (Dodd-Frank Act),
the FSOC was created in 2010 and, as noted earlier,
is chaired by the Treasury Secretary and includes the
Federal Reserve Chair as a member (see box 1). It
established an institutional framework for identifying
and responding to the sources of systemic risk.
Through collaborative participation in the FSOC,
U.S. financial regulators monitor not only institu-
tions, but also the financial system as a whole. The
Federal Reserve, in conjunction with other partici-
pants, assists in monitoring financial risks, analyzes
the implications of those risks for financial stability,

Box 1. Regular Reporting on
Financial Stability Oversight Council
Activities

The Federal Reserve cooperated and coordinated
with domestic agencies in 2018 to promote finan-
cial stability, including through the activities of the
Financial Stability Oversight Council (FSOC).

Meeting minutes. In 2018, the FSOC met eight
times, including at least once a quarter. The min-
utes for each meeting are available on the U.S.
Treasury website (https://www.treasury.gov/
initiatives/fsoc/council-meetings/Pages/meeting-
minutes.aspx).

FSOC annual report. On December 19, 2018,
the FSOC released its eighth annual report
(https://home.treasury.gov/system/files/261/
FSOC2018AnnualReport.pdf), which includes a
review of key developments in 2018 and a set of
recommended actions that could be taken to
ensure financial stability and to mitigate systemic
risks that affect the economy.

For more on the FSOC, see https://home.treasury
.gov/policy-issues/financial-markets-financial-
institutions-and-fiscal-service/fsoc.


https://www.treasury.gov/initiatives/fsoc/council-meetings/Pages/meeting-minutes.aspx
https://www.treasury.gov/initiatives/fsoc/council-meetings/Pages/meeting-minutes.aspx
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https://home.treasury.gov/policy-issues/financial-markets-financial-institutions-and-fiscal-service/fsoc
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and identifies steps that can be taken to mitigate
those risks. In addition, when an institution is desig-
nated by the FSOC as systemically important, the
Federal Reserve assumes responsibility for supervis-
ing that institution.

In 2018, the Federal Reserve worked, in conjunction
with other FSOC participants, on the following
major initiatives:

Application under section 117 of the Dodd-Frank Act.
On September 12, 2018, the council announced its
decision to grant the appeal of ZB, N.A. (Zions),
under section 117 of the Dodd-Frank Act.* The
action removed the firm’s treatment as a nonbank
financial company following its merger with Zions
Bancorporation. The FSOC found that Zions’s
potential to pose material financial distress to U.S.
financial stability was greatly reduced, as the firm
engages in limited capital markets activities, presents
minimal fire sale risks, and is subject to extensive
regulation and supervision.

Nonbank designations process. On October 17, 2018,
the council announced it had voted to rescind its
determination that material financial distress at Pru-
dential Financial, Inc. (Prudential), could pose a
threat to U.S. financial stability, and that the com-
pany should be subject to supervision by the Federal
Reserve and enhanced prudential standards.” The

4 See U.S. Department of the Treasury (2018), “Financial Stabil-
ity Oversight Council Announces Final Decision to Grant Peti-
tion from ZB, N.A.,” press release, September 12, https://home
.treasury.gov/news/press-releases/sm478.

5 See U.S. Department of the Treasury (2018), “Financial Stabil-
ity Oversight Council Announces Rescission of Nonbank
Financial Company Designation,” press release, October 17,
https://home.treasury.gov/news/press-releases/sm525.
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FSOC made the decision that Prudential’s potential
to pose material financial distress to U.S. financial
stability was substantially reduced following changes
to simplify the company’s corporate structure and
enhanced capital and liquidity management policies.
Further, Prudential is subject to a new regulatory
regime under New Jersey state law that allows for
groupwide supervision.

Financial Stability Board Activities

In light of the interconnected global financial system
and the global activities of large U.S. financial insti-
tutions, the Federal Reserve participates in interna-
tional bodies, such as the FSB. The FSB monitors the
global financial system and promotes financial stabil-
ity through the adoption of sound policies across
countries. The Federal Reserve participates in the
FSB, along with the Securities and Exchange Com-
mission and the U.S. Treasury.

In the past year, the FSB has examined several issues,
including monitoring of shadow banking activities,
coordination of regulatory standards for global sys-
temically important financial institutions, asset man-
agement, fintech (emerging financial technologies),
evaluating the effects of reforms, and development of
effective resolution regimes for large financial institu-
tions. In November, the FSB published its report on
incentives to centrally clear over-the-counter deriva-
tives.® Also in November, Randal K. Quarles, the
Federal Reserve’s Vice Chair for Supervision, was
appointed chair of the FSB.

¢ See Financial Stability Board (2018), “Incentives to Centrally
Clear Over-the-Counter (OTC) Derivatives,” press release,
November 19, http://www.fsb.org/2018/11/incentives-to-
centrally-clear-over-the-counter-otc-derivatives-2.
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Supervision and
Regulation

The Federal Reserve has supervisory and regulatory
authority over a variety of financial institutions and
activities with the goal of promoting a safe, sound,
and efficient financial system that supports the
growth and stability of the U.S. economy.

The Federal Reserve carries out its supervisory and
regulatory responsibilities and supporting functions
primarily by

* collecting data, along with the other federal finan-
cial regulatory agencies, to monitor trends in the
banking sector;

* engaging in supervisory activities that
o promote the safety and soundness of individual

institutions supervised by the Federal Reserve;

o identify requirements and set priorities for super-
visory information technology initiatives; and

o meet evolving supervisory responsibilities
through ongoing staft development; and

* developing regulatory policy (rulemakings, supervi-
sion and regulation letters, policy statements,

and guidance), and regulating the U.S. banking
and financial structure by acting on a variety of
proposals.

Banking System Conditions

The financial condition of the U.S. banking system is
generally strong. The strong economic trends of the
last several years have contributed to improvements
in the financial condition of banks. Two important
measures of profitability—return on equity (ROE)
and return on average assets (ROAA)—have seen
steady gains over the past several years and ended the
year near a 10-year high (figure 1).! Earnings for
firms of all sizes have been bolstered by rising net
interest income and the recent reduction in effective
tax rates. Moderately rising interest rates have been
positive for bank earnings and have helped drive
increases in net interest income.

' The dip in ROE and ROAA in 2017 was driven by a one-time
tax effect.

Figure 1. Bank profitability
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Figure 2. Loan growth by sector
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Firms have reported growth in loan volume coupled
with lower nonperforming loan ratios. Loan growth
remains robust, with total loan volume for the indus-
try growing over 30 percent since 2013 (figure 2).
Commercial and industrial (C&I) loans and non-
residential real estate loans have experienced the
strongest growth. Since 2013, the volume of C&I and
non-residential real estate loans has grown by close to
50 percent. Residential real estate lending, which
experienced structural changes over this period,
exhibited tepid growth.

In recent quarters, nonbank finance companies are
increasing their market share in new mortgage origi-
nations, and large banks are shifting their mortgage

2016 2017 2018

exposures from loans to securities. As a result, the
banking industry’s overall loan portfolio is shifting
away from residential real estate loans toward C&I
loans and consumer loans (figure 3).

The nonperforming loan ratio—one measure of asset
quality—is generally improving or stable across the
banking system (figure 4).> Currently, nonperforming
loans as a share of total loans and leases are at or
near a 10-year low. However, nonperforming con-
sumer loans saw a slight increase in the second half
of 2018.

2 Nonperforming loans, or problem loans, are those loans that are
90 days or more past due, plus loans in nonaccrual status.

Figure 3. Loan composition
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Figure 4. Nonperforming loan ratio
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Source: Call Report and FR Y-9C.

Firms maintain reserves to provide a cushion against
losses on loans and leases they are unable to collect.
One important financial metric is the ratio of allow-
ance for loan and lease losses (ALLL, which is the
amount of reserves banks set aside to absorb losses
related to troubled loans) to the volume of nonper-
forming loans and leases held by a bank, also known
as the reserve coverage ratio (figure 5). A higher ratio
generally indicates a better ability to absorb future
loan losses.

Since 2013, as the volume of nonperforming loans
has declined, the industrywide coverage ratio has
improved considerably. While the entire industry has
seen an improvement in this ratio, the largest firms
have seen the greatest improvement. It is important
to note that nonperforming loan status is a lagging

Figure 5. Reserve coverage ratio
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Note: Reserve coverage ratio is the ratio of ALLL to loans 90 days or more delin-
quent and nonaccrual loans. Data adjusted for GNMA guaranteed loans.
Source: Call Report and FR Y-9C.

indicator of loan losses and other factors are consid-
ered when estimating the allowance, such as changes
in underwriting standards and changes in local or
regional economic conditions.

As profitability and asset quality continue to improve,
firms still maintain high levels of quality capital. Capi-
tal provides a buffer to absorb losses that may result
from unexpected operational, credit, or market
events. Since the financial crisis, the Federal Reserve
has implemented new rules that have significantly
raised the requirements for the quantity and quality
of bank capital, particularly at the largest firms. As a
result of the new requirements, capital levels have
increased across the industry (figure 6).

Firms have also significantly bolstered their liquidity
after coming under funding pressure during the finan-
cial crisis. The funding stresses faced by large banks
during the financial crisis heavily influenced the sub-
sequent U.S. regulatory framework for addressing
funding and liquidity risk. The financial crisis dem-
onstrated the need to ensure that banks hold enough
fundamentally sound and reliable liquid assets to sur-
vive a stress scenario. Liquidity requirements put in
place since the crisis have significantly increased
aggregate levels of highly liquid assets (figure 7).

The banking industry remains concentrated, while the
market share of the largest banking organizations has
declined. Over the past few decades, as the banking
system has grown, there has been a trend of
increased bank consolidation. During the height of
the financial crisis, and immediately after, as the
financial system was strained, many banks merged
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Figure 6. Common equity tier 1 ratio/share of instituions not well capitalized
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. . _ with other institutions, or failed. Upon closing, the

assets of these failed banks were sold to other, often

Percent larger, institutions, and the industry saw a wave of
[ consolidation and growth of the largest institutions.
In recent years, however, concentration has slowed by
251 some measures. Even as the total volume of loans
and leases has been growing, the distribution of
those loans has spread to a broader section of the
201 industry. The market share of loans for the 10 largest
banking organizations has declined (figure 8).
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Figure 8. Concentration of banking industry outstanding loans and leases
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Figure 9. Average credit default swap (CDS) spread and market leverage ratio
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Credit default spreads are a measure of market per-
ceptions of bank risk, and a small spread reflects
investor confidence in banks’ financial health. Both
measures are close to pre-crisis levels, despite
increased market volatility in the fourth quarter of
2018 (figure 9).?

Supervisory Developments

In overseeing the institutions under its authority, the
Federal Reserve seeks primarily to promote safety,
soundness, and efficiency, including compliance with
laws and regulations. For supervisory purposes, the
Federal Reserve categorizes institutions into the
groups described in table 1.

Safety and Soundness

The Federal Reserve uses a range of supervisory
activities to promote the safety and soundness of
financial institutions and maintain a comprehensive
understanding and assessment of each firm. These
activities include horizontal reviews, firm-specific
examinations and inspections, continuous monitor-
ing and surveillance activities, and implementation of
enforcement or other supervisory actions as neces-
sary. The Federal Reserve also provides training and
technical assistance to foreign supervisors and
minority-owned and de novo depository institutions.

3 For definitions of market leverage and credit default swap
spreads, see the Federal Reserve Supervision and Regulation
report at https://www.federalreserve.gov/publications/2018-11-
supervision-and-regulation-report-appendix-a.htm.

Examinations and Inspections

The Federal Reserve conducts examinations of state
member banks, financial market utilities (FMUs), the
U.S. branches and agencies of foreign banks, and
Edge Act and agreement corporations. In a process
distinct from examinations, it conducts inspections of
holding companies and their nonbank subsidiaries.
Whether an examination or an inspection is being
conducted, the review of financial performance and
operations entails

* analysis of financial condition, including capital,
asset quality, earnings, and liquidity;

* an assessment of the risk-management and internal
control processes in place to identify, measure,
monitor, and control risks;

* an evaluation of the adequacy of governance,
including oversight by the board and execution by
senior management, which incorporates an assess-
ment of internal policies, procedures, risk limits,
and controls; and

* a review for compliance with applicable laws and
regulations.

Consolidated Supervision

Consolidated supervision, a method of supervision
that encompasses the parent company and its subsid-
iaries, allows the Federal Reserve to understand the
organization’s structure, activities, resources, risks,
and financial and operational resilience. Working
with other relevant supervisors and regulators, the
Federal Reserve seeks to ensure that financial, opera-
tional, or other deficiencies are addressed before they


https://www.federalreserve.gov/publications/2018-11-supervision-and-regulation-report-appendix-a.htm
https://www.federalreserve.gov/publications/2018-11-supervision-and-regulation-report-appendix-a.htm
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Table 1. Summary of organizations supervised by the Federal Reserve

Total assets

Portfolio Definition Number of institutions s trillions)
Large Institution Supervision Eight U.S. globally systemically important banks (G-SIBs): Bank of America, 12 1241
Coordinating Committee (LISCC) Bank of New York Mellon, Citigroup, Goldman Sachs, JPMorgan Chase,
Morgan Stanley, State Street, and Wells Fargo Four FBOs with large and
complex U.S. operations: Barclays, Credit Suisse, Deutsche Bank, and UBS

State member banks (SMBs) SMBs within LISCC organizations B 0.8
Large and foreign banking Non-LISCC firms with total assets $100 billion and larger and non-LISCC FBOs 179 7.3
organizations (LFBOs)

Large banking organizations Non-LISCC U.S. firms with total assets $100 billion and greater 17 35

Large foreign banking Non-LISCC FBOs with combined U.S. assets $100 billion and greater 14 2.7

organizations

Less complex foreign FBOs with combined U.S. assets less than $100 billion 148 1.4

banking organizations

State member banks SMBs within LFBOs 8 1.0
Regional banking organizations Total assets between $10 billion and $100 billion 82 1.8
(RBOs)

State member banks SMBs within RBOs 50 0.6
Community banking organizations Total assets less than $10 billion 3,980 2.4
(CBO)

State member banks SMBs within CBOs 731 (includes 0.5

663 SMBs with a
holding company
and 68 without a
holding company)
Insurance and commercial SLHCs primarily engaged in insurance or commercial activities 9 insurance SLHCs 1.0

savings and loan holding
companies (SLHCs)

4 commercial SLHCs

Source: Call Report, FFIEC 002, FR 2320, FR Y-7Q, FR Y-9C, FR Y-9SP, and S&P Global Market Intelligence.

pose a danger to the consolidated organization, its
banking offices, or to the broader economy.*

Capital Planning and Stress Tests

Since the financial crisis, the Board has led a series of
initiatives to strengthen the capital positions of the
largest banking organizations. Two related initiatives
are the Comprehensive Capital Analysis and Review
(CCAR) and the Dodd-Frank Act stress tests
(DFAST).

CCAR is a supervisory exercise to evaluate capital
adequacy, internal capital planning processes, and
planned capital distributions simultaneously at all
bank holding companies (BHCs) with $100 billion
or more in total consolidated assets and U.S. inter-
mediate holding companies (THCs).” In CCAR, the
Federal Reserve assesses whether these BHCs have

“Banking offices” are defined as U.S. depository institution sub-
sidiaries as well as the U.S. branches and agencies of foreign
banking organizations.

On February 5, 2019, the Board announced that it will provide
relief to less-complex firms from stress testing requirements and

sufficient capital to withstand highly stressful operat-
ing environments and be able to continue operations,
maintain ready access to funding, meet obligations to
creditors and counterparties, and serve as credit
intermediaries. Capital is central to a BHC’s ability
to absorb losses and continue to lend to creditworthy
businesses and consumers. Through CCAR, a BHC’s
capital adequacy is evaluated on a forward-looking,
post-stress basis as the BHC is required to demon-
strate in its capital plan how it will maintain,
throughout a very stressful period, capital above
minimum regulatory capital requirements.® The 2018
CCAR results are available at https://www
federalreserve.gov/publications/files/2018-ccar-
assessment-framework-results-20180628.pdf.

CCAR by effectively moving the firms to an extended stress test
cycle this year. The relief applies to firms generally with total
consolidated assets between $100 and $250 billion. As a result,
these less-complex firms will not be subject to the supervisory
stress test during the 2019 cycle and their capital distributions
for this year will be largely based on the results from the 2018
supervisory stress test.

¢ For more information on CCAR, see https://www.federalreserve
.gov/supervisionreg/ccar.htm.
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DFAST is a supervisory stress test conducted by the
Federal Reserve to evaluate whether large BHCs and
IHCs have sufficient capital to absorb losses resulting
from stressful economic and financial market condi-
tions. The Dodd-Frank Wall Street Reform and Con-
sumer Protection Act (Dodd-Frank Act) also
requires BHCs and other financial companies super-
vised by the Federal Reserve to conduct their own
stress tests. Together, the Dodd-Frank Act supervi-
sory stress tests and the company-run stress tests are
intended to provide company management and
boards of directors, the public, and supervisors with
forward-looking information to help gauge the
potential effect of stressful conditions on the capital
adequacy of these large banking organizations. The
2018 DFAST results are available at https://www
federalreserve.gov/publications/files/2018-dfast-
methodology-results-20180621.pdf.

State Member Banks

At the end of 2018, a total of 1,611 banks (excluding
nondepository trust companies and private banks)
were members of the Federal Reserve System, of
which 794 were state chartered. Federal Reserve
System member banks operated 53,339 branches, and
accounted for 33 percent of all commercial banks in
the United States and for 70 percent of all commer-
cial banking offices. State-chartered commercial
banks that are members of the Federal Reserve, com-
monly referred to as state member banks, represented
approximately 17 percent of all insured U.S. commer-
cial banks and held approximately 17 percent of all
insured commercial bank assets in the United States.

Under section 10 of the Federal Deposit Insurance
Act, as amended by section 111 of the Federal
Deposit Insurance Corporation Improvement Act of
1991 and by the Riegle Community Development
and Regulatory Improvement Act of 1994, the Fed-
eral Reserve must conduct a full-scope, on-site exami-
nation of state member banks at least once a year.’
However, qualifying well-capitalized, well-managed
state member banks with less than $3 billion in total
assets are eligible for an 18-month examination
cycle.® The Federal Reserve conducted 321 examina-
tions of state member banks in 2017. Table 2 pro-
vides information on examinations and inspections

The Office of the Comptroller of the Currency examines nation-
ally chartered banks, and the Federal Deposit Insurance Corpo-
ration examines state-chartered banks that are not members of
the Federal Reserve.

8 Effective January 28, 2019. 83 Fed. Reg. 67,033

(December 28, 2018).
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conducted by the Federal Reserve during the past
five years.

Bank Holding Companies

At year-end 2018, a total of 4,300 U.S. BHCs were in
operation, of which 3,848 were top-tier BHCs. These
organizations controlled 3,948 insured commercial
banks and held approximately 94 percent of all
insured commercial bank assets in the United States.

Federal Reserve guidelines call for annual inspections
of large BHCs 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 duplication of effort and
reducing the supervisory burden on banking
organizations.

Inspections of BHCs with less than $100 billion in
assets, including financial holding companies
(FHCs), are built around a rating system introduced
in 2005. The system reflects the shift in supervisory
practices away from a historical analysis of financial
condition toward a more dynamic, forward-looking
assessment of risk-management practices and finan-
cial factors. Under the system, known as RFI but
more fully termed RFI/C(D), holding companies are
assigned a composite rating (C) that is based on
assessments of three components: Risk Management
(R), Financial Condition (F), and the potential
Impact (I) of the parent company and its nondeposi-
tory subsidiaries on the subsidiary depository institu-
tion. The fourth component, Depository Institution
(D), is intended to mirror the primary supervisor’s
rating of the subsidiary depository institution.’ Non-
complex BHCs with consolidated assets of $1 billion
or less are subject to a special supervisory program
that permits a more flexible approach.' In 2018, the
Federal Reserve conducted 533 inspections of large

Each of the first two components has four subcomponents:
Risk Management—(1) Board and Senior Management Over-
sight; (2) Policies, Procedures, and Limits; (3) Risk Monitoring
and Management Information Systems; and (4) Internal Con-
trols. Financial Condition—(1) Capital, (2) Asset Quality,

(3) Earnings, and (4) Liquidity.

The special supervisory program was implemented in 1997, most
recently modified in 2018 by an interim final rule that increased
the asset threshold from $1 billion to $3 billion (83 Fed. Reg.
44.195). See SR letter 13-21 for a discussion of the factors con-
sidered in determining whether a BHC is complex or noncom-
plex (https://www.federalreserve.gov/bankinforeg/srletters/sr1321
.htm).


https://www.federalreserve.gov/publications/files/2018-dfast-methodology-results-20180621.pdf
https://www.federalreserve.gov/publications/files/2018-dfast-methodology-results-20180621.pdf
https://www.federalreserve.gov/publications/files/2018-dfast-methodology-results-20180621.pdf
https://www.federalreserve.gov/bankinforeg/srletters/sr1321.htm
https://www.federalreserve.gov/bankinforeg/srletters/sr1321.htm
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Table 2. State member banks and bank holding companies, 2014-18

Entity/item 2018 2017 2016 2015 2014
State member banks
Total number 794 815 829 839 858
Total assets (billions of dollars) 2,851 2,729 2,577 2,356 2,233
Number of examinations 563 643 663 698 723
By Federal Reserve System 321 354 406 392 438
By state banking agency 242 289 257 306 285
Top-tier bank holding companies
Large (assets of more than $1 billion)
Total number 604 583 569 547 522
Total assets (billions of dollars) 19,233 18,762 17,593 16,961 16,642
Number of inspections 549 597 659 709 738
By Federal Reserve System’ 533 574 646 669 706
On site 325 394 438 458 501
Off site 208 180 208 211 205
By state banking agency 16 23 13 40 32
Small (assets of $1 billion or less)
Total number 3,273 3,448 3,682 3,719 3,902
Total assets (billions of dollars) 893 931 914 938 953
Number of inspections 2,216 2,318 2,597 2,783 2,824
By Federal Reserve System 2,132 2,252 2,525 2,709 2,737
On site 81 101 126 123 142
Off site 2,051 2,151 2,399 2,586 2,595
By state banking agency 84 66 72 74 87
Financial holding companies
Domestic 490 492 473 442 426
Foreign 44 42 42 40 40

" For large bank holding companies subject to continuous, risk-focused supervision, includes multiple targeted reviews.

BHCs and 2,132 inspections of small, noncom-
plex BHCs.

In 2018, the Board adopted a new ratings framework
for BHCs with $100 billion or more in assets, which
was designed to align with the supervisory program
for Large Institution Supervision Coordinating Com-
mittee (LISCC) firms and other large financial insti-
tutions. Under the system, known as LF]I, these firms
are assigned ratings for three separate components:
Capital Planning and Positions; Liquidity Risk Man-
agement and Positions; and Governance and Con-
trols. The Federal Reserve is using the new ratings
framework to assign ratings to LISCC firms in 2019,
and to other large financial institutions in 2020. (See
box 1 for further explanation of the Board’s newly
adopted ratings system.)

Financial Holding Companies

Under the Gramm-Leach-Bliley Act, BHCs that
meet certain capital, managerial, and other require-
ments may elect to become FHCs and thereby engage
in a wider range of financial activities, including full-

scope securities underwriting, merchant banking,
and insurance underwriting and sales. As of year-end
2018, a total of 490 domestic BHCs and 44 foreign
banking organizations had FHC status. Of the
domestic FHCs, 25 had consolidated assets of

$50 billion or more; 48, between $10 billion and

$50 billion; 153, between $1 billion and $10 billion;
and 264, less than $1 billion.

Savings and Loan Holding Companies

The Dodd-Frank Act transferred responsibility for
supervision and regulation of SLHCs from the for-
mer Office of Thrift Supervision to the Federal
Reserve in July 2011. At year-end 2018, a total of 379
SLHCs were in operation, of which 194 were top-tier
SLHCs. These SLHCs control 203 depository institu-
tions and include 16 companies engaged primarily in
nonbanking activities, such as insurance underwrit-
ing (9 SLHCs), securities brokerage (3 SLHCs), and
commercial activities (4 SLHCs). The 25 largest
SLHCs accounted for more than $1.5 trillion of total
combined assets. Approximately 91 percent of



Box 1. LFI Ratings Framework

In 2018, the Board adopted a new supervisory rat-
ings framework for large financial institutions (LFIs)
that is designed to align with the Federal Reserve’s
current supervisory programs and practices." For
these purposes, LFls include bank holding compa-
nies and non-insurance, non-commercial savings
and loan holding companies with total consolidated
assets of $100 billion or more, and U.S. intermediate
holding companies of foreign banking organizations
established under Regulation YY with total consoli-
dated assets of $50 billion or more.

In the years following the 2007-09 financial crisis, the
Federal Reserve developed a supervisory program
specifically designed to enhance resiliency and
address the risks posed by large financial institutions
to U.S. financial stability (LFI supervisory program).
The LFI supervisory program focuses supervisory
attention on capital, liquidity, and governance and
controls, which were identified as the core areas that
are most likely to threaten the firm’s financial and
operational strength and resilience.

1 For more information about the supervisory framework, see SR
letter 19-3/CA 19-2, “Large Financial Institution (LFI) Rating
System” at https://www.federalreserve.gov/supervisionreg/
srletters/sr1903.htm.

SLHCs engage primarily in depository activities.
These firms hold approximately 20 percent ($331 bil-
lion) of the total combined assets of all SLHCs. The
Office of the Comptroller of the Currency (OCC) is
the primary regulator for most of the subsidiary sav-
ings associations of the firms engaged primarily in
depository activities. Table 3 provides information on
examinations of SLHCs for the past five years.

Table 3. Savings and loan holding companies, 2014-18
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The new ratings system is applicable to these firms
and is more closely aligned with the LFI supervisory
program, so that the ratings more directly communi-
cate the results of the Federal Reserve’s supervisory
assessment. The new ratings system also provides
more transparency related to the supervisory conse-
quences of a given rating.

The Federal Reserve would assign ratings to LFls in
the three core areas of supervision: capital planning
and positions, liquidity risk management and posi-
tions, and governance and controls. The LFI rating
system also uses a new rating scale, which includes
the following four ratings categories: Broadly Meets
Expectations, Conditionally Meets Expectations,
Deficient-1, and Deficient-2. All three component rat-
ings must be rated either “Broadly Meets Expecta-
tions” or “Conditionally Meets Expectations” for an
LFI to be considered “well managed” for purposes of
laws and regulations, including activity restrictions
under the Bank Holding Company Act. The “Condi-
tionally Meets Expectations” rating category enables
the Federal Reserve to identify certain material issues
at a firm and provide a firm with notice and the ability
to fix those issues before the firm experiences regu-
latory consequences as a result of the ratings
downgrade.

Several complex policy issues continue to be
addressed by the Board, including those related to
consolidated capital requirements for insurance
SLHCs and issues pertaining to intermediate holding
companies for commercial SLHCs. In June 2016, the
Board issued an advance notice of proposed rule-
making (ANPR) inviting comment on conceptual
frameworks for capital standards that could apply to

Entity/item 2018 2017 2016 2015 2014
Top-tier savings and loan holding companies
Large (assets of more than $1 billion)
Total number 55 59 67 67 76
Total assets (billions of dollars) 1,615 1,696 1,664 1,525 1,493
Number of inspections 40 52 54 58 83
By Federal Reserve System 40 52 54 57 82
On site 20 31 34 31 45
Off site 20 21 20 26 37
Small (assets of $1 billion or less)
Total number 139 164 17 194 221
Total assets (billions of dollars) 38 47 50 55 65
Number of inspections 107 165 181 187 212
By Federal Reserve System 107 165 181 187 212
On site 1 9 9 13 10
Off site 106 156 172 174 202



https://www.federalreserve.gov/supervisionreg/srletters/sr1903.htm
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companies with significant insurance activities.'! A
request for public comment on the adoption of the
formal rating system for certain SLHCs closed on
February 13, 2017. On November 9, 2018, the Board
determined that it would apply the formal rating
system to SLHCs that are depository in nature. The
determination does not apply the formal rating
system to SLHCs engaged in significant insurance or
commercial activities. Additionally, SLHCs that are
depository in nature and have $100 billion or more in
consolidated assets will be rated under the RFI rating
system until the Board applies the new rating system
for large financial institutions.

Savings and loan holding companies primarily engaged
in insurance underwriting activities. The Federal
Reserve supervises 9 insurance SLHCs (ISLHCs),
with $886 billion in estimated total combined assets,
and $151 billion in thrift assets. Of the ten, three
firms have total assets greater than $100 billion, four
firms have total assets between $10 billion and

$100 billion, and three firms have total assets less
than $10 billion. With the exception of two ISLHCs,
each of which owns a thrift subsidiary that comprises
roughly half of the firm’s total assets, thrift subsid-
iary assets for most ISLHCs represent less than

25 percent of total assets.

As the consolidated supervisor of ISLHCs, the Fed-
eral Reserve evaluates the organization’s risk-
management practices, the financial condition of the
overall organization, and the impact of the nonbank
activities on the depository institution. The Federal
Reserve focuses supervisory attention on legal entities
and activities that are not directly supervised or regu-
lated by state insurance regulators, including inter-
company transactions between the depository institu-
tion and its affiliates. The Federal Reserve relies to
the fullest extent possible on the work of state insur-
ance regulators as part of the overall supervisory
assessment of ISLHCs. The Federal Reserve has been
active in engaging with the state departments of
insurance and the National Association of Insurance
Commissioners (NAIC) on general insurance super-
vision matters.

Financial Market Utilities

FMUs manage or operate multilateral systems for
the purpose of transferring, clearing, or settling pay-
ments, securities, or other financial transactions
among financial institutions or between financial

' The ANPR is available at https://www.gpo.gov/fdsys/pkg/FR-
2016-06-14/pdf/2016-14004.pdf. The comment period for this
ANPR closed on September 16, 2016.

institutions and the FMU. Under the Federal
Reserve Act, the Federal Reserve supervises FMUs
that are chartered as member banks or Edge Act cor-
porations and coordinates with other federal banking
supervisors to supervise FMUs considered bank ser-
vice providers under the Bank Service Company Act.

In July 2012, the FSOC voted to designate eight
FMUs as systemically important under title VIII of
the Dodd-Frank Act. As a result of these designa-
tions, the Board assumed an expanded set of respon-
sibilities related to these designated FM Us that
include promoting uniform risk-management stan-
dards, playing an enhanced role in the supervision of
designated FMUs, reducing systemic risk, and sup-
porting the stability of the broader financial system.
For certain designated FM Us, the Board established
risk-management standards and expectations that are
articulated in the Board’s Regulation HH. In addi-
tion to setting minimum risk-management standards,
Regulation HH establishes requirements for the
advance notice of proposed material changes to the
rules, procedures, or operations of a designated
FMU for which the Board is the supervisory agency
under title VIII. Finally, Regulation HH also estab-
lishes minimum conditions and requirements for a
Federal Reserve Bank to establish and maintain an
account for, and provide services to, a desig-

nated FMU."?

The Federal Reserve’s risk-based supervision pro-
gram for FMUs is administered by the FMU Super-
vision Committee (FMU-SC). The FMU-SC is a
multidisciplinary committee of senior supervision,
payment policy, and legal staft at the Board of Gov-
ernors and Reserve Banks who are responsible for,
and knowledgeable about, supervisory issues for
FMUs. The FMU-SC’s primary objective is to pro-
vide senior-level oversight, consistency, and direction
to the Federal Reserve’s supervisory process for
FMUs. The FMU-SC coordinates with the LISCC
on issues related to the roles of LISCC firms in
FMUs as well as the payment, clearing, and settle-
ment activities of LISCC firms and the FMU activi-
ties and implications for financial institutions in the
LISCC portfolio.

In an effort to promote greater financial market sta-
bility and mitigate systemic risk, the Board works
closely with the Securities and Exchange Commission
(SEC) and the Commodity Futures Trading Com-

12 The Federal Reserve Banks maintain accounts for and provide
services to several designated FMUs.


https://www.gpo.gov/fdsys/pkg/FR-2016-06-14/pdf/2016-14004.pdf
https://www.gpo.gov/fdsys/pkg/FR-2016-06-14/pdf/2016-14004.pdf

mission (CFTC), both of which also have supervisory
authority for certain FMUs. The Federal Reserve’s
work with these agencies under title VIII, including
the sharing of appropriate information and partici-
pation in designated FMU examinations, aims to
improve consistency in FMU supervision, promote
robust FMU risk management, and improve regula-
tors’ ability to monitor and mitigate systemic risks.

Designated Nonbank Financial Companies

The Dodd-Frank Act requires the Board to apply
enhanced prudential standards to the nonbank finan-
cial companies designated by the FSOC for supervi-
sion by the Board. There are currently no nonbank
financial companies subject to Federal Reserve
supervision.

In March 2019, the FSOC sought comment on pro-
posed guidance to prioritize its efforts to identify,
assess, and address potential risks and threats to U.S.
financial stability through a process that emphasizes
an activities-based approach. The proposed guidance
indicated that the FSOC would pursue entity-specific
determinations under the Dodd-Frank Act only if a
potential risk or threat could not be addressed
through an activities-based approach. This approach
is intended to enable the FSOC to more effectively
identify and address the underlying sources of risks
to financial stability, rather than addressing risks
only at a particular nonbank financial company that
may be designated.

International Activities

The Federal Reserve supervises the foreign branches
and overseas investments of state member banks,
Edge Act and agreement corporations, and BHCs
(including the investments by BHCs in export trading
companies). In addition, it supervises the activities
that foreign banking organizations 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 operations of state
member banks, Edge Act and agreement corpora-
tions, and BHCs, the Federal Reserve generally con-
ducts its examinations or inspections at the U.S. head
offices of these organizations, where the ultimate
responsibility for the foreign offices resides. Examin-
ers also visit the overseas offices of U.S. banking
organizations to obtain financial and operating infor-
mation and, in some instances, to test their adherence
to safe and sound banking practices and compliance
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with rules and regulations. Examinations abroad are
conducted with the cooperation of the supervisory
authorities of the countries in which they take place;
for national banks, the examinations are coordinated
with the OCC.

At the end of 2018, a total of 29 member banks were
operating 322 branches in foreign countries and over-
seas areas of the United States; 14 national banks
were operating 271 of these branches, and 15 state
member banks were operating the remaining 51. In
addition, 6 nonmember banks were operating 14
branches in foreign countries and overseas areas of
the United States.

Edge Act and agreement corporations. Edge Act cor-
porations are international banking organizations
chartered by the Board to provide all segments of the
U.S. economy with a means of financing interna-
tional business, especially exports. Agreement corpo-
rations are similar organizations, state or federally
chartered, that enter into agreements with the Board
to refrain from exercising any power that is not per-
missible for an Edge Act corporation. Sections 25
and 25A of the Federal Reserve Act grant Edge Act
and agreement corporations permission to engage in
international banking and foreign financial transac-
tions. These corporations, most of which are subsid-
iaries of member banks, may (1) conduct a deposit
and loan business in states other than that of the par-
ent, provided that the business is strictly related to
international transactions, and (2) make foreign
investments that are broader than those permissible
for member banks.

At year-end 2018, out of 36 banking organizations
chartered as Edge Act or agreement corporations,
3 operated 6 Edge Act and agreement branches.
These corporations are examined annually.

U.S. activities of foreign banks. Foreign banks con-
tinue to be significant participants in the U.S. bank-
ing system. As of year-end 2018, a total of 140 for-
eign banks from 48 countries operated 155 state-
licensed branches and agencies, of which 6 were
insured by the Federal Deposit Insurance Corpora-
tion (FDIC), and 57 OCC-licensed branches and
agencies, of which 4 were insured by the FDIC.
These foreign banks also owned 8 Edge Act and
agreement corporations. In addition, they held a con-
trolling interest in 39 U.S. commercial banks. Alto-
gether, the U.S. offices of these foreign banks con-
trolled approximately 20 percent of U.S. commercial
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banking assets. These 140 foreign banks also oper-
ated 79 representative offices; an additional 36 for-
eign banks operated in the United States through a
representative office. The Federal Reserve—in coor-
dination with appropriate state regulatory authori-
ties—examines state-licensed, non-FDIC-insured
branches and agencies of foreign banks on site at
least once every 18 months.'® In most cases, on-site
examinations are conducted at least once every

12 months, but the period may be extended to

18 months if the branch or agency meets certain cri-
teria. As part of the supervisory process, a review of
the financial and operational profile of each organi-
zation is conducted to assess the organization’s abil-
ity to support its U.S. operations and to determine
what risks, if any, the organization poses to the bank-
ing system through its U.S. operations. The Federal
Reserve conducted or participated with state and fed-
eral regulatory authorities in 468 examinations of
foreign banks in 2018.

Compliance with Regulatory Requirements

The Federal Reserve examines institutions for com-
pliance with a broad range of legal requirements,
including anti-money-laundering (AML) and con-
sumer protection laws and regulations, and other
laws pertaining to certain banking and financial
activities. Most compliance supervision is conducted
under the oversight of the Board’s Division of
Supervision and Regulation (S&R), but consumer
compliance supervision is conducted under the over-
sight of the Division of Consumer and Community
Affairs (DCCA).' The two divisions coordinate their
efforts with each other and also with the Board’s
Legal Division to ensure consistent and comprehen-
sive Federal Reserve supervision for compliance with
legal requirements.

Anti-Money-Laundering Examinations

The Treasury regulations 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 crimi-
nal, tax, or regulatory proceedings. The BSA and
separate Board regulations require banking organiza-
tions supervised by the Board to file reports on suspi-
cious activity related to possible violations of federal
law, including money laundering, terrorism financ-
ing, and other financial crimes. In addition, BSA and

13 The OCC examines federally licensed branches and agencies,
and the FDIC examines state-licensed FDIC-insured branches
in coordination with the appropriate state regulatory authority.

14 For a detailed discussion of consumer compliance supervision,
refer to section 5, “Consumer and Community Affairs.”

Board regulations require that banks develop written
BSA compliance programs and that the programs be
formally approved by bank boards of directors. The
Federal Reserve is responsible for examining institu-
tions for compliance with applicable AML laws and
regulations and conducts such examinations in accor-
dance with the Federal Financial Institutions Exami-
nation Council’s (FFIEC’s) Bank Secrecy Act/Anti-
Money Laundering Examination Manual."®

Specialized Examinations

The Federal Reserve conducts specialized examina-
tions of supervised financial institutions in the areas
of information technology, fiduciary activities, trans-
fer agent activities, and government and municipal
securities dealing and brokering. The Federal Reserve
also conducts specialized examinations of certain
nonbank entities that extend credit subject to the
Board’s margin regulations.

Information Technology Activities

In 2018, the Federal Reserve contributed to FFIEC
information systems and technology policy and
emerging technology issues, including prescribing
principles and guidance for the examination of
financial institutions and their technology service
providers to promote uniformity in the supervision of
these entities. The Federal Reserve chaired the
FFIEC’s IT Subcommittee of the Task Force on
Supervision, the primary interagency group respon-
sible for coordination across member agencies on
information technology policy activities. The IT Sub-
committee conducted a conference for IT examiners
from all of the FFTEC member agencies, which high-
lighted current and emerging technology issues
affecting supervised institutions and their service pro-
viders. Additionally, the Federal Reserve contributed
updates to the IT Examination Handbook to incor-
porate a more enterprise-wide, risk-management
approach to the assessment of information technol-
ogy and related risks at supervised institutions in
reflection of changes that have occurred in technol-
ogy and the financial sector.

In October 2018, the Cybersecurity and Critical
Infrastructure Working Group (CCIWG) published
an interagency joint statement on Office of Foreign

'3 The FFIEC is an interagency body of financial regulatory agen-
cies established to prescribe uniform principles, standards, and
report forms and to promote uniformity in the supervision of
financial institutions. The council has six voting members: the
Board of Governors of the Federal Reserve System, the FDIC,
the National Credit Union Administration, the OCC, the Con-
sumer Financial Protection Bureau, and the chair of the State
Liaison Committee.



Assets Control (OFAC) sanctions to raise awareness
that entities were targeting U.S. financial institutions
with malicious software and services. Because of the
nature of the claims under OFAC’s Cyber-Related
Sanctions Program, financial institutions were
advised to assess the risk of having, or continuing to
use, sanctioned entities’ software and services. In rec-
ognition of National Cybersecurity Awareness
Month, the CCIWG hosted a webinar on Octo-

ber 31, 2018, to announce free public and private sec-
tor resources to help financial institutions enhance
their resilience.

Fiduciary Activities

The Federal Reserve has supervisory responsibility
for state member banks and some nondepository
trust companies, which hold assets in various fidu-
ciary and custodial capacities. On-site examinations
of fiduciary and custodial activities are risk-focused
and entail the review of an organization’s compliance
with laws, regulations, and general fiduciary prin-
ciples, including effective management of conflicts of
interest; management of legal, operational, and com-
pliance risk exposures; the quality and level of earn-
ings; the management of fiduciary assets; and audit
and control procedures. In 2018, Federal Reserve
examiners conducted 95 fiduciary examinations of
state member banks and nondepository trust
companies.

Transfer Agents

As directed by the Securities Exchange Act of 1934,
the Federal Reserve conducts specialized examina-
tions of those state member banks and BHCs that
are registered with the Board as transfer agents.
Among other things, transfer agents countersign and
monitor the issuance of securities, register the trans-
fer 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 2018, the Fed-
eral Reserve conducted transfer agent examinations
at two state member banks that were registered as
transfer agents.

Government and Municipal Securities Dealers
and Brokers

The Federal Reserve is responsible for examining
state member banks and foreign banks for compli-
ance with the Government Securities Act of 1986
and with the Treasury regulations governing dealing
and brokering in government securities. Fourteen
state member banks and six state branches of foreign
banks have notified the Board that they are govern-
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ment securities dealers or brokers not exempt from
the Treasury’s regulations. During 2018, the Federal
Reserve conducted six examinations of broker-dealer
activities in government securities at these organiza-
tions. These examinations are generally conducted
concurrently with the Federal Reserve’s examination
of the state member bank or branch.

The Federal Reserve is also responsible for ensuring
that state member banks and BHCs that act as
municipal securities dealers comply with the Securi-
ties Act Amendments 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. Five entities super-
vised by the Federal Reserve that dealt in municipal
securities were examined during 2018.

Securities Credit Lenders

Under the Securities Exchange Act of 1934, the
Board is responsible for regulating credit in certain
transactions involving the purchasing or carrying of
securities. As part of its general examination pro-
gram, the Federal Reserve examines the banks under
its jurisdiction for compliance with the Board’s
Regulation U. In addition, the Federal Reserve main-
tains a registry of persons other than banks, brokers,
and dealers who extend credit subject to Regula-
tion U. The Federal Reserve may conduct specialized
examinations of these lenders if they are not already
subject to supervision by the Farm Credit Adminis-
tration (FCA) or the National Credit Union Admin-
istration (NCUA).

Cybersecurity and Critical Infrastructure

The Federal Reserve collaborated with other finan-
cial regulators, the U.S. Treasury, private industry,
and international partners to promote effective safe-
guards against cyber threats to the financial services
sector and to bolster the sector’s cyber resiliency.
Throughout the year, Federal Reserve examiners con-
ducted targeted cybersecurity assessments of the
largest and most systemically important financial
institutions (SIFIs), FMUs, and technology service
providers (TSPs). The Federal Reserve worked closely
with the OCC and FDIC to develop and implement
improved examination procedures for the cybersecu-
rity assessments of TSPs. Federal Reserve examiners
also continued to conduct tailored cybersecurity
assessments at community and regional banking
organizations.

In October 2018, the Federal Reserve presented a
webinar to examiners to inform them of internal
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resources to assist financial institutions in meeting
their control objectives, regardless of whether they
use the FFIEC Cybersecurity Assessment Tool,
National Institute for Standards and Technology
(NIST) Cybersecurity Framework, Financial Services
Sector Specific Cybersecurity Profile, or any other
methodology to assess their cybersecurity prepared-
ness. Also, in December 2018, the Federal Reserve
issued an advisory letter to examiners and other
supervisory staff responsible for responding to cyber
and security incidents at supervised institutions. The
advisory letter formalizes roles, responsibilities, and
process guiding S&R’s response to cyber and security
incidents, and implements a playbook to guide
response actions and interdivisional communication
during and after incidents.

In 2018, the Financial and Banking Information
Infrastructure Committee (FBIIC) Harmonization
Working Group (HWG), chaired by the Federal
Reserve, analyzed the cyber terms and definitions
used by the FBIIC agencies in published cyber-
related laws, regulations, tools, and guidance. The
HWG sought to identify instances of the FBIIC
agencies using different definitions for the same cyber
terms. Going forward, the agencies agreed to use
NIST as the primary source of cyber terms and defi-
nitions in cyber-related regulations, tools and guid-
ance. Also in 2018, representatives of the HWG con-
ducted outreach to a number of financial institutions
with multiple regulators to gather information that
would help the HWG identify opportunities to
improve regulatory harmonization and the coordina-
tion of cyber examinations.

The Federal Reserve actively participated in inter-
agency groups, such as the FFIEC’s CCIWG and the
FBIIC to share information and collaborate on
cybersecurity and critical infrastructure issues
impacting the financial sector. In coordination with
FBIIC members, the Federal Reserve collaborated
with government and industry partners to plan and
execute sector-wide and regional tabletop exercises
focused on identifying areas where sector resiliency,
information sharing, and public-private collaboration
can be enhanced with respect to potential cybersecu-
rity incidents. The exercises focused on tactical, stra-
tegic, operational, and financial stability consider-
ations that tested both government and private sector
processes and capabilities for addressing cyber inci-
dents across the financial services sector.

In addition, the Federal Reserve was actively involved
in international policy coordination to address cyber-

related risks and efforts to bolster cyber resiliency.
The Federal Reserve supported the Group of Seven
(G-7) Fundamental Elements of Threat-led Penetra-
tion Testing and Third Party Cyber Risk Manage-
ment in the Financial Sector and the development of
incident coordination protocols to enhance interna-
tional coordination and knowledge sharing. The Fed-
eral Reserve also supported the Financial Stability
Board’s (FSB’s) cyber lexicon for the financial sector.
Additional information about the FSB cyber lexicon
is available at http://www.fsb.org/2018/11/cyber-lexicon/.

Enforcement Actions

The Federal Reserve has enforcement authority over
the financial institutions it supervises and their affili-
ated 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,
prompt corrective action directives, removal and pro-
hibition orders, and civil money penalties. In 2018,
the Federal Reserve completed 92 formal enforce-
ment actions. Civil money penalties totaling
$223,960,223 were assessed. As directed by statute, all
civil money penalties are remitted to either the Treas-
ury or the Federal Emergency Management Agency.
Enforcement orders and prompt corrective action
directives, which are issued by the Board, and written
agreements, which are executed by the Reserve
Banks, are made public and are posted on the
Board’s website (https://www.federalreserve.gov/apps/
enforcementactions/search.aspx).

In 2018, the Reserve Banks completed 62 informal
enforcement actions. Informal enforcement actions
include memoranda of understanding (MOU), com-
mitment letters, and board of directors’ resolutions.

Surveillance and Off-Site Monitoring

The Federal Reserve uses automated screening sys-
tems to monitor the financial condition and perfor-
mance of state member banks and BHCs in the
period between on-site examinations. Such monitor-
ing and analysis helps direct examination resources to
institutions 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 offsite monitoring tool used by the Fed-
eral Reserve is the Supervision and Regulation Statis-
tical Assessment of Bank Risk (SR-SABR) model.
Drawing mainly on the financial data that banks
report on their Reports of Condition and Income
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(Call Reports), SR-SABR uses econometric tech-
niques to identify banks that report financial charac-
teristics weaker than those of other banks assigned
similar supervisory ratings. To supplement the
SR-SABR screening, the Federal Reserve also moni-
tors various market data, including equity prices,
debt spreads, agency ratings, and measures of
expected default frequency, to gauge market percep-
tions of the risk in banking organizations. In addi-
tion, the Federal Reserve prepares quarterly Bank
Holding Company Performance Reports (BHCPRs)
for use in monitoring and inspecting supervised
banking organizations. The BHCPRs, which are
compiled from data provided by large BHCs in quar-
terly regulatory reports (FR Y-9C and FR Y-9LP),
contain, for individual companies, financial statistics
and comparisons with peer companies. BHCPRs are
made available to the public on the National Infor-
mation Center (NIC) website, which can be accessed
at https://www.ftiec.gov.

Federal Reserve analysts use Performance Report
Information and Surveillance Monitoring (PRISM),
a querying tool, to access and display financial, sur-
veillance, and examination data. In the analytical
module, users can customize the presentation of
institutional financial information drawn from Call
Reports, Uniform Bank Performance Reports,

FR Y-9 statements, BHCPRs, and other regulatory
reports. In the surveillance module, users can gener-
ate reports summarizing the results of surveillance
screening for banks and BHCs. During 2018, one
major and five minor upgrades to the web-based
PRISM application were completed to enhance the
user’s experience and provide the latest technology.

The Federal Reserve works through the FFIEC Task
Force on Surveillance Systems to coordinate surveil-
lance activities with the other federal banking
agencies.

Training and Technical Assistance

The Federal Reserve provides training and technical
assistance to foreign supervisors and minority-owned
depository institutions.

International Training and Technical Assistance

In 2018, the Federal Reserve continued to provide
training and technical assistance on supervisory mat-
ters to foreign central banks and supervisory authori-
ties. Technical assistance involves visits by Federal
Reserve staff members to foreign authorities as well
as consultations with foreign supervisors who visit
the Board of Governors or the Reserve Banks.
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The Federal Reserve offered a number of training
programs for the benefit of foreign supervisory
authorities, which were held both in the United
States and in many foreign jurisdictions. Federal
Reserve staff took part in technical assistance and
training assignments led by the International Mon-
etary Fund, the World Bank, and the Financial Sta-
bility Institute. The Federal Reserve also contributed
to the regional training provided under the Asia-
Pacific Economic Cooperation Financial Regulators
Training Initiative. Other training partners that col-
laborated with the Federal Reserve during 2018 to
organize regional training programs included the
South East Asian Central Banks Research and Train-
ing Centre, the Caribbean Group of Banking Super-
visors, the Reserve Bank of India, the Arab Mon-
etary Fund, the European Central Bank, and the
Association of Supervisors of Banks of the
Americas.

Efforts to Support Minority-Owned
Depository Institutions

The Federal Reserve System implements its responsi-
bilities under section 367 of the Dodd-Frank Act pri-
marily through its Partnership for Progress (PFP)
program. Established in 2008, this program promotes
the viability of minority depository institutions
(MDIs) by facilitating activities designed to
strengthen their business strategies, maximize their
resources, and increase their awareness and under-
standing of supervisory expectations. In addition, the
Federal Reserve continues to maintain the PFP web-
site, which supports MDIs by providing them with
technical information and links to useful resources
(https://www.fedpartnership.gov). Representatives
from each of the 12 Federal Reserve Districts, along
with staff from the S&R and DCCA divisions at the
Board of Governors, continue to offer technical
assistance tailored to MDIs by providing targeted
supervisory guidance, identifying additional
resources, and fostering mutually beneficial partner-
ships between MDIs and community organizations.
As of year-end 2018, the Federal Reserve’s MDI
portfolio consisted of 14 state member banks.

In 2018, the Federal Reserve System continued to
support MDIs through the following activities:

* Staff of the PFP program organized the first bian-
nual MDI Leadership Forum that took place
April 19-20, 2018, in Washington, D.C. The MDI
Leadership Forum will continue as a biannual
opportunity for the Fed to host CEOs of a number
of state-member-bank (SMB) MDIs to provide
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them with an opportunity to express their experi-
ences and challenges and provide the PFP staff
with an opportunity to improve our communica-
tion and outreach. In addition, it provides an
opportunity for Federal Reserve staff to present on
a number of pertinent supervision and regulation
and consumer affairs topics. The conference was
attended by senior level officers from SMB MDIs
supervised by the Federal Reserve. During the
course of the Leadership Forum, the senior level
officers also had an opportunity to speak with the
Vice Chairman of the Federal Reserve Board con-
cerning issues particular to MDIs. The next Lead-
ership Forum will take place in 2020.

* In April 2018, the Federal Reserve System, together
with the other federal banking agencies sent repre-
sentatives to present at the Native Banks Gathering
IT in Shawnee, Oklahoma. This gathering was a
collaborative assembly of native-owned banks
sponsored by the Citizen Potawatomi Nation, the
Federal Reserve Bank of Minneapolis’ Center for
Indian Country Development, and the Board of
Governors, in conjunction with the Office of
Indian Energy and Economic Development, a divi-
sion under the U.S. Department of Interior’s
Bureau of Indian Affairs. The Federal Reserve dis-
cussed “Banking in Indian Country” and provided
“A Washington Perspective on the Banking Indus-
try and the Opportunities of Minority-Owned
Banks.” The goal of the gathering was to familiar-
ize native-owned banks with the Indian Loan
Guarantee Program and to better understand
opportunities for growth and diversification of
portfolios for all Native American and Alaskan
Native businesses. The gathering helped identify
new growth strategies and ways to increase revenue
streams to contribute to the nurturing of vital,
strong economies in Indian Country.

* On August 27, 2018, the Federal Reserve Board of
Governors and the Center for Indian Country
Development at the Federal Reserve Bank of Min-
neapolis organized a peer-to-peer meeting for
Native American banks, Native American credit
unions, and Native American community develop-
ment financial institutions. The meeting was held at
the Flathead Reservation of the Confederated Sal-
ish and Kootenai Tribes, Polson, Montana, with
the goal of the gathering being one of sharing best
banking practices and developing networks to bet-
ter serve the financial needs of Native Americans
and their communities.

* P4P staff and a senior Board employee attended
the annual National Bankers Association meeting
in October 2018 in Washington, D.C., and hosted
an exhibit table.

* System staff provided technical assistance to the
industry through the presentation of commissioned
research results on a webinar open to the MDI
audience; provided examiner training via a Rapid
Response Session educating Federal Reserve exam-
iners on the mission of the P4P program.

* The Board of Governors co-sponsored the Forum
for Minority Bankers with the Federal Reserve
Banks of Kansas City (lead sponsor), Philadelphia,
Richmond, Atlanta, Chicago, St. Louis, and Dal-
las. The forum is a national program that provides
minority bank leaders with industry knowledge
and professional development. The forum was held
in September 2018 in Charlotte, North Carolina.

International Coordination on
Supervisory Policies

As a member of several international financial
standard-setting bodies, the Federal Reserve actively
participates in efforts to advance sound supervisory
policies for internationally active financial organiza-
tions and to enhance the strength and stability of the
international financial system.

Basel Committee on Banking Supervision

During 2018, the Federal Reserve contributed to
supervisory policy recommendations, reports, and
papers issued for consultative purposes or finalized
by the BCBS that are designed to improve the super-
vision of banking organizations’ practices and to
address specific issues that emerged during the finan-
cial crisis. Of note, the Federal Reserve contributed
to the finalization of the capital requirements for
market risk, the revised assessment methodology for
global systemically important banking organizations,
supervisory guidelines related to stress testing and
fintech developments, and further updates to the
Basel I1I disclosure requirements. The Federal
Reserve also participated in ongoing international
initiatives to track the progress of implementation of
the BCBS framework in member countries.

Final BCBS documents issued in 2018 include

* Sound practices: Implications of fintech develop-
ments for banks and bank supervisors (issued in Feb-



ruary and available at https://www.bis.org/bcbs/
publ/d431.pdf).

* Progress report on adoption of the Basel regulatory
framework (issued in April and October and avail-
able at https://www.bis.org/bcbs/publ/d440.pdf and
https://www.bis.org/bcbs/publ/d452.pdf).

* Capital treatment for short-term “simple, transpar-
ent and comparable” securitizations (issued in May
and available at https://www.bis.org/bcbs/publ/
d442.pdf).

* Treatment of extraordinary monetary policy opera-
tions in the Net Stable Funding Ratio (issued in
June and available at https://www.bis.org/bcbs/
publ/d444.pdf).

* Global systemically important banks: revised assess-
ment methodology and the higher loss absorbency
requirements (issued in July and available at https://
www.bis.org/bcbs/publ/d445.pdf).

* Pillar 3 disclosure requirements — regulatory treat-
ment of accounting provisions (issued in August and
available at https://www.bis.org/bcbs/publ/d446

.pdf).

* Stress testing principles (issued in October and
available at https://www.bis.org/bcbs/publ/d450

.pdf).

* Cyber-resilience: Range of practices (issued in
December and available at https://www.bis.org/
bebs/publ/d454.pdf).

* Pillar 3 disclosure requirements — updated frame-
work (issued in December and available at https://
www.bis.org/bcbs/publ/d455.pdf).

* Minimum capital requirements for market risk
(issued in December and available at https:/www
.bis.org/bcbs/publ/d457.pdf).

Consultative BCBS documents issued in 2018 include

* Leverage ratio treatment of client cleared derivatives
(issued in October and available at https://www.bis
.org/bcbs/publ/d451.pdf).

* Revisions to the leverage ratio disclosure require-
ments (issued in December and available at https://
www.bis.org/bcbs/publ/d456.pdf).

Financial Stability Board

In 2018, the Federal Reserve continued its participa-
tion in the activities of the FSB, an international
group that helps coordinate the work of national
financial authorities and international standard-
setting bodies, and develops and promotes the imple-
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mentation of financial sector policies in the interest
of financial stability.

FSB publications issued in 2018 include

* Monitoring the technical implementation of the FSB
total loss-absorbing capacity (TLAC) standard
(issued in June and available at http://www.fsb.org/
wp-content/uploads/P060618.pdf).

* Crypto-assets: Report to the G20 on the work of the
FSB and standard-setting bodies (issued in July and
available at http://www.fsb.org/wp-content/uploads/
P160718-1.pdf).

* Incentives to centrally clear over-the-counter deriva-
tives (issued jointly by the BCBS, the Committee
on Payments and Market Infrastructures, and the
International Organization of Securities Commis-
sions in August and available at http://www.fsb.org/
wp-content/uploads/P070818.pdf).

Committee on Payments and Market
Infrastructures

In 2018, the Federal Reserve continued its active par-
ticipation in the activities of the CPMI, a forum in
which central banks promote the safety and effi-
ciency of payment, clearing and settlement activities
and related arrangements. In conducting its work on
financial market infrastructure and market-related
reforms, the CPMI often coordinated with the Inter-
national Organization of Securities Commissions
(IOSCO). Over the course of 2018, CPMI-IOSCO
continued to monitor implementation of the Prin-
ciples for Financial Market Infrastructures. Addi-
tionally, CPMI-IOSCO published a framework for
supervisory stress testing of central counterparties as
well as two additional reports as part of a series on
critical, over-the-counter data elements. The CPMI
also issued a report on cross border retail payments,
released its final strategy on addressing the risk of
wholesale payments fraud related to endpoint secu-
rity, and, jointly with the Markets Committee, pre-
pared a report on central bank digital currencies.
Additional information is available at http:/www.
bis.org/.

International Association of Insurance
Supervisors

The Federal Reserve continued its participation in
2018 in the development of international supervisory
standards and guidance to ensure that they are
appropriate for the U.S. insurance market. The Fed-
eral Reserve continues to participate actively in stan-
dard setting at the IAIS in consultation and collabo-
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ration with state insurance regulators, the NAIC, and
the Federal Insurance Office to present a coordinated
U.S. voice in these proceedings. The Federal
Reserve’s participation focuses on those aspects most
relevant to financial stability and consolidated
supervision.

In 2018, the IAIS issued for public consultation the
revised text of five Insurance Core Principles (ICPs)
as well as certain associated standards and guidance
specific to supervision of internationally active insur-
ance groups, and adopted revisions to one of these
ICPs (covering change of control and portfolio trans-
fers).'® The TAIS plans to adopt revisions to all of
these ICPs by year-end 2019."7

The TAIS also issued a second version of its develop-
ing Insurance Capital Standard in July 2018.'% In
addition, the IAIS issued several final and consulta-
tive reports as well as research reports in 2018."

Papers and reports:

* Issues Paper on Index-based Insurances Particu-
larly in Inclusive Insurance Markets (issued in June
and available at https://www.iaisweb.org/page/
supervisory-material/issues-papers/file/75169/
issues-paper-on-index-based-insurances-
particularly-in-inclusive-insurance-markets).

* IAIS and [Sustainable Insurance Forum] Issues
Paper on Climate Change Risks to the Insurance
Sector (issued in July and available at https://www
.1aisweb.org/page/supervisory-material/issues-
papers/file/76026/sif-iais-issues-paper-on-climate-
changes-risk).

* Issues Paper on Increasing Digitalization in Insur-
ance and its Potential Impact on Consumer Out-
comes (issued in November and available at https://
www.iaisweb.org/page/supervisory-material/issues-
papers/file/77816/issues-paper-on-increasing-
digitalisation-in-insurance-and-its-potential-
impact-on-consumer-outcomes).

* Application Paper on the Use of Digital Technol-
ogy in Inclusive Insurance (issued in November

16 This material is addressed in ICP 6.

17" Additional information is available at https://www.iaisweb.org/
page/supervisory-material/insurance-core-principles/file/78064/
timeline-of-comframe-development-and-icps-revision.

18 Additional information is available at https://www.iaisweb.org/
page/supervisory-material/insurance-capital-standard/file/76133/
ics-version-20-public-consultation-document.

1 Additional information is available at https:/www.iaisweb.org.

and available at https://www.iaisweb.org/page/
supervisory-material/application-papers/file/77815/
application-paper-on-the-use-of-digital-
technology-in-inclusive-insurance).

* Application Paper on Supervision of Insurer
Cybersecurity (issued in November and available at
https://www.iaisweb.org/page/supervisory-material/
application-papers/file/77763/application-paper-on-
supervision-of-insurer-cybersecurity).

* Application Paper on the Composition and the
Role of the Board (issued in November and avail-
able at https://www.iaisweb.org/page/supervisory-
material/application-papers/file/77741/application-
paper-on-the-composition-and-the-role-of-the-
board).

Consultative papers:

* Holistic Framework for Systemic Risk in the Insur-
ance Sector (issued in November and available at
https://www.iaisweb.org/page/consultations/closed-
consultations/2019/holistic-framework-for-
systemic-risk-in-the-insurance-sector/file/77862/
holistic-framework-for-systemic-risk-consultation-
document).

* Application Paper on Proactive Supervision of
Corporate Governance (issued in November and
available at https://www.iaisweb.org/page/
consultations/closed-consultations/2018/
application-paper-on-proactive-supervision-of-
corporate-governance/file/77733/draft-application-
paper-on-proactive-supervision-of-corporate-
governance).

* Application Paper on Recovery Planning (issued in
November and available at https://www.iaisweb
.org/page/consultations/closed-consultations/2018/
application-paper-on-recovery-planning/file/77804/
draft-application-paper-on-recovery-planning).

Accounting Policy

The Federal Reserve supports sound corporate gover-
nance and effective accounting and auditing practices
for all regulated financial institutions. Accordingly,
the Federal Reserve’s accounting policy function is
responsible for providing expertise in policy develop-
ment and implementation efforts, both within and
outside the Federal Reserve System, on issues affect-
ing the banking and insurance industries in the areas
of accounting, auditing, internal controls over finan-
cial reporting, financial disclosure, and supervisory
financial reporting.
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https://www.iaisweb.org/page/supervisory-material/insurance-capital-standard/file/76133/ics-version-20-public-consultation-document
https://www.iaisweb.org/page/supervisory-material/insurance-capital-standard/file/76133/ics-version-20-public-consultation-document
https://www.iaisweb.org/page/supervisory-material/insurance-capital-standard/file/76133/ics-version-20-public-consultation-document
http://www.iaisweb.org

Federal Reserve staff regularly consult with key con-
stituents in the accounting and auditing professions,
including domestic and international standard-
setters, accounting firms, accounting and financial
sector trade groups, and other financial sector regula-
tors to facilitate the Board’s understanding of
domestic and international practices; proposed
accounting, auditing, and regulatory standards; and
the interactions between accounting standards and
regulatory reform efforts. The Federal Reserve also
participates in various accounting, auditing, and
regulatory forums in order to both formulate and
communicate its views.

The Financial Accounting Standards Board (FASB)
issued an accounting standard in 2016 that overhauls
the accounting for credit losses with a new impairment
model based on the Current Expected Credit Losses
(CECL) methodology. CECL’s implementation will
affect a broad range of supervisory activities, including
regulatory reports, examinations, and examiner train-
ing. During 2018, the Federal Reserve together with
the other federal banking agencies continued to moni-
tor the industry’s implementation efforts, and provided
comments on significant interpretations as observers
of the FASB’s Transition Resource Group and
through outreach and routine discussions with stan-
dard setters and other stakeholders, as described
above. During 2018, the Board, along with the OCC
and FDIC issued a comment letter on the FASB’s pro-
posed codification improvements to financial instru-
ments guidance on credit losses.

Other notable outreach efforts during 2018 include
the Federal Reserve co-hosting a series of “Ask the
Regulators” webinars in February and July on “Prac-
tical Examples of How Smaller, Less Complex Com-
munity Banks can Implement CECL” and “CECL
Q&A for Community Institutions,” respectively. In
December 2018, the Board, along with the OCC and
FDIC, issued a final rule that provides firms with the
option to phase in the day-one adverse regulatory
capital effects of CECL over a three-year period.
Separately, in December 2018, the Board issued a
statement on supervisory stress testing, announcing
that it will maintain the current modeling framework
for loan allowances in its supervisory stress test
through 2021.

Federal Reserve staff continued to participate in
meetings of the BCBS Accounting Experts Group
and the TAIS Accounting and Auditing Working
Group. These groups represent their respective orga-
nizations at international meetings on accounting,
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auditing, and disclosure issues affecting global bank-
ing and insurance organizations. Working with inter-
national bank supervisors, Federal Reserve staff con-
tributed to the development of publications and a
comment letter that were issued by the BCBS, includ-
ing guidelines on identification and management of
step-in risk and a comment letter to the International
Auditing and Assurance Standards Board on the
proposed auditing standard on identifying and
assessing the risk of material misstatement. In col-
laboration with international insurance supervisors,
Federal Reserve staff also made contributions to
work related to enhancing IAIS standards on disclo-
sures and drafting comment letters to standard set-
ters on accounting and audit exposure documents.

Additionally, Federal Reserve staff provided their
accounting and business expertise through participa-
tion in other supervisory activities during the past
year. These activities included supporting Dodd-
Frank Act initiatives related to stress testing of banks
as well as various regulatory capital-related issues.

Credit-Risk Management

The Federal Reserve works with the other federal
banking agencies to develop guidance on the man-
agement of credit risk; to coordinate the assessment
of regulated institutions’ credit-risk management
practices; and to ensure that institutions properly
identify, measure, and manage credit risk. The Fed-
eral Reserve jointly with other federal banking agen-
cies develops and maintains a regulatory framework
covering the use of real estate appraisals in federally
related transactions engaged in by regulated institu-
tions; a component in the management of credit risk.

Shared National Credit Program

The Shared National Credit (SNC) program is a key
supervisory program employed by the Federal Reserve
and the other federal banking agencies to ensure the
safety and soundness of the financial system. SNC is a
long-standing program used to assess credit risk and
trends as well as underwriting and risk-management
practices associated with the largest and most complex
loans shared by multiple regulated financial institu-
tions. The program also provides for uniform treat-
ment and increased efficiency in shared credit risk
analysis and classification.

A SNC is any loan or formal loan commitment—and
any asset, such as other real estate, stocks, notes,
bonds, and debentures taken as debts previously con-
tracted—extended to borrowers by a supervised insti-
tution, its subsidiaries, and affiliates, which has the
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following characteristics: an original loan amount
that aggregates to $100 million or more®® and either
(1) is shared by three or more unalffiliated supervised
institutions under a formal lending agreement, or

(2) a portion of which is sold to two or more unaffili-
ated supervised institutions with the purchasing insti-
tutions assuming their pro rata share of the

credit risk.

At the end of 2018, the SNC portfolio totaled

$4.4 trillion, with 8,567 credit facilities to 5,314 bor-
rowers. Summary examination findings rate the over-
all risk in the SNC portfolio as moderate, given the
asset quality outside of leveraged loans. The percent-
ages of non-pass (aggregate special mention and clas-
sified) assets declined from 2017,%! largely due to
improving conditions in the oil and gas sectors.
Despite the improvement in the percentage of non-
pass commitments, the overall level of criticized
assets continued to be higher than observed in previ-
ous periods of economic expansion, such that losses
could rise considerably in the event of an economic
downturn. During prior cycles, non-investment-grade
borrowers relied more heavily on the high-yield bond
market to finance operations. Today, those borrow-
ers, especially when controlled by financial sponsors,
tend to favor the syndicated loan market for their
financing needs. As a result, the current portfolio
reflects a larger volume of riskier paper in aggregate.

Leveraged lending accounts for a substantial portion
of the SNC portfolio and remains a key focus in the
agencies’ broader effort to evaluate overall safety and
soundness of bank underwriting and risk-
management practices. Risks associated with lever-
aged lending activities are building, as contrasted
with the SNC portfolio overall. Leveraged loans with
supervisory ratings below pass typically reflect bor-
rowers with higher than average leverage levels and
weaker repayment capabilities. The SNC review
found that many leveraged loan transactions possess
weakened transaction structures and increased reli-
ance upon revenue growth or anticipated cost
savings/synergies to support borrower repayment
capacity. Weaknesses include the prevalence of cov-
enant lite transactions, incremental facilities with lim-

20 In December 2017, the agencies issued a press release and
amended the SNC definition to raise the qualifying threshold
from $20 million to $100 million from 2018 onwards. See https:/
www.federalreserve.gov/newsevents/pressreleases/
bereg20171221c¢.htm.

2! Results discussed here are based on examinations conducted in
the first and third quarters of 2018, and cover loan commit-
ments originated on or before March 31, 2018.

ited lending restrictions, and loan agreement lan-
guage which allows the removal of assets to unre-
stricted subsidiaries. Borrowers possess greater
control over lending relationships and market
dynamics are changing. Non-regulated entities have
increased their participation in the leveraged lending
market via both purchases of loans and/or direct
underwriting and syndication of exposure. More lev-
eraged lending risk is being transferred to these non-
regulated entities.

For more information on the 2018 SNC review, visit
the Board’s website at https://www.federalreserve
.gov/newsevents/pressreleases/bcreg20190125a.htm

Compliance Risk Management

The Federal Reserve works with international and
domestic supervisors to develop guidance that pro-
motes compliance with Bank Secrecy Act and anti-
money-laundering compliance (BSA/AML) and
counter-terrorism (CFT) laws.

Bank Secrecy Act and Anti-Money-Laundering
Compliance

In 2018, the Federal Reserve continued to actively
promote the development and maintenance of effec-
tive BSA/AML compliance risk-management pro-
grams, including developing supervisory strategies
and providing guidance to the industry on trends in
BSA/AML compliance. For example, the Federal
Reserve supervisory staff participated in a number of
industry conferences to continue to communicate
regulatory expectations and policy interpretations for
financial institutions.

The Federal Reserve is a member of the Treasury-led
BSA Advisory Group, which includes representatives
of regulatory agencies, law enforcement, and the
financial services industry and covers all aspects of
the BSA. In October 2018, the Federal Reserve, in
conjunction with the World Bank and International
Monetary Fund, hosted the Seminar for Senior Bank
Supervisors from Emerging Economies which was
attended by representatives from over 45 foreign
jurisdictions. That seminar included a discussion of
anti-money-laundering developments for banks
designed to promote information sharing and under-
standing of BSA/AML issues. In addition, the Fed-
eral Reserve participated in meetings during the year
to discuss BSA/JAML issues with delegations from
Canada and Japan.

The Federal Reserve participates in the FFIEC BSA/
AML working group, a monthly forum for the dis-


https://www.federalreserve.gov/newsevents/pressreleases/bcreg20190125a.htm
https://www.federalreserve.gov/newsevents/pressreleases/bcreg20190125a.htm
https://www.federalreserve.gov/newsevents/pressreleases/bcreg20171221c.htm
https://www.federalreserve.gov/newsevents/pressreleases/bcreg20171221c.htm
https://www.federalreserve.gov/newsevents/pressreleases/bcreg20171221c.htm

cussion of pending BSA policy and regulatory mat-
ters. In addition to the FFIEC agencies, the BSA/
AML working group includes the Financial Crimes
Enforcement Network (FinCEN) and, on a quarterly
basis, the SEC, the CFTC, the Internal Revenue Ser-
vice, and OFAC. The FFIEC BSA/AML working
group is responsible for updating the FFIEC Bank
Secrecy Actl/Anti-Money Laundering Examination
Manual. The FFIEC developed this manual as part
of its ongoing commitment to provide current and
consistent interagency guidance on risk-based poli-
cies, procedures, and processes for financial institu-
tions to comply with the BSA and safeguard their
operations from money laundering and terrorist
financing. Throughout 2018, the Federal Reserve
continued to regularly share examination findings
and enforcement proceedings with FinCEN as well as
with OFAC under the interagency MOU s finalized in
2004 and 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 sanc-
tions, money laundering, and terrorism financing.
The Federal Reserve has a long-standing role in the
U.S. delegation to the intergovernmental Financial
Action Task Force (FATF) and its working groups,
contributing a banking supervisory perspective to the
formulation of international standards. The Federal
Reserve participated in the development of FATF
Guidance on Regulation of Virtual Assets published
in October 2018.

The Federal Reserve also continues to participate in
committees and subcommittees through the Bank for
International Settlements. Specifically, the Federal
Reserve actively participates in the AML Experts
Group under the BCBS that focuses on AML and
CFT issues as well as the CPMI. The Federal Reserve
participated in the BCBS, CPMI, FATF, and FSB
joint issuance welcoming the Correspondent Banking
Due Diligence Questionnaire published by the Wolfs-
berg Group, as one of the industry initiatives that
will help to address the decline in the number of cor-
respondent banking relationships by facilitating due
diligence processes.

Incentive Compensation

The Federal Reserve believes that supervision of
incentive compensation programs at financial institu-
tions can play an important role in helping safeguard
financial institutions against practices that threaten
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safety and soundness, provide for excessive compen-
sation, or could lead to material financial loss. The
Federal Reserve along with the other federal banking
agencies adopted interagency guidance oriented to
the risk-taking incentives created by incentive com-
pensation arrangements in June 2010. The guidance
is based on the principles that incentive compensa-
tion arrangements at a banking organization should
provide employees incentives that appropriately bal-
ance risk and financial results; be compatible with
effective controls and risk management; and be sup-
ported by strong corporate governance.

Section 956 of the Dodd-Frank Act requires the
Board, OCC, FDIC, SEC, NCUA, and FHFA to
develop joint regulations or guidelines implementing
disclosures and prohibitions concerning incentive-
based compensation at covered financial institutions
with at least $1 billion in assets. The agencies pub-
lished a revised proposed rule in 2016.

Guidance on Guidance

The federal banking agencies issue various types of
supervisory guidance, including interagency state-
ments advisories, bulletins, policy statements, ques-
tions and answers, and frequently asked questions, to
their respective supervised institutions. In Septem-
ber 2018, the Federal Reserve—along with other fed-
eral financial agencies—issued a statement confirm-
ing the proper role of this supervisory guidance. The
statement clarified that unlike a law or regulation,
supervisory guidance does not have the force and
effect of law. Examiners cannot cite a financial insti-
tution for a violation of supervisory guidance as they
would violation of a law or regulation. To ensure that
supervisory guidance is properly applied, the Federal
Reserve has taken several steps since issuance of the
statement, including conducting several internal
training sessions, providing internal examination
materials, more closely reviewing draft supervisory
communications to institutions, and coordinating
with other federal banking agencies. The Federal
Reserve remains committed to ensuring the proper
role of guidance in the supervisory process going
forward.

Regulatory Reports

The Federal Reserve and the other U.S. federal bank-
ing agencies have the authority to require banks and
holding companies to submit information, on both a
solo and a consolidated basis, on their financial con-
dition, performance, and risks, at regular intervals.
The Federal Reserve’s data collections, reporting,
and governance function is responsible for develop-
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ing, coordinating, and implementing regulatory
reporting requirements for various financial report-
ing forms filed by domestic and foreign financial
institutions subject to Federal Reserve supervision.
Federal Reserve staff members interact with other
federal agencies, state supervisors, and, as needed,
foreign bank supervisors, to recommend and imple-
ment appropriate and timely revisions to the report-
ing forms and the attendant instructions.

Federal Reserve Regulatory Reports

The Federal Reserve requires that U.S. holding com-
panies (HCs) periodically submit reports that provide
information about their financial condition and
structure.”” This information is essential to formulat-
ing and conducting financial institution regulation
and supervision. It is also used to respond to infor-
mation requests by Congress and the public about
HCs and their nonbank subsidiaries. Foreign bank-
ing organizations also are required to periodically
submit reports to the Federal Reserve. For more
information on the various reporting forms, see
https://www.federalreserve.gov/apps/reportforms/
default.aspx.

During 2018, the following reporting forms had sub-
stantive revisions:

* FR Y-9C—to implement a number of burden-
reducing revisions corresponding to Call Report
revisions, as applicable. The revisions, effective
June 2018, included deleting certain data items,
consolidating existing data items into new data
items, and adding new or raising existing reporting
thresholds for certain data items. These changes
affected approximately 28 percent of the data items

collected for holding companies filing the FR Y-9C.

Additionally, several reporting schedules were
revised in response to changes in the accounting for
equity securities, and changes to the definitions of
reciprocal deposits brokered deposits and high
volatility commercial real estate exposures. Effec-
tive September 2018, the reporting threshold was
increased from $1 billion or more to $3 billion or
more in total consolidated assets, as a result of sec-
tion 207 of the Economic Growth, Regulatory
Relief, and Consumer Protection Act (EGRRCPA)
(box 2). EGRRCPA directed the Board to revise
the Small Bank Holding Company Policy State-
ment (Policy Statement) to raise the total consoli-
dated asset limit in the Policy Statement from

22 HCs are defined as BHCs, IHCs, SLHCs, and securities holding
companies.

$1 billion to $3 billion in total consolidated assets.
As a result of this change, nearly 55 percent of
holding companies filing the Y-9C quarterly report
became eligible to file the significantly shorter
semiannual FR Y-9SP report.

* FR Y-9LP and FR Y-9SP—to implement revisions
in response to changes in the accounting for equity
securities, effective March 2018. Effective Septem-
ber 2018, reporting thresholds on these forms were
modified as a result of EGRRCPA section 207.
The FR Y-9LP reporting threshold was increased
to $3 billion or more in total consolidated assets
(from $1 billion or more), and the FR Y-9SP
threshold was increased to under $3 billion in total
consolidated assets (from under $1 billion). As a
result, nearly 55 percent of holding companies fil-
ing the FR Y-9LP quarterly reports became eligible
to file the shorter semiannual FR Y-9SP report.

* FR Y-14—to modify several FR Y-14Q schedules
to improve consistency of reported data and to
enhance supervisory modeling. Additionally, vari-
ous FR Y-14A, FR Y-1Q, and FR Y-14M sched-
ules were revised to reflect current accounting stan-
dards, eliminate a sub-schedule, and streamline
reporting. These changes were effective
March 2018.

* FR Y-16—to discontinue this form and transfer the
stress testing information collection for institutions
with between $10 billion and $50 billion in total
consolidated assets to an FFIEC collection.

FFIEC Regulatory Reports

The law establishing the FFIEC and defining its
functions requires the FFIEC to develop uniform
reporting systems for federally supervised financial
institutions. The Federal Reserve, along with the
other member FFIEC agencies, requires financial
institutions to submit various uniform regulatory
reports. This information is essential to formulating
and conducting supervision and regulation and for
the ongoing assessment of the overall soundness of
the nation’s financial system. During 2018, the fol-
lowing FFIEC reporting forms had substantive
revisions:

* FFIEC 031, 041, and 051—to implement certain
burden-reducing revisions to the FFIEC 031,
FFIEC 041 and FFIEC 051 Call Reports. See sec-
tion below on the Call Report Burden Reduction
Initiative for more details. Additionally, several
reporting schedules were revised in response to
changes in the accounting for equity securities.


https://www.federalreserve.gov/apps/reportforms/default.aspx
https://www.federalreserve.gov/apps/reportforms/default.aspx
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Box 2. The Economic Growth, Regulatory Relief, and Consumer Protection

Act: Reducing Regulatory Burden

The Economic Growth, Regulatory Relief, and Con-
sumer Protection Act (EGRRCPA), enacted on

May 24, 2018, changed several aspects of banking
law to reduce regulatory burden on community banks
and also required the federal banking agencies to fur-
ther tailor their regulations to better reflect the char-
acter of the different banking firms that the agencies

Table A. Implementation of EGRRCPA, 2018

supervise. On October 2, 2018, Vice Chair Quarles
testified before the Senate Committee on Banking,
Housing, and Urban Affairs on the Federal Reserve’s
implementation of EGRRCPA (table A). In his testi-
mony, Vice Chair Quarles noted that the Federal
Reserve's implementation of EGRRCPA is underway
and that progress continues to be made.

Date issued Rules/guidance

7/6/2018 Federal Reserve Board issues statement describing how, consistent with recently enacted EGRRCPA, the Board will no
longer subject primarily smaller, less complex banking organizations to certain Board regulations
https://www.federalreserve.gov/newsevents/pressreleases/bcreg20180706b.htm

8/22/2018 Agencies issue interim final rule regarding the treatment of certain municipal securities as high-quality liquid assets
https://www.federalreserve.gov/newsevents/pressreleases/bcreg20180822a.htm

8/23/2018 Agencies issue interim final rules expanding examination cycles for qualifying small banks and U.S. branches and agencies
of foreign banks
https://www.federalreserve.gov/newsevents/pressreleases/bcreg20180823a.htm

8/28/2018 Federal Reserve Board issues interim final rule expanding the applicability of the Board’s small bank holding company policy
statement
https://www.federalreserve.gov/newsevents/pressreleases/bcreg20180828a.htm

9/18/2018 Agencies propose rule regarding the treatment of high volatility commercial real estate
https://www.federalreserve.gov/newsevents/pressreleases/bcreg20180918a.htm

10/31/2018 Federal Reserve Board invites public comment on framework that would more closely match regulations for large banking
organizations with their risk profiles
https://www.federalreserve.gov/newsevents/pressreleases/bcreg20181031a.htm

11/7/2018 Agencies issue proposal to streamline regulatory reporting for qualifying small institutions
https://www.federalreserve.gov/newsevents/pressreleases/bcreg20181107a.htm

11/20/2018 Agencies propose amendments to Regulation CC regarding funds availability
https://www.federalreserve.gov/newsevents/pressreleases/bcreg20181120a.htm

11/21/2018 Agencies propose community bank leverage ratio for qualifying community banking organizations
https://www.federalreserve.gov/newsevents/pressreleases/bcreg20181121c¢.htm

12/4/2018 Agencies seek public comment on proposal to raise appraisal exemption threshold for residential real estate transactions
https://www.federalreserve.gov/newsevents/pressreleases/bcreg20181204a.htm

12/21/2018 Agencies invite comment on a proposal to exclude community banks from the Volcker rule
https://www.federalreserve.gov/newsevents/pressreleases/bcreg20181221d.htm

12/21/2018 Agencies issue final rules expanding examination cycles for qualifying small banks and U.S. branches and agencies of

foreign banks

https://www.federalreserve.gov/newsevents/pressreleases/bcreg20181221c¢.htm

* FFIEC 002—to implement certain burden-
reducing revisions corresponding to Call Report
revisions, as applicable. Additionally, certain
reporting information was revised in response to
changes in the accounting for equity securities.

* FFIEC 016—to create a new, single FFIEC form to
combine the agencies’ three separate, yet identical,
stress test forms for institutions with between
$10 billion and $50 billion in total consolidated
assets, with modifications to align the report form
with burden-reducing changes made to other finan-
cial reports and to collect an institution’s legal

entity identifier if they already have one. The pas-
sage of EGRRCPA in 2018 eliminated the Dodd-
Frank Act stress testing requirements for these
firms and no data was collected on this form.

Call Report Burden Reduction Initiative

In 2018, the FFIEC concluded a multiyear initiative
that began in 2015 to streamline and simplify regula-
tory reporting requirements for banking institutions,
primarily community banks, and reduce their report-
ing burden. The objectives of this initiative were con-
sistent with feedback the FFIEC received as part of
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Table 4. Cumulative data items revised through June 30, 2018

Finalized Call Report revisions FFIEC 051 FFIEC 041 FFIEC 031
Items removed, net* 1,002 316 244
Change in item frequency to semiannual 113 31 31
Change in item frequency to annual 36 3 3
Items with a new or increased reporting threshold 55 287 395

* “ltems removed, net” reflects the effects of consolidating existing items, adding control totals, and, for the FFIEC 051, relocating individual items from other schedules to a
new supplemental schedule. In addition, included in this number for the FFIEC 051, approximately 300 items were items that institutions with less than $1 billion in total
assets were exempt from reporting due to existing reporting thresholds in the FFIEC 041.

the regulatory review conducted as required by the
Economic Growth and Regulatory Paperwork
Reduction Act of 1996 to reduce burden.

Through this initiative, the FFIEC implemented
burden-reducing changes that removed or consoli-
dated data items, added new or raised certain existing
reporting thresholds, or reduced the frequency of
reporting data items. Collectively, these changes
affected approximately 51 percent of required data
items for smaller, less complex institutions filing the
FFIEC 051 Call Report, and 28 percent of required
data items for all other institutions filing the
FFIEC 031 and FFIEC 041 Call Reports, that were
included in the Call Reports for December 31, 2016.
Table 4 summarizes the overall number of changes
finalized and implemented by Call Report form
under the burden reduction initiative.

Supervisory Information Technology

The Federal Reserve’s supervisory information tech-
nology function established a new multiyear IT strat-
egy focused on optimizing our technology spend,
simplifying our IT environment and leveraging new
or emerging technologies. High priority initiatives
included: (1) the completion of the IT strategy,

(2) establishing an Enterprise Information Manage-
ment Program for the Supervision function,

(3) developing a Records and Document Manage-
ment Strategy, and (4) the successful investigation of
new technology solutions to improve examiner effi-
ciency while reducing burden for regulated
institutions.

Supervisory and support tools. To support examiners
and other supervisory staff, IT continues to manage
tools to support the collection, use, and storage of
supervisory data—both directly within the supervi-
sory programs or to manage resources. There has
been increased investment and growth in the

advanced quantitative analysis platforms and tool-
sets, as well as and data visualization software to
allow supervisory analysts to glean insights from
supervisory data.

Streamlined data access and improved security. For
the supervision function, IT continues to enhance its
data-access process using a central tool established
for managing and granting user access. This central
tool provides assurance that user-access is established
for important data, applications, and research that
will be published externally. The resulting effect of
this tool is enhanced prevention and detection con-
trols that reduces information security risks.

IT has implemented information security policies,
procedures, and practices designed to safeguard con-
fidential information, including confidential supervi-
sory information and personally identifiable informa-
tion. A comprehensive, defense-in-depth approach
leveraging multiple layers of security are imple-
mented to protect confidential information. IT con-
tinually assesses the effectiveness of its information
security programs and controls, and implements
additional security measures as needed to further
enhance the protection of confidential information.

Information sharing and external collaboration. IT
provides a Federal Reserve business area representa-
tive to the FFTEC Task Force on Information Shar-
ing, and representatives who lead both the Technical
Working Group and the Path Forward Working
Group, which focuses efforts to work with the busi-
ness areas to increase capabilities for collaboration
between the agencies.

The Federal Reserve exchanges approved regulatory
interagency information with several external agen-
cies, managed through interagency sharing agree-
ments for specific data sets, and overseen by the

IT area.



Document management. In addition to continued
efforts to implement a document and records man-
agement strategy, I'T continues to improve document
tracking, storage, and access through the implemen-
tation of document management software. The soft-
ware eliminates point-to-point interfaces between
document management systems and systems upload-
ing or referencing documents. The software also
moves and tracks documents between management
systems as the documents progress through their

life cycle.

National Information Center

IT continues to be responsible for the delivery of the
NIC, the Federal Reserve’s authoritative source for
supervisory, financial, and banking structure data as
well as information on supervisory documents. The
NIC includes (1) structure, financial, and supervisory
data on banking structures throughout the United
States and foreign banking concerns (2) national
applications on various supervisory programs and
the data they capture, (3) data collection processes,
and (4) a platform for sharing of the information
with external agencies and the public. Thousands of
data points are updated on a daily basis and a public
version of the data is made available through the
NIC’s website.

Staff Development

The Federal Reserve’s staff development program
supports the ongoing development of nearly 3,000
professional supervisory staff, ensuring that they have
the requisite skills necessary to meet their evolving
supervisory responsibilities. The Federal Reserve also
provides course offerings to staff at state banking
agencies. Training activities in 2018 are summarized
in table 5.

Table 5. Training for banking supervision and regulation, 2018
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Examiner Commissioning Program

An overview of the Federal Reserve System’s Exam-
iner Commissioning Program for assistant examiners
is set forth in SR letter 17-6, “Overview of the Fed-
eral Reserve’s Supervisory Education Programs.”*?

Examiners choose from one of three specialty tracks:
(1) safety and soundness, (2) consumer compliance,
or (3) large financial institutions. On average, indi-
viduals move through a combination of classroom
offerings, self-paced learning, virtual instruction, and
on-the-job training over a period of two to three
years. Achievement is measured by completing the
required course content, demonstrating adequate
on-the-job knowledge, and passing a professionally
validated proficiency examination. In 2018, 58 exam-
iners passed the proficiency examination (35 in safety
and soundness and 23 in consumer compliance).

In 2018, the Board enhanced the consumer compli-
ance proficiency examination by adding application-
based questions designed to measure performance
reflecting the level of knowledge and skills needed to
effectively perform in an examiner-in-charge role. In
addition, further learning units were released for the
Large Financial Institutions Examiner Commission-
ing Program, which will continue to be developed
and deployed in 2019.

Continuing Professional Development
Throughout 2018, the Federal Reserve System con-
tinued to enhance its continuing professional devel-
opment program. Professional development and
training content was developed to support several
major supervision initiatives, including CECL, Diver-
gent Views, Cybersecurity, and the LISCC program.

23 SR letter 17-6 is available at https://www.federalreserve.gov/
supervisionreg/srletters/sr1706.htm.

Number of enrollments
Instructional time
Course sponsor or type State and federal | (approximate training | NUMBer of course
Federal Reserve banki days)" offerings
e anking agency \]
P personnel
Federal Reserve System 1,299 64 510 102
FFIEC 794 467 324 81
Rapid Response? 14,208 897 3 30

' Training days are approximate. System courses were calculated using five days as an average, with FFIEC courses calculated using four days as an average.
2 Rapid Response is a virtual program created by the Federal Reserve System as a means of providing information on emerging topics to Federal Reserve and state bank

examiners.


https://www.federalreserve.gov/supervisionreg/srletters/sr1706.htm
https://www.federalreserve.gov/supervisionreg/srletters/sr1706.htm
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Box 3. Transparency in Supervising and Regulating Financial Institutions

In an effort to increase transparency around the Fed-
eral Reserve’s work in supervising and regulating
financial institutions and activities, the Board of Gov-
ernors of the Federal Reserve System is issuing a
Supervision and Regulation Report." The inaugural
report was issued on November 2018.

The focus of the report will be key developments and
trends in supervision (particularly prudential supervi-
sion) and regulation. The report will contain three
main sections:

® The Banking System Conditions section, which
provides an overview of trends in the banking sec-
tor based on data collected by the Federal

1 See https://www.federalreserve.gov/publications/files/201811-
supervision-and-regulation-report.pdf.

Educational efforts specific to financial technology,
including use cases and industry perspectives, were
also delivered to a national supervision audience.

Regulatory Developments

Post-Crisis Framework

Regulatory policies implemented over the past
decade have contributed significantly to improving
the safety and soundness of banking organizations
and the financial system so they are able to support
the needs of the economy through good times and
bad. Today, U.S. banking firms are significantly bet-
ter capitalized and have much stronger liquidity posi-
tions. They rely less on short-term wholesale funding,
which can evaporate quickly during periods of stress.
The largest banking firms have also developed resolu-
tion plans that reduce the potential negative systemic
impact that could result in the event of their failures.

As the regulatory framework has been strengthened,
the Federal Reserve has also focused on the efficiency
of financial institution supervision. Compliance bur-
den should be minimized without compromising the
safety and soundness gains that have been made in
recent years. In addition, the Federal Reserve contin-
ues to tailor its regulations, ensuring that the rules
vary with the risk of the institution.

In an effort to refine the post-crisis supervisory and
regulatory framework, the Board promotes the prin-
ciples of efficiency, transparency, and simplicity.

Reserve and other federal financial regulatory
agencies as well as market indicators of industry
conditions.

® The Supervisory Developments section, which
provides background information on supervisory
programs and approaches as well as an overview
of key themes and trends, supervisory findings,
and supervisory priorities. The report distinguishes
between large financial institutions and regional
and community banking organizations because
supervisory approaches and priorities for these
institutions frequently differ.

®* The Regulatory Developments section, which
provides an overview of the current areas of focus
of the Federal Reserve’s regulatory policy frame-
work, including pending rules.

Efficiency involves two components. The first is
related to methods: efficient methods tailor the
requirements and intensity of regulations and super-
vision programs based on the asset size and complex-
ity of firms. Efficient methods also minimize compli-
ance burdens generally while achieving regulatory
objectives. The second is related to goals: we have a
strong public interest in an efficient financial system,
just as we do in a safe and sound one. We include the
efficient operation of the financial sector as one of
the goals we seek to promote through our regulation
and supervision.>*

Transparency is not only a core requirement for
accountability to the public but also benefits the
regulatory process by exposing ideas to a variety of
perspectives. Similarly, transparent supervisory prin-
ciples and guidance allow firms and the public to
understand the basis on which supervisory decisions
are made and allow firms the ability to respond con-
structively to supervisors (box 3).

Simplicity complements and reinforces transparency
by promoting the public’s understanding of the
Board’s regulatory and supervisory programs. Con-
fusion and unnecessary compliance burden resulting
from overly complex regulation do not advance the
goal of a safe financial system.

2% The Federal Reserve’s bank holding company supervision pro-
gram also involves reliance on—and extensive coordination
with—the insured depository primary regulator in order to
reduce burden and duplicative efforts, thereby promoting
efficiency.


https://www.federalreserve.gov/publications/files/201811-supervision-and-regulation-report.pdf

Since the crisis, the Federal Reserve has substantially
strengthened its supervisory programs for the largest
institutions. The financial crisis made clear that poli-
cymakers needed to address more substantially the
threat to financial stability posed by the largest and
most complex banking organizations, in particular
those considered systemically important. As a result,
the Federal Reserve has strategically shifted supervi-
sory resources to its large bank supervision pro-
grams. For SIFIs, LISCC was established in 2010 to
oversee a national program for these firms.?> An
increased number of horizontal examinations were
introduced, focusing on capital, liquidity, governance
and controls, and resolution planning.?® In addition,
financial and management information collections
from large institutions increased, giving supervisors
more timely and better insight into firms’ risk pro-
files and activities.

The Federal Reserve also enhanced its supervision
programs for smaller institutions to address lessons
learned during the crisis and has more recently
focused on tailoring its supervisory expectations to
minimize regulatory burden whenever possible with-
out compromising safety and soundness. During the
financial crisis of 2007-09, a large number of
regional and community banks failed or experienced
financial stress. Accordingly, the Federal Reserve
took steps to improve its regional and community
bank supervision programs to enhance expectations
for examinations, particularly for those conducted at
banks with significant concentrations of credit risk in
particular loan segments or that relied significantly
on less-stable funding sources.

As banking conditions have improved and regulators
have gained more experience implementing the post-
crisis regulatory regime, the Federal Reserve, along
with other regulatory agencies, has recalibrated
supervisory programs to ensure they are effectively
and efficiently achieving their goals. As a result, the
agencies have implemented several burden-reducing
supervisory changes, including

* reducing the volume of financial data that smaller,
less-risky banks must submit to the agencies each
quarter,

25 See also SR letter 15-7, “Governance Structure of the Large
Institution Supervision Coordinating Committee (LISCC)
Supervisory Program,” at https://www.federalreserve.gov/
supervisionreg/srletters/sr1507.htm.

26 Horizontal examinations are exercises in which several institu-
tions are examined simultaneously. Doing so encompasses both
firm-specific supervision and the development of broader per-
spectives across firms.
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* increasing the loan size under which regulations
require banks to obtain formal real estate apprais-
als for commercial loans, and

* proposing changes to simplify regulatory capital
rules.

In addition, the Federal Reserve has taken steps to
reduce the amount of undue burden associated with
examinations, including conducting portions of
examinations offsite. There has also been an
increased emphasis on risk-focusing examination
activities, where more in-depth examinations are con-
ducted for banks identified as high risk or in areas
with high-risk activities, and less-intensive examina-
tions are conducted at lower-risk banks, or in lines of
businesses at banks that have historically been lower
in risk.

U.S. Banking System Structure

The Federal Reserve acts on a variety of applications
and notices that directly or indirectly affect the struc-
ture of the U.S. banking system at the local, regional,
and national levels; the international operations of
domestic banking organizations; or the U.S. banking
operations of foreign banks. The applications and
notices concern BHC and SLHC formations and
acquisitions, bank mergers, and other transactions
involving banks and savings associations or nonbank
firms. In 2018, the Federal Reserve acted on 1,356
applications filed under the six statutes.

In 2018, the Federal Reserve published its Semian-
nual Report on Banking Applications Activity, which
provides aggregate information on proposals filed by
banking organizations and reviewed by the Federal
Reserve. The report includes statistics on the number
of proposals that have been approved, denied, with-
drawn, mooted, or returned as well as general infor-
mation about the length of time taken to process pro-
posals and common reasons for proposals to be with-
drawn from consideration. The reports are available
at https://www.federalreserve.gov/publications/
semiannual-report-on-banking-applications-activity
.htm

Public Notice of Federal Reserve Decisions
and Filings Received

Certain decisions by the Federal Reserve that involve
a BHC, SLHC, a bank merger, a change in control,
or the establishment of a new U.S. banking presence
by a foreign bank are made known to the public by
an order or an announcement. Orders state the deci-


https://www.federalreserve.gov/publications/semiannual-report-on-banking-applications-activity.htm
https://www.federalreserve.gov/publications/semiannual-report-on-banking-applications-activity.htm
https://www.federalreserve.gov/publications/semiannual-report-on-banking-applications-activity.htm
https://www.federalreserve.gov/supervisionreg/srletters/sr1507.htm
https://www.federalreserve.gov/supervisionreg/srletters/sr1507.htm
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sion, the essential facts of the application or notice,
and the basis for the decision; announcements state
only the decision. All orders are made public imme-
diately and are subsequently reported in the Board’s
weekly H.2 statistical 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 application
and notice, the related H.2A release gives the dead-
line for comments. The Board’s website provides
information on orders and announcements (https://
www.federalreserve.gov/newsevents/pressreleases
.htm) as well as a guide for U.S. and foreign banking
organizations that wish to submit applications (https
:/Iwww.federalreserve.gov/bankinforeg/afi/afi.htm).

Other Laws and Regulation Enforcement
Activity/Actions

The Federal Reserve issued the following rules and
guidance in 2018 (table 6).

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

Financial Disclosures by State Member Banks

Under the Securities Exchange Act of 1934 and the
Federal Reserve’s Regulation H, certain state mem-
ber banks are required to make financial disclosures
to the Federal Reserve using the same reporting
forms (such as Form 10K—annual report and Sched-
ule 14A—proxy statement) that are normally used by
publicly held entities to submit information to the
SEC.?” As most of the publicly held banking organi-
zations are BHCs and the reporting threshold was
recently raised, only two state member banks were
required to submit data to the Federal Reserve in

27 Under section 12(g) of the Securities Exchange Act, certain
companies that have issued securities are subject to SEC regis-
tration and filing requirements that are similar to those imposed
on public companies. Per section 12(i) of the Securities
Exchange Act, the powers of the SEC over banking entities that
fall under section 12(g) are vested with the appropriate banking
regulator. Specifically, state member banks with 2,000 or more
shareholders and more than $10 million in total assets are
required to register with, and submit data to, the Federal
Reserve. These thresholds reflect the recent amendments by the
Jumpstart Our Business Startups Act (JOBS Act).

2018. The information submitted by these two small
state member banks is available to the public upon
request and is primarily used for disclosure to the
bank’s shareholders and public investors.

Assessments for Supervision and Regulation
The Dodd-Frank Act directs the Board to collect
assessments, fees, or other charges equal to the total
expenses the Board estimates are necessary or appro-
priate to carry out the supervisory and regulatory
responsibilities of the Board for BHCs and SLHCs
with total consolidated assets of $50 billion or more
and nonbank financial companies designated for
Board supervision by the FSOC. As a collecting
entity, the Board does not recognize the supervision
and regulation assessments as revenue nor does the
Board use the collections to fund Board expenses; the
funds are transferred to the Treasury. The Board col-
lected and transferred $564,081,227 in 2018 for the
2017 supervision and regulation assessment.

Securities Credit

Under the Securities Exchange Act of 1934, the
Board is responsible for regulating credit in certain
transactions involving the purchasing 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 pur-
chase debt and equity securities. The Board’s Regula-
tion U limits the amount of credit that may be pro-
vided 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 for-
eign lenders by U.S. citizens.

Several regulatory agencies enforce the Board’s secu-
rities credit regulations. The SEC, the Financial
Industry Regulatory Authority, and the Chicago
Board Options Exchange examine brokers and deal-
ers for compliance with Regulation T. With respect to
compliance with Regulation U, the federal banking
agencies examine banks under their respective juris-
dictions; the FCA and the NCUA examine lenders
under their respective jurisdictions; and the Federal
Reserve examines other Regulation U lenders.


https://www.federalreserve.gov/newsevents/press/orders/2017orders.htm
https://www.federalreserve.gov/newsevents/press/orders/2017orders.htm
https://www.federalreserve.gov/newsevents/press/orders/2017orders.htm
https://www.federalreserve.gov/bankinforeg/afi/afi.htm
https://www.federalreserve.gov/bankinforeg/afi/afi.htm
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Table 6. Federal Reserve or interagency rulemakings/statements (proposed and final), 2018

Date
issued

Rule/guidance

1/4/2018

2/5/2018

4/2/2018

4/10/2018

4/11/2018

4/17/2018

5/7/2018

5/18/2018

5/30/2018

6/5/2018

6/14/2018

7/6/2018

8/22/2018

8/28/2018

9/11/2018

9/14/2018

9/18/2018

9/21/2018

9/21/2018

10/3/2018

10/10/2018

10/30/2018

10/31/2018

11/2/2018

Federal Reserve requests comments on proposed guidance that would clarify the Board’s supervisory expectations related to risk
management for large financial institutions.
Federal Register (FR) doc: https://www.gpo.gov/fdsys/pkg/FR-2018-01-11/pdf/2018-00294.pdf

Agencies seek comment on proposed technical amendments to the swap margin rule.
FR doc: https://www.gpo.gov/fdsys/pkg/FR-2018-02-21/pdf/2018-02560.pdf

Agencies issue final rule to exempt commercial real estate transactions of $500,000 or less from appraisal requirements.
FR doc: https://www.federalreserve.gov/newsevents/pressreleases/files/2018-06960.pdf

Federal Reserve seeks comment on proposal to simplify capital rule for large banks while preserving strong capital levels that would
maintain their ability to lend under stressful conditions.
FR doc: https://www.gpo.gov/fdsys/pkg/FR-2018-04-25/pdf/2018-08006.pdf

Federal Reserve and OCC propose rule to tailor enhanced supplementary leverage ratio requirements. Comment period ended 6/25/18.
FR doc: https://www.gpo.gov/fdsys/pkg/FR-2018-04-19/pdf/2018-08066.pdf

Agencies issue proposal to revise regulatory capital rules to address and provide an option to phase in the effects of the new accounting
standard for credit losses (CECL). Comment period ended 6/13/18.
FR doc: https://www.gpo.gov/fdsys/pkg/FR-2018-05-14/pdf/2018-08999.pdf

Federal Reserve Board announces approval of final amendments to its Regulation A.
FR doc: https://www.federalreserve.gov/newsevents/pressreleases/bcreg20180507a.htm

Federal Reserve and Office of the Comptroller of the Currency extend comment period for proposed rule tailoring leverage ratio
requirements.
FR doc: https://www.federalreserve.gov/newsevents/pressreleases/bcreg20180518a.htm

Federal Reserve Board asks for comment on proposed rule to simplify and tailor compliance requirements relating to the “Volcker rule.”
FR doc: https://www.federalreserve.gov/newsevents/pressreleases/bcreg20180530a.htm

Agencies ask for public comment on a proposed rule to simplify and tailor the Volcker Rule. Comment period ended 10/17/18.
FR doc: https://www.gpo.gov/fdsys/pkg/FR-2018-07-17/pdf/2018-13502.pdf

Federal Reserve approves final rule to prevent concentration of risk between large banking organizations and their counterparties from
undermining financial stability.
FR doc: https://www.gpo.gov/fdsys/pkg/FR-2018-08-06/pdf/2018-16133.pdf

Agencies issue statement regarding the impact of the Economic Growth, Regulatory Relief, and Consumer Protection Act.
Statement: https://www.federalreserve.gov/newsevents/pressreleases/files/bcreg20180706a1.pdf

Agencies issue interim final rule regarding the treatment of certain municipal securities as high-quality liquid assets.
FR doc: https://www.federalreserve.gov/newsevents/pressreleases/files/2018-18610.pdf

Federal Reserve issues interim final rule expanding the applicability of the Board’s Small Bank Holding Company Policy Statement.
FR doc: https://www.federalreserve.gov/newsevents/pressreleases/files/2018-18756.pdf

Agencies issue statement reaffirming the role of supervisory guidance.
FR doc: https://www.federalreserve.gov/newsevents/pressreleases/bcreg20180911a.htm

Federal and state financial regulatory agencies issue interagency statement on supervisory practices regarding financial institutions
affected by Hurricane Florence.
FR doc: https://www.federalreserve.gov/newsevents/pressreleases/bcreg20180914a.htm

Agencies issue proposed rule regarding the treatment of high-volatility commercial real estate. Comment period ends 60 days after
publication in the FR.
FR doc: https://www.federalreserve.gov/newsevents/pressreleases/files/bcreg20180918a1.pdf

Agencies issue final rule to amend swap margin rule.
FR doc: https://www.federalreserve.gov/newsevents/pressreleases/files/bcreg20180921a.pdf

Federal Reserve Board seeks public comment on proposal to amend Regulation H and Regulation K to reflect the transferal of the Board’s
rulemaking for the Secure and Fair Enforcement for Mortgage Licensing Act (S.A.FE. Act) to the Bureau of Consumer Financial Protection.
FR doc: https://www.federalreserve.gov/newsevents/pressreleases/bcreg20180921b.htm

Federal agencies issue a joint statement on banks and credit unions sharing resources to improve efficiency and effectiveness of Bank
Secrecy Act compliance.
FR doc: https://www.federalreserve.gov/newsevents/pressreleases/bcreg20181003a.htm

Federal and state financial regulatory agencies issue interagency statement on supervisory practices regarding financial institutions
affected by Hurricane Michael.
FR doc: https://www.federalreserve.gov/newsevents/pressreleases/bcreg20181010a.htm

Agencies propose rule to update calculation of derivative contract exposure amounts under regulatory capital rules.
FR doc: https://www.federalreserve.gov/newsevents/pressreleases/bcreg20181030a.htm

Federal Reserve Board invites public comment on framework that would more closely match regulations for large banking organizations
with their risk profiles.

Proposed prudential standards for large bank holding companies and savings and loan holding companies (83 Fed. Reg. 61,408
(November 29, 2018)).

Proposed changes to applicable threshold for regulatory capital and liquidity requirements (83 Fed. Reg. 66,024 (December 21, 2018)).
FR doc: https://www.federalreserve.gov/newsevents/pressreleases/bcreg20181031a.htm

Federal Reserve Board finalizes new supervisory rating system for large financial institutions.
FR doc: https://www.federalreserve.gov/newsevents/pressreleases/bcreg20181102a.htm

(continued on next page)
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72 105th Annual Report | 2018

Table 6.—continued

Date .
e Rule/guidance

11/7/2018  Agencies issue proposal to streamline regulatory reporting for qualifying small institutions.
FR doc: https://www.federalreserve.gov/newsevents/pressreleases/bcreg20181107a.htm

11/15/2018 Federal and state financial regulatory agencies issue interagency statement on supervisory practices regarding financial institutions and
their customers affected by California wildfires.
FR doc: https://www.federalreserve.gov/newsevents/pressreleases/bcreg20181115b.htm

11/21/2018 Agencies propose community bank leverage ratio for qualifying community banking organizations.
FR doc: https://www.federalreserve.gov/newsevents/pressreleases/bcreg20181121c.htm

12/3/2018  Federal Reserve Board issues joint statement encouraging depository institutions to explore innovative approaches to meet
BSA/anti-money-laundering compliance obligations and to further strengthen the financial system against illicit financial activity.
FR doc: https://www.federalreserve.gov/newsevents/pressreleases/bcreg20181203a.htm

12/4/2018  Agencies seek public comment on proposal to raise appraisal exemption threshold for residential real estate transactions.
FR doc: https://www.federalreserve.gov/newsevents/pressreleases/bcreg20181204a.htm

12/21/2018 Agencies allow three-year regulatory capital phase-in for new Current Expected Credit Losses (CECL) accounting standard.
FR doc: https://www.federalreserve.gov/newsevents/pressreleases/bcreg20181221a.htm

12/21/2018 Federal Reserve Board will maintain current modeling framework for loan allowances in its supervisory stress test through 2021.
FR doc: https://www.federalreserve.gov/newsevents/pressreleases/bcreg20181221b.htm

12/21/2018 Agencies issue final rules expanding examination cycles for qualifying small banks and U.S. branches and agencies of foreign banks.
FR doc:https://www.federalreserve.gov/newsevents/pressreleases/bcreg20181221c.htm

12/21/2018 Agencies invite comment on a proposal to exclude community banks from the Volcker rule.

FR doc: https://www.federalreserve.gov/newsevents/pressreleases/bcreg20181221d.htm
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Community Affairs

The Division of Consumer and Community Affairs
(DCCA) has primary responsibility for carrying out
the Board of Governors’ consumer protection and
community development activities to promote fair
and transparent financial service markets, protect
consumers’ rights, and ensure that its policies and
research take into account consumer and community
perspectives. This charge includes assessing and tak-
ing corrective actions to address consumer risks
among financial institutions it supervises while also
fostering proven programs in consumer compliance
and community reinvestment.

Throughout 2018, the division engaged in numerous
consumer and community-related functions and
policy activities in the following areas:

* Formulating consumer-focused supervision and
examination policy to ensure that financial institu-
tions for which the Federal Reserve has authority
comply with consumer protection laws and regula-
tions and meet requirements of community reinvest-
ment laws and regulations. The Federal Reserve’s
consumer protection supervision program includes
a review of state member banks’ performance
under the Community Reinvestment Act (CRA) as
well as assessment of compliance with and enforce-
ment of a wide range of consumer protection laws
and regulations, including those related to fair
lending, unfair or deceptive acts or practices
(UDAP), and flood insurance. The division devel-
oped policies that govern, and provided oversight
of, the Reserve Banks’ programs for consumer
compliance supervision and examination of state
member banks and bank holding companies
(BHC:s). The division’s activities also included the
development and delivery of examiner training;
analysis of bank and BHC applications related to
consumer protection, convenience and needs, and
the CRA; and processing of consumer complaints.

* Conducting research, analysis, and data collection to
inform Federal Reserve and other policymakers
about consumer protection risks and community eco-

nomic development issues and opportunities. The
division analyzed ongoing and emerging consumer
financial services and community risks, practices,
issues, and opportunities to understand and act on
their implications for supervisory policy as well as
to gain insight into consumer decisionmaking
related to financial services and access to credit for
small businesses.

* Engaging and convening key stakeholders to identify
emerging issues and advance what works in commu-
nity reinvestment and consumer protection. The
division continued to promote fair and informed
access to financial markets for all consumers, par-
ticularly underserved populations, by engaging
lenders, government officials, and community lead-
ers. Throughout the year, DCCA convened pro-
grams to share information on the financial and
economic needs in low- and moderate-income
(LMI) communities, research on effective commu-
nity development policies and strategies, and best
practices in the management and control of con-
sumer compliance risks.

* Writing and reviewing regulations that effectively
implement consumer protection and community rein-
vestment laws. The division manages the Board’s
regulatory responsibilities with respect to certain
entities and specific statutory provisions of the
consumer financial services and fair lending laws.
In 2018, DCCA participated in drafting inter-
agency regulations and compliance guidance for
the industry and the Reserve Banks.

Supervision and Examinations

DCCA develops supervisory policy and examination
procedures for consumer protection laws and regula-
tions, as well as for the CRA, as part of its supervi-
sion of the organizations for which the Board has
authority, including bank and financial holding com-
panies, state member banks, savings and loan holding
companies, foreign banking organizations, Edge Act
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corporations, and agreement corporations.' The divi-
sion also administers the Federal Reserve System’s
risk-focused program for assessing consumer compli-
ance risk at the largest banks and financial holding
companies in the System, with division staff ensuring
that consumer compliance risk is effectively inte-
grated into the consolidated supervision of the hold-
ing company. DCCA staff monitor trends in con-
sumer products to inform the risk-based supervisory
planning process. Quantitative risk metrics and
screening systems use data to assess market activity,
consumer complaints, and supervisory findings to
assist with the determination of risk levels at firms.

The division oversees the efforts of the 12 Reserve
Banks to ensure that the Federal Reserve’s consumer
compliance supervisory program reflects its commit-
ment to promoting financial inclusion and compli-
ance with applicable federal consumer protection
laws and regulations in the 794 state member banks it
supervises. Division staff coordinate with the pruden-
tial regulators and the Consumer Financial Protec-
tion Bureau (CFPB) as part of the supervisory coor-
dination requirements under the Dodd-Frank Wall
Street Reform and Consumer Protection Act (Dodd-
Frank Act), and ensure that consumer compliance
risk is appropriately incorporated into the consoli-
dated risk-management program of the approxi-
mately 159 bank and financial holding companies
with assets over $10 billion. Division staff provide
guidance and expertise to the Reserve Banks on

' The Federal Reserve has examination and enforcement author-
ity for federal consumer financial laws and regulations for
insured depository institutions with assets of $10 billion or less
that are state member banks and not affiliates of covered insti-
tutions, as well as for conducting CRA examinations for all state
member banks regardless of size. The Federal Reserve Board
also has examination and enforcement authority for certain fed-
eral consumer financial laws and regulations for insured deposi-
tory institutions that are state member banks with over $10 bil-
lion in assets, while the Consumer Financial Protection Bureau
has examination and enforcement authority for many federal
consumer financial laws and regulations for insured depository
institutions with over $10 billion in assets and their affiliates
(covered institutions), as mandated by the Dodd-Frank Act.

Agency and branch offices of foreign banking organizations,
Edge Act corporations, and agreement corporations fall under
the Federal Reserve’s purview for consumer compliance activi-
ties. An agreement corporation is a type of bank chartered by a
state to engage in international banking. The bank agrees with
the Federal Reserve Board to limit its activities to those allowed
by an Edge Act corporation. An Edge Act corporation is a
banking institution with a special charter from the Federal
Reserve to conduct international banking operations and certain
other forms of business without complying with state-by-state
banking laws. By setting up or investing in Edge Act corpora-
tions, U.S. banks are able to gain portfolio exposure to financial
investing operations not available under standard banking laws.

consumer protection laws and regulations, bank and
BHC application analysis and processing, examina-
tion and enforcement techniques and policy matters,
examiner training, and emerging issues. Finally, staff
members participate in interagency activities that
promote consistency in examination principles, stan-
dards, and processes.

Examinations are the Federal Reserve’s primary
method of ensuring compliance with consumer pro-
tection laws and assessing the adequacy of consumer
compliance risk-management systems within regu-
lated entities. During 2018, the Reserve Banks com-
pleted 253 consumer compliance examinations of
state member banks, 237 CRA examinations of state
member banks, 24 examinations of foreign banking
organizations, 2 examinations of Edge Act corpora-
tions, and no examinations of agreement
corporations.

Mortgage Servicing and Foreclosure

Payment Agreement Status

As of 2018, the majority of the enforcement actions
that were issued by the Federal Reserve and the
Office of the Comptroller of the Currency (OCC)
against 16 mortgage loan servicers between

April 2011 and April 2012 were terminated. At the
time of the enforcement actions, along with other
requirements, the two regulators directed servicers to
retain independent consultants to conduct compre-
hensive reviews of foreclosure activity to determine
whether eligible” borrowers suffered financial injury
because of servicer errors, misrepresentations, or
other deficiencies. The file review initiated by the
independent consultants, combined with a significant
borrower outreach process, was referred to as the
Independent Foreclosure Review (IFR).

In 2013, the regulators entered into agreements with
15 of the mortgage loan servicers to replace the IFR
with direct cash payments to all eligible borrowers
and other assistance (the Payment Agreement).® The
participating servicers agreed to pay an estimated
$3.9 billion to 4.4 million borrowers whose primary
residence was in a foreclosure process in 2009 or
2010. The Payment Agreement also required the

2 Borrowers were eligible if their primary residence was in a fore-
closure action with one of the sixteen mortgage loan servicers at
any time in 2009 or 2010.

One OCC-regulated servicer elected to complete the Indepen-
dent Foreclosure Review, and did not, therefore, enter into the
Payment Agreement.



servicers to contribute an additional $5.8 billion in
other foreclosure prevention assistance, such as loan
modifications and forgiveness of deficiency
judgments.

A paying agent, Rust Consulting, Inc. (Rust), was
retained to administer payments to borrowers on
behalf of the participating servicers.

More than $3.5 billion was distributed to eligible
borrowers through 3.9 million checks, representing
nearly 91 percent of the total value of the funds.
Receiving a payment under the agreement did not
prevent borrowers from taking any action they may
wish to pursue related to their foreclosure. Servicers
were not permitted to ask borrowers to sign a waiver
of any legal claims they may have against their ser-
vicer in connection with receiving payment.*

At the Federal Reserve’s direction, in August 2016,
Rust redistributed any funds remaining after all out-
standing initial checks expired, to eligible borrowers
of Federal Reserve-supervised servicers who had
cashed or deposited their initial checks. This direc-
tion applied only to funds related to mortgage ser-
vicers supervised by the Federal Reserve and was
consistent with the Federal Reserve’s intention to dis-
tribute the maximum amount of funds to borrowers
potentially affected by deficient servicing and foreclo-
sure practices. The redistribution of approximately
$80 million in remaining funds resulted in nearly

$59 million being cashed or deposited by borrowers
of servicers supervised by the Federal Reserve. The
borrower payment process concluded at the end of
2016.

In 2018, the audit of the final reconciliation of the
payment funds was completed, and funds remaining
that were provided by servicers supervised by the
Federal Reserve as part of the Payment Agreement
have been remitted to the U.S. Treasury. Board staff
is currently working with Rust to close the qualified
settlement funds.

Foreclosure Prevention Actions

The Payment Agreement also required servicers to
undertake well-structured loss-mitigation efforts
focused on foreclosure prevention, with preference
given to activities designed to keep borrowers in their
homes through affordable, sustainable, and meaning-

* For more information, see https://www.federalreserve.gov/
consumerinfo/independent-foreclosure-review-payment-
agreement.htm.
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ful home preservation actions within two years from
the date the agreement in principle was reached.

All servicers were required to submit reports detail-
ing the consumer-relief actions they had taken to sat-
isfy these requirements. The foreclosure prevention
assistance actions reported included loan modifica-
tions, short sales, deeds-in-lieu of foreclosure, debt
cancellation, and lien extinguishment. In order to
receive credit toward the servicer’s total foreclosure
prevention obligation, the actions submitted had to
be validated by the regulators. A third party com-
pleted this validation to ensure that the foreclosure
prevention assistance amounts met the requirements
of the amendments to the enforcement actions.

Servicer Efforts to Address Deficiencies

In addition to the foreclosure review requirements,
the enforcement actions required mortgage servicers
to submit acceptable written plans to address various
mortgage loan servicing and foreclosure processing
deficiencies. In the time since the enforcement actions
were issued, the banking organizations have been
implementing the action plans, including enhanced
controls, and improving systems and processes. The
supervisory review of the mortgage servicers’ action
plans has shown that the banking organizations
under the enforcement actions have implemented sig-
nificant corrective actions with regard to their mort-
gage servicing and foreclosure processes, and for
most servicers, those corrective actions appear to be
sustainable. The majority of the enforcement actions
were terminated in 2018.> For the remaining ser-
vicers, the Federal Reserve supervisory team contin-
ues to monitor and evaluate the servicers’ progress on
implementing the action plans to address unsafe and
unsound mortgage servicing and foreclosure prac-
tices as required by the enforcement actions.

Supervisory Matters
Enforcement Activities

Fair Lending and UDAP Enforcement

Through its Supervision and Enforcement teams,
DCCA is committed to ensuring that the institutions
it supervises comply fully with the federal fair lending
laws—the Equal Credit Opportunity Act (ECOA)
and the Fair Housing Act (FHA). The ECOA pro-
hibits creditors from discriminating against any

> For the press releases, see https://www.federalreserve.gov/
newsevents/pressreleases/enforcement20180112a.htm and
https://www.federalreserve.gov/newsevents/pressreleases/
enforcement20180810a.htm.
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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 pro-
gram or has exercised, in good faith, any right under
the Consumer Credit Protection Act. The FHA pro-
hibits discrimination in residential real-estate-related
transactions—including the making and purchasing
of mortgage loans—on the basis of race, color, reli-
gion, sex, handicap, familial status, or national
origin.

The Board supervises all state member banks for
compliance with the FHA. The Board and the CFPB
both have supervisory authority for compliance with
the ECOA. For state member banks with assets of
$10 billion or less, the Board has the authority to
enforce the ECOA. For state member banks with
assets over $10 billion, the CFPB has this authority.

With respect to the Federal Trade Commission Act
(FTC Act), which prohibits unfair or deceptive acts
or practices, the Board has supervisory and enforce-
ment authority over all state member banks, regard-
less of asset size. The Board is committed to ensuring
that the institutions it supervises comply fully with
the prohibition on unfair or deceptive acts or prac-
tices as outlined in the FTC Act. An act or practice
may be found to be unfair if it causes or is likely to
cause substantial injury to consumers that is not rea-
sonably avoidable by consumers and not outweighed
by countervailing benefits to consumers or to compe-
tition. A representation, omission, or practice is
deceptive if it is likely to mislead a consumer acting
reasonably under the circumstances and is likely to
affect a consumer’s conduct or decision regarding a
product or service.

Fair lending and UDAP reviews are conducted regu-
larly within the supervisory cycle. Additionally,
examiners may conduct fair lending and UDAP
reviews outside of the usual supervisory cycle, if war-
ranted by fair lending and UDAP risk. When exam-
iners find evidence of potential discrimination or
potential UDAP violations, they work closely with
DCCA’s Fair Lending and UDAP Enforcement sec-
tions, which provide additional legal and statistical
expertise and ensure that fair lending and UDAP
laws are enforced consistently and rigorously
throughout the Federal Reserve System.

With respect to fair lending, pursuant to the ECOA,
if the Board has reason to believe that a creditor has

engaged in a pattern or practice of discrimination in
violation of the ECOA, the matter must be referred
to the Department of Justice (DOJ). The DOJ
reviews the referral and determines whether further
investigation is warranted. A DOJ investigation may
result in a public civil enforcement action. Alterna-
tively, the DOJ may decide to return the matter to the
Board for administrative enforcement. When a mat-
ter is returned to the Board, staff ensure that the
institution takes all appropriate corrective action.

If there is a fair lending violation that does not con-
stitute a pattern or practice under the ECOA or a
UDAP violation, the Federal Reserve takes action to
ensure that the violation is remedied by the bank.
Most lenders readily agree to correct fair lending and
UDAP violations, often taking corrective action as
soon as they become aware of a problem. Thus, the
Federal Reserve frequently uses informal supervisory
tools (such as memoranda of understanding between
banks’ boards of directors and the Reserve Banks, or
board resolutions) to ensure that violations are cor-
rected. When necessary, the Board can bring public
enforcement actions.

The Board brought one public enforcement action
for UDAP violations in 2018, issuing a consent order
against a bank for unfair practices related to the bill-
ing of deposit add-on products administered through
third parties. The order required the bank to pay
approximately $4.75 million in restitution to approxi-
mately 11,000 consumers and take other corrective
actions.®

Given the complexity of this area of supervision, the
Federal Reserve seeks to provide transparency on its
perspectives and processes to the industry and the
public. Fair Lending and UDAP Enforcement staff
meet regularly with consumer advocates, supervised
institutions, and industry representatives to discuss
fair lending and UDAP issues and receive feedback.
Through this outreach, the Board is able to address
emerging fair lending and UDAP issues and promote
sound fair lending and UDAP compliance. This
includes DCCA staff’s participation in numerous
meetings, conferences, and trainings sponsored by
consumer advocates, industry representatives, and
interagency groups.

¢ For more information, see https://www.federalreserve.gov/
newsevents/pressreleases/enforcement20180726b.htm.
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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 deter-
mined to have special flood hazards. Under the Fed-
eral Reserve’s Regulation H, which implements the
act, state member banks are generally prohibited
from making, extending, increasing, or renewing any
such loan unless the building or mobile home, as well
as any personal property securing the loan, are cov-
ered by flood insurance for the term of the loan. The
law requires the Board and other federal financial
institution regulatory agencies to impose civil money
penalties when they find a pattern or practice of vio-
lations of the regulation.

In 2018, the Federal Reserve issued six formal con-
sent orders and assessed $196,000 in civil money pen-
alties against state member banks to address viola-
tions of the flood regulations. These statutorily man-
dated penalties were forwarded to the National Flood
Mitigation Fund held by the Treasury for the benefit
of the Federal Emergency Management Agency.

Community Reinvestment Act

The CRA requires that the Federal Reserve and other
federal banking regulatory agencies encourage finan-
cial institutions to help meet the credit needs of the
local communities where they do business, consistent
with safe and sound operations. To carry out this
mandate, the Federal Reserve

* examines state member banks to assess their per-
formance under the CRA;

* considers banks’ CRA performance in context with
other supervisory information when analyzing
applications for mergers and acquisitions; and

* disseminates information about community devel-
opment practices to bankers and the public
through community development offices at the
Reserve Banks.’

The Federal Reserve assesses and rates the CRA per-
formance of state member banks in the course of
examinations conducted by staff at the 12 Reserve
Banks. During the 2018 reporting period, the Reserve
Banks completed 237 CRA examinations of state
member banks. Of those banks examined, 36 were

7 For more information on various community development
activities of the Federal Reserve System, see https://www
.fedcommunities.org/.
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rated “Outstanding,” 198 were rated “Satisfactory,” 3
were rated “Needs to Improve,” and none were rated
“Substantial Non-Compliance.”

The Federal Reserve is interested in updating the
CRA regulations to better reflect structural and tech-
nological changes in the banking industry. To help
achieve that, in 2018 DCCA established a dedicated
team to focus on modernizing the CRA. The Board
also held a series of external engagement meetings
with bankers and community members to collect
information to help identify issues and potential solu-
tions that will inform our work to revise the
regulations.

The Federal Reserve also improved its public website
to include better information on the CRA, including
educational materials; enhanced navigation and func-
tionality; and access to state and component ratings,
as well as direct access to bank strategic plans and
performance evaluations. The updated website is
available at https://www.federalreserve.gov/
consumerscommunities/cra_about.htm.

Mergers and Acquisitions

The Federal Reserve analyzes expansionary applica-
tions by banks or BHCs, taking into account the
likely effects of the acquisition on competition, the
convenience and needs of the communities to be
served, the financial and managerial resources and
future prospects of the companies and banks
involved, and the effectiveness of the company’s poli-
cies to combat money laundering. As part of this
process, DCCA evaluates whether the institutions are
currently meeting the convenience and needs of their
communities and the effectiveness of existing mana-
gerial resources, as well as the institutions’ ability to
meet the convenience and needs of their communities
and the adequacy of their managerial resources after
the proposed transaction.

The depository institution’s CRA record is a critical
component of this analysis. The CRA requires the
Federal Reserve to consider a bank’s record of help-
ing to meet the credit needs of its local communities
in evaluating applications for mergers, acquisitions,
and branches. An institution’s most recent CRA per-
formance evaluation is a particularly important con-
sideration in the mergers and acquisitions process
because it represents a detailed on-site evaluation of
the institution’s performance under the CRA by its
federal supervisor.
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As part of the analysis of managerial resources, the
Federal Reserve reviews the institution’s record of
compliance with consumer protection laws and regu-
lations. The institution’s most recent consumer com-
pliance rating is central to this review because, like
the CRA performance evaluation, it represents the
detailed findings of the institution’s supervisory
agency.

Less-than-satisfactory CRA or consumer compliance
ratings or other significant consumer compliance
issues can pose an impediment to the processing and
approval of the application. Federal Reserve staff
gather additional information about CRA and con-
sumer compliance performance in many circum-
stances, such as when the financial institu-

tion(s) involved in a proposed transaction that has a
less-than-satisfactory CRA or compliance ratings or
recently identified consumer compliance issues, or
when the Federal Reserve receives comments from
interested parties that raise CRA or consumer com-
pliance issues. To further enhance transparency
about this process, the Board issued guidance to the
public in 2014 describing the Federal Reserve’s
approach to applications and notices.®

Because these applications are of interest to the pub-
lic, they often generate comments that raise various
issues for Board staff to consider in their analyses of
the supervisory and lending records of the appli-
cants. With respect to consumer compliance and
community reinvestment, one of the more common
allegations is that either or both the target and the
acquirer fail to make credit available to certain
minority groups and to LMI individuals and commu-
nities. Commenters also often express concerns about
branch closures or the banks’ record of lending to
small businesses in LMI geographies.

In evaluating the applications, the Board assesses the
merits of the public comments in addition to infor-
mation provided by applicants and analyzes supervi-
sory information, including examination reports with
evaluations of compliance with fair lending and
other consumer protection laws and regulations, and
confers with other regulators, as appropriate, for
their supervisory views. If warranted, the Federal
Reserve will also conduct pre-membership exams for
a transaction in which an insured depository institu-
tion will become a state member bank or in which

8 For more information, see https://www.federalreserve.gov/
supervisionreg/srletters/sr1402.htm.

the surviving entity of a merger would be a state
member bank.’

The Board provides information on its actions asso-
ciated with these merger and acquisition transactions,
issuing press releases and Board Orders for each.'”
The Federal Reserve also publishes semiannual
reports that provide pertinent information on appli-
cations and notices filed with the Federal Reserve.'!
The reports include statistics on the number of pro-
posals that had been approved, denied, and with-
drawn as well as general information about the length
of time taken to process proposals. Additionally, the
reports discuss common reasons that proposals have
been withdrawn from consideration.

During 2018, the Board considered over 100 applica-
tions, with topics ranging from change in control
notices, to branching requests, to mergers and acqui-
sitions. DCCA staff analyzed 14 notices and applica-
tions for transactions involving bank mergers and
branching that involved adverse public comments on
CRA issues or consumer compliance issues, such as
fair lending, which the Board considered and
approved.'?

Coordination with the Consumer Financial
Protection Bureau

During 2018, staff continued to coordinate on super-
visory matters with the CFPB in accordance with the
Interagency Memorandum of Understanding on
Supervision Coordination with the CFPB. The agree-
ment is intended to establish arrangements for coor-
dination and cooperation among the CFPB and the
OCC, the FDIC, the National Credit Union Associa-
tion, and the Board of Governors. The agreement
strives to minimize unnecessary regulatory burden
and to avoid unnecessary duplication of effort and
conflicting supervisory directives amongst the pru-
dential regulators. The regulators work cooperatively
to share exam schedules for covered institutions and
covered activities to plan simultaneous exams, pro-

° In October 2015, the Federal Reserve issued guidance providing

further explanation on its criteria for waiving or conducting
such pre-merger or pre-membership examinations. For more
information, see https://www.federalreserve.gov/supervisionreg/
srletters/SR1511.htm.

To access the Board’s Orders on Banking Applications, see
https://www.federalreserve.gov/newsevents/pressreleases.htm.
For these reports, see https://www.federalreserve.gov/
supervisionreg/semiannual-reports-banking-applications-activity
htm.

Another application on which adverse public comments were
received was withdrawn by the applicant. Related notices and
applications for which a single Board Order was issued were
counted as a single notice or application in this total.

1
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vide final drafts of examination reports for comment,
and share supervisory information.

Coordination with Other Federal Banking
Agencies

The Board regularly coordinates with other federal
banking agencies, including through the development
of interagency guidance, in order to clearly commu-
nicate supervisory expectations. The Federal Reserve
also works with the other member agencies of the
Federal Financial Institutions Examination Council
(FFIEC) to develop consistent examination prin-
ciples, standards, procedures, and report formats.'?
In 2018, the banking agencies continued to work
together on various initiatives.

Updating Examination Procedures

In June, the Board issued examination procedures
with respect to the Protecting Tenants at Foreclosure
Act (PTFA), which had previously expired at the end
of December 2014 but was restored in May 2018 by
the Economic Growth, Regulatory Relief, and Con-
sumer Protection Act. When examiners review PTFA
compliance in an examination, they use the examina-
tion procedures to evaluate an institution’s awareness
of the law, its compliance efforts, and its responsive-
ness to addressing implementation deficiencies.

In December, the Board, working in consultation
with the Federal Deposit Insurance Corporation
(FDIC) and the OCC developed updated informa-
tion regarding the key data fields that examiners use
in connection with validating the accuracy of Home
Mortgage Disclosure Act (HMDA) data collected
since January 1, 2018, pursuant to the CFPB’s
amendments to Regulation C and the Economic
Growth, Regulatory Relief, and Consumer Protec-
tion Act’s amendments to HMDA. The HMDA key
data fields are those that the Federal Reserve, the
FDIC, and the OCC collectively determined to be
most critical to the integrity of analyses of overall
HMDA data.

Outreach

The Federal Reserve maintains a comprehensive pub-
lic outreach program to promote consumer protec-
tion, financial inclusion, and community reinvest-
ment. During 2018, the Federal Reserve continued to
enhance its program. Box 1 highlights some of the
key supervisory-related outreach activities the Board
engaged in during 2018.

13 For more information, see https://www.ffiec.gov/.
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Examiner Training

The Examiner Training team of DCCA supports the
ongoing professional development of the consumer
compliance supervisory staff, from an initial intro-
duction to the Federal Reserve System through the
development of proficiency in consumer compliance
topics sufficient to earn an examiner’s commission.
The goal of these efforts is to ensure that examiners
have the skills necessary to meet their supervisory
responsibilities now and in the future.

Consumer Compliance Examiner
Commissioning Program

An overview of the Federal Reserve System’s Exam-
iner Commissioning Program for assistant examiners
is set forth in supervision and regulation (SR)/
community affairs (CA) letter SR 17-6/CA 17-1,
“Overview of the Federal Reserve’s Supervisory Edu-
cation Programs.”'*

The consumer compliance examiner training curricu-
lum consists of five courses focused on consumer
protection laws, regulations, and examining concepts.
On average, examiners progress through a combina-
tion of classroom offerings, self-paced learning, vir-
tual instruction, and on-the-job training over a
period of two to three years. Achievement is meas-
ured by completing the required course content,
demonstrating adequate on-the-job knowledge, and
passing a professionally validated proficiency exami-
nation. In 2018, 23 examiners passed the Consumer
Compliance Proficiency Examination. The combina-
tion of multiple training delivery channels offers
learners and Reserve Banks an ability to customize
and to meet training demands more individually and
cost effectively.

Continuing Professional Development

In addition to providing core examiner training, the
Examiner Staff Development function emphasizes
the importance of continuing, career-long learning.
Opportunities for continuing professional develop-
ment include special projects and assignments, self-
study programs, rotational assignments, instruction
at System schools, mentoring programs, and a con-
sumer compliance examiner forum held every

18 months. Additionally, staff have begun to create a
resource for examiners moving into examination
responsibilities at large financial institutions.

14 See https://www.federalreserve.gov/supervisionreg/srletters/
sr1706.htm.
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Box 1. Federal Reserve Consumer and Community Outreach Highlights

in 2018

The Federal Reserve conducts outreach to provide
various stakeholders with information and resources
that support their roles in consumer protection, finan-
cial inclusion, and community reinvestment. In

July 2018, the Board launched a new outreach tool,
the Consumer Compliance Supervision Bulletin, to
provide bankers, consumer advocates, and others
interested in consumer protection with high-level
summaries of examiners’ observations. The publica-
tion also covers other noteworthy developments
related to consumer protection supervisory issues.

The Bulletin, which will be published periodically, is
intended to enhance transparency regarding the Fed-
eral Reserve’s consumer compliance supervisory
program by highlighting supervisory observations. It
also provides practical steps for institutions to con-
sider when managing consumer compliance risks.
The inaugural issue of the Bulletin focused on the ille-
gal discrimination practice known as “redlining,” as
well as on discriminatory loan pricing and underwrit-
ing. The issue also discussed unfair or deceptive acts
or practices involving overdrafts, loan officer misrep-
resentations, and products and services marketed to
students. Finally, the Bulletin briefly highlighted
recent regulatory and policy developments. The pub-
lication is available on the Board’s website at https://
www.federalreserve.gov/publications/consumer-
compliance-supervision-bulletin.htm.

The Bulletin complements other Federal Reserve
System outreach efforts to banking organizations,
consumer and community advocates, and other
stakeholders, such as the Outlook Live webinar
series, the Consumer Compliance Outlook publica-
tion, and the Connecting Communities webinar
series.

Outlook Live webinars (https://www.consumer
complianceoutlook.org/outlook-live/) focus on deliv-
ering timely, relevant information on current con-
sumer protection and community reinvestment topics
to the banking industry, advocates, and other stake-
holders. In 2018, the Federal Reserve collaborated
with its supervisory agency partners to offer an Out-
look Live seminar entitled “2018 Interagency Fair
Lending Hot Topics.”

In 2018, the System continued to offer Rapid
Response sessions. Introduced in 2008, these sessions
offer examiners webinars and case studies on emerg-
ing issues or urgent training needs that result from,
for example, the implementation of new laws or regu-
lations. Four Rapid Response sessions with an exclu-
sive consumer compliance focus were designed, devel-
oped, and presented to System staff during 2018.
Additionally, four Rapid Response sessions were

The Federal Reserve also offered the following Out-
look Live webinars:

® “Healthy Communities: Opportunities for CRA Col-
laboration” (https://consumercomplianceoutlook
.org/outlook-live/2018/healthy-communities-
opportunities-for-cra-collaboration/)

® “Complaints as a Supervisory and Risk Manage-
ment Tool” (https://consumercomplianceoutlook
.org/outlook-live/2018/complaints-as-a-
supervisory-and-risk-management-tool/)

® “Keeping Fintech Fair: Thinking About Fair Lend-
ing and UDAP Risks” (https://www
.consumercomplianceoutlook.org/2017/second-
issue/keeping-fintech-fair-thinking-about-fair-
lending-and-udap-risks/)

Consumer Compliance Outlook (https://www
.consumercomplianceoutlook.org/) discusses con-
sumer compliance topics of interest to compliance
professionals. This publication is distributed elec-
tronically to state member banks and to bank and
savings and loan holding companies supervised by
the Federal Reserve, among other subscribers. In
2018, two issues of Consumer Compliance Outlook
were published, covering topics such as preparing
for a consumer compliance exam and understanding
how culture drives a bank’s mission.

The Connecting Communities webinar series (https://
bsr.stlouisfed.org/connectingcommunities/) provides
timely insights and information on emerging and
important community and economic development
topics. As the Fed recognizes that stable communi-
ties promote stable regions and, thus, a more robust
economy overall, its community development offices
work to help advance economic growth and financial
stability in communities, especially low- and
moderate-income neighborhoods. Connecting Com-
munities shares information and research with com-
munity development practitioners, financial institution
representatives, nonprofit organizations, and policy-
makers, complementing existing Federal Reserve
Community Development outreach initiatives con-
ducted by the 12 Reserve Bank regional offices and
the Board.

offered that addressed a broader range of supervi-
sory issues, including consumer compliance issues.

Responding to Consumer Complaints

and Inquiries

The Federal Reserve investigates complaints against
state member banks and selected nonbank subsidiar-
ies of BHCs (Federal Reserve regulated entities), and
forwards complaints against other creditors and busi-
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nesses to the appropriate enforcement agency. Each
Reserve Bank investigates complaints against Federal
Reserve regulated entities in its District. The Federal
Reserve also responds to consumer inquiries on a
broad range of banking topics, including consumer
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Table 1. Investigated complaints against state member
banks and selected nonbank subsidiaries of bank holding

companies about regulated practices, by regulation/act,
2018

protection questions, Regulation/act Number
Regulation AA (Unfair or Deceptive Acts or Practices) 33

Federal Reserve Consumer Help (FRCH) processes Regulation B (Equal Credit Opportunity) 24
consumer complaints and inquiries centrally. In 2018, eIl CommaniyHorves on 4
FRCH processed 32,226 cases. Of these cases, 17,761 Regmatm € (Home N.Iortgage D'SCIQSur.e .ACt) 2
. . . Regulation CC (Expedited Funds Availability) 131

were inquiries and the remainder (14,465) were com- Checko 1
plaints, with most cases received directly from con- Regulation D (Reserve Requirements) 4
sumers. Approximately 8 percent of cases were Regulation DD (Truth in Savings) 55
referred to the Federal Reserve from other federal i AL IR LI AL U 179
and state a gen cies. Regulatfcn H (National Flood Ir?surancel Act/lnsurance Sales) 6
Regulation M (Consumer Leasing Provisions of TILA) 1

Regulation P (Privacy of Consumer Financial Information) 9

While consumers can contact FRCH by a variety of Regulation V (Fair and Accurate Credit Transactions) 88
different channels, more than half of the FRCH con- Regulation Z (Truth in Lending) 131
sumer contacts occurred by telephone (53 percent). Garnishment Rule 4
Nevertheless, 47 percent (15,121) of complaint and i ST D T L
. . .. . . . . Homeowners Protection Act of 1998 4
inquiry submissions were made in writing (via email, Fair Credit Reporting Act =
online submissions, mail, and fax). The online form Fair Debt Collection Practices Act 25
page received 20,135 visits during the year. Fair Housing Act 12
Real Estate Settlement Procedures Act 24

Consumer Complaints Right to Financial Privacy Act 2
Total 1,384

Complaints against Federal Reserve regulated entities
totaled 3,349 in 2018. Of the total, 89 percent (2,990)
were investigated. Fifty-four percent (1,606) of the
investigated complaints involved unregulated prac-
tices, and 46 percent (1,384) involved regulated prac-
tices. (Table 1 shows the breakdown of complaints
about regulated practices by regulation or act; table 2
shows complaints by product type.)

Approximately 1 percent (33) of the total complaints
were closed without investigation, pending the receipt
of additional information from consumers. Two per-
cent (64) were withdrawn by the consumer. Eight per-

cent (262) of the total complaints were still under
investigation in January 2019.

Complaints about Regulated Practices

The majority of regulated practices complaints con-
cerned credit card accounts (approximately 54 per-
cent), checking accounts (21 percent), and real estate
(6 percent).'> The most common credit card com-

15 Real estate loans include adjustable-rate mortgages, residential

construction loans, open-end home equity lines of credit, home

Table 2. Investigated complaints against state member banks and selected nonbank subsidiaries of bank holding companies

about regulated practices, by product type, 2018

All complaints Complaints involving violations
Subject of complaint/product type
Number Percent Number Percent

Total 1,384 100 40 3
Discrimination alleged

Real estate loans 13 1 0 0
Credit cards 3 <1 0 0
Other loans 6 <1 0 0
Nondiscrimination complaints

Checking accounts 287 21 17 42
Real estate loans 72 5 9 23
Credit cards 739 53 4 10

Other 264 19 10 25
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plaints related to inaccurate credit reporting (75 per-
cent), forgery/fraud (5 percent), and billing error
resolution (4 percent). The most common checking
account complaints related to deposit error resolu-
tion (24 percent), funds availability not as expected
(22 percent), and insufficient funds/overdraft charges
and procedures (9 percent). The most common real
estate complaints by problem code related to debt
collection/foreclosure concerns (14 percent), rates
and/or fees (13 percent), and escrow problems

(7 percent).

Twenty-two regulated practices complaints alleging
credit discrimination on the basis of prohibited bor-
rower traits or rights were received in 2018. Thirteen
discrimination complaints were related to the race,
color, national origin, or ethnicity of the applicant or
borrower. Nine discrimination complaints were
related to either the age, handicap, familial status, or
religion of the applicant or borrower. Of the closed
complaints alleging credit discrimination based on a
prohibited basis in 2018, there were no violations
related to illegal credit discrimination.

In 70 percent of investigated complaints against Fed-
eral Reserve regulated entities, evidence revealed that
institutions correctly handled the situation. Of the
remaining 30 percent of investigated complaints,

12 percent were identified errors that were corrected
by the bank; 3 percent were deemed violations of
law; and the remainder included matters involving
litigation or factual disputes, internally referred com-
plaints, or complaints about matters for which the
consumer was provided responsive information.

Complaints about Unregulated Practices

The Board continued to monitor complaints about
banking practices not subject to existing regulations.
In 2018, the Board received 1,606 complaints against
Federal Reserve regulated entities that involved these
unregulated practices. The majority of the com-
plaints were related to electronic transactions/prepaid
products (45 percent), checking account activity

(21 percent), and credit cards (13 percent).

Complaint Referrals

In 2018, the Federal Reserve forwarded 10,998 com-
plaints to other regulatory agencies and government
offices for investigation. The Federal Reserve for-
warded 12 complaints to the Department of Housing
and Urban Development (HUD) that alleged viola-

improvement loans, home purchase loans, home refinance/
closed-end loans, and reverse mortgages.

tions of the Fair Housing Act'® and were closed in

2018. The Federal Reserve’s investigation of these
complaints revealed no instances of illegal credit
discrimination.

Consumer Inquiries

The Federal Reserve received 17,761 consumer inqui-
ries in 2018 covering a wide range of topics. Consum-
ers were typically directed to other resources, includ-
ing other federal agencies or written materials, to
address their inquiries.

Consumer Laws and Regulations

Throughout 2018, DCCA continued to administer
the Board’s regulatory responsibilities with respect to
certain entities and specific statutory provisions of
the consumer financial services and fair lending laws.
This included drafting regulations and issuing com-
pliance guidance for the industry and the Reserve
Banks and fulfilling the division’s role in consulting
with the CFPB on consumer financial services and
fair lending regulations for which it has rulemaking
responsibility.

Annual Indexing of Exempt Consumer
Credit and Lease Transactions

In November 2018, the Board and the CFPB
announced the revised dollar thresholds in Regula-
tion Z (Truth in Lending) and Regulation M (Con-
sumer Leasing) that will apply in 2019 for determin-
ing exempt consumer credit and lease transactions.
These thresholds are set pursuant to statutory
changes enacted by the Dodd-Frank Act that require
adjusting these thresholds annually based on the
annual percentage increase in the Consumer Price
Index for Urban Wage Earners and Clerical Workers
(CPI-W). Transactions at or below the thresholds are
subject to the protections of the regulations.'’

Threshold for Small Loan Exemption from
Appraisal Requirements for Higher-Priced
Mortgage Loans

In November 2018, the Board, the CFPB, and the
OCC announced that the threshold for exempting
loans from special appraisal requirements for higher-

16 A memorandum of understanding between HUD and the fed-
eral bank regulatory agencies requires that complaints alleging a
violation of the Fair Housing Act be forwarded to HUD.

7 For more information, see https://www.federalreserve.gov/
newsevents/pressreleases/bcreg20181121b.htm.
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https://www.federalreserve.gov/newsevents/pressreleases/bcreg20181121b.htm

priced mortgage loans would increase for 2019.'® The
Dodd-Frank Act amended the Truth in Lending Act
to add special appraisal requirements for higher-
priced mortgage loans, including a requirement that
creditors obtain a written appraisal based on a physi-
cal visit to the home’s interior before making a
higher-priced mortgage loan. The rules implementing
these requirements contain an exemption for loans of
$25,000 or less and also provide that the exemption
threshold will be adjusted annually to reflect
increases in the CPI-W.

Annual Adjustment to CRA Asset-Size
Threshold for Small and Intermediate
Small Institutions

In addition, in December the Board and other federal
bank regulatory agencies announced the annual
adjustment to the asset-size thresholds used to define
small bank, small savings association, intermediate
small bank, and intermediate small savings associa-
tion under the CRA regulations.'®

Financial institutions are evaluated under different
CRA examination procedures based upon their asset-
size classification. Those meeting the small and inter-
mediate small institution asset-size thresholds are not
subject to the reporting requirements applicable to
large banks and savings associations unless they
choose to be evaluated as a large institution.

Annual adjustments to these asset-size thresholds are
based on the change in the average of the CPI-W, not
seasonally adjusted, for each 12-month period ending
in November, with rounding to the nearest million.

As a result of the 2.59 percent increase in the CPI-W
for the period ending in November 2018, the defini-
tions of small and intermediate small institutions for
CRA examinations were changed as follows:

* “Small bank” or “small savings association” means
an institution that, as of December 31 of either of
the prior two calendar years, had assets of less than
$1.284 billion.

* “Intermediate small bank” or “intermediate small
savings association” means a small institution with
assets of at least $321 million as of December 31 of
both of the prior two calendar years and less than

18 For more information, see https://www.federalreserve.gov/
newsevents/pressreleases/bereg20181121a.htm.

1 For more information, see https://www.federalreserve.gov/
newsevents/pressreleases/bcreg20181220a.htm.
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$1.284 billion as of December 31 of either of the
prior two calendar years.

These asset-size threshold adjustments took effect
January 1, 2019.

Consumer Research and Analysis of
Emerging Issues and Policy

Throughout 2018, DCCA analyzed emerging issues
in consumer financial services policies and practices
in order to understand their implications for the
market-risk surveillance and supervisory policies that
are core to the Federal Reserve’s functions. This
research and analysis also provided insight into con-
sumer financial decisionmaking.

Researching Issues Affecting Consumers
and Communities

In 2018, DCCA explored various issues related to
consumers and communities by convening experts,
conducting original research, and fielding surveys.
The information gleaned from these undertakings
provided insights into the factors affecting consumers
and households.

Household Economics and Decisionmaking

In order to better understand consumer decision-
making in the rapidly evolving financial services sec-
tor, DCCA periodically conducts internet panel sur-
veys to gather data on consumers’ experiences and
perspectives on various issues of interest.

Results of DCCA’s fifth annual Survey of Household
Economics and Decisionmaking (SHED) were pub-
lished in the Report on the Economic Well-Being of
U.S. Households in 2017, released in May 2018.%°
DCCA launched the survey to better understand
consumer decisionmaking in the wake of the Great
Recession, with the aim to capture a snapshot of the
financial and economic well-being of U.S. house-
holds. In doing so, the SHED collects information on
households that is not readily available from other
sources or is not available in combination with other
variables of interest. It also oversamples LMI house-
holds in order to obtain additional precision regard-
ing findings among these populations. In 2017, the
survey was doubled in size to be able to study smaller
subpopulations and geographies.

20 For more information, see https://www.federalreserve.gov/
consumerscommunities/shed.htm.
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The survey also asked respondents about specific
aspects of their financial lives, including the follow-
ing areas:

* employment and informal work

* income and savings

* economic preparedness

* banking and credit

* housing and living arrangements
* education and human capital

* education debt and student loans

* retirement

The latest findings underscored the overall economic
recovery and expansion over the five years of the sur-
vey. When asked about their finances, 74 percent of
adults said they were either doing okay or living
comfortably in 2017—over 10 percentage points more
than in the first survey in 2013. Despite these gains,
stark differences in economic well-being remain, in
particular, by education and race. Over three-fourths
of whites were at least doing okay financially in 2017
versus less than two-thirds of blacks and Hispanics.

The survey also highlights some aspects of subjective
well-being and emerging issues that can be missed in
long-standing measures of objective outcomes. Our
understanding of full employment and how to meas-
ure it is a key example. Many workers in the survey
have a full-time job with regular hours, pay raises,
and good benefits. Others who are also employed
describe a very different experience: fewer hours than
they want to work, only a few days’ notice on work
schedules, and little in benefits or pay increases. Still
others supplement their income through side jobs
and gig work. In an effort to understand how the opi-
oid crisis may relate to economic well-being, the sur-
vey asked questions related to opioids for the first
time. About one-fifth of adults (and one-quarter of
white adults) personally know someone who has been
addicted to opioids. Exposure to opioid addiction
was much more common among whites—at all edu-
cation levels—than among minorities. Those who
have been exposed to addiction have somewhat less
favorable assessments of economic conditions than
those who have not been exposed.

Analysis of Emerging Issues

The Policy Analysis function of DCCA provides key
insights, information, and analysis on emerging

financial services issues that affect the well-being of
consumers and communities. To this end, staff ana-
lyze and anticipate trends, monitor legislative activity,
form working groups, and organize expert round-
tables to identify emerging consumer risks and
inform supervision, research, and policy.

In 2018, Policy Analysis staff developed a new article
series, Consumer & Community Context, for policy-
makers and the public about the financial conditions
and experiences of consumers and communities,
including traditionally underserved and economically
vulnerable households and neighborhoods. The goal
of the series is to further understanding of how the
financial well-being of consumers and communities
affects the broader economy. The first issue, released
in January 2019, focused on student loans while sub-
sequent issues will focus on other themes.*'

In addition, staff developed analyses on a broad
range of issues in financial services markets that
potentially pose risks to consumers:

* Auto lending. Staff has continued to explore devel-
opments in the auto finance market and their
impact on consumers, especially subprime auto
borrowers. Topics of particular focus in 2018
included early payment delinquency rates and loan
performance trends.

* Housing. In March, the team convened an
invitation-only workshop with nationally recog-
nized experts to discuss policies to address the
diminished production of new affordable housing
units in many areas of the country. Speakers dis-
cussed the various factors limiting new housing
supply including rising labor and material costs as
well as the growth of restrictive local regulations
and the dearth of vacant lots for development.
Representatives from four Federal Reserve Bank
Districts highlighted regional challenges. DCCA
will continue monitoring this issue along with gen-
eral housing market trends.

* Retail banking. Policy Analysis team members have
been collaborating with colleagues throughout the
division to monitor trends in retail banking, such
as rising numbers of branch closures and increas-
ing adoption of online and mobile technologies by
consumers for their banking needs. In 2019, staff
will continue to track technology’s influence on
access to financial services and monitor the degree

2! For more information, see https://www.federalreserve.gov/

publications/consumer-community-context.htm.
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to which bank branches and branch alternatives are
effectively serving customers.

* Small business lending. The Policy Analysis section
monitored credit availability and access for smaller
firms that often lack the financing options and
in-house financial expertise of larger firms. Staff
conducted outreach with banks, nonbank lenders,
and borrower advocates to stay abreast of develop-
ments. In June, the team, together with the Federal
Reserve Bank of Cleveland, released a report,
Browsing to Borrow: “Mom and Pop” Small Busi-
ness Perspectives on Online Lenders,* that analyzes
small business owners’ perceptions of online lend-
ers and their understanding of information pro-
vided by online lenders about credit products.

* Student lending. DCCA staff analyzed the relation-
ship between rural-urban migration patterns and
student loan balances. This work, presented at the
Student Financial Aid Research Network Confer-
ence,”* also was the basis of an article included in
the first issue of Consumer & Community Context
(mentioned above).

* Gender wealth gap. Recent media focus on income
equality does not fully capture the challenges
women experience in building household wealth,
especially women of color and those who are lower
income. In 2018, the Policy Analysis team gathered
Federal Reserve economists specializing in the Sur-
vey of Consumer Finances (SCF) and the SHED
along with researchers from the Closing the Wom-
en’s Wealth Gap organization. These discussions
have identified areas for further analysis that will
enhance understanding of the issues surrounding
the gender wealth gap.

Community Development

The Federal Reserve System’s Community Develop-
ment function promotes economic growth and finan-
cial stability—particularly for underserved house-
holds and communities—Dby informing research,
policy, and action. Soliciting diverse views on issues
affecting the economy and financial markets
improves the quality of Federal Reserve research,
ensures the fairness of its policies, and the transpar-

22 See https://www.federalreserve.gov/publications/files/2018-small-
business-lending.pdf.

23 See http:/pellinstitute.org/downloads/sfarn_2018-Tabit_
Winters_060718.pdf.
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ency of its actions. Raising awareness of emerging
economic trends and risks makes regulation and
supervision more responsive to evolving consumer
financial services markets and technologies.

Community Development is a decentralized function
within the Federal Reserve System, and the Commu-
nity Affairs Officers at each of the 12 Reserve Banks
design activities to respond to the specific needs of
the communities they serve. Board staff provide over-
sight for alignment with Board objectives and coordi-
nate System priorities.

Over the next several years, Community Develop-
ment staff across the System will focus their efforts
on advancing the economic resiliency and mobility of
LMI and underserved households and communities.
The barriers that prevent LMI and underserved
households and communities from participating and
deriving benefit from the economy are complex and
often structural in nature. The Federal Reserve is well
positioned to research and analyze the underlying
factors of those barriers as well as the policies and
practices that can help to overcome them. The Com-
munity Development function is committed to
engaging practitioners and policymakers in an inde-
pendent, objective, and nonpartisan manner that will
identify shared interests, stimulate new ideas, and fos-
ter collective action.

The Community Development function also
advances the Federal Reserve’s Community Reinvest-
ment Act supervisory responsibilities by analyzing
and disseminating information related to local finan-
cial needs and successful approaches for attracting
and deploying capital. These efforts support both
financial institutions and community organizations
to meet the needs of the communities they serve.

In addition to providing a richer, more nuanced
understanding of current economic and financial
conditions, Community Development staff across the
System are deeply engaged in helping lower-income
and underserved communities overcome their chal-
lenges and capitalize on their assets. They foster local
partnerships and comprehensive solutions that sup-
port building both physical infrastructure and human
capital. To recognize the individual and collective
efforts of System staff in this mission, the Board
announced the Janet L. Yellen Award for Excellence
in Community Development. For more information
on the inaugural award, see box 2.
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Box 2. Recognizing Outstanding
Achievement in Community
Development

In 2018, the Board established the Janet L. Yellen
Award for Excellence in Community Development.
The award honors former Chair Yellen’s legacy and
her commitment to ensuring that the perspectives of
consumers and communities continue to inform Fed-
eral Reserve research, policy, and action.” Through
her leadership at the Federal Reserve, Chair Yellen
elevated the importance of economic and financial
inclusion, underscoring that a vibrant economy is one
that is inclusive. She also recognized the unique role
the community development function plays in
advancing its mission to facilitate innovative solutions
that bring capital to support economic development
in lower-income communities.?

The award was created by the Division of Consumer
and Community Affairs (DCCA) to recognize staff in
the Federal Reserve System’s community develop-
ment function who demonstrate exemplary leader-
ship and outstanding achievement through activities
that further the System’s responsibilities and goals to
support community economic development, as Chair
Jerome Powell described at the event.® Each year,
the Federal Reserve Banks and DCCA can nominate
staff for consideration.

Ariel Cisneros, senior community development advi-
sor at the Federal Reserve Bank of Kansas City,
received the inaugural award on December 3, 2018.
DCCA recognized him for his work in establishing
innovative and impactful community development
resources and programs that benefit low- to
moderate-income communities both within the 10th
District and at a national level.

For more information, see https://www.federalreserve.gov/
newsevents/pressreleases/other20181130a.htm.

For more information, see https://www.federalreserve.gov/
newsevents/speech/files/brainard20181203b.pdf.

3 For more information, see https://www.federalreserve.gov/
newsevents/speech/files/powell20181203a.pdf.

Access to Capital and Financial Services
in Rural Communities

Rooted in its responsibility to help banks meet their
obligations under the CRA, the Federal Reserve’s

Community Development function strives to under-
stand the ever-changing financial services market-
place and its implications for access to capital, par-
ticularly for underserved households and communi-
ties. Bank branch locations and the people and
communities that they are serving—or, in some cases,
not serving adequately—are of particular interest.

Data at the county and national level indicate that
most rural markets are well served, but that can mask
the impact of bank branch closures in smaller mar-
kets. To assess the effects of bank closures on rural
communities, the Community Development function
conducted a national series of listening sessions with
local residents and small business owners to hear
what the loss of a bank meant to them and their
community.®* Not surprisingly, small businesses,
older people, and people with limited access to trans-
portation are most affected. The listening sessions
also revealed that the loss of the branch often means
more than the loss of access to financial services; it
also means the loss of financial advice, local civic
leadership, and an institution that brings needed cus-
tomer activity to nearby businesses.

Understanding Disparities in the
Labor Market

Labor market outcomes vary widely across demo-
graphic groups, including those defined by race/
ethnicity, gender, and geography. Accordingly, eco-
nomic analyses that focus exclusively on aggregate
outcomes may overlook important disparities in how
various groups experience the labor market. In recent
years, community development programs across the
System dedicated significant resources to identifying
disparities in labor market outcomes and under-
standing policies that could improve economic out-
comes for vulnerable workers. Board staff completed
an analysis of disparities in job separations across
racial groups based on data from the 2018 SHED.

24 For more information, see https://www.federalreserve.gov/
newsevents/speech/quarles20181205a.htm.
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The Federal Reserve Banks provide payment services
to depository and certain other institutions, distribute
the nation’s currency and coin to depository institu-
tions, and serve as fiscal agents and depositories for
the U.S. government and other entities. The Reserve
Banks also contribute to setting national monetary
policy and supervision of banks and other financial
entities operating in the United States (discussed in
sections 2 through 4 of this annual report).

Federal Reserve Priced Services

Reserve Banks provide a range of payment and
related services to depository and certain other insti-
tutions; these “priced services” include collecting
checks, operating an automated clearinghouse
(ACH) service, transferring funds and securities, and
providing a multilateral settlement service.'

The Reserve Banks have been engaged in a number
of multiyear technology initiatives that will modern-
ize their priced-services processing platforms. These
investments are expected to enhance efficiency, the
overall quality of operations, and the Reserve Banks’
ability to offer additional services, consistent with the
longstanding principles of fostering efficiency and
safety, to depository institutions. The Reserve Banks
continued to enhance the resiliency and information
security posture of the Fedwire Funds, National
Settlement Service, and Fedwire Securities Service
through the Fedwire Resiliency Program, a multiyear
initiative to respond to environmental threats and
cyberthreats. The Reserve Banks are also developing
and planning to implement a new FedACH-
processing platform to improve the efficiency and
reliability of their current Fed ACH operations.

' The ACH enables depository institutions and their customers to
process large volumes of payments through electronic batch
processes.

Cost Recovery

The Monetary Control Act of 1980 requires that the
Federal Reserve establish fees for priced services 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 pri-
vate business firm had provided the services.” The
imputed costs and imputed profit are collectively
referred to as the private-sector adjustment factor
(PSAF). From 2009 through 2018, the Reserve Banks
recovered 102.6 percent of the total priced services
costs, including the PSAF (see table 1).°

In 2018, Reserve Banks recovered 102.1 percent of
the total priced services costs, including the PSAF.*
The Reserve Banks’ operating expenses and imputed
costs totaled $428.1 million. Revenue from opera-
tions totaled $442.5 million, resulting in net income
from priced services of $14.4 million. The commer-
cial check-collection service and the Fedwire Funds
and National Settlement Services achieved full cost
recovery; however, the FedACH Service and Fedwire
Securities Service did not achieve full cost recovery.
FedACH Service did not achieve full cost recovery
because of investment costs associated with the multi-
year technology initiative to modernize its processing

2 Depository Institutions Deregulation and Monetary Control
Act, Pub. L. No. 96-221, 94 Stat. 132 (1980). Financial data
reported throughout this section—including revenue, other
income, costs, income before taxes, and net income—will refer-
ence the “Pro Forma Financial Statements for Federal Reserve
Priced Services™ at the end of this section.

3 According to the Accounting Standards Codification (ASC)
Topic 715 (ASC 715), Compensation—Retirement Benefits, the
Reserve Banks recognized a $624.1 million reduction in equity
related to the priced services’ benefit plans through 2018.
Including this reduction in equity, which represents a decline in
economic value, results in cost recovery of 104.1 percent for the
10-year period. For details on how implementing ASC 715
affected the pro forma financial statements, refer to note 3 to the
pro forma financial statements at the end of this section.

Total cost is the sum of operating expenses, imputed costs
(income taxes, interest on debt, interest on float, and sales
taxes), and the targeted return on equity.
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Table 1. Priced services cost recovery, 2009-18

Millions of dollars, except as noted

Operating expenses and

Year Revenue from services' imputed costs? Targeted return on equity® Total costs Cost recovery (percent)*
2009 675.4 707.5 19.9 727.5 92.8
2010 574.7 532.8 1341 545.9 105.3
2011 478.6 4444 16.8 461.2 103.8
2012 449.8 423.0 8.9 432.0 104.1
2013 441.3 409.3 42 4135 106.7
2014 4331 418.7 5.5 4241 102.1
2015 4291 397.8 5.6 403.4 106.4
2016 4341 4105 41 4147 104.7
2017 441.6 4194 46 424.0 104.1
2018 442.5 428.1 5.2 433.3 102.1
2009-18 4,800.4 4,591.6 88.0 4,679.6 102.6

Note: Here and elsewhere in this section, components may not sum to totals or yield percentages shown because of rounding.

" For the 10-year period, includes revenue from services of $4,777.8 million and other income and expense (net) of $22.6 million.

2 For the 10-year period, includes operating expenses of $4,444.7 million, imputed costs of $58.5 million, and imputed income taxes of $88.4 million.

3 From 2009 to 2012, the PSAF was adjusted to reflect the actual clearing balance levels maintained; previously, the PSAF had been calculated based on a projection of
clearing balance levels.

4 Revenue from services divided by total costs. For the 10-year period, cost recovery is 104.1 percent, including the effect of accumulated other comprehensive income (AOCI)
reported by the priced services under ASC 715. For details on changes to the estimation of priced services AOCI and their effect on the pro forma financial statements, refer

to note 3 to the “Pro Forma Financial Statements for Federal Reserve Priced Services” at the end of this section.

platform. Fedwire Securities Services did not achieve
full cost recovery because of volume declines driven
by market changes.

Commercial Check-Collection Service

The commercial check-collection service provides a
suite of electronic and paper processing options for
forward and return collections. In 2018, the Reserve
Banks recovered 102.7 percent of the total costs of
their commercial check-collection service, including
the related PSAF. Revenue from operations totaled
$132.9 million, resulting in net income of $5.1 mil-
lion. The Reserve Banks’ operating expenses and
imputed costs totaled $127.8 million. Reserve Banks
handled 4.7 billion checks in 2018, a decrease of

8.0 percent from 2017 (see table 2). The average daily
value of checks collected by the Reserve Banks in
2018 was approximately $33.8 billion, a decrease of
0.6 percent from the previous year.

Commercial Automated Clearinghouse
Service

The commercial ACH service provides domestic and
cross-border batched payment options for same-day
and next-day settlement. In 2018, the Reserve Banks
recovered 99.2 percent of the total costs of their com-
mercial ACH services, including the related PSAF.
Revenue from operations totaled $149.7 million,
resulting in a net income of $0.6 million. The Reserve

Banks’ operating expenses and imputed costs totaled
$149.1 million. The Reserve Banks processed

14.7 billion commercial ACH transactions in 2018,
an increase of 6.9 percent from 2017 (see table 2).
The average daily value of FedACH transfers in 2018
was approximately $103.0 billion, an increase of

10.5 percent from the previous year.

Fedwire Funds and National Settlement
Services

In 2018, the Reserve Banks recovered 105.8 percent
of the costs of their Fedwire Funds and National
Settlement Services, including the related PSAF. Rev-
enue from operations totaled $132.4 million, resulting
in a net income of $8.8 million. The Reserve Banks’
operating expenses and imputed costs totaled

$123.7 million in 2018.

Fedwire Funds Service

The Fedwire Funds Service allows its participants to
send or receive domestic time-critical payments using
their balances at Reserve Banks to transfer funds in
real time. From 2017 to 2018, the number of Fedwire
funds transfers originated by depository institutions
increased 3.9 percent, to approximately 163.0 million
(see table 2). The average daily value of Fedwire
funds transfers in 2018 was $2.8 trillion, a decrease of
3.2 percent from the previous year.



Table 2. Activity in Federal Reserve priced services, 2016-18

Thousands of items, except as noted
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Percent change
Service 2018 2017 2016
2017-18 2016-17
Commercial check 4,739,534 5,152,521 5,241,286 -8.0 -1.7
Commercial ACH 14,691,615 13,749,249 12,960,346 6.9 6.1
Fedwire funds transfer 162,980 156,788 151,899 39 3.1
National settlement 521 517 501 0.8 33
Fedwire securities 3,510 3,465 3,881 1.3 -10.7

Note: Activity in commercial check is the total number of commercial checks collected, including processed and fine-sort items; in commercial ACH, the total number of
commercial items processed; in Fedwire funds transfer and securities transfer, the number of transactions originated online and offline; and in national settlement, the number

of settlement entries processed.

National Settlement Service

The National Settlement Service is a multilateral
settlement system that allows participants in private-
sector clearing arrangements to settle transactions
using their balances at Reserve Banks. In 2018, the
service processed settlement files for 12 local and
national private-sector arrangements. The Reserve
Banks processed 9,674 files that contained about

521,000 settlement entries for these arrangements in
2018 (see table 2). Settlement file activity in 2018
increased 4.5 percent, and settlement entries
increased 0.8 percent.

Fedwire Securities Service

The Fedwire Securities Service allows its participants
to transfer electronically to other service participants

Box 1. Improving the U.S. Payment System

The Federal Reserve plays many roles in the payment
system, including payment system operator, supervi-
sor of financial institutions and systemically important
financial market utilities, regulator, researcher, and
catalyst for improvement. Acting primarily in its cata-
lyst role, the Federal Reserve encouraged payment
stakeholders to join together to improve the payment
system in the United States in its “Strategies for
Improving the U.S. Payment System” paper, issued

in January 2015. The strategies outlined in the paper
included the creation of the Faster Payments Task
Force (FPTF) and the Secure Payments Task Force
(SPTF) , both of which provided forums for a diverse
group of industry participants to collaborate on pay-
ment system improvements.

In its final report, released in 2017, the FPTF pub-
lished a set of consensus recommendations for
achieving its vision of ubiquitous, safe, and efficient
faster payment capabilities for the United States.
One recommendation called for industry develop-
ment of a governance framework for faster pay-
ments, and in response, an industry group called the
Governance Framework Formation Team (GFFT) was
established with Federal Reserve leadership. The
GFFT focused on defining the structure, decision-
making, and processes of a governance framework
and in late 2018 announced a newly formed,
industry-led U.S. Faster Payments Council (FPC) that
is intended to develop collaborative approaches to
accelerate U.S. adoption of faster payments.

The launch of the FPC formally concluded the
GFFT’s work.

Also as part of its recommendations, the task force
asked the Federal Reserve to develop a 24x7x365
settlement service to support faster payments and to
explore and assess the need for other Federal
Reserve operational roles in faster payments. In
response, the Federal Reserve initiated a strategic
assessment of its settlement services and, in Octo-
ber 2018, published a Federal Register notice
requesting public comments on two potential actions
the Federal Reserve could take to support real-time
gross settlement of faster payments in the United
States: a service for 24x7x365 real-time gross inter-
bank settlement of faster payments and a liquidity
management tool to support private-sector faster
payment settlement services.

The SPTF concluded in 2018, having largely accom-
plished its objective of identifying and promoting
actions that can be taken by payment system partici-
pants to promote payment security through develop-
ing and publishing two resources: one on shared
data sources on payments security and another on
risks associated with various payment processes.
The Federal Reserve has developed plans through
2020 to continue its engagement with the industry on
secure payments topics through research and other
collaboration efforts.
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certain securities issued by the U.S. Treasury Depart-
ment, federal government agencies, government-
sponsored enterprises, and certain international orga-
nizations.’ In 2018, the Reserve Banks recovered
98.7 percent of the costs of their Fedwire Securities
Service, including the related PSAF. Revenue from
operations totaled $27.5 million, resulting in a net
income of $0.0 million. The Reserve Banks’ operat-
ing expenses and imputed costs totaled $27.5 million
in 2018. In 2018, the number of non-Treasury securi-
ties transfers processed via the service increased

1.3 percent from 2017, to approximately 3.5 million
(see table 2). The average daily value of Fedwire
Securities transfers in 2018 was approximately

$1.2 trillion, a decrease of approximately 1.0 percent
from the previous year.

Float

In 2018, the Reserve Banks had daily average credit
float of $254.6 million, compared with daily average
credit float of $379.3 million in 2017.6

Currency and Coin

The Federal Reserve Board issues the nation’s cur-
rency (in the form of Federal Reserve notes) to 28
Federal Reserve Bank offices. The Reserve Banks, in
turn, distribute Federal Reserve notes to depository
institutions in response to public demand. Together,
the Board and Reserve Banks work to maintain the
integrity of and confidence in Federal Reserve notes.
In 2018, the Board paid Treasury’s Bureau of
Engraving and Printing (BEP) $804.8 million for
costs associated with the production of 8.0 billion
Federal Reserve notes. The Reserve Banks also dis-
tribute coin to depository institutions on behalf of
the United States Mint.’

The volume of Federal Reserve notes in circulation at
year-end 2018 totaled 43.4 billion pieces, a 4.2 per-
cent increase from 2017. More than half of this

5 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 ser-
vices in their role as Treasury’s fiscal agent. These services are
not considered priced services. For details, see “Treasury Securi-
ties Services” later in this section.

Credit float occurs when the Reserve Banks debit the paying
bank for checks and other items prior to providing credit to the
depositing bank.

The Federal Reserve Board is the issuing authority for Federal
Reserve notes, while the United States Mint, a bureau of the
U.S. Department of the Treasury, is the issuing authority

for coin.

growth was attributable to growth in demand for
$100 notes, and an additional 32.0 percent was attrib-
utable to growth in demand for $1 and $20 notes. In
2018, the Reserve Banks distributed 36.8 billion Fed-
eral Reserve notes into circulation and received

35.0 billion Federal Reserve notes from circulation,
which is relatively unchanged from 2017.

The value of Federal Reserve notes in circulation at
year-end 2018 totaled $1,671.9 billion, a 6.4 percent
increase from 2017. The year-over-year increase is
attributable largely to increased demand for $100
notes. The Board estimates that at least one-half of
the value of Federal Reserve notes in circulation is
held abroad, mainly as a store of value.

In addition, the Reserve Banks distributed 69.9 bil-
lion coins into circulation, a 2.8 percent decrease
from 2017, and received 56.0 billion coins from circu-
lation, a 3.8 percent decrease from 2017.

Other Improvements and Efforts

During 2018, the Federal Reserve continued develop-
mental work to replace the aging high-speed currency
processing equipment and sensors at all Reserve
Banks by 2026. Through a competitive process, the
Federal Reserve selected two vendors to build proto-
type machines for delivery in 2020. Following the
prototype assessments, the Reserve Banks will select
one vendor to develop new production machines. In
addition to new machine development, the Federal
Reserve issued a request for proposals to replace sen-
sors within the replacement high-speed currency pro-
cessing equipment, and expects to award this con-
tract in 2019.

In 2018, the Board approved a policy change permit-
ting the Reserve Banks to accept and distribute mis-
faced $50 and $100 notes, improved the quality of

$1 notes that the Reserve Banks distribute to circula-
tion, and accelerated the destruction of old-design
$5, $10, $20, and $50 notes.®

8 Misfaced notes are notes that are reverse-side up, rather than
portrait-side up; in previous years, Reserve Banks destroyed $50
and $100 misfaced notes during processing, even if they were
otherwise fit for recirculation. In 2018, Reserve Banks began to
pay out misfaced $50 and $100 notes to depository institutions
and accept misfaced notes in deposits from depository institu-
tions. This change reduces the number of notes that Reserve
Banks destroy and increases the number of fit notes that
Reserve Banks can pay out to meet domestic demand.

Based on analysis of circulation patterns and the condition of
notes being deposited at the Reserve Banks, the policy changed
to improve the quality of $1 notes, tightened the screening for
soiling used by high-speed currency processing equipment to



Fiscal Agency and Government
Depository Services

In accordance with section 15 of the Federal Reserve
Act, the Reserve Banks, upon the direction of the
Secretary of the United States Department of the
Treasury, act as fiscal agents of the United States
government. As fiscal agents, the Reserve Banks auc-
tion Treasury securities, process electronic and check
payments for the Treasury, collect funds owed to the
federal government, maintain the Treasury’s operat-
ing cash account, and develop, operate, and maintain
a number of automated systems to support the Trea-
sury’s mission. In addition, the Reserve Banks also
provide certain fiscal agency services to other entities.
The Treasury and other entities fully reimburse the

evaluate $1 bank notes for either recirculation or destruction.
This change is expected to increase the number of $1 notes
destroyed in 2019 for soiling, reduce the number but improve the
fitness of $1 notes returned to circulation, and should help
ensure that $1 notes in circulation continue to function well in
commerce.

The accelerated destruction of $5, $10, $20, and $50 notes
reduces the variety of note designs co-circulating and the bur-
den to authenticate a very small population of older design
notes. All designs of U.S. currency, however, remain legal tender.
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Reserve Banks for the expense of providing fiscal
agency and depository services.

In 2018, the Reserve Banks successfully concluded a
Treasury-initiated, multiyear fiscal agent consolida-
tion effort, migrated an information repository to the
cloud, and completed efforts to modernize systems
that the Reserve Banks operate and maintain on
behalf of the Treasury, while strengthening the Trea-
sury’s systems against ever-evolving cybersecurity
threats.” In addition, Reserve Banks provided book-
entry securities services and custodial and correspon-
dent banking services to other government agencies,
government-sponsored enterprises, official interna-
tional organizations, and foreign central banks.

The Reserve Banks expenses for providing fiscal
agency services in 2018 were $706.0 million, an
increase of $7.7 million, or 1.1 percent (see table 3).
Support for Treasury programs accounted for

94.4 percent of expenses, and support for other enti-
ties accounted for 5.6 percent.

? The Federal Reserve migrated the financial information system
to the cloud and can be accessed at https://www.transparency
treasury.gov/.

Table 3. Expenses of the Federal Reserve Banks for fiscal agency and depository services, 2016-18

Thousands of dollars

Agency and service 2018 2017 2016
Department of the Treasury
Payment, cash-management, and collection services
Payment services 206,809 195,306 177,558
Cash-management services 85,391 82,281 96,455
Collection services 70,326 75,960 75,039
Technology infrastructure development and support’ 115,850 117,380 96,931
Other services 13,214 12,115 11,708
Total payment, collection, and cash-management services 491,589 483,043 457,691
Treasury securities services
Treasury wholesale securities
Treasury auction 46,695 47,227 46,430
Treasury securities safekeeping and transfer 26,564 25171 22,890
Treasury retail securities 49,249 50,370 54,838
Technology infrastructure development and support’ 6,140 7,442 6,909
Other services 674 1,573 3,640
Total Treasury securities services 129,321 131,783 134,706
Other Treasury services
Total other Treasury Services 45,853 45,686 43,312
Total, Treasury 666,763 660,511 635,709
Other entities
Total, other entities 39,231 37,759 41,270
Total reimbursable expenses 705,995 698,271 676,979

Note: Service costs include reimbursable pension costs, where applicable. Previous versions of the Annual Report provided a separate line item for pension expenses.
1 These costs include the development and support costs of Treasury technology infrastructure.


https://www.transparency.treasury.gov/
https://www.transparency.treasury.gov/

92 105th Annual Report | 2018

Payment Services

The Reserve Banks work closely with the Treasury
and other government agencies to process payments
to individuals, businesses, institutions, and govern-
ment agencies. The Reserve Banks process federal
payroll payments, Social Security and veterans’ ben-
efits, income tax refunds, vendor payments, and
other types of payments.

Reserve Bank operating expenses for payment-related
activities were $206.8 million in 2018, an increase of
5.9 percent. The most notable programs that contrib-
uted to cost changes included the stored-value card
program, the post-payment system, the invoice-
processing platform, and the U.S. Electronic Payment
Solution Center.

The stored-value card program comprises three mili-
tary cash-management services: EagleCash, EZPay,
and Navy Cash. These programs provide electronic
payment methods for goods and services on military
bases and Navy ships, both domestic and overseas.
Stored-value cards can be found on over 80 U.S. mili-
tary bases and installations in over 19 countries and
on over 135 naval ships. In 2018, Reserve Bank oper-
ating expenses for the stored-value card program
were $48.2 million, an increase of 19.6 percent, pri-
marily driven by the Reserve Banks incurring a full
year of operations and maintenance costs based on
work that transitioned from a financial agent to the
Reserve Banks in mid-2017.

The Reserve Banks continued work on the post-
payment system initiative, a multiyear effort to mod-
ernize several of the Treasury’s legacy post-payment
processing systems into a single system to enhance
operations, reduce expenses, improve data analytics
capabilities, and provide a centralized and standard-
ized set of payment data. In 2018, the program con-
ducted an assessment that resulted in a change in
approach and technical architecture. In 2018, pro-
gram expenses for the post-payment system initiative
were $31.1 million, an increase of 32.3 percent,
largely because of software development costs and
software amortization.

The invoice-processing platform is an electronic
invoicing and payment information system that
allows vendors to enter invoice data electronically,
through either a web-based portal or electronic sub-
mission. The system accepts, processes, and presents
data from supplier systems related to various stages
of a payment transaction, such as the purchase order

and invoice. In 2018, expenses for the invoice-
processing platform were $21.0 million, a decrease of
31.9 percent, largely because of decreased costs fol-
lowing Treasury’s fiscal agent consolidation.

The U.S. Treasury Electronic Payment Solution Sup-
port Center provides broad support for Treasury ini-
tiatives aimed at eliminating paper check payments
and increasing electronic payments to individuals. In
fiscal year 2018, Treasury disbursed 98.4 percent of
all benefit payments electronically.'” In 2018,
expenses for the U.S. Treasury Electronic Payment
Solution Support Center were $20.7 million, an
increase of 7.6 percent, largely attributable to
increased software amortization and personnel costs.

Treasury Cash-Management Services

The Reserve Banks maintain the Treasury’s operating
cash account and provide collateral-management and
collateral-monitoring services for those Treasury pro-
grams that have collateral requirements.

In 2018, Reserve Bank operating expenses related to
Treasury cash-management services were $85.4 mil-
lion, an increase of 3.8 percent. The increase reflects
higher application development and operations and
maintenance costs associated with the Bank Manage-
ment System application and the Financial Informa-
tion Repository.'! The Bank Management System
determines commercial bank compensation for
depository services provided to the Treasury. The
Financial Information Repository provides informa-
tion on financial transactions processed by the
Treasury.

Collection Services

The Reserve Banks work closely with the Treasury to
collect funds, including various taxes, fees for goods
and services, and delinquent debts owed to the fed-
eral government. In 2018, Reserve Bank expenses
related to collection services were $70.3 million, a
decrease of 7.4 percent, largely because of decreased
staffing costs following Treasury’s fiscal agent con-
solidation program.

The Reserve Banks operate and maintain Pay.gov, an
application that allows the public to use the internet
to initiate and authorize payments to federal agen-

19 The U.S. government fiscal year 2018 spanned October 1, 2017,
through September 30, 2018.

I The Bank Management System also provides analytical tools to
review and approve compensation, budgets, and outflows.



cies. Pay.gov expenses were $24.7 million in 2018, an
increase of 2.5 percent, primarily because of
increased software, personnel, and support costs.
During the year, the Pay.gov program expanded to
include more than 143 new agency programs and
processed more than 205 million online payments
totaling over $179 billion.'?

Treasury Securities Services

The Reserve Banks work closely with the Treasury in
support of the borrowing needs to operate the federal
government. The Reserve Banks auction, issue, main-
tain, and redeem securities; provide customer service;
and operate the automated systems supporting U.S.
savings bonds and marketable Treasury securities
(bills, notes, and bonds). Treasury securities services
consist of wholesale securities programs, which pri-
marily serve institutional investors, and retail securi-
ties programs, which primarily serve individual
investors.

Wholesale Securities Programs

The Reserve Banks support wholesale securities ser-
vices through the sale, issuance, safekeeping, and
transfer of marketable Treasury securities for institu-
tional investors. During 2018, the Reserve Banks con-
ducted 284 Treasury securities auctions and issued
approximately $10.2 trillion in securities.

In 2018, Reserve Bank operating expenses to support
Treasury securities auctions were $46.7 million, a
slight decrease of 1.1 percent. Operating expenses
reflect upgrades to the application that receives and
processes auction bids submitted primarily by whole-
sale securities auction participants.

Operating expenses associated with Treasury securi-
ties safekeeping and transfer activities were $26.6 mil-
lion in 2018, an increase of 5.5 percent, primarily
because of increased activity.

Retail Securities Programs

The Reserve Banks support Treasury’s retail securi-
ties services, which provide retail securities to institu-
tional and individual customers through electronic
systems and provide customer service.'® Reserve
Bank operating expenses to support retail securities

12 1n 2017, Pay.gov processed more than 189 million online pay-
ments, totaling nearly $155 billion.

13 The retail securities program operates and maintains the
TreasuryDirect.gov website.
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services were $49.2 million in 2018, a decrease of

2.2 percent, largely because of the Treasury’s

July 2017 decision to phase out the myRA retirement
savings program.'* Program expenses included tech-

nology enhancements to TreasuryDirect.gov, savings
bond processing, and fulfillment center costs such as
mail processing and virtual case file management.

Services Provided to Other Entities

The Reserve Banks, when permitted by federal stat-
ute or when required by the Secretary of the Treas-
ury, also provide fiscal agency services to other
domestic and international entities.

Reserve Bank operating expenses for services pro-
vided to other entities were $39.2 million in 2018, an
increase of 3.9 percent. Debt servicing activities,
which include issuing principal and interest payments
on mortgage-backed securities, account for a signifi-
cant amount of the work performed for other enti-
ties, with the majority performed for the Federal
Home Loan Mortgage Association (Freddie Mac),
the Federal National Mortgage Association (Fannie
Mae), and the Government National Mortgage
Association (Ginniec Mae).

Use of Federal Reserve Intraday
Credit

The Board’s Payment System Risk policy governs the
use of Federal Reserve Bank intraday credit, also
known as daylight overdrafts. A daylight overdraft
occurs when an institution’s account activity creates
a negative balance in the institution’s Federal Reserve
account at any time in the operating day. Daylight
overdrafts enable an institution to send payments
more freely throughout the day than if it were limited
strictly by its available intraday funds balance,
increasing efficiency and reducing payment system
risk. The Payment System Risk policy recognizes
explicitly the role of the central bank in providing
intraday balances and credit to healthy institutions;
under the policy, the Reserve Banks provide collater-
alized intraday credit at no cost.

Before the 200709 financial crisis, overnight bal-
ances were much lower and daylight overdrafts sig-
nificantly higher than levels observed since late 2008.
The use of daylight overdrafts spiked amid the mar-

14 The Treasury’s July 2017 announcement is available at https://
www.treasury.gov/press-center/press-releases/Pages/sm0135
.aspx.


https://treasurydirect.gov/
https://www.treasury.gov/press-center/press-releases/Pages/sm0135.aspx
https://www.treasury.gov/press-center/press-releases/Pages/sm0135.aspx
https://www.treasury.gov/press-center/press-releases/Pages/sm0135.aspx
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Figure 1. Aggregate daylight overdrafts, 2008-18
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ket turmoil near the end of 2008 but dropped sharply
as various liquidity programs initiated by the Federal
Reserve, all since terminated, took effect. During this
period, the Federal Reserve also began paying inter-
est on balances held at the Reserve Banks, increased
its lending under the Term Auction Facility, and
began purchasing government-sponsored enterprise
mortgage-backed securities. These measures tended
to increase balances institutions held at the Banks,
which decreased the demand for intraday credit. In
2007, for example, institutions held, on average, less
than $20 billion in overnight balances, and total aver-
age daylight overdrafts were around $60 billion. In
contrast, institutions held historically high levels of
overnight balances at the Reserve Banks in 2018,
while daylight overdrafts remained historically low,
as shown in figure 1.

Daylight overdraft fees are also at historically low
levels. In 2018, institutions paid about $§111,417 in
daylight overdraft fees; in contrast, fees totaled more
than $50 million in 2008. The decrease in fees is
largely attributable to the elevated level of reserve
balances that began to accumulate in late 2008 and to
the 2011 policy revision that eliminated fees for day-
light overdrafts that are collateralized.

FedLine Access to Reserve Bank
Services

The Reserve Banks’ FedLine access solutions provide
financial institutions with a variety of alternatives for

electronically accessing the Banks’ payment and
information services. For priced services, the Reserve
Banks charge fees for these electronic connections
and allocate the associated costs and revenue to the
various services. There are currently six FedLine
channels through which customers can access the
Reserve Banks’ priced services: FedMail, FedLine
Exchange, FedLine Web, FedLine Advantage, Fed-
Line Command, and FedLine Direct. These FedLine
channels are designed to meet the individual connec-
tivity, security, and contingency requirements of
depository institution customers.

Between 2008 and 2017, Reserve Bank priced Fed-
Line connections decreased nearly 23 percent, while
the number of depository institutions in the United
States declined 34 percent.

The Reserve Banks continue to advance the safety
and security of the FedLine network through key
infrastructure upgrades, proactive monitoring of an
evolving threat environment, strengthened endpoint
security policies, and dedicated customer communi-
cation and education programs.

Information Technology

The improvement of the efficiency, effectiveness, and
security of information technology (IT) services and
operations continued to be a central focus of the Fed-
eral Reserve Banks. Led by the Federal Reserve’s
National IT organization, the 2016-2020 IT System
Strategy continued to mature to enhance the delivery
of IT services and better support the Federal Reserve
business strategies. Elements of the plan focus on IT
productivity, simplicity, accountability, and steward-
ship across the Reserve Banks. Several specific initia-
tives under the strategy also strengthened the
System’s information security posture. National IT
continues to guide the strategy’s implementation and
track progress toward the strategy’s goals and will
refresh the effort in 2020.

The Reserve Banks remained vigilant about their
cybersecurity posture, investing in risk-mitigation ini-
tiatives and programs and continuously monitoring
and assessing cybersecurity risks to operations and
protecting systems and data. The Federal Reserve
implemented several cybersecurity initiatives that
enhanced identity and access management capabili-
ties; enhanced the ability to respond to evolving
cybersecurity threats with agility, decisiveness, and
speed by streamlining decision making during a



cybersecurity incident; and continue to improve con-
tinuous monitoring capabilities of critical assets.

Examinations of the Federal Reserve
Banks

The combined financial statements of the Reserve
Banks as well as the financial statements of each of
the 12 Reserve Banks are audited annually by an
independent public accounting firm retained by the
Board of Governors.' In addition, the Reserve
Banks are subject to oversight by the Board of Gov-
ernors, which performs its own reviews (see box 2).

The Reserve Banks use the 2013 framework estab-
lished 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 manage-
ment of each Reserve Bank annually provides an
assertion letter to its board of directors that confirms
adherence to COSO standards.

The Federal Reserve Board engaged KPMG LLP
(KPMG) to audit the 2018 combined and individual
financial statements of the Reserve Banks.!® In 2018,
KPMG also conducted audits of the internal con-
trols associated with financial reporting for each of
the Reserve Banks. Fees for KPMG's services totaled
$7.0 million. To ensure auditor independence, the
Board requires that KPMG be independent in all
matters relating to the audits. Specifically, KPMG
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
its audit independence. In 2018, the Reserve Banks
did not engage KPMG for significant non-audit
services.

The Board’s reviews of the Reserve Banks include a
wide range of oversight activities, conducted primar-
ily by its Division of Reserve Bank Operations and
Payment Systems. Division personnel monitor, on an

!5 See “Federal Reserve Banks Combined Financial Statements” in
section 12 of this report.

16 In addition, KPMG audited the Office of Employee Benefits of
the Federal Reserve System (OEB), the Retirement Plan for
Employees of the Federal Reserve System (System Plan), and
the Thrift Plan for Employees of the Federal Reserve System
(Thrift Plan). The System Plan and the Thrift Plan provide
retirement benefits to employees of the Board, the Federal
Reserve Banks, the OEB, and the Consumer Financial Protec-
tion Bureau.
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ongoing basis, the activities of each Reserve Bank,
National IT, and the System’s Office of Employee
Benefits (OEB). The oversight program identifies the
most strategically important Reserve Bank current
and emerging risks and defines specific approaches to
achieve a comprehensive evaluation of the Reserve
Banks’ controls, operations, and management
effectiveness.

The comprehensive reviews include an assessment of
the internal audit function’s effectiveness and its con-
formance to the Institute of Internal Auditors’ (ITA)
International Standards for the Professional Practice
of Internal Auditing, applicable policies and guid-
ance, and the ITA’s code of ethics.

The Board also reviews System Open Market
Account (SOMA) and foreign currency holdings
annually to

* determine whether the New York Reserve Bank,
while conducting the related transactions and asso-
ciated controls, complies with the policies estab-
lished by the Federal Open Market Committee
(FOMC); and

* assess SOMA-related IT project management and
application development, vendor management, and
system resiliency and contingency plans.

In addition, KPMG audits the year-end schedule of
SOMA participated asset and liability accounts and
the related schedule of participated income accounts.
The FOMC is provided with the external audit
reports and a report on the Board review.

Income and Expenses

Table 4 summarizes the income, expenses, and distri-
butions of net earnings of the Reserve Banks for
2018 and 2017. Income in 2018 was $112.9 billion,
compared with $114.2 billion in 2017.

Expenses totaled $49,383 million, including

* $38,486 million in interest paid to depository insti-
tutions on reserve balances and others;

* $4,527 million in Reserve Bank operating expenses;

* $4,559 million in interest expense on securities sold
under agreements to repurchase;

* $484 million in net periodic pension expense;

* $838 million in assessments for Board of Gover-
nors expenditures;
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Box 2. Oversight

The Board of Governors is authorized by the Federal
Reserve Act to exercise general supervision over the
Reserve Banks; to examine at its discretion the
accounts, books, and affairs of each Reserve Bank;
and to require such statements and reports as it may
deem necessary. In addition, the Board is required to
order an examination of each Reserve Bank at least
once each year.

The Act is silent on the form of these annual exami-
nations. In its first Annual Report (1914), the Board
stated that examinations of Reserve Banks should
include compliance with provisions of the Act and
Board regulations, competency of management, and
adequacy of records, calling attention to any unsafe
or unsound condition.

Since the passage of the Act, the management and
operational structure of the Reserve Banks has
changed significantly. In recent years, critical opera-
tions were consolidated into fewer sites, and man-
agement decisions have increasingly been made at
the System level. For example, before 2005, each
Reserve Bank was engaged in the processing of
check payments, but now most processing occurs at
a single Reserve Bank. In addition, the role and
responsibilities of the Reserve Banks’ internal audit
and the audit committee of each Reserve Bank’s
board of directors have grown in importance. To
address these changes, the Board’s Committee on
Federal Reserve Bank Affairs and the Division of
Reserve Bank Operations and Payment Systems
(RBOPS) have continuously refined their oversight
strategy to maintain a focus on areas of high risk and
strategic importance to the System.

Since 1995, the Board has contracted with a public
accounting firm to conduct on-site audits of the
financial statements of each Reserve Bank, the
System Open Market Account at the Federal Reserve
Bank of New York, and the combined financial state-
ments of the Reserve Banks. In 1999, the Act was
amended to require that the Board order an annual
independent audit of each Reserve Bank. The exter-
nal auditor also conducts audits of the internal con-
trols associated with financial reporting for each of
the Reserve Banks. Before the contract with an exter-
nal auditor, RBOPS examiners conducted that work.

In 2001, RBOPS reviewed its oversight approach to
assess the relevance of its longstanding oversight
activities for the current operations and risk profiles
of the Reserve Banks. RBOPS staff had been

performing annual on-site attentions at each Reserve
Bank and annual on-site attentions of critical System
functions, such as information technology and mar-
kets operations. After reviewing its approach, RBOPS
adopted more flexibility, determining the frequency of
on-site attentions based on an assessment of risk. In
addition to on-site attentions, the revised approach
recognized that other oversight activities contribute
to the essential elements of an examination. For
example, Board staff has access to the Reserve
Banks’ deliberation and decisionmaking process and
documentation through liaison roles on a wide array
of Reserve Bank policy committees, advisory groups,
and task forces. In addition, Board staff analyzes
each Reserve Bank’s annual budget, both individually
and in the context of System initiatives, and through-
out the year monitors actual performance against
budgets.

In 2017, RBOPS again reassessed its oversight
approach, concluding that the existing approach
remained largely relevant and permitted a sufficient
degree of flexibility. However, continued evolution of
the Reserve Banks, including consolidation and more
coordination among functional areas, indicated that
increased targeted and System-level oversight focus
on specific programs and functions was warranted,
supplementing and, in some cases, replacing the
focus on each Reserve Bank entity. Another outcome
of this assessment was a renewed emphasis on
evaluating management effectiveness and the
planned introduction of periodic assessments of
management culture.

The results of the examination process are reported
to the Board throughout the year through a variety of
mechanisms. Written reports to the Board’s Commit-
tee on Federal Reserve Bank Affairs and the exam-
ined entity (senior management and boards of direc-
tors) are produced for each external audit attention
and significant attention by RBOPS staff. Staff mem-
bers write analyses covering major Reserve Bank ini-
tiatives and projects as well as proposals requiring
Board approval. The Committee on Federal Reserve
Bank Affairs meets with the chairman and deputy
chairman of the board of directors, president, and
first vice president of each Reserve Bank each year
to discuss their Bank’s past year’s performance and
strategic plans. Through this reporting process, the
Board members receive a wealth of information and
assessments that together constitute a complete and
thorough picture of each Reserve Bank.
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Table 4. Income, expenses, and distribution of net earnings of the Federal Reserve Banks, 2018 and 2017

Millions of dollars

Item 2018 2017
Current income 112,862 114,194
Loan interest income 3 1
SOMA interest income 112,257 113,592
Other current income’ 602 601
Net expenses 47,354 33,398
Operating expenses 4,527 4,337
Reimbursements -706 -698
Net periodic pension expense 484 525
Interest paid on depository institutions deposits and others 38,486 25,862
Interest expense on securities sold under agreements to repurchase 4,559 3,365
Other expenses 4 7
Current net income 65,508 80,796
Net (deductions from) additions to current net income -383 1,933
Treasury securities gains, net 5 28
Federal agency and government-sponsored enterprise mortgage-backed securities (losses) gains, net -3 8
Foreign currency translation (losses) gains, net -390 1,894
Net income from consolidated VIE, net 7 4
Other deductions -2 -1
Assessments by the Board of Governors 2,024 2,037
For Board expenditures 838 740
For currency costs 849 724
For Consumer Financial Protection Bureau costs? 337 573
Net income before providing for remittances to the Treasury 63,101 80,692
Earnings remittances to the Treasury 65,319 80,559
Net income after providing for remittances to the Treasury -2,218 133
Other comprehensive gain 42 651
Comprehensive (loss) income -2,176 784
Total distribution of net income 63,143 81,343
Dividends on capital stock 999 784
Transfer to surplus and change in accumulated other comprehensive income -3,175 0
Earnings remittances to the Treasury 65,319 80,559

" Includes income from priced services, compensation received for services provided, and securities lending fees.
2 The Board of Governors assesses the Reserve Banks to fund the operations of the Consumer Financial Protection Bureau.

* $849 million for the cost of producing, issuing, and
retiring currency; and

* $337 million for Consumer Financial Protection
Bureau costs.

* The expenses were reduced by $706 million in reim-
bursements for services provided to government
agencies.

Net deductions from current net income totaled
$383 million, which includes $390 million in unreal-
ized losses on foreign currency denominated invest-
ments revalued to reflect current market exchange
rates, $5 million in realized gains on Treasury securi-
ties, $3 million in realized losses on federal agency
and government-sponsored enterprise mortgage-
backed securities (GSE MBS), and $5 million in
other net additions.

Net income before remittances to Treasury totaled
$63,143 million in 2018 (net income of $63,101 mil-
lion increased by other comprehensive gain of

$42 million). Dividends paid to member banks for
2018 totaled $999 million. Earnings remittances to
the Treasury totaled $65,319 million in 2018, inclu-
sive of a $2,500 million payment made in Febru-

ary 2018 as required by the Bipartisan Budget Act of
2018 and a $675 million payment made in June 2018
as required by the Economic Growth, Regulatory
Relief, and Consumer Protection Act. The Reserve
Banks reported comprehensive loss of $2,176 million
in 2018 after providing for remittances to Treasury.

Section 11 of this report, “Statistical Tables,” pro-
vides more detailed information on the Reserve
Banks. Table 9A is a statement of condition for each
Reserve Bank; table 10 details the income and
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Table 5. System Open Market Account (SOMA) holdings of the Federal Reserve Banks, 2018 and 2017

Millions of dollars, except as noted

Average daily assets (+)/liabilities (-) Current income (+)/expense (-)* Average interest rate (percent)

Item
2018 2017 2018 2017 2018 2017
U.S. Treasury securities’ 2,442,075 2,560,796 62,807 64,267 2,57 2.51
Government-sponsored enterprise debt (GSE) securities’ 3,638 9,932 175 416 4.81 419
Federal agency and GSE mortgage-backed securities? 1,769,026 1,822,543 49,289 48,912 2.79 2.68
Foreign currency denominated investments® 21,335 20,673 -29 -17 -0.14 -0.08
Central bank liquidity swaps* 677 858 15 14 2.23 1.63
Other SOMA assets® 7 12 * * 1.50 0.68
Total SOMA assets 4,236,758 4,414,814 112,257 113,592 2.65 2.57
Securities sold under agreements to repurchase: primary
dealers and expanded counterparties -12,552 -145,959 -186 -1,224 1.48 0.84
Securities sold under agreements to repurchase: foreign
official and international accounts -236,818 -241,581 -4,373 -2,141 1.85 0.89
Total securities sold under agreements to repurchase -249,370 -387,540 -4,559 -3,365 1.83 0.87
Other SOMA liabilities® -302 -878 n/a n/a n/a n/a
Total SOMA liabilities -249,672 -338,418 -4,559 -3,365 1.83 0.87
Total SOMA holdings 3,987,086 4,026,396 107,698 110,227 2,70 2,74

" Face value, net of unamortized premiums and discounts.
2

3

Face value, which is the remaining principal balance of the securities, net of unamortized premiums and discounts. Does not include unsettled transactions.
Foreign currency denominated assets are revalued daily at market exchange rates.
Dollar value of foreign currency held under these agreements valued at the exchange rate to be used when 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.

Cash and short-term investments related to the federal agency and government-sponsored enterprise mortgage-backed securities (GSE MBS) portfolio.
Represents the obligation to return cash margin posted by counterparties as collateral under commitments to purchase and sell federal agency and GSE MBS, as well as

obligations that arise from the failure of a seller to deliver securities on the settlement date.

n/a Not applicable.
* Less than $500,000.

expenses of each Reserve Bank for 2018; table 11
shows a condensed statement for each Reserve Bank
for the years 1914 through 2018; and table 13 gives
the number and annual salaries of officers and
employees for each Reserve Bank.

A detailed account of the assessments and expendi-
tures of the Board of Governors appears in the
Board of Governors Financial Statements (see
section 12, “Federal Reserve System Audits”).

SOMA Holdings and Loans

The Reserve Banks’ average net daily SOMA hold-
ings during 2018 amounted to $3,987 billion, a
decrease of $39 billion from 2017 (see table 5).

SOMA Securities Holdings

The average daily holdings of Treasury securities
decreased by $119 billion, to an average daily amount
of $2,442 billion. The average daily holdings of

GSE debt securities decreased by $6 billion, to an
average daily amount of $4 billion. The average daily

holdings of federal agency and GSE MBS decreased
by $54 billion, to an average daily amount of
$1,769 billion.

Through September 2017, FRBNY continued to
reinvest all principal payments from SOMA holdings
of GSE debt securities and federal agency and GSE
MBS into federal agency and GSE MBS and to roll
over maturing Treasury securities at auction. Begin-
ning in October 2017, the FOMC initiated a balance
sheet normalization program intended to reduce
gradually the SOMA holdings by decreasing the rein-
vestment of principal payments received from securi-
ties held in the SOMA through the implementation
of monthly caps. Such principal payments will be
reinvested only to the extent that they exceed speci-
fied caps.

There were no significant holdings of securities pur-
chased under agreements to resell in 2018 or 2017.
Average daily holdings of foreign currency denomi-
nated investments in 2018 were $21,335 million, com-
pared with $20,673 million in 2017. The average daily
balance of central bank liquidity swap drawings was
$677 million in 2018 and $858 million in 2017. The



average daily balance of securities sold under agree-
ments to repurchase was $249,370 million, a decrease
of $138,170 million from 2017.

The average rates of interest earned on the Reserve
Banks’ holdings of Treasury securities increased to
2.57 percent, and the average rates on GSE debt secu-
rities increased to 4.81 percent in 2018. The average
rate of interest earned on federal agency and GSE
MBS increased to 2.79 percent in 2018. The average
interest rates paid for securities sold under agree-
ments to repurchase increased to 1.83 percent in
2018. The average rate of interest earned on foreign
currency denominated investments decreased to
-0.14 percent,'” while the average rate of interest
earned on central bank liquidity swaps increased to
2.23 percent in 2018.

Lending

In 2018, the average daily primary, secondary, and
seasonal credit extended by the Reserve Banks to
depository institutions increased by $26 million, to
$129 million. The average rate of interest earned on
primary, secondary, and seasonal credit increased to
2.14 percent in 2018, from 1.16 percent in 2017.

Maiden Lane LLC (ML) is a lending facility estab-
lished in 2008 under authority of FRA sec-

tion 13(3) in response to the 2007-09 financial crisis.
During 2018, the FRBNY sold all remaining securi-
ties from the ML portfolio, and in accordance with
the ML agreements, net proceeds were distributed to

17" As a result of negative interest rates in certain foreign currency
denominated investments held in the SOMA, interest income on
foreign currency denominated investments, net contains negative
interest.
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the Bank. On November 1, 2018, ML LLC was dis-
solved. While its affairs are being wound up, ML
LLC will retain minimal cash to meet any trailing
expenses as required by law. The costs to wind up
ML LLC are not expected to be material. Net portfo-
lio assets and liabilities at the end of 2018 were
immaterial amounts and decreased from $1,722 mil-
lion and $9 million, respectively, at the end of 2017.
ML net income of $7 million in 2018 was composed
of interest income of $20 million, loss on investments
of $11 million, and operating expenses of $2 million.

Federal Reserve Bank Premises

Several Reserve Banks took action in 2018 to main-
tain and renovate their facilities. Multiyear renova-
tion programs at the New York, Cleveland, and San
Francisco Reserve Banks’ headquarters buildings
continued. Many Reserve Banks implemented proj-
ects to update building automation systems and
uninterruptable power supplies to ensure infrastruc-
ture resiliency and continuity of operations. The New
York Reserve Bank continued repairs and renova-
tions to the 33 Maiden Lane building, and the Phila-
delphia Reserve Bank continued development of a
building project to replace its entire mechanical and
electrical infrastructure, with construction to begin in
2019. The Minneapolis Reserve Bank completed the
purchase of land for a new parking ramp and began
schematic design for the structure.

For more information on the acquisition costs and
net book value of the Reserve Banks and Branches,
see table 14 in section 11 (“Statistical Tables”) of this
annual report.
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Pro Forma Financial Statements for
Federal Reserve Priced Services

Table 6. Pro forma balance sheet for Federal Reserve priced services, December 31,2018 and 2017

Millions of dollars

ltem 2018 2017
Short-term assets (note 1)
Imputed investments 770.1 920.1
Receivables 38.2 36.4
Materials and supplies 0.6 0.6
Prepaid expenses 14.4 12.4
Items in process of collection 236.2 80.8
Total short-term assets 1,059.5 1,050.3
Long-term assets (note 2)
Premises 113.0 139.3
Furniture and equipment 37.0 39.4
Leases, leasehold improvements, and long-term prepayments 103.8 105.2
Deferred tax asset 183.3 184.4
Total long-term assets 4371 468.4
Total assets 1,496.6 1,518.7
Short-term liabilities (note 3)
Deferred-availability items 1,006.2 1,000.9
Short-term debt 27.6 233
Short-term payables 25.7 26.1
Total short-term liabilities 1,059.5 1,050.3
Long-term liabilities (note 3)
Long-term debt 20.2 447
Accrued benefit costs 3421 347.7
Total long-term liabilities 362.3 392.4
Total liabilities 1,421.8 1,442.8
Equity (including accumulated other comprehensive loss of $624.1 million
and $628.1 million at December 31, 2018 and 2017, respectively) 74.8 75.9
Total liabilities and equity (note 3) 1,496.6 1,518.7

Note: Components may not sum to totals because of rounding. The accompanying notes are an integral part of these pro forma priced services financial statements.
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Table 7. Pro forma income statement for Federal Reserve priced services, 2018 and 2017

Millions of dollars

ltem

2018

2017

Revenue from services provided to depository institutions (note 4)

Operating expenses (note 5)
Income from operations
Imputed costs (note 6)
Interest on debt
Interest on float
Sales taxes
Income from operations after imputed costs
Other income and expenses (note 7)
Investment income
Income before income taxes
Imputed income taxes (note 6)
Net income
Memo: Targeted return on equity (note 6)

3.1
-4.7

38

4425
4216
20.9

18.7
_42
14.4
5.2

2.0
-3.8"

40

441.6
410.7
30.9

28.7
6.5

22.2
4.6

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

r Revised

Table 8. Pro forma income statement for Federal Reserve priced services, by service, 2018

Millions of dollars

Commercial check

Item Total o Commercial ACH Fedwire funds Fedwire securities

Revenue from services (note 4) 442.5 132.9 149.7 132.4 27.5
Operating expenses (note 5)' 421.6 1241 151.3 1191 271
Income from operations 20.9 8.8 -1.6 1353} 0.4
Imputed costs (note 6) _ 23 _ 22 _-24 _ 20 04
Income from operations after imputed costs 18.7 6.6 0.8 11.3 0

Other income and expenses, net (note 7) _0 _ 0 _ 0 _ 0 0
Income before income taxes 18.7 6.6 0.8 11.3 0

Imputed income taxes (note 6) _ 42 _15 _ 02 _ 26 0
Net income 14.4 5.1 0.6 8.8 0

Memo: Targeted return on equity (note 6) 52 1.5 1.9 1.5 0.3
Cost recovery (percent) (note 8) 1021 102.7 99.2 105.8 98.7

Note: Components may not sum to totals because of rounding. The accompanying notes are an integral part of these pro forma priced services financial statements.
' Operating expenses include pension costs, Board expenses, and reimbursements for certain nonpriced services.
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Notes to Pro Forma Financial Statements for Priced Services

(1) Short-Term Assets

Receivables are composed of fees due the Reserve Banks for providing priced ser-
vices and the share of suspense- and difference-account balances related to priced
services.

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-Reserve Bank items that would otherwise be
double-counted on the combined Federal Reserve balance sheet and adjustments
for items associated with nonpriced items (such as those collected for government
agencies). 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. Investments of excess financing
derived from credit float are assumed to be invested in federal funds.

(2) Long-Term Assets

Long-term assets consist of long-term assets used solely in priced services and the
priced-service portion of long-term assets shared with nonpriced services, includ-
ing a deferred tax asset related to the priced services pension and postretirement
benefits obligation. The tax rate associated with the deferred tax asset was

22.7 percent for 2018 and 2017.

Long-term assets also consist of an estimate of the assets of the Board of Gover-
nors used in the development of priced services.

(3) Liabilities and Equity

Under the matched-book capital structure for assets, short-term assets are
financed with short-term payables and imputed short-term debt, if needed. Long-
term assets are financed with long-term liabilities, imputed long-term debt, and
imputed equity, if needed. To meet the Federal Deposit Insurance Corporation
requirements for a well-capitalized institution, in 2018 equity is imputed at 5.0 per-
cent of total assets and 11.3 percent of risk-weighted assets, and 2017 equity is
imputed at 5.0 percent of total assets and 11.0 percent of risk-weighted assets.

The Board’s Payment System Risk policy reflects the international standards for
financial market infrastructures developed by the Committee on Payment and
Settlement Systems and the Technical Committee of the International Organiza-
tion of Securities Commissions in the Principles for Financial Market Infrastruc-
tures. The policy outlines the expectation that the Fedwire Services will meet or
exceed the applicable risk-management standards. Although the Fedwire Funds
Service does not face the risk that a business shock would cause the service to wind
down in a disorderly manner and disrupt the stability of the financial system, in
order to foster competition with private-sector financial market infrastructures, the
Reserve Banks’ priced services will hold six months of the Fedwire Funds Service’s
current operating expenses as liquid net financial assets and equity on the pro
forma balance sheet and, if necessary, impute additional assets and equity to meet
the requirement. The imputed assets held as liquid net financial assets are cash
items in process of collection, which are assumed to be invested in federal funds. In
2018 and 2017, there was sufficient assets and equity such that additional imputed
balances were not required.
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In accordance with Accounting Standards Codification (ASC) Topic 715 (ASC
715), Compensation—Retirement Benefits, the Reserve Banks record the funded
status of pension and other benefit plans on their balance sheets. To reflect the
funded status of their benefit plans, the Reserve Banks recognize the deferred
items related to these plans, which include prior service costs and actuarial gains or
losses, on the balance sheet. This results in an adjustment to the pension and other
benefit plan liabilities related to priced services and the recognition of an associ-
ated 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 pension asset, which is a component of accrued
benefit costs, of $19.1 million in 2018 and a pension asset of $32.0 million in 2017.
The change in the funded status of the pension and other benefit plans resulted in
a corresponding decrease in accumulated other comprehensive loss of $4.0 million
in 2018.

(4) Revenue

Revenue represents fees charged to depository institutions for priced services and
is realized from each institution through direct charges to an institution’s account.

(5) Operating Expenses
Operating expenses consist of the direct, indirect, and other general administrative
expenses of the Reserve Banks for priced services and the expenses of the Board

related to the development of priced services. Board expenses were $5.1 million in
2018 and $5.4 million in 2017.

In accordance with ASC 715, the Reserve Bank priced services recognized quali-
fied pension-plan operating expenses of $26.5 million in 2018 and $31.9 million in
2017. Operating expenses also include the nonqualified net pension expense of
$5.0 million in 2018 and $3.3 million in 2017. The adoption of ASC 715 does not
change the systematic approach required by generally accepted accounting prin-
ciples 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.

The income statement by service reflects revenue, operating expenses, imputed
costs, other income and expenses, and cost recovery. The tax rate associated with
imputed taxes was 22.7 percent for 2018 and 2017, respectively.

(6) Imputed Costs

Imputed costs consist of income taxes, return on equity, interest on debt, sales
taxes, and interest on float. Many imputed costs are derived from the PSAF
model. The 2018 cost of short-term debt imputed in the PSAF model is based on
nonfinancial commercial paper rates; the cost of imputed long-term debt is based
on Merrill Lynch Corporate and High Yield Index returns; and the effective tax
rate is derived from U.S. publicly traded firm data, which serve as the proxy for the
financial data of a representative private-sector firm. The after-tax rate of return
on equity is based on the returns of the equity market as a whole.'®

% See Federal Reserve Bank Services Private-Sector Adjustment Factor, 77 Fed. Reg. 67,007 (Novem-
ber 8, 2012), www.gpo.gov/fdsys/pkg/FR-2012-11-08/pdf/2012-26918.pdf, for details regarding the
PSAF methodology change.

103


www.gpo.gov/fdsys/pkg/FR-2012-11-08/pdf/2012-26918.pdf

104

105th Annual Report | 2018

Interest is imputed on the debt assumed necessary to finance priced-service assets.
These imputed costs are allocated among priced services according to the ratio of
operating expenses, less shipping expenses, for each service to the total expenses,
less the total shipping expenses, for all services.

Interest on float is derived from the value of float to be recovered for the check
and ACH services, Fedwire Funds Service, and Fedwire Securities Services through
per-item fees during the period. Float income or cost is based on the actual float
incurred for each priced service.

The following shows the daily average recovery of actual float by the Reserve
Banks for 2018, in millions of dollars:

Total float -254.6
Float not related to priced services' -0.1
Float subject to recovery through per-item fees -254.5

1 Float not related to priced services includes float generated by services to government agencies and by other central bank
Sservices.

Float that is created by account adjustments due to transaction errors and the
observance of nonstandard holidays by some depository institutions was recov-
ered from the depository institutions through charging institutions directly. Float
subject to recovery is valued at the federal funds rate. Certain ACH funding
requirements and check products generate credit float; this float has been sub-
tracted from the cost base subject to recovery in 2018 and 2017.

(7) Other Income and Expenses

Other income consists of income on imputed investments. Excess financing result-
ing from additional equity imputed to meet the FDIC well-capitalized require-
ments is assumed to be invested and earning interest at the 3-month Treasury bill
rate.

(8) Cost Recovery

Annual cost recovery is the ratio of revenue, including other income, to the sum of
operating expenses, imputed costs, imputed income taxes, and after-tax targeted
return on equity.
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Operations

Regulatory Developments

Passage and Implementation of the
Economic Growth, Regulatory Relief, and
Consumer Protection Act

On May 24, 2018, the Economic Growth, Regulatory
Relief, and Consumer Protection Act (EGRRCPA)
was signed into law.! In addition to a number of
standalone provisions, EGRRCPA amended the
Dodd-Frank Wall Street Reform and Consumer Pro-
tection Act (Dodd-Frank Act) as well as other stat-
utes administered by the Board. For example,
EGRRCPA provides for additional tailoring of vari-
ous provisions of federal banking law while main-
taining the authority of the federal banking agencies
to apply enhanced prudential standards to address
financial stability and ensure the safety and sound-
ness of depository institutions and their holding
companies.

On July 6, 2018, the Board released two statements
regarding regulations and associated reporting
requirements that EGRRCPA immediately affected.
The Board issued one statement that related to regu-
lations and reporting requirements administered
solely by the Board, and a second interagency state-
ment with the Office of the Comptroller of the Cur-
rency (OCC) and the Federal Deposit Insurance Cor-
poration (FDIC) (collectively, the agencies). Both
statements detailed interim positions that the Board
and the agencies would take until the relevant regula-
tions and reporting forms were amended to reflect
EGRRCPA’s changes. Specifically, in the Board’s
statement, the Board provided that it would not take
action to enforce certain regulations and reporting
requirements for firms with less than $100 billion in
total consolidated assets, such as rules implementing
enhanced prudential standards and the liquidity cov-
erage ratio requirements. Additionally, the inter-
agency statement provided relief regarding company-
run stress testing, resolution planning, the Volcker

" Pub. L. No. 115-174, 132 Stat. 1296 (2018).

rule, high-volatility commercial real estate exposures,
and the treatment of certain municipal obligations as
high-quality liquid assets, among other topics men-
tioned in the statement.

Since issuance of the two statements in July, the
Board has made substantial progress in implementing
EGRRCPA. The following is a summary of the regu-
latory initiatives undertaken in response to EGRRC-
PA’s changes that have taken effect, as well as initia-
tives that have been proposed but are not yet effec-
tive. Interim final rules are effective immediately
upon publication.

Effective EGRRCPA Initiatives

Treatment of Certain Municipal Securities as
High-Quality Liquid Assets (Regulation WW)

In August 2018, the agencies adopted an interim final
rule to implement section 403 of EGRRCPA % Sec-
tion 403 amended section 18 of the Federal Deposit
Insurance Act and required the agencies, for pur-
poses of their liquidity coverage ratio (LCR) rules
and any other regulation that incorporates a defini-
tion of the term “high-quality liquid asset” (HQLA)
or another substantially similar term, to treat a
municipal obligation as an HQLA if the obligation is
“liquid and readily marketable” and “investment
grade,” as those terms were defined in EGRRCPA.

To effect this change, the interim final rule amended
each agency’s LCR rule to include a definition of
“municipal obligation” that is consistent with the
definition in section 403. The interim final rule also
amends the HQLA criteria by adding municipal obli-
gations that are both liquid and readily marketable as
well as investment grade to the list of assets eligible
for treatment as level 2B liquid assets. In addition,
the interim final rule rescinds certain amendments
the Board made to its LCR rule in 2016 related to the
treatment of certain U.S. municipal securities as

2 Liquidity Coverage Ratio Rule: Treatment of Certain Municipal
Obligations as High-Quality Liquid Assets, 83 Fed. Reg. 44,451
(August 31, 2018).
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HQLA so that municipal obligations under the
Board’s rule will be treated consistently with sec-
tion 403.

Small Bank Holding Company and Savings and
Loan Holding Company Policy Statement
(Regulations Q and Y)

In August 2018, the Board adopted an interim final
rule to implement section 207 of EGRRCPA, which
directed the Board to revise its Small Bank Holding
Company and Savings and Loan Holding Company
Policy Statement (Policy Statement).> Bank holding
companies and savings and loan holding companies
that are subject to the Policy Statement are exempt
from the Board’s regulatory capital rule. Section 207
required the Board to raise the consolidated asset
threshold for application of the Policy Statement
from $1 billion to $3 billion. In accordance with sec-
tion 207, the interim final rule increased the Policy
Statement’s asset size threshold from $1 billion to
$3 billion and made other conforming amendments
to the Policy Statement.

Expanded Examination Cycles for Qualifying
Small Banks and U.S. Branches and Agencies of
Foreign Banks (Regulations H and K)

In December 2018, the agencies adopted final rules
to implement section 210 of EGRRCPA..* Sec-

tion 210 amended section 10(d) of the Federal
Deposit Insurance Act to permit the agencies to con
duct on-site examinations of qualifying insured
depository institutions with under $3 billion in total
assets not less than once during each 18-month
period. Prior to EGRRCPA’s enactment, qualifying
insured depository institutions with less than $1 bil-
lion in total assets were eligible for an 18-month
on-site examination cycle.

The final rules generally allow qualifying insured
depository institutions with under $3 billion in total
consolidated assets to benefit from the extended
18-month examination schedule. In addition, the
interim final rules make parallel changes to the agen-
cies’ regulations governing the on-site examination
cycle for U.S. branches and agencies of foreign
banks, consistent with the International Banking Act
of 1978.

Small Bank Holding Company and Savings and Loan Holding
Company Policy Statement and Related Regulations; Changes
to Reporting Requirements, 83 Fed. Reg. 44,195 (August 30,
2018).

Expanded Examination Cycle for Certain Small Insured

Depository Institutions and U.S. Branches and Agencies of
Foreign Banks, 83 Fed. Reg. 67,033 (December 28, 2018).

Proposed EGRRCPA Initiatives

Regulatory Capital Treatment for High Volatility
Commercial Real Estate Exposures

(Regulation Q)

In September 2018, the agencies requested comment
on a proposed rule that would amend the regulatory
capital rule to revise the definition of “high volatility
commercial real estate exposure” (HVCRE) to con-
form to the statutory definition of “high volatility
commercial real estate acquisition, development, or
construction (HVCRE ADC) loan,” in accordance
with section 214 of EGRRCPA.’ Section 214
amended the Federal Deposit Insurance Act by add-
ing a new section 51 to provide a statutory definition
of an HVCRE ADC loan. The statute stated that the
agencies may only require a depository institution to
assign a heightened risk weight to an HVCRE expo-
sure, as defined under the capital rule, if such expo-
sure is an HVCRE ADC loan under EGRRCPA.

In accordance with section 214 of EGRRCPA, the
agencies proposed to revise the HVCRE exposure
definition in section 2 of the agencies’ capital rule to
conform to the statutory definition of an HVCRE
ADC loan. Loans that meet the revised definition of
an HVCRE exposure would receive a 150 percent
risk weight under the capital rule’s standardized
approach.

Although not expressly required by EGRRCPA, the
proposed rule also would apply the revised definition
of an HVCRE exposure to all Board-regulated insti-
tutions that are subject to the Board’s capital rule,
including bank holding companies, savings and loan
holding companies, and intermediate holding compa-
nies of foreign banking organizations. The comment
period ended on November 27, 2018.

Prudential Standards for Large Bank Holding
Companies and Savings and Loan Holding
Companies (Regulations Y, LL, PP, and YY) and
Proposed Changes to Applicability Thresholds for
Regulatory Capital and Liquidity Requirements
(Regulations Q and WW)

In October 2018, the Board requested comment on a
Board-only proposal that would establish risk-based
categories for determining prudential standards for
large U.S. banking organizations, consistent with sec-
tion 401 of EGRRCPA. At the same time and in
connection with the Board-only proposal, the agen-

5 Regulatory Capital Treatment for High Volatility Commercial
Real Estate (HVCRE) Exposures, 83 Fed. Reg. 48,990 (Septem-
ber 28, 2018).



cies also requested comment on an interagency pro-
posal that would establish risk-based categories for
determining liquidity and capital standards for large
U.S. banking organizations, again consistent with
section 401 of EGRRCPA.

Section 401 raised the minimum asset threshold from
$50 billion to $250 billion for general application of
enhanced prudential standards under section 165 of
the Dodd-Frank Act. In addition, section 401
authorized the Board to apply such standards to
bank holding companies with total consolidated
assets of $100 billion or more but less than $250 bil-
lion, provided that the Board take into consideration
certain statutory factors—capital structure, riskiness,
complexity, financial activities (including financial
activities of subsidiaries), size, and any other risk-
related factors that the Board deems appropriate—
when doing so. EGRRCPA also raised the threshold
from $10 billion to $50 billion in total consolidated
assets for application of risk committee and risk-
management standards to publicly traded bank hold-
ing companies and required the Board to implement
periodic supervisory stress testing for bank holding
companies with $100 billion or more but less than
$250 billion in total consolidated assets.

The first proposal would establish four categories of
prudential standards for large U.S. bank holding
companies and certain savings and loan holding
companies.® Consistent with EGRRCPA, risk-
committee and risk-management requirements would
be required for all bank holding companies and cer-
tain savings and loan holding companies with at least
$50 billion in total consolidated assets. Likewise,
bank holding companies and certain savings and
loan holding companies with at least $100 billion in
total consolidated assets would be subject to supervi-
sory stress tests, with the periodicity depending on
the applicable category of standards. The first pro-
posal also included proposed changes to related
reporting forms, as well as proposed definitional
changes in the Board’s Regulation PP.

The second proposal, which was proposed by the
agencies, would utilize the categories introduced in
the Board-only proposal and apply tailored capital
and liquidity requirements for banking organizations
subject to each category.” Specifically, the agencies

¢ Prudential Standards for Large Bank Holding Companies and
Savings and Loan Holding Companies, 83 Fed. Reg. 61,408
(November 29, 2018).

7 Proposed Changes to Applicability Thresholds for Regulatory
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proposed to amend the scope of certain aspects of
the regulatory capital rule and the LCR rule and
re-propose the scope of the net stable funding ratio
rule to incorporate the four categories of standards
and differentiate the application of standards in each
category to align with the risk profile of banking
organizations.

The comment period for both proposals ended on
January 22, 2019.

Reduced Reporting for Covered Depository
Institutions (Regulation H)

In November 2018, the agencies requested comment
on a proposal to implement section 205 of
EGRRCPA .® Section 205 amended section 7(a) of
the Federal Deposit Insurance Act and required the
agencies to issue regulations that allow for a reduced
reporting requirement by “covered depository insti-
tutions” for the first and third reports of condition in
a year. “Covered depository institution” is defined in
section 205 as an insured depository institution
“that—(1) has less than $5,000,000,000 in total con-
solidated assets; and (ii) satisfies such other criteria
as the [agencies] determine appropriate.”

The proposed rule would implement section 205 by
(1) authorizing covered depository institutions to file
the Federal Financial Institutions Examinations
Council (FFIEC) 051 Call Report (the most stream-
lined version of the Call Report), and (2) reducing
the information required to be reported on the
FFIEC 051 Call Report by covered depository insti-
tutions in the first and third calendar quarters. The
proposal would define “covered depository institu-
tion” to include certain insured depository institu-
tions that have less than §5 billion in total consoli-
dated assets and satisfy certain other proposed crite-
ria. The OCC and the Board also proposed to
establish reduced reporting for certain uninsured
institutions under their supervision that have less
than $5 billion in total consolidated assets and meet
the proposed criteria. In addition, the Board pro-
posed a technical amendment to its Regulation H to
implement the requirement in section 9 of the Fed-
eral Reserve Act pursuant to which state member
banks are required to file Call Reports. The comment
period ended on January 18, 2019.

Capital and Liquidity Requirements, 83 Fed. Reg. 66,024
(November 21, 2018).

8 Reduced Reporting for Covered Depository Institutions, 83
Fed. Reg. 58,432 (November 19, 2018).
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Regulatory Capital Rule: Capital Simplification
for Qualifying Community Banking Organizations
(Regulation Q)

In November 2018, the agencies requested comment
on a proposal that would provide for a simple meas-
ure of capital adequacy for certain community bank-
ing organizations, consistent with section 201 of
EGRRCPA .’ Section 201 directed the agencies to
develop a community bank leverage ratio of not less
than 8 percent and not more than 10 percent for
qualifying community banking organizations, which
are depository institutions or depository institution
holding companies with total consolidated assets of
less than $10 billion that the agencies have not deter-
mined are ineligible based on the banking organiza-
tion’s risk profile.

Under the proposal, depository institutions and
depository institution holding companies that have
less than $10 billion in total consolidated assets, meet
qualifying criteria, and have a community bank lever-
age ratio (as defined in the proposal) of greater than
9 percent would be eligible to opt in to a community
bank leverage ratio framework. Such banking organi-
zations that elect to use the community bank leverage
ratio and maintain a community bank leverage ratio
of greater than 9 percent would not be subject to
other risk-based and leverage capital requirements. In
addition, these banking organizations would be con-
sidered to be “well capitalized” for purposes of sec-
tion 38 of the Federal Deposit Insurance Act and
regulations implementing that section, as applicable,
and the generally applicable capital requirements
under the agencies’ capital rule. The comment period
ended on April 9, 2019.

Prohibitions and Restrictions on Proprietary
Trading and Certain Interests in, and
Relationships with, Hedge Funds and Private
Equity Funds (Regulation VV)

In December 2018, the agencies, along with the Secu-
rities and Exchange Commission and Commodities
Futures Trading Commission, requested comment on
a proposal that would amend Regulation VV (known
as the Volcker rule) to align with amendments in sec-
tions 203 and 204 of EGRRCPA.'? Section 203
amended section 13 of the Bank Holding Company

 Regulatory Capital Rule: Capital Simplification for Qualifying
Community Banking Organizations, 84 Fed. Reg. 3062 (Febru-
ary &, 2019).

19 Proposed Revisions to Prohibitions and Restrictions on Propri-
etary Trading and Certain Interests in, and Relationships with,
Hedge Funds and Private Equity Funds, 84 Fed. Reg. 2778
(February 8, 2019).

Act by narrowing the definition of banking entity,
and section 204 revised the statutory provisions
related to the naming of hedge funds and private
equity funds.

The Volcker rule generally restricts banking entities
from engaging in proprietary trading and from own-
ing or sponsoring hedge funds or private equity
funds. The proposed rule would exclude community
banks with $10 billion or less in total consolidated
assets, and total trading assets and liabilities of 5 per-
cent or less of total consolidated assets, from the
restrictions of the Volcker rule. Additionally, the pro-
posal would, under certain circumstances, permit a
hedge fund or private equity fund to share the same
name or a variation of the same name with an invest-
ment adviser that is not an insured depository insti-
tution, company that controls an insured depository
institution, or bank holding company. The comment
period ends on March 11, 2019.

Real Estate Appraisals (Regulation Y)

In December 2018, the agencies requested comment
on a proposal that would raise the transaction value
threshold for residential real estate transactions
requiring an appraisal from $250,000 to $400,000, as
well as align the agencies’ appraisal regulations with
section 103 of EGRRCPA."! Section 103 provided an
exemption to the appraisal requirement for certain
transactions with values of less than $400,000 involv-
ing real property or an interest in real property that is
located in a rural area.

The proposal would eliminate the requirement under
the agencies’ appraisal regulations for regulated
financial institutions to obtain an appraisal for real
estate-related financial transactions with a transac-
tion value of $400,000 or less, or that are exempted
by the rural residential exemption in section 103 of
EGRRCPA. Instead, the proposal would require
evaluations for such transactions that are consistent
with safe and sound banking practices. The comment
period ended on February 5, 2019.

Other Dodd-Frank Implementation

Throughout 2018, in addition to implementing
EGRRCPA, the Federal Reserve continued to imple-
ment the Dodd-Frank Act, which gives the Federal
Reserve important responsibilities to issue rules and
supervise financial companies to enhance financial

' Real Estate Appraisals, 83 Fed. Reg. 63,110 (February 5, 2019).



stability and preserve the safety and soundness of the
banking system.

The following is a summary of the key Dodd-Frank
regulatory initiatives that were finalized during 2018
that were not related to EGRRCPA.

Single Counterparty Credit Limits
(Regulation YY)

In June 2018, the Board adopted a final rule to estab-
lish single-counterparty credit limits for bank holding
companies and foreign banking organizations with
$250 billion or more in total consolidated assets,
including any U.S. intermediate holding company of
such a foreign banking organization with $50 billion
or more in total consolidated assets and any bank
holding company identified as a global systemically
important bank holding company (G-SIB) under the
Board’s capital rules.'? The final rule implements sec-
tion 165(¢e) of the Dodd-Frank Act, which requires
the Board to impose limits on the amount of credit

12 Single-Counterparty Credit Limits for Bank Holding Compa-
nies and Foreign Banking Organizations, 83 Fed. Reg. 38,460
(August 6, 2018).
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exposure that such a bank holding company or for-
eign banking organization can have to an unaffiliated
company in order to reduce the risks arising from the
unaffiliated company’s possible failure.'?

Under the final rule, a bank holding company with
$250 billion or more in total consolidated assets that
is not a G-SIB is prohibited from having aggregate
net credit exposure to an unaffiliated counterparty in
excess of 25 percent of its tier 1 capital. A U.S.
G-SIB is prohibited from having aggregate net credit
exposure in excess of 15 percent of its tier 1 capital to
an unaffiliated counterparty that is a G-SIB or a
nonbank financial company supervised by the Board
(major counterparty) and in excess of 25 perfect of
its tier 1 capital to any other unaftfiliated counter-
party. The final rule also includes requirements for
any foreign banking organization operating in the
United States with $250 billion or more in total
global consolidated assets and any U.S. intermediate
holding companies of such an organization with

$50 billion or more in total assets.

1312 USC 5365(e).
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The Board of Governors and the
Government Performance and
Results Act

Overview

The Government Performance and Results Act
(GPRA) of 1993 requires federal agencies to prepare
a strategic plan covering a multiyear period and
requires each agency to submit an annual perfor-
mance plan and an annual performance report.
Although the Board is not covered by GPRA, the
Board follows the spirit of the act and, like other fed-
eral agencies, prepares an annual performance plan
and an annual performance report.

Strategic Plan, Performance Plan, and
Performance Report

On July 7, 2015, the Board approved the Strategic
Plan 201619, which identifies and frames the strate-

gic priorities of the Board. In addition to investing in
ongoing operations, the Board identified and priori-
tized investments and dedicated sufficient resources
to six pillars over the 2016-19 period, which will
allow the Board to advance its mission and respond
to continuing and evolving challenges.

The annual performance plan outlines the planned
initiatives and activities that support the framework’s
long-term objectives and resources necessary to
achieve those objectives. The annual performance
report summarizes the Board’s accomplishments that
contributed toward achieving the strategic goals and
objectives identified in the annual plan.

The strategic plan, performance plan, and perfor-
mance report are available on the Federal Reserve
Board’s website at https://www.federalreserve.gov/
publications/gpra.htm.


https://www.federalreserve.gov/publications/gpra.htm
https://www.federalreserve.gov/publications/gpra.htm

Record of Policy Actions
of the Board of Governors

Policy actions of the Board of Governors are pre-
sented pursuant to section 10 of the Federal Reserve
Act. That section provides that the Board shall keep
a record of all questions of policy determined by the
Board and shall include in its annual report to Con-
gress a full account of such actions. This section pro-
vides a summary of policy actions in 2018, as imple-
mented through (1) rules and regulations, (2) policy
statements and other actions, and (3) discount rates
for depository institutions. Policy actions were
approved by all Board members in office, unless indi-
cated otherwise.! More information on the actions is
available from the relevant Federal Register notices or
other documents (see links in footnotes) or on
request from the Board’s Freedom of Information
Office.

For information on the Federal Open Market Com-
mittee’s policy actions relating to open market opera-
tions, see section 9, “Minutes of Federal Open Mar-
ket Committee Meetings.”

Rules and Regulations

Regulation A (Extensions of Credit by
Federal Reserve Banks)

On April 30, 2018, the Board approved a final rule
(Docket No. R-1585) to (1) revise the provisions
regarding the establishment of the primary credit rate
in a financial emergency to provide that the primary
credit rate will be the target federal funds rate or, if
the Federal Open Market Committee has established
a target range for the federal funds rate, a rate corre-
sponding to the top of the target range; and

(2) delete references to the expired Term Asset-

' Jerome Powell was sworn in as Chair on February 5, and
Richard Clarida was sworn in as Vice Chair and a member of
the Board on September 17, 2018. Michelle Bowman was sworn
in as a member of the Board on November 26, 2018.

Backed Securities Loan Facility (or TALF).? The
final rule is effective June 8, 2018.

Voting for this action: Chair Powell, Vice Chair
for Supervision Quarles, and Governor Brainard.

Regulations H (Membership of State
Banking Institutions in the Federal
Reserve System) and K (International
Banking Operations)

On August 21, 2018, the Board approved an interim
final rule and request for comment (Docket No.
R-1615), published jointly with the Federal Deposit
Insurance Corporation (FDIC) and Office of the
Comptroller of the Currency (OCC), to increase the
asset threshold, from $1 billion to $3 billion in total
assets, below which certain small insured depository
institutions and U.S. branches and agencies of for-
eign banks may qualify for an extended on-site
examination cycle, from 12 to 18 months, in accor-
dance with the Economic Growth, Regulatory Relief,
and Consumer Protection Act (EGRRCPA).? The
interim final rule is effective August 29, 2018.

Voting for this action: Chair Powell, Vice Chair
for Supervision Quarles, and Governor Brainard.

On December 20, 2018, the Board approved a final
rule (Docket No. R-1615), published jointly with the
FDIC and OCC, to adopt without change the
interim final rule establishing an 18-month on-site
examination cycle for insured depository institutions
and U.S. branches and agencies of foreign banks
with total assets of less than $3 billion, consistent
with the EGRRCPA.* The final rule is effective
January 28, 2019.

2 See Federal Register notice at https://www.govinfo.gov/content/
pkg/FR-2018-05-09/html/2018-09805.htm.

3 See Federal Register notice at https://www.govinfo.gov/content/
pkg/FR-2018-08-29/html/2018-18685.htm.

4 See Federal Register notice at https://www.govinfo.gov/content/
pkg/FR-2018-12-28/html/2018-28267.htm.


http://www.govinfo.gov/content/pkg/FR-2018-05-09/html/2018-09805.htm
http://www.govinfo.gov/content/pkg/FR-2018-05-09/html/2018-09805.htm
http://www.govinfo.gov/content/pkg/FR-2018-08-29/html/2018-18685.htm
http://www.govinfo.gov/content/pkg/FR-2018-08-29/html/2018-18685.htm
http://www.govinfo.gov/content/pkg/FR-2018-12-28/html/2018-28267.htm
http://www.govinfo.gov/content/pkg/FR-2018-12-28/html/2018-28267.htm
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Voting for this action: Chair Powell, Vice Chair
Clarida, Vice Chair for Supervision Quarles, and
Governors Brainard and Bowman.

Regulation J (Collection of Checks and
Other Iltems by Federal Reserve Banks and
Funds Transfers through Fedwire)

On November 14, 2018, the Board approved a final
rule (Docket No. R-1599) to clarify and simplify cer-
tain provisions of the regulation and remove obsolete
provisions; align the rights and obligations of send-
ing banks, paying banks, and Federal Reserve Banks
with provisions in the Board’s 2017 amendments to
Regulation CC (Availability of Funds and Collection
of Checks) to reflect the virtually all-electronic check
collection and return environment; and clarify that
financial messaging standards for Fedwire funds
transfers, such as the international common format
standard ISP 20022, do not confer or connote legal
status to the funds transfers.” The final rule is effec-
tive January 1, 2019.

Voting for this action: Chair Powell, Vice Chair
Clarida, Vice Chair for Supervision Quarles, and
Governor Brainard.

Regulation Q (Capital Adequacy of Bank
Holding Companies, Savings and Loan
Holding Companies, and State Member
Banks)

On December 20, 2018, the Board approved a final
rule (Docket No. R-1605) to revise its regulatory
capital rule to address upcoming changes to credit
loss accounting under U.S. generally accepted
accounting principles, including banking organiza-
tions’ implementation of the Current Expected
Credit Losses (CECL) methodology.® The final rule
would (1) identify which credit loss allowances under
CECL are eligible for inclusion in firms’ tier 2 capital
and (2) provide firms with the option to phase in,
over three years, any immediate adverse effects of
CECL on regulatory capital. In addition, the rule
would direct firms that have adopted CECL to
include provisions calculated under CECL in their
stress testing projections, starting with the 2020 stress
test cycle. The final rule was published jointly with
the FDIC and OCC, both of which similarly

> See Federal Register notice at https://www.govinfo.gov/content/
pkg/FR-2018-11-30/html/2018-25267.htm.

© See Federal Register notice at https://www.govinfo.gov/content/
pkg/FR-2019-02-14/html/2018-28281.htm.

amended their respective capital rules. The final rule,
which also made conforming changes to other Board
regulations, is effective April 1, 2019. Banking orga-

nizations may choose to early-adopt the final rule as
of the first quarter of 2019.

Voting for this action: Chair Powell, Vice Chair
Clarida, Vice Chair for Supervision Quarles, and
Governors Brainard and Bowman.

Regulation Y (Bank Holding Companies
and Change in Bank Control)

On March 23, 2018, the Board approved a final rule
(Docket No. R-1568), published jointly with the
FDIC and OCC (together with the Board, “the agen-
cies”), to increase, from $250,000 to $500,000, the
dollar threshold at or below which appraisals are not
required for commercial real estate transactions
under the agencies’ appraisal regulations.” Regulated
institutions would be required to obtain evaluations
for such transactions at or below the threshold,
rather than an appraisal. The agencies determined
that the higher threshold would reduce regulatory
burden without posing a threat to the safety and
soundness of financial institutions. The final rule is
effective April 9, 2018.

Voting for this action: Chair Powell, Vice Chair
for Supervision Quarles, and Governor Brainard.

On August 21, 2018, the Board approved an interim
final rule and request for comment (Docket No.
R-1619) to raise the asset-size threshold, from §$1 bil-
lion to $3 billion of total consolidated assets, for
determining applicability of the Small Bank Holding
Company and Savings and Loan Holding Company
Policy Statement, in accordance with the
EGRRCPA..® The Policy Statement facilitates the
transfer of ownership of small community banks by
allowing their holding companies to operate with
higher levels of debt than would normally be permit-
ted. The interim final rule, which also makes con-
forming changes to Regulation Q, is effective
August 30, 2018.

Voting for this action: Chair Powell, Vice Chair
for Supervision Quarles, and Governor Brainard.

See Federal Register notice at https://www.govinfo.gov/content/
pkg/FR-2018-04-09/html/2018-06960.htm.

See Federal Register notice at https://www.govinfo.gov/content/
pkg/FR-2018-08-30/html/2018-18756.htm.


http://www.govinfo.gov/content/pkg/FR-2018-11-30/html/2018-25267.htm
http://www.govinfo.gov/content/pkg/FR-2018-11-30/html/2018-25267.htm
http://www.govinfo.gov/content/pkg/FR-2019-02-14/html/2018-28281.htm
http://www.govinfo.gov/content/pkg/FR-2019-02-14/html/2018-28281.htm
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Regulation CC (Availability of Funds and
Collection of Checks)

On September 4, 2018, the Board approved final
amendments (Docket No. R-1620) to address dis-
putes between banks on whether a substitute or an
electronic check has been altered or was issued with
an unauthorized signature, when the original check is
not available for inspection.” The final rule is effective
January 1, 2019.

Voting for this action: Chair Powell, Vice Chair
for Supervision Quarles, and Governor Brainard.

Regulation KK (Swaps Margin and Swaps
Push-Out)

On September 18, 2018, the Board approved a final
rule (Docket No. R-1596) amending its swap margin
requirements to conform with recently adopted
restrictions on certain qualified financial contracts of
systemically important banking organizations (QFC
Rules).'® The rule provides that legacy swaps entered
into before the applicable compliance date will not
become subject to swap margin requirements if they
are amended solely to comply with the requirements
of the QFC Rules. The final rule was published
jointly with the FDIC, OCC, Farm Credit Adminis-
tration, and Federal Housing Finance Agency, all of
which similarly amended their respective swap mar-
gin requirements. The final rule also harmonizes the
definition of “Eligible Master Netting Agreement” in
the swap margin requirements with recent changes to
the definition of “Qualifying Master Netting Agree-
ment” in the capital and liquidity regulations of the
Board, OCC, and FDIC by recognizing the restric-
tions that were adopted by those agencies with
respect to the QFC Rules. The final rule is effective
November 9, 2018.

Voting for this action: Chair Powell, Vice Chair
Clarida, Vice Chair for Supervision Quarles, and
Governor Brainard.

Regulation WW (Liquidity Risk
Measurement Standards)

On August 21, 2018, the Board approved an interim
final rule and request for comment (Docket No.
R-1616), published jointly with the FDIC and OCC,

° See Federal Register notice at https://www.govinfo.gov/content/
pkg/FR-2018-09-17/html/2018-20029.htm.

10 See Federal Register notice at https://www.govinfo.gov/content/
pkg/FR-2018-10-10/html/2018-22021.htm.

to modify its liquidity coverage ratio rule to treat cer-
tain eligible municipal obligations as high-quality liq-
uid assets, in accordance with the EGRRCPA.'! The
interim final rule is effective August 31, 2018.

Voting for this action: Chair Powell, Vice Chair
for Supervision Quarles, and Governor Brainard.

Regulation YY (Enhanced Prudential
Standards)

On June 14, 2018, the Board approved a final rule
(Docket No. R-1534) to establish single-counterparty
credit limits for large banking organizations.'? The
final rule implements section 165(¢e) of the Dodd-
Frank Wall Street Reform and Consumer Protection
Act, which requires the Board to impose limits on the
amount of credit exposure a domestic bank holding
company that has $250 billion or more in total con-
solidated assets, including bank holding companies
identified as global systemically important banking
organizations (G-SIBs) under the Board’s capital
rules (together, “covered companies”), can have to an
unaffiliated counterparty in order to reduce the risks
that an individual company’s failure or distress might
pose to the stability of the U.S. financial system.
Under the final rule, a covered company is prohibited
from having an aggregate net credit exposure of more
than 25 percent of its tier 1 capital to a single unaf-
filiated counterparty. G-SIBs are subject to an addi-
tional restriction—15 percent of tier 1 capital—on
their aggregate net credit exposures to another sys-
temically important financial firm. Foreign banking
organizations operating in the United States that
have $250 billion or more in total global consolidated
assets, as well as their intermediate holding compa-
nies (IHCs) that have $50 billion or more in total U.S.
consolidated assets, would also be subject to credit
exposure limits. The scope and application of all the
credit exposure limits in the final rule are consistent
with the EGRRCPA. The final rule is effective
October 5, 2018.

Voting for this action: Chair Powell, Vice Chair
for Supervision Quarles, and Governor Brainard.

Rules Regarding Delegation of Authority

On February 27, 2018, the Board approved a final
rule (Docket No. R-1600) amending its delegation of

' See Federal Register notice at https://www.govinfo.gov/content/
pkg/FR-2018-08-31/html1/2018-18610.htm.

12 See Federal Register notice at https://www.govinfo.gov/content/
pkg/FR-2018-08-06/html/2018-16133.htm.
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http://www.govinfo.gov/content/pkg/FR-2018-08-06/html/2018-16133.htm
http://www.govinfo.gov/content/pkg/FR-2018-08-06/html/2018-16133.htm
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authority rules to delegate authority to the Secretary
of the Board to review and determine appeals of
denial of access to Board records under the Freedom
of Information Act, the Privacy Act, and the Board’s
rules regarding access to such records.'® The rule
would repeal the existing delegation of authority on
these matters to any Board member designated by
the Chair. The final rule is effective March 6, 2018.

Voting for this action: Chair Powell, Vice Chair
for Supervision Quarles, and Governor Brainard.

Policy Statements and Other Actions

Policy Statement on Interagency
Notification of Formal Enforcement
Actions

On April 2, 2018, the Board approved a policy state-
ment (Docket No. OP-1609), published jointly with
the FDIC and OCC, to promote notification of, and
coordination on, formal enforcement actions among
the three agencies at the earliest practicable date.'*
The final policy statement incorporates and reflects
current practices and replaces the Federal Financial
Institutions Examination Council’s rescinded policy
statement, “Interagency Coordination of Formal
Corrective Action by the Federal Bank Regulatory
Agencies.” The final policy statement is effective
June 12, 2018.

Voting for this action: Chair Powell, Vice Chair
for Supervision Quarles, and Governor Brainard.

Determination on New Markets Tax Credit
Investments as Public Welfare Investments

On June 28, 2018, the Board determined that an
investment made by a state member bank in a “quali-
fied community development entity” eligible for the
U.S. Department of the Treasury’s New Markets Tax
Credit program is an investment “designed primarily
to promote the public welfare” within the meaning of
section 9(23) of the Federal Reserve Act and sec-

tion 208.22(b)(1)(1) of Regulation H, provided all
other statutory and regulatory criteria are met.

Voting for this action: Chair Powell, Vice Chair
for Supervision Quarles, and Governor Brainard.

13 See Federal Register notice at https://www.govinfo.gov/content/
pkg/FR-2018-03-06/html/2018-04385.htm.

14 See Federal Register notice at https://www.govinfo.gov/content/
pkg/FR-2018-06-12/html/2018-12556.htm.

Statements on the Impact of the Economic
Growth, Regulatory Relief, and Consumer
Protection Act

On July 4, 2018, the Board approved two public
statements to provide information on regulations and
associated reporting requirements that the
EGRRCPA immediately affected. Enacted in

May 2018, EGRRCPA amended various provisions
of banking law to reduce regulatory requirements or
provide additional tailoring for certain banking orga-
nizations. The first statement describes statutory
changes that do not require Board action to have an
immediate effect as well as other Board actions that
would be consistent with EGRRCPA’s provisions.'?
In particular, the statement describes how the Board
will not take action to require certain smaller, less
complex banking organizations to comply with cer-
tain Board regulations, including those relating to
stress testing and liquidity. The second statement,
issued jointly with the FDIC and OCC, provides
similar relief for depository institutions.'®

Voting for this action: Chair Powell, Vice Chair
for Supervision Quarles, and Governor Brainard.

Customer Identification Program

On August 30, 2018, the Board approved an order,
issued jointly with the FDIC, OCC, Financial Crimes
Enforcement Network, and National Credit Union
Administration, granting an exemption to banks
from the requirements in the customer identification
program (CIP) rules under the Bank Secrecy Act
(BSA) when a bank extends loans to commercial cus-
tomers to facilitate the purchase of property and
casualty insurance.!” Under the CIP rules, banks are
generally required to obtain certain identifying infor-
mation from a customer at account opening in order
to verify the true identity of the customer. The CIP
rules permit exemptions from these requirements,
provided any exemption is consistent with the pur-
poses of the BSA and safety and soundness. The
order is effective September 27, 2018.

Voting for this action: Chair Powell, Vice Chair
for Supervision Quarles, and Governor Brainard.

15 See press release at https://www.federalreserve.gov/newsevents/
pressreleases/bcreg20180706b.htm.

16 See press release at https://www.federalreserve.gov/newsevents/
pressreleases/bcreg20180706a.htm.

17 See interagency order at https://www.federalreserve.gov/
supervisionreg/srletters/sr1806al.pdf.
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http://www.federalreserve.gov/newsevents/pressreleases/bcreg20180706b.htm
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Large Financial Institution Rating System

On November 1, 2018, the Board approved a new
supervisory rating system for large financial institu-
tions (LFIs) to align with the Federal Reserve’s cur-
rent supervisory programs and practices for these
firms.'® The new rating system applies to (1) bank
holding companies and non-insurance, non-
commercial savings and loan holding companies
(SLHCs) with at least $100 billion in total consoli-
dated assets and (2) U.S. IHCs of foreign banking
organizations established under Regulation Y'Y that
have at least $50 billion in total consolidated assets.
The rating system will assign component ratings for
capital planning and positions, liquidity risk manage-
ment and positions, and governance and controls,
and will introduce a new rating scale. Initial LFT rat-
ings will be assigned to institutions under the Large
Institution Supervision Coordinating Committee
framework beginning in early 2019 and to other LFIs
in early 2020. Conforming revisions were also made
to Regulations K and LL (Docket No. R-1569),
which are effective February 1, 2019.

Voting for this action: Chair Powell, Vice Chair
Clarida, Vice Chair for Supervision Quarles, and
Governor Brainard.

Application of the RFI/C(D) Rating System
to Savings and Loan Holding Companies

On November 1, 2018, the Board approved a notice
(Docket No. OP-1631) to apply the RFI/C(D) rating
system (the RFT rating system) to SLHCs that are
depository in nature.!” However, SLHCs that are
depository in nature and have at least $100 billion in
total consolidated assets will be rated under the RFI
rating system only until the Board applies its new
LFI rating system to them, beginning in early 2020.
SLHCs that are depository in nature but have less
than $100 billion in total consolidated assets would
remain subject to the RFT rating system. The RFI
rating system would not apply to SLHCs that meet
certain criteria to be considered commercial or insur-
ance SLHCs. Commercial SLHCs and insurance
SLHCs would continue to receive “indicative rat-
ings,” which describe how the firm would be rated if
subject to the RFI rating system. The notice is effec-
tive February 1, 2019.

18 See Federal Register notice at https://www.govinfo.gov/content/
pkg/FR-2018-11-21/html/2018-25350.htm.

19 See Federal Register notice at https://www.govinfo.gov/content/
pkg/FR-2018-11-09/html/2018-24496.htm.

Voting for this action: Chair Powell, Vice Chair
Clarida, Vice Chair for Supervision Quarles, and
Governor Brainard.

Conversion Triggers in Eligible Long-Term
Debt

On December 10, 2018, the Board identified criteria
for evaluating whether a proposed internal debt “con-
version trigger” of a U.S. intermediate holding com-
pany of a foreign global systemically important
banking organization (a covered IHC) is consistent
with the requirements of the Board’s total loss-
absorbing capacity (TLAC) regulation, in connection
with its approval of the proposed internal debt “con-
version triggers” of two covered IHCs.>° Under the
TLAC regulation, covered IHCs are required to
maintain outstanding a minimum amount of long-
term debt that meets certain eligibility factors, begin-
ning on January 1, 2019. In addition, eligible long-
term debt issued by a covered IHC to its foreign
affiliates must include a conversion trigger, a contrac-
tual provision that permits the Board to order the
conversion of the debt into equity. The Board also
approved a delegation of authority to the General
Counsel, in consultation with the Director of the
Division of Supervision and Regulation, to approve
proposed conversion triggers for other covered IHCs,
provided the triggers meet the eligibility criteria and
do not raise significant legal, policy, or supervisory
issues.

Voting for this action: Chair Powell, Vice Chair
Clarida, Vice Chair for Supervision Quarles, and
Governors Brainard and Bowman.

Resolution Plan Guidance

On December 19, 2018, the Board approved final
guidance (Docket No. OP-1644), published jointly
with the FDIC, for the eight largest, most complex
U.S. banking organizations regarding their future
resolution plan submissions.?' The joint final guid-
ance consolidates prior resolution plan guidance pro-
vided to these institutions and describes the two
agencies’ expectations regarding a number of key
vulnerabilities for an orderly resolution under the

20 See the Board’s letters to UBS Group AG and Credit Suisse
AG: https://www.federalreserve.gov/supervisionreg/
legalinterpretations/bhc_changeincontrol20181213g.pdf and
https://www.federalreserve.gov/supervisionreg/
legalinterpretations/bhc_changeincontrol20181213c.pdf.

21 See Federal Register notice at https://www.govinfo.gov/content/
pkg/FR-2019-02-04/html/2019-00800.htm.
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U.S. Bankruptcy Code. This includes updated expec-
tations regarding payment, clearing, and settlement
services and on derivatives and trading activities.

Voting for this action: Chair Powell, Vice Chair
Clarida, Vice Chair for Supervision Quarles, and
Governors Brainard and Bowman.

Interest on Reserves

On March 21, 2018, the Board approved raising the
interest rate paid on required and excess reserve bal-
ances from 1% percent to 1% percent, effective
March 22, 2018.?> This action was taken to support
the Federal Open Market Committee’s (FOMC'’s)
decision on March 21 to raise the target range for the
federal funds rate by 25 basis points, to a range of
1% percent to 1% percent.

Voting for this action: Chair Powell, Vice Chair
for Supervision Quarles, and Governor Brainard.

On June 13, 2018, the Board approved raising the
interest rate paid on required and excess reserve bal-
ances from 1% percent to 1.95 percent, effective

June 14, 2018.% This action was taken to support the
FOMC'’s decision on June 13 to raise the target range
for the federal funds rate by 25 basis points, to a
range of 1% percent to 2 percent. Setting the interest
rate paid on required and excess reserve balances

5 basis points below the top of the target range for
the federal funds rate was intended to foster trading
in the federal funds market at rates well within the
FOMC’s target range.

Voting for this action: Chair Powell, Vice Chair
for Supervision Quarles, and Governor Brainard.

On September 26, 2018, the Board approved raising
the interest rate paid on required and excess reserve
balances from 1.95 percent to 2.20 percent, effective
September 27, 2018.%* This action was taken to sup-
port the FOMC’s decision on September 26 to raise
the target range for the federal funds rate by 25 basis
points, to a range of 2 percent to 2% percent.

22 See press release at https://www.federalreserve.gov/newsevents/
pressreleases/monetary20180321al.htm.

23 See press release at https://www.federalreserve.gov/newsevents/
pressreleases/monetary20180613al.htm.

24 See press release at https://www.federalreserve.gov/newsevents/
pressreleases/monetary20180926al.htm.

Voting for this action: Chair Powell, Vice Chair
Clarida, Vice Chair for Supervision Quarles, and
Governor Brainard.

On December 19, 2018, the Board approved raising
the interest rate paid on required and excess reserve
balances from 2.20 percent to 2.40 percent, effective
December 20, 2018.%° This action was taken to sup-
port the FOMC’s decision on December 19 to raise
the target range for the federal funds rate by 25 basis
points, to a range of 2% percent to 2'2 percent. Set-
ting the interest rate paid on required and excess
reserve balances 10 basis points below the top of the
target range for the federal funds rate was intended to
foster trading in the federal funds market at rates well
within the FOMC'’s target range.

Voting for this action: Chair Powell, Vice Chair
Clarida, Vice Chair for Supervision Quarles, and
Governors Brainard and Bowman.

Discount Rates for Depository
Institutions in 2018

Under the Federal Reserve Act, the boards of direc-
tors of the Federal Reserve Banks must establish
rates on discount window loans to depository institu-
tions at least every 14 days, subject to review and
determination by the Board of Governors. Periodi-
cally, the Board considers proposals by the 12
Reserve Banks to establish the primary credit rate
and approves proposals to maintain the formulas for
computing the secondary and seasonal credit rates.

Primary, Secondary, and Seasonal Credit

Primary credit, the Federal Reserve’s main lending
program for depository institutions, is extended at
the primary credit rate, which is set above the usual
level of short-term market interest rates. It is made
available, with minimal administration and for very
short terms, as a backup source of liquidity to
depository institutions that, in the judgment of the
lending Federal Reserve Bank, are in generally sound
financial condition. During 2018, the Board
approved four increases in the primary credit rate,
bringing the rate from 2 percent to 3 percent. The
Board reached these determinations on the primary
credit rate recommendations of the Reserve Bank
boards of directors. The Board’s actions were taken

25 See press release at https://www.federalreserve.gov/newsevents/
pressreleases/monetary20181219al.htm.
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in conjunction with the FOMC'’s decisions to raise
the target range for the federal funds rate by

100 basis points, to 2% percent to 2'2 percent. Mon-
etary policy developments are reviewed more fully in
other parts of this report (see section 2, “Monetary
Policy and Economic Developments”).

Secondary credit is available in appropriate circum-
stances to depository institutions that do not qualify
for primary credit. The secondary credit rate is set at
a spread above the primary credit rate. Throughout
2018, the spread was set at 50 basis points. At year-
end, the secondary credit rate was 3% percent.

Seasonal credit is available to smaller depository
institutions to meet liquidity needs that arise from
regular swings in their loans and deposits. The rate
on seasonal credit is calculated every two weeks as an
average of selected money market yields, typically
resulting in a rate close to the target range for the
federal funds rate. At year-end, the seasonal credit
rate was 2.40 percent.?®

Votes on Changes to Discount Rates for
Depository Institutions

Details on the four actions by the Board to approve
increases in the primary credit rate are provided
below.

March 21, 2018. Effective March 22, 2018, the Board
approved actions taken by the boards of directors of
the Federal Reserve Banks of Boston, New York,
Philadelphia, Cleveland, Richmond, Atlanta, St.
Louis, Kansas City, Dallas, and San Francisco to
increase the primary credit rate from 2 percent to

2V percent. On March 22, 2018, the Board approved
identical actions subsequently taken by the boards of
directors of the Federal Reserve Banks of Chicago
and Minneapolis, effective immediately.

Voting for this action: Chair Powell, Vice Chair
for Supervision Quarles, and Governor Brainard.

26 For current and historical discount rates, see https://www
frbdiscountwindow.org/.

June 13, 2018. Effective June 14, 2018, the Board
approved actions taken by the boards of directors of
the Federal Reserve Banks of Boston, Philadelphia,
Cleveland, Richmond, Atlanta, Chicago, St. Louis,
Minneapolis, Kansas City, Dallas, and San Francisco
to increase the primary credit rate from 2% percent
to 2% percent. On June 14, 2018, the Board approved
an identical action subsequently taken by the board
of directors of the Federal Reserve Bank of New
York, effective immediately.

Voting for this action: Chair Powell, Vice Chair
for Supervision Quarles, and Governor Brainard.

September 26, 2018. Effective September 27, 2018,
the Board approved actions taken by the boards of
directors of the Federal Reserve Banks of Boston,
Philadelphia, Cleveland, Richmond, Atlanta, Chi-
cago, St. Louis, Kansas City, Dallas, and San Fran-
cisco to increase the primary credit rate from 22 per-
cent to 2% percent. On September 27, 2018, the
Board approved identical actions subsequently taken
by the boards of directors of the Federal Reserve
Banks of New York and Minneapolis, effective
immediately.

Voting for this action: Chair Powell, Vice Chair
Clarida, Vice Chair for Supervision Quarles, and
Governor Brainard.

December 19, 2018. Effective December 20, 2018, the
Board approved actions taken by the boards of direc-
tors of the Federal Reserve Banks of Boston, Cleve-
land, Richmond, Atlanta, Chicago, and San Fran-
cisco to increase the primary credit rate from 2% per-
cent to 3 percent. On December 20, 2018, the Board
approved identical actions subsequently taken by the
boards of directors of the Federal Reserve Banks of
New York, Philadelphia, St. Louis, Minneapolis,
Kansas City, and Dallas, effective immediately.

Voting for this action: Chair Powell, Vice Chair
Clarida, Vice Chair for Supervision Quarles, and
Governors Brainard and Bowman.


https://www.frbdiscountwindow.org/
https://www.frbdiscountwindow.org/
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Federal Open Market
Committee Meetings

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

The minutes of the meetings contain the votes on the
policy decisions made at those meetings, as well as a
summary of the information and discussions that led
to the decisions. In addition, four times a year, a
Summary of Economic Projections is published as an
addendum to the minutes. The descriptions of eco-
nomic and financial conditions in the minutes and the
Summary of Economic Projections are based solely
on the information that was available to the Commit-
tee at the time of the meetings.

Members of the Committee voting for a particular
action may differ among themselves as to the reasons
for their votes; in such cases, the range of their views
is noted in the minutes. When members dissent from

a decision, they are identified in the minutes and a
summary of the reasons for their dissent is provided.

Policy directives of the Federal Open Market Com-
mittee are issued to the Federal Reserve Bank of New
York as the Bank selected by the Committee to
execute transactions for the System Open Market
Account. In the area of domestic open market opera-
tions, the Federal Reserve Bank of New York oper-
ates under instructions from the Federal Open Mar-
ket Committee that take the form of an Authoriza-
tion for Domestic Open Market Operations and a
Domestic Policy Directive. (A new Domestic Policy
Directive is adopted at each regularly scheduled
meeting.) In the foreign currency area, the Federal
Reserve Bank of New York operates under an Autho-
rization for Foreign Currency Operations and a For-
eign Currency Directive. Changes in the instruments
during the year are reported in the minutes for the
individual meetings.'

I Asof January 1, 2018, the Federal Reserve Bank of New York
was operating under the Domestic Policy Directive approved at
the December 12-13, 2017, Committee meeting. The other
policy instruments (the Authorization for Domestic Open Mar-
ket Operations, the Authorization for Foreign Currency Opera-
tions, and the Foreign Currency Directive) in effect as of Janu-
ary 1, 2018, were approved at the January 31-February 1, 2017,
meeting.
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Meeting Held
on January 30-31, 2018

A joint meeting of the Federal Open Market Com-
mittee and the Board of Governors was held in the
offices of the Board of Governors of the Federal
Reserve System in Washington, D.C., on Tuesday,
January 30, 2018, at 10:00 a.m. and continued on
Wednesday, January 31, 2018, at 9:00 a.m."

Present

Janet L. Yellen
Chair

William C. Dudley
Vice Chairman

Thomas I. Barkin
Raphael W. Bostic
Lael Brainard
Loretta J. Mester
Jerome H. Powell
Randal K. Quarles
John C. Williams

James Bullard, Charles L. Evans, Esther L. George,
Michael Strine, and Eric Rosengren

Alternate Members of the Federal Open Market
Committee

Patrick Harker, Robert S. Kaplan, and Neel Kashkari
Presidents of the Federal Reserve Banks of
Philadelphia, Dallas, and Minneapolis, respectively

James A. Clouse
Secretary

Matthew M. Luecke
Deputy Secretary

David W. Skidmore
Assistant Secretary

Michelle A. Smith
Assistant Secretary

Mark E. Van Der Weide
General Counsel

Michael Held
Deputy General Counsel

' The Federal Open Market Committee is referenced as the
“FOMC” and the “Committee” in these minutes.

Steven B. Kamin
Economist

Thomas Laubach
Economist

David W. Wilcox
Economist

David Altig, Kartik B. Athreya, Thomas A. Connors,
Mary Daly, David E. Lebow, Trevor A. Reeve,

Argia M. Sbordone, Ellis W. Tallman,

William Wascher, and Beth Anne Wilson

Associate Economists

Simon Potter
Manager, System Open Market Account

Lorie K. Logan
Deputy Manager, System Open Market Account

Ann E. Misback
Secretary, Office of the Secretary,
Board of Governors

Matthew J. Eichner?
Director, Division of Reserve Bank Operations and
Payment Systems, Board of Governors

Andreas Lehnert
Director, Division of Financial Stability,
Board of Governors

Rochelle M. Edge
Deputy Director, Division of Monetary Affairs,
Board of Governors

Maryann F. Hunter
Deputy Director, Division of Supervision and
Regulation, Board of Governors

David Reifschneider and John M. Roberts
Special Advisers to the Board, Office of Board
Members, Board of Governors

Linda Robertson
Assistant to the Board, Office of Board Members,
Board of Governors

Joseph W. Gruber
Senior Associate Director, Division of International
Finance, Board of Governors

Michael G. Palumbo
Senior Associate Director, Division of Research and
Statistics, Board of Governors

2 Attended through the discussion of developments in financial
markets and open market operations.
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Antulio N. Bomfim, Ellen E. Meade,

Stephen A. Meyer, Edward Nelson,

and Joyce K. Zickler

Senior Advisers, Division of Monetary Affairs,
Board of Governors

Jeremy B. Rudd
Senior Adviser, Division of Research and Statistics,
Board of Governors

William F. Bassett
Associate Director, Division of Financial Stability,
Board of Governors

Andrew Figura
Assistant Director, Division of Research and
Statistics, Board of Governors

Jason Wu
Assistant Director, Division of Monetary Affairs,
Board of Governors

Penelope A. Beattie®
Assistant to the Secretary, Office of the Secretary,
Board of Governors

Dana L. Burnett and Michele Cavallo
Section Chiefs, Division of Monetary Affairs,
Board of Governors

David H. Small
Project Manager, Division of Monetary Affairs,
Board of Governors

Andrea Ajello, Kurt F. Lewis, and Bernd Schlusche
Principal Economists, Division of Monetary Affairs,
Board of Governors

Ekaterina Peneva and Daniel J. Vine
Principal Economists, Division of Research and
Statistics, Board of Governors

Camille Bryan
Lead Financial Analyst, Division of International
Finance, Board of Governors

Ellen J. Bromagen
First Vice President, Federal Reserve Bank
of Chicago

Jeff Fuhrer and Daniel G. Sullivan
Executive Vice Presidents, Federal Reserve Banks
of Boston and Chicago, respectively

Todd E. Clark,? Evan F. Koenig, Keith Sill,

and Mark L. J. Wright

Senior Vice Presidents, Federal Reserve Banks of
Cleveland, Dallas, Philadelphia, and Minneapolis,
respectively

3 Attended Tuesday session only.

Carlos Garriga and Jonathan L. Willis
Vice Presidents, Federal Reserve Banks of St. Louis
and Kansas City, respectively

Annual Organizational Matters*

In the agenda for this meeting, it was reported that
advices of the election of the following members and
alternate members of the Federal Open Market Com-
mittee for a term beginning January 30, 2018, had
been received and that these individuals had executed
their oaths of office.

The elected members and alternate members were as
follows:

William C. Dudley

President of the Federal Reserve Bank of New York,
with

Michael Strine

First Vice President of the Federal Reserve Bank of
New York, as alternate.

Thomas I. Barkin

President of the Federal Reserve Bank of Richmond,
with

Eric Rosengren

President of the Federal Reserve Bank of Boston,

as alternate.

Loretta J. Mester

President of the Federal Reserve Bank of Cleveland,
with

Charles L. Evans

President of the Federal Reserve Bank of Chicago,
as alternate.

Raphael W. Bostic

President of the Federal Reserve Bank of Atlanta,
with

James Bullard

President of the Federal Reserve Bank of St. Louis,
as alternate.

John C. Williams
President of the Federal Reserve Bank of
San Francisco, with

Esther L. George

President of the Federal Reserve Bank of
Kansas City, as alternate.

By unanimous vote, the Committee selected Janet L.
Yellen to serve as Chairman through February 2,

4 Committee organizational documents are available at www
federalreserve.gov/monetarypolicy/rules_authorizations.htm.
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2018, and Jerome H. Powell to serve as Chairman,
effective February 3, 2018, until the selection of his
successor at the first regularly scheduled meeting of
the Committee in 2019.

By unanimous vote, the following officers of the
Committee were selected to serve until the selection
of their successors at the first regularly scheduled
meeting of the Committee in 2019:

William C. Dudley
Vice Chairman

James A. Clouse
Secretary

Matthew M. Luecke
Deputy Secretary

David W. Skidmore
Assistant Secretary

Michelle A. Smith
Assistant Secretary

Mark E. Van Der Weide
General Counsel

Michael Held
Deputy General Counsel

Richard M. Ashton
Assistant General Counsel

Steven B. Kamin
Economist

Thomas Laubach
Economist

David W. Wilcox
Economist

David Altig

Kartik B. Athreya
Thomas A. Connors
Mary Daly

David E. Lebow
Trevor A. Reeve
Argia M. Sbordone
Ellis W. Tallman
William Wascher

Beth Anne Wilson
Associate Economists

By unanimous vote, the Federal Reserve Bank of
New York was selected to execute transactions for
the System Open Market Account (SOMA).

By unanimous vote, the Committee selected Simon
Potter and Lorie K. Logan to serve at the pleasure of
the Committee as manager and deputy manager of
the SOMA, respectively, on the understanding that
these selections were subject to their being satisfac-
tory to the Federal Reserve Bank of New York.

Secretary’s note: Advice subsequently was
received that the manager and deputy manager
selections indicated above were satisfactory to the
Federal Reserve Bank of New York.

By unanimous vote, the Authorization for Domestic
Open Market Operations was approved with revi-
sions to incorporate transactions of securities lending
into the existing operational readiness testing provi-
sion and to improve the document’s readability. The
Guidelines for the Conduct of System Open Market
Operations in Federal-Agency Issues remained
suspended.

Authorization for Domestic Open Market
Operations (As Amended Effective
January 30, 2018)

Open Market Transactions

1. The Federal Open Market Committee (the “Com-
mittee”) authorizes and directs the Federal
Reserve Bank selected by the Committee to
execute open market transactions (the “Selected
Bank”), to the extent necessary to carry out the
most recent domestic policy directive adopted by
the Committee:

A. To buy or sell in the open market securities
that are direct obligations of, or fully guaran-
teed as to principal and interest by, the
United States, and securities that are direct
obligations of, or fully guaranteed as to prin-
cipal and interest by, any agency of the
United States, that are eligible for purchase
or sale under Section 14(b) of the Federal
Reserve Act (“Eligible Securities”) for the
System Open Market Account (“SOMA”):

i.  Asan outright operation with securities
dealers and foreign and international
accounts maintained at the Selected
Bank: on a same-day or deferred delivery
basis (including such transactions as are
commonly referred to as dollar rolls and
coupon swaps) at market prices; or
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ii. Asa temporary operation: on a same-day
or deferred delivery basis, to purchase
such Eligible Securities subject to an
agreement to resell (“repo transactions™)
or to sell such Eligible Securities subject
to an agreement to repurchase (“reverse
repo transactions”) for a term of 65 busi-
ness days or less, at rates that, unless oth-
erwise authorized by the Committee, are
determined by competitive bidding, after
applying reasonable limitations on the
volume of agreements with individual
counterparties;

B. To allow Eligible Securities in the SOMA to
mature without replacement;

C. To exchange, at market prices, in connection
with a Treasury auction, maturing Eligible
Securities in the SOMA with the Treasury, in
the case of Eligible Securities that are direct
obligations of the United States or that are
fully guaranteed as to principal and interest
by the United States; and

D. To exchange, at market prices, maturing Eli-
gible Securities in the SOMA with an agency
of the United States, in the case of Eligible
Securities that are direct obligations of that
agency or that are fully guaranteed as to
principal and interest by that agency.

Securities Lending

2. In order to ensure the effective conduct of open

market operations, the Committee authorizes the
Selected Bank to operate a program to lend Eli-
gible Securities held in the SOMA to dealers on
an overnight basis (except that the Selected Bank
may lend Eligible Securities for longer than an
overnight term to accommodate weekend, holi-
day, and similar trading conventions).

A. Such securities lending must be:

1. At rates determined by competitive
bidding;

ii. At a minimum lending fee consistent with
the objectives of the program;

iii. Subject to reasonable limitations on the
total amount of a specific issue of Eli-
gible Securities that may be auc-
tioned; and

iv. Subject to reasonable limitations on the
amount of Eligible Securities that each
borrower may borrow.

B. The Selected Bank may:

i. Reject bids that, as determined in its sole
discretion, could facilitate a bidder’s abil-
ity to control a single issue;

ii. Accept Treasury securities or cash as col-
lateral for any loan of securities author-
ized in this paragraph 2; and

iii. Accept agency securities as collateral only
for a loan of agency securities authorized
in this paragraph 2.

Operational Readiness Testing

3. The Committee authorizes the Selected Bank to

undertake transactions of the type described in
paragraphs 1 and 2 from time to time for the pur-
pose of testing operational readiness, subject to
the following limitations:

A. All transactions authorized in this paragraph
3 shall be conducted with prior notice to the
Committee;

B. The aggregate par value of the transactions
authorized in this paragraph 3 that are of the
type described in paragraph 1.A.i shall not
exceed $5 billion per calendar year; and

C. The outstanding amount of the transactions
described in paragraphs 1.A.ii and 2 shall not
exceed $5 billion at any given time.

Transactions with Customer Accounts

4. 1In order to ensure the effective conduct of open

market operations, while assisting in the provision
of short-term investments or other authorized
services for foreign central bank and international
accounts maintained at a Federal Reserve Bank
(the “Foreign Accounts”) and accounts main-
tained at a Federal Reserve Bank as fiscal agent
of the United States pursuant to section 15 of the
Federal Reserve Act (together with the Foreign
Accounts, the “Customer Accounts”), the Com-
mittee authorizes the following when undertaken
on terms comparable to those available in the
open market:
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A. The Selected Bank, for the SOMA, to under-
take reverse repo transactions in Eligible
Securities held in the SOMA with the Cus-
tomer Accounts for a term of 65 business
days or less; and

B. Any Federal Reserve Bank that maintains
Customer Accounts, for any such Customer
Account, when appropriate and subject to all
other necessary authorization and approv-
als, to:

i. Undertake repo transactions in Eligible
Securities with dealers with a correspond-
ing reverse repo transaction in such Eli-
gible Securities with the Customer
Accounts; and

ii. Undertake intra-day repo transactions in
Eligible Securities with Foreign Accounts.

Transactions undertaken with Customer
Accounts under the provisions of this paragraph
4 may provide for a service fee when appropriate.
Transactions undertaken with Customer
Accounts are also subject to the authorization or
approval of other entities, including the Board of
Governors of the Federal Reserve System and,
when involving accounts maintained at a Federal
Reserve Bank as fiscal agent of the United States,
the United States Department of the Treasury.

Additional Matters

5.

The Committee authorizes the Chairman of the
Committee, in fostering the Committee’s objec-
tives during any period between meetings of the
Committee, to instruct the Selected Bank to act
on behalf of the Committee to:

A. Adjust somewhat in exceptional circum-
stances the stance of monetary policy and to
take actions that may result in material
changes in the composition and size of the
assets in the SOMA; or

B. Undertake transactions with respect to Eli-
gible Securities in order to appropriately
address temporary disruptions of an opera-
tional or highly unusual nature in U.S. dollar
funding markets.

Any such adjustment described in subparagraph
A of this paragraph 5 shall be made in the con-
text of the Committee’s discussion and decision

about the stance of policy at its most recent meet-
ing and the Committee’s long-run objectives to
foster maximum employment and price stability,
and shall be based on economic, financial, and
monetary developments since the most recent
meeting of the Committee. The Chairman, when-
ever feasible, will consult with the Committee
before making any instruction under this para-
graph 5.

The Committee voted unanimously to reaffirm with-
out revision the Authorization for Foreign Currency
Operations and the Foreign Currency Directive as
shown below.

Authorization for Foreign Currency Operations
(As Reaffirmed Effective January 30, 2018)

In General

L.

The Federal Open Market Committee (the “Com-
mittee”) authorizes the Federal Reserve Bank
selected by the Committee (the “Selected Bank™)
to execute open market transactions for the
System Open Market Account as provided in this
Authorization, to the extent necessary to carry
out any foreign currency directive of the
Committee:

A. To purchase and sell foreign currencies (also
known as cable transfers) at home and
abroad in the open market, including with
the United States Treasury, with foreign mon-
etary authorities, with the Bank for Interna-
tional Settlements, and with other entities in
the open market. This authorization to pur-
chase and sell foreign currencies encompasses
purchases and sales through standalone spot
or forward transactions and through foreign
exchange swap transactions. For purposes of
this Authorization, foreign exchange swap
transactions are: swap transactions with the
United States Treasury (also known as ware-
housing transactions), swap transactions with
other central banks under reciprocal currency
arrangements, swap transactions with other
central banks under standing dollar liquidity
and foreign currency liquidity swap arrange-
ments, and swap transactions with other enti-
ties in the open market.

B. To hold balances of, and to have outstanding
forward contracts to receive or to deliver, for-
eign currencies.
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2. All transactions in foreign currencies undertaken
pursuant to paragraph 1 above shall, unless other-
wise authorized by the Committee, be conducted:

A. In a manner consistent with the obligations
regarding exchange arrangements under
Article IV of the Articles of Agreement of
the International Monetary Fund (IMF).!

B. 1In close and continuous cooperation and
consultation, as appropriate, with the United
States Treasury.

C. In consultation, as appropriate, with foreign
monetary authorities, foreign central banks,
and international monetary institutions.

D. At prevailing market rates.

Standalone Spot and Forward Transactions

3. For any operation that involves standalone spot
or forward transactions in foreign currencies:

A. Approval of such operation is required as
follows:

1. The Committee must direct the Selected
Bank in advance to execute the operation
if it would result in the overall volume of
standalone spot and forward transactions
in foreign currencies, as defined in para-
graph 3.C of this Authorization, exceed-
ing $5 billion since the close of the most
recent regular meeting of the Committee.
The Foreign Currency Subcommittee (the
“Subcommittee”) must direct the Selected
Bank in advance to execute the operation
if the Subcommittee believes that consul-
tation with the Committee is not feasible
in the time available.

ii. The Committee authorizes the Subcom-
mittee to direct the Selected Bank in

! In general, as specified in Article IV, each member of the IMF
undertakes to collaborate with the IMF and other members to
assure orderly exchange arrangements and to promote a stable
system of exchange rates. These obligations include seeking to
direct the member’s economic and financial policies toward the
objective of fostering orderly economic growth with reasonable
price stability. These obligations also include avoiding manipu-
lating exchange rates or the international monetary system in
such a way that would impede effective balance of payments
adjustment or to give an unfair competitive advantage over
other members.

advance to execute the operation if it
would result in the overall volume of
standalone spot and forward transactions
in foreign currencies, as defined in para-
graph 3.C of this Authorization, totaling
$5 billion or less since the close of the
most recent regular meeting of the
Committee.

B. Such an operation also shall be:

i. Generally directed at countering disor-
derly market conditions; or

ii. Undertaken to adjust System balances in
light of probable future needs for curren-
cies; or

iii. Conducted for such other purposes as
may be determined by the Committee.

C. For purposes of this Authorization, the over-
all volume of standalone spot and forward
transactions in foreign currencies is defined
as the sum (disregarding signs) of the dollar
values of individual foreign currencies pur-
chased and sold, valued at the time of the
transaction.

Warehousing

4. The Committee authorizes the Selected Bank,
with the prior approval of the Subcommittee and
at the request of the United States Treasury, to
conduct swap transactions with the United States
Exchange Stabilization Fund established by sec-
tion 10 of the Gold Reserve Act of 1934 under
agreements in which the Selected Bank purchases
foreign currencies from the Exchange Stabiliza-
tion Fund and the Exchange Stabilization Fund
repurchases the foreign currencies from the
Selected Bank at a later date (such purchases and
sales also known as warehousing).

Reciprocal Currency Arrangements, and
Standing Dollar and Foreign Currency
Liquidity Swaps

5. The Committee authorizes the Selected Bank to
maintain reciprocal currency arrangements estab-
lished under the North American Framework
Agreement, standing dollar liquidity swap
arrangements, and standing foreign currency
liquidity swap arrangements as provided in this
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Authorization and to the extent necessary to
carry out any foreign currency directive of the
Committee.

A. For reciprocal currency arrangements all
drawings must be approved in advance by the
Committee (or by the Subcommittee, if the
Subcommittee believes that consultation with
the Committee is not feasible in the time
available).

B. For standing dollar liquidity swap arrange-
ments all drawings must be approved in
advance by the Chairman. The Chairman
may approve a schedule of potential draw-
ings, and may delegate to the manager,
System Open Market Account, the authority
to approve individual drawings that occur
according to the schedule approved by the
Chairman.

C. For standing foreign currency liquidity swap
arrangements all drawings must be approved
in advance by the Committee (or by the Sub-
commiittee, if the Subcommittee believes that
consultation with the Committee is not fea-
sible in the time available).

D. Operations involving standing dollar liquid-
ity swap arrangements and standing foreign
currency liquidity swap arrangements shall
generally be directed at countering strains in
financial markets in the United States or
abroad, or reducing the risk that they could
emerge, so as to mitigate their effects on eco-
nomic and financial conditions in the United
States.

E. For reciprocal currency arrangements, stand-
ing dollar liquidity swap arrangements, and
standing foreign currency liquidity swap
arrangements:

i. All arrangements are subject to annual
review and approval by the Committee;

ii. Any new arrangements must be approved
by the Committee; and

iil. Any changes in the terms of existing
arrangements must be approved in
advance by the Chairman. The Chairman
shall keep the Committee informed of any
changes in terms, and the terms shall be

consistent with principles discussed with
and guidance provided by the Committee.

Other Operations in Foreign Currencies

6. Any other operations in foreign currencies for

which governance is not otherwise specified in
this Authorization (such as foreign exchange swap
transactions with private-sector counterparties)
must be authorized and directed in advance by
the Committee.

Foreign Currency Holdings

7. The Committee authorizes the Selected Bank to

hold foreign currencies for the System Open Mar-
ket Account in accounts maintained at foreign
central banks, the Bank for International Settle-
ments, and such other foreign institutions as
approved by the Board of Governors under Sec-
tion 214.5 of Regulation N, to the extent neces-
sary to carry out any foreign currency directive of
the Committee.

A. The Selected Bank shall manage all holdings
of foreign currencies for the System Open
Market Account:

i.  Primarily, to ensure sufficient liquidity to
enable the Selected Bank to conduct for-
eign currency operations as directed by
the Commiittee;

ii. Secondarily, to maintain a high degree of
safety;

iii. Subject to paragraphs 7.A.i and 7.A.ii, to
provide the highest rate of return possible
in each currency; and

iv. To achieve such other objectives as may
be authorized by the Committee.

B. The Selected Bank may manage such foreign
currency holdings by:

i.  Purchasing and selling obligations of, or
fully guaranteed as to principal and inter-
est by, a foreign government or agency
thereof (“Permitted Foreign Securities™)
through outright purchases and sales;

ii. Purchasing Permitted Foreign Securities
under agreements for repurchase of such
Permitted Foreign Securities and selling
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such securities under agreements for the
resale of such securities; and

iii. Managing balances in various time and
other deposit accounts at foreign institu-
tions approved by the Board of Gover-
nors under Regulation N.

C. The Subcommittee, in consultation with the
Committee, may provide additional instruc-
tions to the Selected Bank regarding holdings
of foreign currencies.

Additional Matters

8. The Committee authorizes the Chairman:

A. With the prior approval of the Committee, to
enter into any needed agreement or under-
standing with the Secretary of the United
States Treasury about the division of respon-
sibility for foreign currency operations
between the System and the United States
Treasury;

B. To advise the Secretary of the United States
Treasury concerning System foreign currency
operations, and to consult with the Secretary
on policy matters relating to foreign currency
operations;

C. To designate Federal Reserve System persons
authorized to communicate with the United
States Treasury concerning System Open
Market Account foreign currency opera-
tions; and

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

9. The Committee authorizes the Selected Bank to

undertake transactions of the type described in
this Authorization, and foreign exchange and
investment transactions that it may be otherwise
authorized to undertake, from time to time for
the purpose of testing operational readiness. The
aggregate amount of such transactions shall not
exceed $2.5 billion per calendar year. These trans-
actions shall be conducted with prior notice to
the Committee.

10.

I1.

12.

127

All Federal Reserve banks shall participate in the
foreign currency operations for System Open
Market Account in accordance with paragraph
3G(1) of the Board of Governors’ Statement of
Procedure with Respect to Foreign Relationships
of Federal Reserve Banks dated January 1, 1944,

Any authority of the Subcommittee pursuant to
this Authorization may be exercised by the Chair-
man if the Chairman believes that consultation
with the Subcommittee is not feasible in the time
available. The Chairman shall promptly report to
the Subcommittee any action approved by the
Chairman pursuant to this paragraph.

The Committee authorizes the Chairman, in
exceptional circumstances where it would not be
feasible to convene the Committee, to foster the
Committee’s objectives by instructing the
Selected Bank to engage in foreign currency
operations not otherwise authorized pursuant to
this Authorization. Any such action shall be made
in the context of the Committee’s discussion and
decisions regarding foreign currency operations.
The Chairman, whenever feasible, will consult
with the Committee before making any instruc-
tion under this paragraph.

Foreign Currency Directive (As Reaffirmed
Effective January 30, 2018)

1.

The Committee directs the Federal Reserve Bank
selected by the Committee (the “Selected Bank™)
to execute open market transactions, for the
System Open Market Account, in accordance
with the provisions of the Authorization for For-
eign Currency Operations (the “Authorization”)
and subject to the limits in this Directive.

The Committee directs the Selected Bank to
execute warehousing transactions, if so requested
by the United States Treasury and if approved by
the Foreign Currency Subcommittee (the “Sub-
committee”), subject to the limitation that the
outstanding balance of United States dollars pro-
vided to the United States Treasury as a result of

these transactions not at any time exceed
$5 billion.

The Committee directs the Selected Bank to
maintain, for the System Open Market Account:
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A. Reciprocal currency arrangements with the
following foreign central banks:

Maximum amount

Foreign central bank (millions of dollars or equivalent)

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

B. Standing dollar liquidity swap arrangements
with the following foreign central banks:

Bank of Canada

Bank of England

Bank of Japan
European Central Bank
Swiss National Bank

C. Standing foreign currency liquidity swap
arrangements with the following foreign cen-
tral banks:

Bank of Canada

Bank of England

Bank of Japan
European Central Bank
Swiss National Bank

4. The Committee directs the Selected Bank to hold
and to invest foreign currencies in the portfolio
in accordance with the provisions of paragraph 7
of the Authorization.

5. The Committee directs the Selected Bank to
report to the Committee, at each regular meeting
of the Committee, on transactions undertaken
pursuant to paragraphs 1 and 6 of the Authori-
zation. The Selected Bank is also directed to pro-
vide quarterly reports to the Committee regard-
ing the management of the foreign currency
holdings pursuant to paragraph 7 of the
Authorization.

6. The Committee directs the Selected Bank to con-
duct testing of transactions for the purpose of
operational readiness in accordance with the pro-
visions of paragraph 9 of the Authorization.

By unanimous vote, the Committee revised its
Program for Security of FOMC Information
with a set of technical changes to update refer-
ences to other documents.

In the Committee’s annual reconsideration of the
Statement on Longer-Run Goals and Monetary
Policy Strategy, participants agreed that only a

minor revision was required at this meeting, which
was to update the reference to the median of FOMC
participants’ estimates of the longer-run normal rate
of unemployment from 4.8 percent to 4.6 percent.
All participants supported the statement with the
revision, and the Committee voted unanimously to
approve the updated statement.

Statement on Longer-Run Goals and
Monetary Policy Strategy (As Amended
Effective January 30, 2018)

The Federal Open Market Committee (FOMC) is
firmly committed to fulfilling its statutory mandate
from the Congress of promoting maximum employ-
ment, stable prices, and moderate long-term interest
rates. The Committee seeks to explain its monetary
policy decisions to the public as clearly as possible.
Such clarity facilitates well-informed decisionmaking
by households and businesses, reduces economic and
financial uncertainty, increases the effectiveness of
monetary policy, and enhances transparency and
accountability, which are essential in a democratic
society.

Inflation, employment, and long-term interest rates
fluctuate over time in response to economic and
financial disturbances. Moreover, monetary policy
actions tend to influence economic activity and
prices with a lag. Therefore, the Committee’s policy
decisions reflect its longer-run goals, its medium-
term outlook, and its assessments of the balance of
risks, including risks to the financial system that
could impede the attainment of the Committee’s
goals.

The inflation rate over the longer run is primarily
determined by monetary policy, and hence the Com-
mittee has the ability to specify a longer-run goal for
inflation. The Committee reaffirms its judgment that
inflation at the rate of 2 percent, as measured by the
annual change in the price index for personal con-
sumption expenditures, is most consistent over the
longer run with the Federal Reserve’s statutory man-
date. The Committee would be concerned if infla-
tion were running persistently above or below this
objective. Communicating this symmetric inflation
goal clearly to the public helps keep longer-term
inflation expectations firmly anchored, thereby fos-
tering price stability and moderate long-term interest
rates and enhancing the Committee’s ability to pro-
mote maximum employment in the face of signifi-
cant economic disturbances. The maximum level of
employment is largely determined by nonmonetary
factors that affect the structure and dynamics of the
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labor market. These factors may change over time
and may not be directly measurable. Consequently, it
would not be appropriate to specify a fixed goal for
employment; rather, the Committee’s policy deci-
sions must be informed by assessments of the maxi-
mum level of employment, recognizing that such
assessments are necessarily uncertain and subject to
revision. The Committee considers a wide range of
indicators in making these assessments. Information
about Committee participants’ estimates of the
longer-run normal rates of output growth and
unemployment is published four times per year in
the FOMC’s Summary of Economic Projections.
For example, in the most recent projections, the
median of FOMC participants’ estimates of the
longer-run normal rate of unemployment was

4.6 percent.

In setting monetary policy, the Committee seeks to
mitigate deviations of inflation from its longer-run
goal and deviations of employment from the Com-
mittee’s assessments of its maximum level. These
objectives are generally complementary. However,
under circumstances in which the Committee judges
that the objectives are not complementary, it follows
a balanced approach in promoting them, taking into
account the magnitude of the deviations and the
potentially different time horizons over which
employment and inflation are projected to return to
levels judged consistent with its mandate.

The Committee intends to reaffirm these principles
and to make adjustments as appropriate at its annual
organizational meeting each January.

Developments in Financial Markets and
Open Market Operations

The manager of the System Open Market Account
(SOMA) provided a summary of developments in
domestic and global financial markets over the inter-
meeting period. Financial conditions eased further
over recent weeks with market participants pointing
to increasing appetites for risk and perceptions of
diminished downside risks as factors buoying market
sentiment. In this environment, yields on safe assets
such as U.S. Treasury securities moved up some while
corporate risk spreads narrowed and equity prices
recorded further significant gains. Breakeven meas-
ures of inflation compensation derived from Treasury
Inflation Protected Securities (TTPS) moved up but
remained low. Survey measures of longer-term infla-
tion expectations showed little change. Judging from
interest rate futures, the expected path of the federal

funds rate shifted up over the period but continued to
imply a gradual expected pace of policy firming. The
deputy manager followed with a discussion of recent
developments in money markets and FOMC opera-
tions. Year-end pressures were evident in the market
for foreign exchange basis swaps, but conditions
returned to normal early in 2018. Yields on Treasury
bills maturing in early March were elevated, reflect-
ing investors’ concerns about the possibility that a
failure to raise the federal debt ceiling could affect
the timing of principal payments for these securities.
The Open Market Desk continued to execute rein-
vestment operations for Treasury and agency securi-
ties in the SOMA in accordance with the procedure
specified in the Committee’s directive to the Desk.
The deputy manager also reported on the volume of
overnight reverse repurchase agreement operations
over the intermeeting period and discussed the
Desk’s plans for small-value operational tests of vari-
ous types of open market operations over the com-
ing year.

By unanimous vote, the Committee ratified the Open
Market Desk’s domestic transactions over the inter-
meeting period. There were no intervention opera-
tions in foreign currencies for the System’s account
during the intermeeting period.

Inflation Analysis and Forecasting

The staff presented three briefings on inflation analy-
sis and forecasting. The presentations reviewed a
number of commonly used structural and reduced-
form models. These included structural models in
which the rate of inflation is linked importantly to
measures of resource slack and a measure of
expected inflation relevant for wage and price
setting—so-called Phillips curve specifications—as
well as statistical models in which inflation is primar-
ily determined by a time-varying inflation trend or
longer-run inflation expectations. The briefings noted
several factors beyond those captured in the models
that appeared to have put downward pressure on
prices in recent years. These included structural
changes in price setting for some items, such as medi-
cal care, and the effects of idiosyncratic price shocks,
such as the unusual drop in prices of wireless tele-
phone services in 2017. The staff found little compel-
ling evidence for the possible influence of other fac-
tors such as a more competitive pricing environment
or a change in the markup of prices over unit labor
costs. Overall, for the set of models presented, the
prediction errors in recent years were larger than
those observed during the 2001-07 period but were
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consistent with historical norms and, in most models,
did not appear to be biased.

The staff presentations considered two key channels
by which monetary policy influences inflation—the
response of inflation to changes in resource utiliza-
tion and the role of inflation expectations, or trend
inflation, in the price-setting process. In part because
inflation was importantly influenced by a number of
short-lived factors, the effects of current and
expected resource utilization gaps on inflation were
not easy to discern empirically. Estimates of the
strength of those effects had diminished noticeably in
recent years. The briefings highlighted a number of
other challenges associated with estimating the
strength and timing of the linkage between resource
utilization and inflation, including the reliability of
and changes over time in estimates of the natural rate
of unemployment and potential output and the abil-
ity to adequately account for supply shocks. In addi-
tion, some research suggested that the relationship
between resource utilization and inflation may be
nonlinear, with the response of inflation increasing as
rates of utilization rise to very high levels.

With regard to inflation expectations, two of the
briefings presented findings that the longer-run trend
in inflation, absent cyclical disturbances or transitory
fluctuations, had been stable in recent years at a little
below 2 percent. The briefings reported that the aver-
age forecasting performance of models employing
either statistical estimates of inflation trends or
survey-based measures of inflation expectations as
proxies for inflation expectations appeared compa-
rable, even though different versions of such models
could yield very different forecasts at any given point
in time. Moreover, although survey-based measures
of longer-run inflation expectations tended to move
in parallel with estimated inflation trends, the empiri-
cal research provided no clear guidance on how to
construct a measure of inflation expectations that
would be the most useful for inflation forecasting.
The staff noted that although reduced-form models
in which inflation tends to revert toward longer-run
inflation trends described the data reasonably well,
those models offered little guidance to policymakers
on how to conduct policy so as to achieve their
desired outcome for inflation.

Following the staff presentations, participants dis-
cussed how the inflation frameworks reviewed in the
briefings informed their views on inflation and mon-
etary policy. Almost all participants who commented
agreed that a Phillips curve-type of inflation frame-

work remained useful as one of their tools for under-
standing inflation dynamics and informing their deci-
sions on monetary policy. Policymakers pointed to a
number of possible reasons for the difficulty in esti-
mating the link between resource utilization and
inflation in recent years. These reasons included an
extended period of low and stable inflation in the
United States and other advanced economies during
which the effects of resource utilization on inflation
became harder to identify, the shortcomings of com-
monly used measures of resource gaps, the effects of
transitory changes in relative prices, and structural
factors that had made business pricing more com-
petitive or prices more flexible over time. It was noted
that research focusing on inflation across U.S. states
or metropolitan areas continued to find a significant
relationship between price or wage inflation and
measures of resource gaps. A couple of participants
questioned the usefulness of a Phillips curve-type
framework for policymaking, citing the limited abil-
ity of such frameworks to capture the relationship
between economic activity and inflation.

Participants generally agreed that inflation expecta-
tions played a fundamental role in understanding and
forecasting inflation, with stable inflation expecta-
tions providing an important anchor for the rate of
inflation over the longer run. Participants acknowl-
edged that the causes of movements in short- and
longer-run inflation expectations, including the role
of monetary policy, were imperfectly understood.
They commented that various proxies for inflation
expectations—readings from household and business
surveys or from economic forecasters, estimates
derived from market prices, or estimated trends—
were imperfect measures of actual inflation expecta-
tions, which are unobservable. That said, participants
emphasized the critical need for the FOMC to main-
tain a credible longer-run inflation objective and to
clearly communicate the Committee’s commitment
to achieving that objective. Several participants indi-
cated that they viewed the available evidence as sug-
gesting that longer-run inflation expectations
remained well anchored; one cited recent research
finding that inflation expectations had become better
anchored following the Committee’s adoption of a
numerical inflation target. However, a few saw low
levels of inflation over recent years as reflecting, in
part, slippage in longer-run inflation expectations
below the Committee’s 2 percent objective. In that
regard, a number of participants noted the impor-
tance of continuing to emphasize that the Commit-
tee’s 2 percent inflation objective is symmetric. A
couple of participants suggested that the Committee
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might consider expressing its objective as a range
rather than a point estimate. A few other participants
suggested that the FOMC could begin to examine
whether adopting a monetary policy framework in
which the Committee would strive to make up for
past deviations of inflation from target might address
the challenge of achieving and maintaining inflation
expectations consistent with the Committee’s infla-
tion objective, particularly in an environment in
which the neutral rate of interest appeared likely to
remain low.

Staff Review of the Economic Situation

The information reviewed for the January 30-31
meeting indicated that labor market conditions con-
tinued to strengthen through December and that real
gross domestic product (GDP) expanded at about a
2Y percent pace in the fourth quarter of last year.
Growth of real final domestic purchases by house-
holds and businesses, generally a good indicator of
the economy’s underlying momentum, was solid.
Consumer price inflation, as measured by the
12-month percentage change in the price index for
personal consumption expenditures (PCE), remained
below 2 percent in December. Survey-based measures
of longer-run inflation expectations were little
changed on balance.

Total nonfarm payroll employment increased solidly
in December, and the national unemployment rate
remained at 4.1 percent. The unemployment rates for
Hispanics, for Asians, and for African Americans
were lower than earlier in the year and close to the
levels seen just before the most recent recession. The
national labor force participation rate held steady in
December; relative to the declining trend suggested
by an aging population, this sideways movement in
the participation rate represented a further strength-
ening in labor market conditions. The participation
rate for prime-age (defined as ages 25 to 54) men
edged up in December, while the rate for prime-age
women declined slightly. The share of workers who
were employed part time for economic reasons was
little changed in December and was close to its pre-
recession level. The rates of private-sector job open-
ings and quits were little changed in November, and
the four-week moving average of initial claims for
unemployment insurance benefits continued to be at
a low level in mid-January. Recent readings showed
that gains in hourly labor compensation remained
modest. Both the employment cost index for private-
sector workers and average hourly earnings for all

employees rose about 22 percent over the 12 months
ending in December.

Total industrial production increased over the two
months ending in December, with broad-based gains
in manufacturing, mining, and utilities output. Auto-
makers’ schedules indicated that assemblies of light
motor vehicles would likely move up over the coming
months. Broader indicators of manufacturing pro-
duction, such as the new orders indexes from
national and regional manufacturing surveys, pointed
to further solid increases in factory output in the
near term.

Real PCE increased strongly in the fourth quarter.
Recent readings on key factors that influence con-
sumer spending—including gains in employment,
real disposable personal income, and households’ net
worth—continued to be supportive of further solid
growth of real PCE in the near term. Consumer sen-
timent in early January, as measured by the Univer-
sity of Michigan Surveys of Consumers, remained
upbeat.

Real residential investment rose briskly in the fourth
quarter after having declined in the previous two
quarters. Both starts and issuance of building per-
mits for new single-family homes increased in the
fourth quarter as a whole, and starts for multifamily
units also moved up. Moreover, sales of both new
and existing homes rose in the fourth quarter.

Real private expenditures for business equipment and
intellectual property increased at a solid pace in the
fourth quarter. Recent indicators of business equip-
ment spending—such as rising new orders of nonde-
fense capital goods excluding aircraft and upbeat
readings on business sentiment from national and
regional surveys—pointed to further gains in equip-
ment spending in the near term. Firms’ real spending
for nonresidential structures rose modestly in the
fourth quarter, as an increase in outlays for drilling
and mining structures was largely offset by a decline
in expenditures for other business structures. The
number of crude oil and natural gas rigs in opera-
tion—an indicator of spending for structures in the
drilling and mining sector—continued to edge up
through late January.

Total real government purchases rose modestly in the
fourth quarter. Increased federal government pur-
chases mostly reflected a rise in defense spending,
and the gains in purchases by state and local govern-
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ments were led by an increase in construction spend-
ing in this sector.

The nominal U.S. international trade deficit widened
further in November after widening sharply in Octo-
ber. Exports of goods and services picked up in
November, while imports, particularly of consumer
goods, increased robustly. Available data for goods
trade in December suggested that import growth
again outpaced export growth. All told, real net
exports were estimated to be a substantial drag on
real GDP growth in the fourth quarter.

Total U.S. consumer prices, as measured by the PCE
price index, increased about 1% percent over the

12 months ending in December. Core PCE price
inflation, which excludes changes in consumer food
and energy prices, was 1%z percent over that same
period. The consumer price index (CPI) rose around
2 percent over the same period, while core CPI infla-
tion was 1% percent. Recent readings on survey-
based measures of longer-run inflation expecta-
tions—including those from the Michigan survey and
the Desk’s Survey of Primary Dealers and Survey of
Market Participants—were little changed on balance.

Incoming data suggested that economic activity
abroad continued to expand at a solid pace and that
this expansion was broad based across countries. In
the advanced foreign economies (AFEs), real GDP in
the euro area and the United Kingdom expanded at a
moderate pace in the fourth quarter. In the emerging
market economies (EMESs), Mexico’s economy
rebounded after being held back by natural disasters
in the third quarter. Economic growth remained solid
in China but cooled off a bit in some emerging Asian
economies after a very strong third-quarter perfor-
mance. Inflation in both AFEs and EMEs picked up
significantly in the fourth quarter, largely reflecting a
boost from rising oil prices. Inflation excluding food
and energy prices remained well below central bank
targets in several economies, including the euro area
and Japan.

Staff Review of the Financial Situation

Domestic financial market conditions eased consider-
ably further over the intermeeting period. A strength-
ening outlook for economic growth in the United
States and abroad, along with recently enacted tax
legislation, appeared to boost investor sentiment.
U.S. equity prices, Treasury yields, and market-based
measures of inflation compensation rose, and spreads
of yields on investment- and speculative-grade nonfi-

nancial corporate bonds over those for comparable-
maturity Treasury securities narrowed further. In
addition, the dollar depreciated broadly amid strong
foreign economic data and monetary policy commu-
nications by some foreign central banks that investors
reportedly viewed as less accommodative than
expected.

FOMC communications over the intermeeting
period were generally characterized by market par-
ticipants as consistent with their expectations for
continued gradual removal of monetary policy
accommodation. The Committee’s decision to raise
the target range for the federal funds rate at the
December meeting was widely expected, and the
probability of an increase in the target range for the
federal funds rate occurring at the January meeting,
as implied by quotes on federal funds futures con-
tracts, remained essentially zero. Over the intermeet-
ing period, the futures-implied probability of policy
firming at the March meeting rose to about 85 per-
cent; respondents to the Desk’s Survey of Primary
Dealers and Survey of Market Participants assigned,
on average, similarly high odds to a rate increase at
the March meeting. Levels of the federal funds rate
at the end of 2018 and 2019 implied by overnight
index swap rates moved up moderately.

The nominal Treasury yield curve shifted up over the
intermeeting period amid an improved outlook for
domestic and foreign economic growth. Yields on
both 2- and 10-year Treasury securities moved up
about 30 basis points. Measures of inflation compen-
sation based on TIPS fell in response to the soft read-
ing on core inflation in the November CPI release but
subsequently moved up against the backdrop of an
improving global growth outlook, higher commodity
prices, depreciation of the dollar, and the stronger-
than-expected reading on core inflation in the
December CPI release. On net, inflation compensa-
tion moved up at both the 5-year and the 5-to-10-
year horizons, and both measures returned to levels
seen in early 2017 before the string of generally
weaker-than-expected inflation readings.

Broad equity price indexes rose substantially over the
intermeeting period, with investors pointing to a
stronger global economic outlook and the supportive
effect of the recently enacted tax legislation on risk
sentiment. The VIX, an index of option-implied
volatility for one-month returns on the S&P 500
index, increased but remained low by historical stan-
dards. Spreads of both investment- and speculative-
grade corporate bond yields over comparable-
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maturity Treasury yields declined slightly and
remained well below their historical averages.

The FOMC’s decision at its December meeting to
raise the target range for the federal funds rate was
transmitted smoothly to money market rates. The
effective federal funds rate held steady at a level near
the middle of the target range except at year-end.
While borrowing costs moved up briefly in offshore
dollar funding markets over year-end, conditions in
money markets were reported to be orderly. In line
with recent year-end experiences, rates and volumes
in the federal funds and Eurodollar markets declined,
while in secured markets, rates on Treasury repur-
chase agreements increased. After year-end, pressures
in money markets abated quickly and rates and vol-
umes returned to recent ranges.

The broad nominal dollar index declined nearly

4 percent relative to its value at the time of the
December FOMC meeting; the decline was most pro-
nounced against AFE currencies, but the dollar
depreciated notably against most EME currencies as
well. EME equity prices registered substantial gains,
in part supported by a significant rise in commodity
prices; emerging market bond spreads narrowed
moderately, and flows into EME equity and bond
funds strengthened substantially.

Market-based measures of policy expectations and
longer-term sovereign yields moved up in most
AFEs. The Bank of Canada raised its policy rate at
its January meeting, largely in response to better-
than-expected economic data. The Bank of England,
the Bank of Japan, and the European Central Bank
(ECB) left their monetary policy stances unchanged,
as expected. Nonetheless, the ECB president’s opti-
mistic assessment of the euro-area economy at the
press conference following the January meeting was
interpreted by market participants as a signal that
monetary policy would be less accommodative than
expected. Following those remarks, the euro appreci-
ated notably against the dollar and core euro-area
sovereign yields moved higher. That said, market-
based measures of policy expectations continued to
indicate that investors anticipate a gradual pace of
monetary policy normalization in the euro area.

Financing conditions for nonfinancial businesses and
households remained generally accommodative over
the intermeeting period and continued to be support-
ive of economic activity. Respondents to the January
Senior Loan Officer Opinion Survey on Bank Lend-
ing Practices (SLOOS) reported easing standards and

narrowing loan spreads for large and middle-market
firms and attributed this easing to more aggressive
competition from other bank or nonbank lenders.
Net debt financing by investment-grade nonfinancial
corporations turned negative in December, but the
weakness appeared to reflect a softening in the
demand for credit, possibly related to the anticipa-
tion of higher after-tax cash flows and repatriation of
foreign earnings. In contrast, gross issuance of
speculative-grade bonds and institutional leveraged
loans remained strong. Credit market conditions for
small businesses remained relatively accommodative
despite sluggish credit growth among these firms.
Credit conditions in municipal bond markets also
remained accommodative.

In commercial real estate (CRE) markets, growth of
loans held by banks slowed further in the fourth
quarter, though CRE loans held by small banks and
some types of CRE loans held by large banks—con-
struction and land development loans in particular—
expanded at a more robust pace. Financing condi-
tions in the commercial mortgage-backed securities
(CMBS) market remained accommodative as issu-
ance continued at a robust pace and spreads on
CMBS remained near their lowest levels since the
financial crisis. Credit conditions in the residential
mortgage market remained accommodative for most
borrowers, though credit standards remained tight
for borrowers with low credit scores or hard-to-
document incomes. Mortgage rates increased in tan-
dem with rates on longer-term Treasury securities but
remained quite low by historical standards.

Conditions in consumer credit markets remained
largely supportive of economic activity. Consumer
credit increased notably in November, exceeding the
more moderate volume of borrowing observed earlier
in the year. Revolving credit expanded in November,
while nonrevolving credit grew robustly, mainly
driven by expansion in student and other consumer
loans. In contrast, growth of auto lending slowed in
recent months, consistent with the weakening
demand for such loans in the fourth quarter as
reported in the January SLOOS. For subprime bor-
rowers, conditions remained tight, particularly in the
market for credit cards and auto loans.

The staff provided its latest report on the potential
risks to financial stability; the report continued to
characterize the financial vulnerabilities of the U.S.
financial system as moderate on balance. This overall
assessment incorporated the staff’s judgment that
vulnerabilities associated with asset valuation pres-
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sures continued to be elevated; asset valuation pres-
sures apparently reflected, in part, a broad-based
appetite for risk among investors. The staff judged
that vulnerabilities from leverage in the nonfinancial
sector appeared to remain moderate, while vulner-
abilities stemming from financial-sector leverage and
from maturity and liquidity transformation contin-
ued to be viewed as low.

Staff Economic Outlook

The U.S. economic projection prepared by the staff
for the January FOMC meeting was stronger than
the staff forecast at the time of the December meet-
ing. Real GDP was estimated to have risen in the
fourth quarter of last year by somewhat more than
the staff had previously expected, as gains in both
household and business spending were larger than
anticipated. Beyond 2017, the forecast for real GDP
growth was revised up, reflecting a reassessment of
the recently enacted tax cuts, along with higher pro-
jected paths for equity prices and foreign economic
growth and a lower assumed path for the foreign
exchange value of the dollar. Real GDP was pro-
jected to increase at a somewhat faster pace than
potential output through 2020; the staff continued to
assume that the recently enacted tax cuts would
boost real GDP growth moderately over the medium
term. The unemployment rate was projected to
decline further over the next few years and to con-
tinue to run well below the staff’s estimate of its
longer-run natural rate over this period.

Estimates of total and core PCE price inflation for
2017 were in line with the staff’s previous forecast.
The projection for inflation over the medium term
was revised up slightly, primarily reflecting tighter
resource utilization in the January forecast. Total
PCE price inflation in 2018 was projected to be
somewhat faster than in 2017 despite a slower pro-
jected pace of increases in consumer energy prices;
core PCE prices were forecast to rise notably faster in
2018, importantly reflecting both the expected wan-
ing of transitory factors that held down 12-month
measures of inflation in 2017 as well as the projected
further tightening in resource utilization. The staff
projected that core inflation would reach 2 percent in
2019 and that total inflation would be at the Com-
mittee’s 2 percent objective in 2020.

The staff viewed the uncertainty around its projec-
tions for real GDP growth, the unemployment rate,
and inflation as similar to the average of the past

20 years. On the one hand, many indicators of uncer-

tainty about the macroeconomic outlook remained
subdued; on the other hand, considerable uncertainty
remained about a number of federal government
policies relevant for the economic outlook. The staff
saw the risks to the forecasts for real GDP growth
and the unemployment rate as balanced. The risks to
the projection for inflation also were seen as bal-
anced. Downside risks included the possibilities that
longer-term inflation expectations may have edged
lower or that the run of soft core inflation readings
this year could prove to be more persistent than the
staff expected. These downside risks were seen as
essentially counterbalanced by the upside risk that
inflation could increase more than expected in an
economy that was projected to move further above its
potential.

Participants’ Views on Current Conditions
and the Economic Outlook

In their discussion of the economic situation and the
outlook, meeting participants agreed that informa-
tion received since the FOMC met in December indi-
cated that the labor market continued to strengthen
and that economic activity expanded at a solid rate.
Gains in employment, household spending, and busi-
ness fixed investment were solid, and the unemploy-
ment rate stayed low. On a 12-month basis, both
overall inflation and inflation for items other than
food and energy continued to run below 2 percent.
Market-based measures of inflation compensation
increased in recent months but remained low; survey-
based measures of longer-term inflation expectations
were little changed, on balance.

Participants generally saw incoming information on
economic activity and the labor market as consistent
with continued above-trend economic growth and a
further strengthening in labor market conditions,
with the recent solid gains in household and business
spending indicating substantial underlying economic
momentum. They pointed to accommodative finan-
cial conditions, the recently enacted tax legislation,
and an improved global economic outlook as factors
likely to support economic growth over coming quar-
ters. Participants expected that with further gradual
adjustments in the stance of monetary policy, eco-
nomic activity would expand at a moderate pace and
labor market conditions would remain strong. Near-
term risks to the economic outlook appeared roughly
balanced. Inflation on a 12-month basis was expected
to move up this year and to stabilize around the
Committee’s 2 percent objective over the medium
term. However, participants judged that it was
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important to continue to monitor inflation develop-
ments closely.

Participants expected the recent solid growth in con-
sumer spending to continue, supported by further
gains in employment and income, increased house-
hold wealth resulting from higher asset prices, and
high levels of consumer confidence. It was noted that
spending on durable goods to replace those damaged
during the hurricanes in September may have pro-
vided a temporary boost to consumer spending. In
connection with solid growth in consumer spending,
a couple of participants noted that the household
saving rate had declined to its lowest level since 2005,
likely driven by buoyant consumer sentiment or
expectations that the rise in household wealth would
be sustained.

Participants characterized their business contacts as
generally upbeat about the economy; their contacts
cited the recent tax cuts and notable improvements in
the global economic outlook as positive factors.
Manufacturers in a number of Districts had
responded to increased orders by boosting produc-
tion. Against a backdrop of higher energy prices and
increased global demand for crude oil, a couple of
participants revised up their forecasts for energy pro-
duction in their respective Districts. Businesses in a
number of Districts reported plans to further
increase investment in coming quarters in order to
expand capacity. Even so, several participants
expressed considerable uncertainty about the degree
to which changes to corporate taxes would support
business investment and capacity expansion; accord-
ing to these participants, firms may be only just
beginning to determine how they might allocate their
tax savings among investment, worker compensation,
mergers and acquisitions, returns to shareholders, or
other uses.

The labor market had strengthened further in recent
months, as indicated by continued solid payroll gains,
a small increase in average hours worked, and a labor
force participation rate that had held steady despite
the longer-run declining trend implied by an aging
population. Many participants reported that labor
market conditions were tight in their Districts, evi-
denced by low unemployment rates, difficulties for
employers in filling open positions or retaining work-
ers, or some signs of upward pressure on wages. The
unemployment rate, at 4.1 percent, had remained
near the lowest level seen in the past 20 years. It was
noted that other labor market indicators—such as
the U-6 measure of unemployment or the share of

involuntary part-time employment—had returned to
their pre-recession levels. A few participants judged
that while the labor market was close to full employ-
ment, some margins of slack remained; these partici-
pants pointed to the employment-to-population ratio
or the labor force participation rate for prime-age
workers, which remained below pre-recession levels,
as well as the absence to date of clear signs of a
pickup in aggregate wage growth.

During their discussion of labor market conditions,
participants expressed a range of views about recent
wage developments. While some participants heard
more reports of wage pressures from their business
contacts over the intermeeting period, participants
generally noted few signs of a broad-based pickup in
wage growth in available data. With regard to how
firms might use part of their tax savings to boost
compensation, a few participants suggested that such
a boost could be in the form of onetime bonuses or
variable pay rather than a permanent increase in
wage structures. [t was noted that the pace of wage
gains might not increase appreciably if productivity
growth remains low. That said, a number of partici-
pants judged that the continued tightening in labor
markets was likely to translate into faster wage
increases at some point.

In their discussion of inflation developments, many
participants noted that inflation data in recent
months had generally pointed to a gradual rise in
inflation, as the 12-month core PCE price inflation
rose to 1.5 percent in December, up 0.2 percentage
point from the low recorded in the summer. Mean-
while, total PCE price inflation was 1.7 percent over
the same 12-month period. Participants anticipated
that inflation would continue to gradually rise as
resource utilization tightened further and as wage
pressures became more apparent; several expected
that declines in the foreign exchange value of the dol-
lar in recent months would also likely help return
inflation to 2 percent over the medium term. Business
contacts in a few Districts reported that they had
begun to have some more ability to raise prices to
cover higher input costs. That said, a few participants
posited that the recently enacted corporate tax cuts
might lead firms to cut prices in order to remain
competitive or to gain market share, which could
result in a transitory drag on inflation.

With regard to inflation expectations, available read-
ings from surveys had been steady and TIPS-based
measures of inflation compensation had moved up,
although they remained low. Many participants
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thought that inflation expectations remained well
anchored and would support the gradual return of
inflation to the Committee’s 2 percent objective over
the medium term. However, a few other participants
pointed to the record of inflation consistently run-
ning below the Committee’s 2 percent objective over
recent years and expressed the concern that longer-
run inflation expectations may have slipped below
levels consistent with that objective.

Many participants noted that financial conditions
had eased significantly over the intermeeting period;
these participants generally viewed the economic
effects of the decline in the dollar and the rise in
equity prices as more than offsetting the effects of
the increase in nominal Treasury yields. One partici-
pant reported that financial market contacts did not
see the relatively flat slope of the yield curve as sig-
naling an increased risk of recession. A few others
judged that it would be important to continue to
monitor the effects of policy firming on the slope of
the yield curve, noting the strong association between
past yield curve inversions and recessions.

Regulatory actions and improved risk management
in recent years had put the financial system in a bet-
ter position to withstand adverse shocks, such as a
substantial decline in asset prices, than in the past.
However, amid elevated asset valuations and an
increased use of debt by nonfinancial corporations,
several participants cautioned that imbalances in
financial markets may begin to emerge as the
economy continued to operate above potential. In
this environment, increased use of leverage by non-
bank financial institutions might be difficult to detect
in a timely manner. It was also noted that the Com-
mittee should regularly reassess risks to the financial
system and their implications for the economic out-
look in light of the potential for changes in regula-
tory policies over time.

In their consideration of monetary policy, partici-
pants discussed the implications of recent economic
and financial developments for the outlook for eco-
nomic growth, labor market conditions, and inflation
and, in turn, for the appropriate path of the federal
funds rate. Participants agreed that a gradual
approach to raising the target range for the federal
funds rate remained appropriate and reaffirmed that
adjustments to the policy path would depend on their
assessments of how the economic outlook and risks
to the outlook were evolving relative to the Commit-
tee’s policy objectives. While participants continued
to expect economic activity to expand at a moderate

pace over the medium term, they anticipated that the
rate of economic growth in 2018 would exceed their
estimates of its sustainable longer-run pace and that
labor market conditions would strengthen further. A
number of participants indicated that they had
marked up their forecasts for economic growth in the
near term relative to those made for the December
meeting in light of the strength of recent data on eco-
nomic activity in the United States and abroad, con-
tinued accommodative financial conditions, and
information suggesting that the effects of recently
enacted tax changes—while still uncertain—might be
somewhat larger in the near term than previously
thought. Several others suggested that the upside
risks to the near-term outlook for economic activity
may have increased. A majority of participants noted
that a stronger outlook for economic growth raised
the likelihood that further gradual policy firming
would be appropriate.

Almost all participants continued to anticipate that
inflation would move up to the Committee’s 2 per-
cent objective over the medium term as economic
growth remained above trend and the labor market
stayed strong; several commented that recent devel-
opments had increased their confidence in the out-
look for further progress toward the Committee’s

2 percent inflation objective. A couple noted that a
step-up in the pace of economic growth could tighten
labor market conditions even more than they cur-
rently anticipated, posing risks to inflation and finan-
cial stability associated with substantially overshoot-
ing full employment. However, some participants saw
an appreciable risk that inflation would continue to
fall short of the Committee’s objective. These partici-
pants saw little solid evidence that the strength of
economic activity and the labor market was showing
through to significant wage or inflation pressures.
They judged that the Committee could afford to be
patient in deciding whether to increase the target
range for the federal funds rate in order to support
further strengthening of the labor market and allow
participants to assess whether incoming information
on inflation showed that it was solidly on a track
toward the Committee’s objective.

Some participants also commented on the likely evo-
lution of the neutral federal funds rate. By most esti-
mates, the neutral level of the federal funds rate had
been very low in recent years, but it was expected to
rise slowly over time toward its longer-run level.
However, the outlook for the neutral rate was uncer-
tain and would depend on the interplay of a number
of forces. For example, the neutral rate, which
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appeared to have fallen sharply during the Global
Financial Crisis when financial headwinds had
restrained demand, might move up more than antici-
pated as the global economy strengthened. Alterna-
tively, the longer-run level of the neutral rate might
remain low in the absence of fundamental shifts in
trends in productivity, demographics, or the demand
for safe assets.

Committee Policy Action

In their discussion of monetary policy for the period
ahead, members judged that information received
since the Committee met in December indicated that
the labor market had continued to strengthen and
that economic activity had been rising at a solid rate.
Gains in employment, household spending, and busi-
ness fixed investment had been solid, and the unem-
ployment rate had stayed low. On a 12-month basis,
both overall inflation and inflation for items other
than food and energy had continued to run below

2 percent. Market-based measures of inflation com-
pensation had increased in recent months but
remained low; survey-based measures of longer-term
inflation expectations were little changed, on balance.

Members expected that, with further gradual adjust-
ments in the stance of monetary policy, economic
activity would expand at a moderate pace and labor
market conditions would remain strong. In their dis-
cussion of the economic outlook, most members
viewed the recent data bearing on real economic
activity as suggesting a modestly stronger near-term
outlook than they had anticipated at their meeting in
December. In addition, financial conditions had
remained accommodative, and the details of the tax
legislation suggested that its effects on consumer and
business spending—while still uncertain—might be a
bit greater in the near term than they had previously
thought. Although several saw increased upside risks
to the near-term outlook for economic activity, mem-
bers generally continued to judge the risks to that
outlook as remaining roughly balanced.

Most members noted that recent information on
inflation along with prospects for a continued solid
pace of economic activity provided support for the
view that inflation on a 12-month basis would likely
move up in 2018 and stabilize around the Commit-
tee’s 2 percent objective over the medium term. How-
ever, a couple of members expressed concern about
the outlook for inflation, seeing little evidence of a
meaningful improvement in the underlying trend in

inflation, measures of inflation expectations, or wage
growth. Several members commented that they saw
both upside and downside risks to the inflation out-
look, and members agreed to continue to monitor
inflation developments closely.

After assessing current conditions and the outlook
for economic activity, the labor market, and inflation,
members voted to maintain the target range for the
federal funds rate at 1%4 to 1% percent. They indi-
cated that the stance of monetary policy remained
accommodative, thereby supporting strong labor
market conditions and a sustained return to 2 per-
cent inflation.

Members agreed that the timing and size of future
adjustments to the target range for the federal funds
rate would depend on their assessments of realized
and expected economic conditions relative to the
Committee’s objectives of maximum employment
and 2 percent inflation. They reiterated that this
assessment would take into account a wide range of
information, including measures of labor market
conditions, indicators of inflation pressures and
inflation expectations, and readings on financial and
international developments. Members also agreed to
carefully monitor actual and expected inflation devel-
opments relative to the Committee’s symmetric infla-
tion goal. Members expected that economic condi-
tions would evolve in a manner that would warrant
further gradual increases in the federal funds rate.
They judged that a gradual approach to raising the
target range would sustain the economic expansion
and balance the risks to the outlook for inflation and
unemployment. Members agreed that the strengthen-
ing in the near-term economic outlook increased the
likelihood that a gradual upward trajectory of the
federal funds rate would be appropriate. They there-
fore agreed to update the characterization of their
expectation for the evolution of the federal funds rate
in the postmeeting statement to point to “further
gradual increases” while maintaining the target range
at the current meeting. Members continued to antici-
pate that the federal funds rate would likely remain,
for some time, below levels that were expected to pre-
vail in the longer run. Nonetheless, they again stated
that the actual path for the federal funds rate would
depend on the economic outlook as informed by the
incoming data.

At the conclusion of the discussion, the Committee
voted to authorize and direct the Federal Reserve
Bank of New York, until it was instructed otherwise,
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to execute transactions in the SOMA in accordance
with the following domestic policy directive, to be
released at 2:00 p.m.:

“Effective February 1, 2018, the Federal Open
Market Committee directs the Desk to under-
take open market operations as necessary to
maintain the federal funds rate in a target range
of 1% to 1'% percent, including overnight reverse
repurchase operations (and reverse repurchase
operations with maturities of more than one day
when necessary to accommodate weekend, holi-
day, or similar trading conventions) at an offer-
ing rate of 1.25 percent, in amounts limited only
by the value of Treasury securities held outright
in the System Open Market Account that are
available for such operations and by a per-
counterparty limit of $30 billion per day.

The Committee directs the Desk to continue
rolling over at auction the amount of principal
payments from the Federal Reserve’s holdings of
Treasury securities maturing during each calen-
dar month that exceeds $12 billion, and to rein-
vest in agency mortgage-backed securities the
amount of principal payments from the Federal
Reserve’s holdings of agency debt and agency
mortgage-backed securities received during each
calendar month that exceeds $8 billion. Small
deviations from these amounts for operational
reasons are acceptable.

The Committee also directs the Desk to engage
in dollar roll and coupon swap transactions as
necessary to facilitate settlement of the Federal
Reserve’s agency mortgage-backed securities
transactions.”

The vote also encompassed approval of the statement

below to be released at 2:00 p.m.:

“Information received since the Federal Open
Market Committee met in December indicates
that the labor market has continued to
strengthen and that economic activity has been
rising at a solid rate. Gains in employment,
household spending, and business fixed invest-
ment have been solid, and the unemployment
rate has stayed low. On a 12-month basis, both
overall inflation and inflation for items other
than food and energy have continued to run
below 2 percent. Market-based measures of
inflation compensation have increased in recent
months but remain low; survey-based measures

of longer-term inflation expectations are little
changed, on balance.

Consistent with its statutory mandate, the Com-
mittee seeks to foster maximum employment
and price stability. The Committee expects that,
with further gradual adjustments in the stance of
monetary policy, economic activity will expand
at a moderate pace and labor market conditions
will remain strong. Inflation on a 12-month
basis is expected to move up this year and to sta-
bilize around the Committee’s 2 percent objec-
tive over the medium term. Near-term risks to
the economic outlook appear roughly balanced,
but the Committee is monitoring inflation devel-
opments closely.

In view of realized and expected labor market
conditions and inflation, the Committee decided
to maintain the target range for the federal funds
rate at 1% to 1'% percent. The stance of mon-
etary policy remains accommodative, thereby
supporting strong labor market conditions and a
sustained return to 2 percent inflation.

In determining the timing and size of future
adjustments to the target range for the federal
funds rate, the Committee will assess realized
and expected economic conditions relative to its
objectives of maximum employment and 2 per-
cent inflation. This assessment will take into
account a wide range of information, including
measures of labor market conditions, indicators
of inflation pressures and inflation expectations,
and readings on financial and international
developments. The Committee will carefully
monitor actual and expected inflation develop-
ments relative to its symmetric inflation goal.
The Committee expects that economic condi-
tions will evolve in a manner that will warrant
further gradual increases in the federal funds
rate; the federal funds rate is likely to remain, for
some time, below levels that are expected to pre-
vail in the longer run. However, the actual path
of the federal funds rate will depend on the eco-
nomic outlook as informed by incoming data.”

Voting for this action: Janet L. Yellen, William C.
Dudley, Thomas I. Barkin, Raphael W. Bostic, Lael
Brainard, Loretta J. Mester, Jerome H. Powell, Ran-
dal K. Quarles, and John C. William

Voting against this action: None.
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Consistent with the Committee’s decision to leave the
target range for the federal funds rate unchanged, the
Board of Governors voted unanimously to leave the
interest rates on required and excess reserve balances
unchanged at 1% percent and voted unanimously to
approve establishment of the primary credit rate (dis-
count rate) at the existing level of 2 percent.’

It was agreed that the next meeting of the Committee
would be held on Tuesday—Wednesday, March 20-21,

5 The second vote of the Board also encompassed approval of the
establishment of the interest rates for secondary and seasonal
credit under the existing formulas for computing such rates.

2018. The meeting adjourned at 10:50 a.m. on Janu-
ary 31, 2018.

Notation Vote

By notation vote completed on January 2, 2018, the
Committee unanimously approved the minutes of the
Committee meeting held on December 1213, 2017.

James A. Clouse
Secretary
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Meeting Held on March 20-21, 2018

A joint meeting of the Federal Open Market
Committee and the Board of Governors was held in
the offices of the Board of Governors of the Federal
Reserve System in Washington, D.C., on Tuesday,
March 20, 2018, at 1:00 p.m. and continued on
Wednesday, March 21, 2018, at 9:00 a.m."

Present

Jerome H. Powell
Chairman

William C. Dudley
Vice Chairman

Thomas I. Barkin
Raphael W. Bostic
Lael Brainard
Loretta J. Mester
Randal K. Quarles
John C. Williams

James Bullard, Charles L. Evans, Esther L. George,
Eric Rosengren, and Michael Strine”

Alternate Members of the Federal Open Market
Committee

Patrick Harker, Robert S. Kaplan, and Neel Kashkari
Presidents of the Federal Reserve Banks of
Philadelphia, Dallas, and Minneapolis, respectively

James A. Clouse
Secretary

Matthew M. Luecke
Deputy Secretary

David W. Skidmore
Assistant Secretary

Michelle A. Smith
Assistant Secretary
Mark E. Van Der Weide

General Counsel

Michael Held
Deputy General Counsel

Thomas Laubach
Economist

! The Federal Open Market Committee is referenced as the
“FOMC” and the “Committee” in these minutes.

2 Attended Tuesday session only.

David W. Wilcox
Economist

David Altig, Kartik B. Athreya,
Thomas A. Connors, Trevor A. Reeve,
Ellis W. Tallman, and William Wascher
Associate Economists

Simon Potter
Manager, System Open Market Account

Lorie K. Logan
Deputy Manager, System Open Market Account

Ann E. Misback
Secretary, Office of the Secretary,
Board of Governors

Matthew J. Eichner®
Director, Division of Reserve Bank Operations and
Payment Systems, Board of Governors

Michael S. Gibson
Director, Division of Supervision and Regulation,
Board of Governors

Andreas Lehnert
Director, Division of Financial Stability,
Board of Governors

Rochelle M. Edge
Deputy Director, Division of Monetary Affairs,
Board of Governors

Michael T. Kiley
Deputy Director, Division of Financial Stability,
Board of Governors

Antulio N. Bomfim
Special Adviser to the Chairman, Office of Board Members,
Board of Governors

Joseph W. Gruber and John M. Roberts”
Special Advisers to the Board, Office of Board Members,
Board of Governors

Linda Robertson
Assistant to the Board, Office of Board Members,
Board of Governors

Shaghil Ahmed, Brian M. Doyle,

and Christopher J. Erceg

Senior Associate Directors, Division of International
Finance, Board of Governors

Eric M. Engen and Diana Hancock
Senior Associate Directors, Division of Research and
Statistics, Board of Governors

3 Attended through the discussion of developments in financial
markets and open market operations.
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Ellen E. Meade, Stephen A. Meyer,

Edward Nelson, and Robert J. Tetlow

Senior Advisers, Division of Monetary Affairs,
Board of Governors

Stacey Tevlin
Associate Director, Division of Research
and Statistics, Board of Governors

Glenn Follette and Karen M. Pence?
Assistant Directors, Division of Research
and Statistics, Board of Governors

Eric C. Engstrom

Adviser, Division of Monetary Affairs,

and

Adviser, Division of Research and Statistics,
Board of Governors

Penelope A. Beattie”
Assistant to the Secretary, Office of the Secretary,
Board of Governors

Etienne Gagnon
Section Chief, Division of Monetary Affairs,
Board of Governors

David H. Small
Project Manager, Division of Monetary Affairs,
Board of Governors

Kurt F. Lewis
Principal Economist, Division of Monetary Affairs,
Board of Governors

Anna Orlik
Senior Economist, Division of Monetary Affairs,
Board of Governors

Valerie Hinojosa
Information Manager, Division of Monetary Affairs,
Board of Governors

Meredith Black
First Vice President, Federal Reserve Bank of Dallas

Michael Dotsey, Glenn D. Rudebusch,

and Daniel G. Sullivan

Executive Vice Presidents, Federal Reserve Banks of
Philadelphia, San Francisco, and Chicago,
respectively

Marc Giannoni, Luke Woodward,

and Mark L. J. Wright

Senior Vice Presidents, Federal Reserve Banks of
Dallas, Kansas City, and Minneapolis, respectively

David Andolfatto, Jonathan P. McCarthy,

Giovanni Olivei, and Jonathan L. Willis

Vice Presidents, Federal Reserve Banks of St. Louis,
New York, Boston, and Kansas City, respectively

Developments in Financial Markets and
Open Market Operations

The deputy manager of the System Open Market
Account (SOMA) provided a summary of develop-
ments in domestic and global financial markets over
the intermeeting period; she also reported on open
market operations and related issues. Financial mar-
kets experienced a notable bout of volatility early in
the intermeeting period; volatility was particularly
pronounced in equity markets. Market participants
pointed to incoming economic data released in early
February—particularly data on average hourly earn-
ings—as raising concerns about the prospects for
higher inflation and higher interest rates. These con-
cerns reportedly contributed to a steep decline in
equity prices and an associated rise in measures of
volatility. Some reports suggested that the increase in
volatility was amplified by the unwinding of trading
positions based on various types of volatility trading
strategies. Measures of equity market volatility
declined over subsequent weeks but remained above
levels that prevailed earlier in the year, and stock
prices finished lower, on net, over the intermeeting
period. Interest rates rose modestly over the period.
Respondents to the Open Market Desk’s surveys of
primary dealers and market participants suggested
that revisions in investors’ views regarding the fiscal
outlook were an important factor boosting yields
and contributing to a slightly steeper expected trajec-
tory of the federal funds rate. The deputy manager
noted that a rapid and sizable increase in Treasury
bill issuance over recent weeks had put upward pres-
sure on money market yields over the period. Three-
month Treasury bill yields moved up significantly
and those increases passed through to rates on other
short-term instruments such as three-month Euro-
dollar deposits and commercial paper. The spread of
market rates on overnight repurchase agreements
over the offering rate at the Federal Reserve’s over-
night reverse repurchase (ON RRP) facility widened,
and take-up at the facility fell to quite low levels as a
result. Rates on overnight federal funds and Eurodol-
lar transactions edged higher relative to the interest
rate on excess reserves. The Desk continued to
execute the FOMC’s balance sheet normalization
plan initiated in October of last year.

By unanimous vote, the Committee ratified the Open
Market Desk’s domestic transactions over the inter-
meeting period. There were no intervention opera-
tions in foreign currencies for the System’s account
during the intermeeting period.
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Staff Review of the Economic Situation

The information reviewed for the March 20-21 meet-
ing indicated that labor market conditions continued
to strengthen through February and suggested that
real gross domestic product (GDP) was rising at a
moderate pace in the first quarter. Consumer price
inflation, as measured by the 12-month percentage
change in the price index for personal consumption
expenditures (PCE), remained below 2 percent in
January. Survey-based measures of longer-run infla-
tion expectations were little changed on balance.

Gains in total nonfarm payroll employment were
strong over the two months ending in February. The
labor force participation rate held steady in January
and then stepped up markedly in February, with the
participation rates for prime-age (defined as ages

25 to 54) women and men moving up on net. The
national unemployment rate remained at 4.1 percent.
Similarly, the unemployment rates for African
Americans, Asians, and Hispanics were roughly flat,
on balance, in recent months. The share of workers
employed part time for economic reasons edged up
but remained close to its pre-recession levels. The
rates of private-sector job openings and quits
increased slightly, on net, over the two months end-
ing in January, and the four-week moving average of
initial claims for unemployment insurance benefits
continued to be low in early March. Recent readings
showed that increases in labor compensation
remained modest. Compensation per hour in the
nonfarm business sector advanced 2% percent over
the four quarters of last year, and average hourly
earnings for all employees rose 2% percent over the
12 months ending in February.

Total industrial production expanded, on net, in
January and February, with gains in both manufac-
turing and mining. Automakers’ schedules indicated
that assemblies of light motor vehicles would likely
edge down in coming months. However, broader
indicators of manufacturing production, such as the
new orders indexes from national and regional manu-
facturing surveys, pointed to further solid increases
in factory output in the near term.

Consumer expenditures appeared likely to rise at a
modest pace in the first quarter following a strong
gain in the preceding quarter. Real PCE edged down
in January, and the components of the nominal retail
sales data used by the Bureau of Economic Analysis
to construct its estimate of PCE rose somewhat in
February while the pace of light motor vehicle sales

declined slightly. However, household spending was
probably held back somewhat in February because of
a delay in many federal tax refunds, and 