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FRB website [and the] SUBJECT INDEX of Functions and Projects on
the FedWeb FRB website.!

Staff searched Board records and located documents responsive to your request.
The Boards Freedom of Information office will provide you with the information you
seek under separate cover. Your request, therefore, is granted in full.

Very truly yours,

N\ g an Tn Snan i
Marga:;QlcCloskey Shanks

Associate Secretary of the Board

! On September 13, 2012, Ms. Del Quisumbing of the Board’s Legal Division spoke with you to report
that she could not locate a Functions and Projects section on the FedWeb website; instead, she found a

Purposes and Functions section that contains an index. You told Ms. Quisumbing that this is what you
want in response to these two requests.
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-,Preface

This is the ninth edition of The Federal Reserve System:
Purposes and Functions. It has been revised by staff
members of the Federal Reserve Board to reflect the changes
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the financial system that have occurred over the past decade.
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Jeffrey C. Marquardt and Theresa A. Trimble
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Office of Board Members
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, Overview of the Federal Reserve System

The Federal Reserve Systent is the central bank of the United
States. It was founded by Congress in 1913 to provide the
nation with a safer, more flexible, and more stable monetary
and financial system. Over the years, its role in banking and
the economy has expanded.

Today, the Federal Reserve’s duties fall into four general areas:

* conducting the nation’s monetary policy by influencing the monetary
and credit conditions in the economy in pursuit of maximum employ-
ment, stable prices, and moderate long-term interest rates

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

* maintaining the stability of the financial system and containing
systemnic risk that may arise in financial markets

» providing financial services to depository institutions, the U.S. gov-
ernment, and foreign official institutions, including playing a major
role in operating the nation’s payments system

Most developed countries have a central bank whose functions are broadly
similar to those of the Federal Reserve. The oldest, Sweden’s Riksbank,
has existed since 1668 and the Bank of England since 1694. Napoleon I
established the Banque de France in 1800, and the Bank of Canada be-
gan operations in 1935. The German Bundesbank was reestablished after
World War II and is loosely modeled on the Federal Reserve. More re-
cently, some functions of the Banque de France and the Bundesbank have
been assumed by the European Central Bank, formed in 1998.

Background

During the nineteenth century and the beginning of the twentieth cen-
tury, financial panics plagued the nation, leading to bank failures and
business bankruptcies that severely disrupted the economy. The failure

of the nation’s banking system to effectively provide funding to troubled
depository institutions contributed significantly to the economy’s vulner-
ability to financial panics. Short-term credit is an important source of
liquidity when a bank experiences unexpected and widespread withdraw-
als during a financial panic. A particularly severe crisis in 1907 prompted
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anyone else in the executive branch of government. The System is, how-
ever, subject to oversight by the U.S. Congress. The Federal Reserve must
work within the framework of the overall objectives of economic and
financial policy established by the government; therefore, the description
of the System as “independent within the government” is more accurate.

Structure of the System

Congress designed the structure of the Federal R eserve System to give it
a broad perspective on the economy and on economic activity in all parts
of the nation. It is a federal system, composed of a central, governmental o
agency—the Board of Governors—in Washington, D.C., and twelve re- I'he Federal
gional Federal R eserve Banks. The Board and the Reserve Banks share Reserve miist
responsibility for supervising and regulating certain financial institutions
and activities, for providing banking services to depository institutions and
the federal government, and for ensuring that consumers receive adequate ﬁ*amework Qf the
information and fair treatment in their business with the banking system.

work within the

overall objectives

A major component of the System is the Federal Open Market Committee Qf economic and
(FOMC), which is made up of the members of the Board of Governors, financial pOlny
the president of the Federal Reserve Bank of New York, and presidents - .
of four other Federal Reserve Banks, who serve on a rotating basis. The established bY the
FOMUC oversees open market operations, which is the main tool used by government.

the Federal Reserve to influence overall monetary and credit conditions.

These operations are described in greater detail in chapter 3.

The Federal Reserve implements monetary policy through its control over
the federal funds rate—the rate at which depository institutions trade bal-
ances at the Federal Reserve. It exercises this control by influencing the
demand for and supply of these balances through the following means:

* Open market operations—the purchase or sale of securities, primarily
U.S. Treasury securities, in the open market to influence the level of
balances that depository institutions hold at the Federal Reserve Banks

* Reserve requirements—requirements regarding the percentage of
certain deposits that depository institutions must hold in reserve in the
form of cash or in an account at a Federal Reserve Bank

* Contractual clearing balances—an amount that a depository institu-
tion agrees to hold at its Federal Reserve Bank in addition to any
required reserve balance

* Discount window lending—extensions of credit to depository in-
stitutions made through the primary, secondary, or seasonal lending
programs

Two other groups play roles in the functioning of the Federal Reserve Sys-
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Reserve Banks, supervise approximately 900 state member banks and
5,000 bank holding companies. Other federal agencies also serve as the
primary federal supervisors of commercial banks; the Office of the Comp-
troller of the Currency supervises national banks, and the Federal Deposit
Insurance Corporation supervises state banks that are not members of the
Federal Reserve System.

Some regulations issued by the Board apply to the entire banking industry,
whereas others apply only to member banks, that is, state banks that have
chosen to join the Federal Reserve System and national banks, which by
law must be members of the System. The Board also issues regulations to
carry out major federal laws governing consumer credit protection, such
as the Truth in Lending, Equal Credit Opportunity, and Home Mortgage
Disclosure Acts. Many of these consumer protection regulations apply to
various lenders outside the banking industry as well as to banks.

Members of the Board of Governors are in continual contact with other
policy makers in government. They frequently testify before congressional
committees on the economy, monetary policy, banking supervision and
regulation, consumer credit protection, financial markets, and other
matters. For instance, as required by the Federal Reserve Act, the Chair-
man of the Board of Governors testifies before the Senate Committee

on Banking, Housing, and Urban Affairs and the House Committee on
Financial Services on or about February 20 and July 20 of each year. The
Chairman’s testimony addresses the efforts, activities, objectives, and plans
of the Board of Governors and the Federal Open Market Committee with
respect to the conduct of monetary policy, as well as economic develop-
ments in the United States and the prospects for the future. Concurrently,
the Board of Governors must submit a report on these same issues to the
House and Senate committees before which the Chairman testifies.

The Board has regular contact with members of the President’s Council of
Economic Advisers and other key economic officials. The Chairman also
meets from time to time with the President of the United States and has
regular meetings with the Secretary of the Treasury.

The Chairman has formal responsibilities in the international arena as
well. For example, he is the alternate U.S. member of the board of gov-
ernors of the International Monetary Fund, a member of the board of the
Bank for International Settlements (BIS), and a member, along with the
heads of other relevant U.S. agencies and departments, of the National
Advisory Council on International Monetary and Financial Policies. He
is also a member of U.S. delegations to key international meetings, such
as those of the finance ministers and central bank governors of the seven
largest industrial countries—referred to as the Group of Seven, or G-7.
He, other Board members, and Board staff members share many inter-
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national responsibilities, including representing the Federal Reserve at
meetings at the BIS in Basel, Switzerland, and at the Organisation for
Economic Co-operation and Development in Pans, France.

One member of the Board of Governors serves as the System’s representa-
tive to the Federal Financial Institutions Examination Council (FFIEC),
which is responsible for coordinating, at the federal level, examinations

of depository institutions and related policies. The FFIEC has representa-
tives from the Federal Deposit Insurance Corporation, the National Credit
Union Administration, the Office of the Comptroller of the Currency,
and the Office of Thrift Supervision, as well.

The Board publishes detailed statistics and other information about the Sys-
tem’s activities and the economy in publications such as the quarterly Fed-
eral Reserve Bulletin, the monthly Statistical Supplement, and separate statistical
releases. Through the Federal Reserve Regulatory Service, 1t provides materials
relating to its regulatory and supervisory functions. Extensive information
about the Board of Governors is available on the Board’s web site (www.
federalreserve.gov), including the testimony and speeches of Board members;
actions on banking and consumer regulations and other matters; and statistics
and research papers concerning economuic, banking, and financial matters.

The Board is audited annually by a major public accounting firm. In addi-
tion, the Government Accountability Office (GAQ) generally exercises its
authority to conduct a number of reviews each year to look at specific
aspects of the Federal Reserve’s activities. The audit report of the public
accounting firm and a complete list of GAO reviews under way are avail-
able in the Board’s Annual Report, which is sent to Congress during the
second quarter of each calendar year. Monetary policy is exempt from
audit by the GAO because it is monitored directly by Congress through
written reports, including the semiannual Monetary Policy Report to the
Congress, prepared by the Board of Governors.

Federal Reserve Banks

A network of twelve Federal Reserve Banks and their Branches {twenty-
five as of 2004) carries out a variety of System functions, including oper-
ating a nationwide payments system, distributing the nation’s currency and
coin, supervising and regulating member banks and bank holding com-
panies, and serving as banker for the U.S. Treasury. The twelve Reserve
Banks are each responsible for a particular geographic area or district of
the United States. Each Reserve District is identified by a number and a
letter (see the list of District offices on page 7). Besides carrying out func-
tions for the Systemn as a whole, such as administering nationwide banking
and credit policies, each Reserve Bank acts as a depository for the banks
in 1ts own District and fulfills other District responsibilities. The various
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Federal Reserve District Banks and Branches

Number Letter Bank Branch
1 A Boston
2 B New York Buffalo, New York
3 C Philadelphia
4 D Cleveland Cincinnati, Ohio
Pittsburgh, Pennsylvania
5 E Richmond Baltimore, Maryland
Charlotte, North Carolina
6 F Atlanta Birmingham, Alabama
Jacksonville, Florida
Miami, Florida
- Nashville, Tennessee
New Orleans, Louisiana
7 G Chicago Detroit, Michigan
8 H St. Louis Little Rock, Arkansas
Louisville, Kentucky
Memphis, Tennessee
9 I Minneapolis Helena, Montana
10 J Kansas City Denver, Colorado
Oklahoma City, Oklahoma
Omaha, Nebraska
11 K Dallas El Paso, Texas
Houston, Texas
San Antonio, Texas
12 L San Francisco Los Angeles, California

Portland, Oregon
Salt Lake City, Utah
Seattle, Washington
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offices and boundaries of the Federal Reserve Districts are shown on the
maps on pages 8 and 9.

The Board of Governors has broad oversight responsibility for the opera-
tions and activities of the Federal Reserve Banks and their Branches. This
authority includes oversight of the Reserve Banks’ services to banks and
other depository institutions and of their examination and supervision of
various banking institutions. Each Federal Reserve Bank must submit its
annual budget to the Board of Governors for approval. Particular types of
expenditures—such as those for construction or major alterations of Re-
serve Bank buildings and for the salaries of Reserve Bank presidents and
first vice presidents—also are subject to specific Board approval.

Congress chartered the Federal Reserve Banks for a public purpose. The
Reserve Banks are the operating arms of the central banking system, and
they combine both public and private elements in their makeup and orga-
mization. As part of the Federal Reserve System, the Banks are subject to
oversight by Congress.

Each Reserve Bank has its own board of nine directors chosen from
outside the Bank as provided by law. The boards of the Reserve Banks
are intended to represent a cross-section of banking, commercial, agricul-
tural, industrial, and public interests within the Federal Reserve District.
Three directors, designated Class A directors, represent commercial banks
that are members of the Federal Reserve System. Three Class B and three
Class C directors represent the public. The member commercial banks in
each District elect the Class A and Class B directors. The Board of Gover-
nors appoints the Class C directors to their posts. From the Class C direc-
tors, the Board of Governors selects one person as chairman and another
as deputy chairman. No Class B or Class C director may be an officer,
director, or employee of a bank or a bank holding company. No Class C
director may own stock in a bank or a bank holding company. The direc-
tors in turn nominate a president and first vice president of the Reserve
Bank, whose selection is subject to approval by the Board of Governors.
Each Branch of a Reserve Bank has its own board of directors composed
of at least three and no more than seven members. A majority of these
directors are appointed by the Branch’s Reserve Bank; the others are ap-
pointed by the Board of Governors.

Boards of directors of the Reserve Banks provide the Federal Reserve
System with a wealth of information on economic conditions in virtu-
ally every corner of the nation. This information 1s used by the FOMC
and the Board of Governors in reaching major decisions about monetary
policy. Information from directors and other sources gathered by the Re-
serve Banks is also shared with the public in a special report—

informally called the Beige Book—which is issued about two weeks
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before each meeting of the FOMC. In addition, every two weeks, the
board of each Bank must recommend interest rates for its Bank’s discount
window lending, subject to review and determination by the Board of
Governors.

The income of the Federal Reserve System is derived primarily from
the interest on U.S. government securities that it has acquired through
open market operations. Other major sources of income are the interest
on foreign currency investments held by the System; interest on loans to
depository institutions; and fees received for services provided to deposi-
tory 1institutions, such as check clearing, funds transfers, and automated
clearinghouse operations.

After it pays its expenses, the Federal Reserve turns the rest of its earn~
ings over to the U.S. Treasury. About 95 percent of the Reserve Banks’ /1_)({61‘ it pays its
net earnings have been paid into the Treasury since the Federal Reserve
System began operations in 1914. (Income and expenses of the Federal
Reserve Banks from 1914 to the present are included in the Annual Report Federal Reserve

of the Board of Governors.) In 2003, the Federal Reserve paid approxi- turns the rest Of its
mately $22 billion to the Treasury. A

expenses, the

earnings over to the
The Board of Governors contracts with an accounting firm to conduct U.S. Treasur y.

an audit of the Reserve Banks every year, and Board staff periodically

reviews the operations of the Reserve Banks in key functional areas. The

audited combined financial statements of the Reserve Banks are published

in the Board’s Annual Report. The Reserve Banks, like the Board, are sub-

ject to audit by the GAO, but certain functions, such as transactions with

foreign central banks and open market operations, are excluded from the

GAO’s audit. Each Reserve Bank has an internal auditor who is respon-

sible to the Bank’s board of directors.

Federal Open Market Committee

The FOMC is charged under law with overseeing open market opera-
tions, the principal tool of national monetary policy. These operations
affect the amount of Federal Reserve balances available to depository in-
stitutions (see chapter 3), thereby influencing overall monetary and credit
conditions. The FOMC also directs operations undertaken by the Federal
Reserve in foreign exchange markets.

The FOMC is composed of the seven members of the Board of Gover-

nors and five of the twelve Reserve Bank presidents. The president of the
Federal Reserve Bank of New York is a permanent member; the other

1
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presidents serve one-year terms on a rotating basis.' All the presidents par-
ticipate in FOMC discussions, contributing to the committee’s assessment
of the economy and of policy options, but only the five presidents who are
committee members vote on policy decisions. The FOMC, under law, de-
termines its own internal organization and by tradition elects the Chair-
man of the Board of Governors as its chairman and the president of the
Federal Reserve Bank of New York as its vice chairman. Formal meetings
typically are held eight times each year in Washington, D.C. Telephone
consultations and other meetings are held when needed.

Member Banks

The nation’s commercial banks can be divided into three types according
to which governmental body charters them and whether or not they are
members of the Federal Reserve System. Those chartered by the federal
government (through the Office of the Comptroller of the Currency

in the Department of the Treasury) are national banks; by law, they are
members of the Federal Reserve System. Banks chartered by the states are
divided into those that are members of the Federal Reserve System (state
member banks) and those that are not (state nonmember banks). State
banks are not required to join the Federal Reserve System, but they may
elect to become members if they meet the standards set by the Board of
Governors. As of March 2004, of the nation’s approximately 7,700 com-
mercial banks approximately 2,900 were members of the Federal Reserve
System—approximately 2,000 national banks and 900 state banks.

Member banks must subscribe to stock in their regional Federal Reserve
Bank in an amount equal to 6 percent of their capital and surplus, half of
which must be paid in while the other half is subject to call by the Board
of Governors. The holding of this stock, however, does not carry with it
the control and financial interest conveyed to holders of common stock in
for-profit organizations. It is merely a legal obligation of Federal Reserve
membership, and the stock may not be sold or pledged as collateral for
loans. Member banks receive a 6 percent dividend annually on their stock,
as specified by law, and vote for the Class A and Class B directors of the
Reserve Bank. Stock in Federal Reserve Banks is not available for pur-
chase by individuals or entities other than member banks.

1. The rotating seats are filled from the following four groups of Banks, one Bank
president from each group: Boston, Philadelphia, and Richmond; Cleveland and Chi-
cago; Atlanta, St. Louis, and Dallas; and Minneapolis, Kansas City, and San Francisco.
An alternate for each Reserve Bank president also is elected. This alternate, who must
be a president or first vice president of a Reserve Bank, may serve on the FOMC in the
absence of the relevant Reserve Bank president.
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Advisory Committees

The Federal Reserve System uses advisory committees in carrying out
its varied responsibilities. Three of these committees advise the Board of
Governors directly:

Federal Advisory Council. This council, which is composed of twelve
representatives of the banking industry, consults with and advises the
Board on all matters within the Board’s jurisdiction. It ordinarily
meets four times a year, as required by the Federal Reserve Act. These
meetings are held in Washington, D.C., customarily on the first Friday
of February, May, September, and December, although occasionally the
meetings are set for different times to suit the convenience of either
the council or the Board. Annually, each Reserve Bank chooses one
person to represent its District on the Federal Advisory Committee,
and members customarily serve three one-year terms and elect their
own officers.

Consumer Advisory Council. This council, established in 1976, advises
the Board on the exercise of its responsibilities under the Consumer
Credit Protection Act and on other matters in the area of consumer
financial services. The council’s membership represents the interests of
consumers, communities, and the financial services industry. Members
are appointed by the Board of Governors and serve staggered three-
year terms. The council meets three times a year in Washington, D.C.,
and the meetings are open to the public.

Thrift Institutions Advisory Council. After the passage of the Deposi-
tory Institutions Deregulation and Monetary Control Act of 1980,
which extended to thrift institutions the Federal Reserve’s reserve
requirements and access to the discount window, the Board of Gov-
ernors established this council to obtain information and views on the
special needs and problems of thrift institutions. Unlike the Federal
Advisory Council and the Consumer Advisory Council, the Thrift
Institutions Advisory Council is not a statutorily mandated body, but
it performs a comparable function in providing firsthand advice from
representatives of institutions that have an important relationship with
the Federal Reserve. The council meets with the Board in Washing-
ton, D.C., three times a year. The members are representatives from
savings and loan institutions, mutual savings banks, and credit unions.
Members are appointed by the Board of Governors and generally serve
for two years.

The Federal Reserve Banks also use advisory committees. Of these advi-
sory committees, perhaps the most important are the committees (one for
each Reserve Bank) that advise the Banks on matters of agriculture, small

business, and labor. Biannually, the Board solicits the views of each of

these committees by mail.

13









The Federal Reserve System: Purposes and Functions

Depository
institutions have
accounts at their
Reserve Banks, and
they actively trade
balances held in
these accounts in the
federal funds market
at an interest rate
krown as the federal
funds rate.

16

increasing inflation might get built into decisions about prices and wages,
thereby adding to inflation inertia and making it more difficult to achieve
price stability.

Beyond influencing the level of prices and the level of output in the near
term, the Federal Reserve can contribute to financial stability and better
economic performance by acting to contain financial disruptions and pre-
venting their spread outside the financial sector. Modern financial systems
are highly complex and interdependent and may be vulnerable to wide-
scale systemic disruptions, such as those that can occur during a plunge

in stock prices. The Federal Reserve can enhance the financial system’s
resilience to such shocks through its regulatory policies toward banking
institutions and payment systems. If a threatening disturbance develops,
the Federal Reserve can also cushion the impact on financial markets and
the economy by aggressively and visibly providing liquidity through open
market operations or discount window lending.

How Monetary Policy Affects the Economy

The initial link in the chain between monetary policy and the economy
is the market for balances held at the Federal Reserve Banks. Depository
institutions have accounts at their Reserve Banks, and they actively trade
balances held in these accounts in the federal funds market at an interest
rate known as the federal funds rate. The Federal Reserve exercises con-
siderable control over the federal funds rate through its influence over the
supply of and demand for balances at the Reserve Banks.

The FOMC sets the federal funds rate at a level it believes will foster
financial and monetary conditions consistent with achieving its monetary
policy objectives, and it adjusts that target in line with evolving economic
developments. A change in the federal funds rate, or even a change in
expectations about the future level of the federal funds rate, can set off a
chain of events that will affect other short-term interest rates, longer-term
interest rates, the foreign exchange value of the dollar, and stock prices.

In turn, changes in these variables will affect households” and businesses’
spending decisions, thereby affecting growth in aggregate demand and the
economy.

Short-term interest rates, such as those on Treasury bills and commercial
paper, are affected not only by the current level of the federal funds rate
but also by expectations about the overnight federal funds rate over the
duration of the short-term contract. As a result, short-term interest rates
could decline if the Federal Reserve surprised market participants with

a reduction in the federal funds rate, or if unfolding events convinced
participants that the Federal Reserve was going to be holding the federal
funds rate lower than had been anticipated. Similarly, short-term inter-
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est rates would increase if the Federal Reserve surprised market partici-
pants by announcing an increase in the federal funds rate, or if some event
prompted market participants to believe that the Federal Reserve was
going to be holding the federal funds rate at higher levels than had been
anticipated.

It is for these reasons that market participants closely follow data releases
and statements by Federal Reserve officials, watching for clues that the
economy and prices are on a different trajectory than had been thought,
which would have implications for the stance of monetary policy.

Changes in short-term interest rates will influence long-term interest

rates, such as those on Treasury notes, corporate bonds, fixed-rate mort-

gages, and auto and other consumer loans. Long-term rates are affected i

not only by changes in current short-term rates but also by expectations Lower inferest rates
about short-term rates over the rest of the life of the long-term contract. in the United States
Generally, economic news or statements by officials will have a greater
impact on short-term interest rates than on longer rates because they typi-
cally have a bearing on the course of the economy and monetary policy in the ex(/mnge
over a shorter period; however, the impact on long rates can also be con-
siderable because the news has clear implications for the expected course
of short-term rates over a long period. prompt l'ng an

will lead to a decline
value of the dollar,

. _ , ) increase in the price
Changes in long-term interest rates also affect stock prices, which can p

have a pronounced effect on household wealth. Investors try to keep their of imports and a
investment returns on stocks in line with the return on bonds, after allow-  Jocline i1 the p?‘i‘CC
ing for the greater riskiness of stocks. For example, if long-term inter- :

est rates decline, then, all else being equal, returns on stocks will exceed
returns on bonds and encourage investors to purchase stocks and bid up

of exports.

stock prices to the point at which expected risk-adjusted returns on stocks
are once again aligned with returns on bonds. Moreover, lower interest
rates may convince investors that the economy will be stronger and profits
higher in the near future, which should further lift equity prices.

Furthermore, changes in monetary policy affect the exchange value of

the dollar on currency markets. For example, if interest rates rise in the
United States, yields on dollar-assets will look more favorable, which will
lead to bidding up of the dollar on foreign exchange markets. The higher
dollar will lower the cost of imports to U.S. residents and raise the price of
U.S. exports to those living outside the United States. Conversely, lower
interest rates in the United States will lead to a decline in the exchange
value of the dollar, prompting an increase in the price of imports and a
decline in the price of exports.

Changes in the value of financial assets, whether the result of an actual or
expected change in monetary policy, will affect a wide range of spending
decisions. For example, a drop in interest rates, a lower exchange value of

17
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the dollar, and higher stock prices will stimulate various types of spend-
ing. Investment projects that businesses believed would be only margin-
ally profitable will become more attractive with lower financing costs.
Lower consumer loan rates will elicit greater demand for consumer goods,
especially bigger-ticket items such as motor vehicles. Lower mortgage
rates will make housing more affordable and lead to more home purchases.
They will also encourage mortgage refinancing, which will reduce on-
going housing costs and enable households to purchase other goods. When
refinancing, some homeowners may withdraw a portion of their home
equity to pay for other things, such as a motor vehicle, other consumer
goods, or a long-desired vacation trip. Higher stock prices can also add to
household wealth and to the ability to make purchases that had previously
seemed beyond reach. The reduction in the value of the dollar associated
with a drop in interest rates will tend to boost U.S. exports by lowering
the cost of U.S. goods and services in foreign markets. It will also make
imported goods more expensive, which will encourage businesses and
households to purchase domestically produced goods instead. All of these
responses will strengthen growth in aggregate demand. A tightening of
monetary policy will have the opposite effect on spending and will mod-
erate growth of aggregate demand.

If the economy slows and employment softens, policy makers will be
inclined to ease monetary policy to stimulate aggregate demand. When
growth in aggregate demand is boosted above growth in the economy’s
potential to produce, slack in the economy will be absorbed and employ-
ment will return to a more sustainable path. In contrast, if the economy
is showing signs of overheating and inflation pressures are building, the
Federal Reserve will be inclined to counter these pressures by tighten-
ing monetary policy—to bring growth in aggregate demand below that
of the economy’s potential to produce—for as long as necessary to defuse
the inflationary pressures and put the economy on a path to sustainable
expansion.

While these policy choices seem reasonably straightforward, monetary
policy makers routinely face certain notable uncertainties. First, the actual
position of the economy and growth in aggregate demand at any point

in time are only partially known, as key information on spending, pro-
duction, and prices becomes available only with a lag. Therefore, policy
makers must rely on estimates of these economic variables when assessing
the appropriate course of policy, aware that they could act on the basis of
misleading information. Second, exactly how a given adjustment in the
federal funds rate will affect growth in aggregate demand—in terms of
both the overall magnitude and the timing of its impact—is never certain.
Economic models can provide rules of thumb for how the economy will
respond, but these rules of thumb are subject to statistical error. Third,
the growth in aggregate supply, often called the growth in potential
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output, cannot be measured with certainty. Key here is the growth of
the labor force and associated labor input, as well as underlying growth in
labor productivity. Growth in labor input typically can be measured with
more accuracy than underlying productivity; for some time, growth in
labor input has tended to be around the growth in the overall population
of 1 percentage point per year. However, underlying productivity growth
has varied considerably over recent decades, from approximately 1 percent
or so per year to somewhere in the neighborhood of 3 percent or even
higher, getting a major boost during the mid- and late 1990s from applica-
tions of information technology and advanced management systems. If,
for example, productivity growth is 2 percent per year, then growth in ag-
gregate supply would be the sum of this amount and labor input growth of
1 percent—that is, 3 percent per year. In which case, growth in aggregate
demand in excess of 3 percent per year would result in a pickup in growth
in employment in excess of that of the labor force and a reduction in un-
employment. In contrast, growth in aggregate demand below 3 percent
“would result in a softening of the labor market and, in time, a reduction in
inflationary pressures.

Limitations of Monetary Policy

Monetary policy is not the only force acting on output, employment, and
prices. Many other factors affect aggregate demand and aggregate supply
and, consequently, the economic position of households and businesses.
Some of these factors can be anticipated and built into spending and other
economic decisions, and some come as a surprise. On the demand side,
the government influences the economy through changes in taxes and
spending programs, which typically receive a lot of public attention and
are therefore anticipated. For example, the effect of a tax cut may precede
its actual implementation as businesses and households alter their spend-
ing in anticipation of the lower taxes. Also, forward-looking financial
markets may build such fiscal events into the level and structure of interest
rates, so that a stimulative measure, such as a tax cut, would tend to raise
the level of interest rates even before the tax cut becomes effective, which
will have a restraining effect on demand and the economy before the fiscal
stimulus is actually applied.

Other changes in aggregate demand and supply can be totally unpredict-
able and influence the economy in unforeseen ways. Examples of such
shocks on the demand side are shifts in consumer and business confidence,
and changes in the lending posture of commercial banks and other credi-
tors. Lessened confidence regarding the outlook for the economy and
labor market or more restrictive lending conditions tend to curb business
and household spending. On the supply side, natural disasters, disruptions
in the oil market that reduce supply, agricultural losses, and slowdowns in
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productivity growth are examples of adverse supply shocks. Such shocks
tend to raise prices and reduce output. Monetary policy can attempt to
counter the loss of output or the higher prices but cannot fully offset both.

In practice, as previously noted, monetary policy makers do not have up-
to-the-minute information on the state of the economy and prices. Useful
information is limited not only by lags in the construction and availability
of key data but also by later revisions, which can alter the picture consid-
erably. Therefore, although monetary policy makers will eventually be
able to offset the effects that adverse demand shocks have on the economy,
it will be some time before the shock is fully recognized and—given the
lag between a policy action and the effect of the action on aggregate de-
mand-—an even longer time before it is countered. Add to this the un-
certainty about how the economy will respond to an easing or tightening
of policy of a given magnitude, and it is not hard to see how the economy
and prices can depart from a desired path for a period of time.

The statutory goals of maximum employment and stable prices are easier
to achieve if the public understands those goals and believes that the
Federal Reserve will take effective measures to achieve them. For ex-
ample, if the Federal Reserve responds to a negative demand shock to the
economy with an aggressive and transparent easing of policy, businesses
and consumers may believe that these actions will restore the economy to
full employment; consequently, they may be less inclined to pull back on
spending because of concern that demand may not be strong enough to
warrant new business investment or that their job prospects may not war-
rant the purchase of big-ticket household goods. Similarly, a credible anti-
inflation policy will lead businesses and households to expect less wage
and price inflation; workers then will not feel the same need to protect
themselves by demanding large wage increases, and businesses will be less
aggressive in raising their prices, for fear of losing sales and profits. As a
result, inflation will come down more rapidly, in keeping with the policy-
related slowing in growth of aggregate demand, and will give rise to less
slack in product and resource markets than if workers and businesses con-
tinued to act as if inflation were not going to slow.

Guides to Monetary Policy

Although the goals of monetary policy are clearly spelled out in law, the
means to achieve those goals are not. Changes in the FOMC’s target
federal funds rate take some time to affect the economy and prices, and
it is often far from obvious whether a selected level of the federal funds
rate will achieve those goals. For this reason, some have suggested that
the Federal Reserve pay close attention to guides that are intermediate
between its operational target—the federal funds rate—and the economy.
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Among those frequently mentioned are monetary aggregates, the level
and structure of interest rates, the so-called Taylor rule (discussed on page
23), and foreign exchange rates. Some suggest that one of these guides be
selected as an intermediate target—that is, that a specific formal objective
be set for the intermediate target and pursued aggressively with the policy
instruments. Others suggest that these guides be used more as indictors,
to be monitored regularly; in other words, the Federal Reserve could
establish a reference path for the intermediate variable that it thought to
be consistent with achieving the final goals of monetary policy, and actual
outcomes departing appreciably from that path would be seen as suggesting
that the economy might be drifting off course and that a policy adjustment
might be necessary.

Monetary Aggregates .......

Monetary aggregates have at times been advocated as guides to monetary
policy on the grounds that they may have a fairly stable relationship with
the economy and can be controlled to a reasonable extent by the central
bank, either through control over the supply of balances at the Federal
Reeserve or the federal funds rate. An increase in the federal funds rate
(and other short-term interest rates), for example, will reduce the attrac-
tiveness of holding money balances relative to now higher-yielding money
market instruments and thereby reduce the amount of money demanded
and slow growth of the money stock. There are a few measures of the
money stock—ranging from the transactions-dominated M1 to the broad-
er M2 and M3 measures, which include other liquid balances—and these
aggregates have different behaviors. (See page 22 for a description of the
composition of the monetary aggregates.)

Ordinarily, the rate of money growth sought over time would be equal
to the rate of nominal GDP growth implied by the objective for infla-
tion and the objective for growth in real GDP. For example, if the ob-
jective for inflation is 1 percent in a given year and the rate of growth in
real GDP associated with achieving maximum employment is 3 percent,
then the guideline for growth in the money stock would be 4 percent.
However, the relation between the growth in money and the growth in
nominal GDP, known as “velocity,” can vary, often unpredictably, and
this uncertainty can add to difficulties in using monetary aggregates as a
guide to policy. Indeed, in the United States and many other countries
with advanced financial systems over recent decades, considerable slip-
page and greater complexity in the relationship between money and GDP
have made it more difficult to use monetary aggregates as guides to policy.
In addition, the narrow and broader aggregates often give very different
signals about the need to adjust policy. Accordingly, monetary aggregates
have taken on less importance in policy making over time.

21
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The Components of the Monetary Aggregates

The Federal Reserve publishes data on three monetary aggre-
gates. The first, M1, is made up of types of money commonly
used for payment, basically currency and checking deposits. The
second, M2, includes M1 plus balances that generally are similar
to transaction accounts and that, for the most part, can be con-
verted fairly readily to M1 with little or no loss of principal. The
M2 measure 1s thought to be held primarily by households. The
third aggregate, M3, includes M2 plus certain accounts that are
held by entities other than individuals and are issued by banks and
thrift institutions to augment M2-type balances in meeting credit
demands; it also includes balances in money market mutual funds
held by institutional investors.

The aggregates have had different roles in monetary policy as their
reliability as guides has changed. The following details their prin-
cipal components:

M1  Currency (and traveler’s checks)
Demand deposits
NOW and similar interest-earning checking accounts

M2 Ml
Savings deposits and money market deposit accounts
Small time deposits’
Retail money market mutual fund balances?

M3 M2
Large time deposits
Institutional money market mutual fund balances
Repurchase agreements
Eurodollars

1. Time deposits in amounts of less than $100,000, excluding balances in
IR A and Keogh accounts at depository institutions.

2. Excludes balances held in IR A and Keogh accounts with money market
mutual funds.
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Interest Rates

Interest rates have frequently been proposed as a guide to policy, not only
because of the role they play in a wide variety of spending decisions but
also because information on interest rates is available on a real-time basis.
Arguing against giving interest rates the primary role in guiding monetary
policy is uncertainty about exactly what level or path of interest rates is
consistent with the basic goals of monetary policy. The appropriate level
of interest rates will vary with the stance of fiscal policy, changes in the
pattern of household and business spending, productivity growth, and
economic developments abroad. It can be difficult not only to gauge the
strength of these forces but also to translate them into a path for interest
rates.

The slope of the yield curve (that is, the difference between the interest
rate on longer-term and shorter-term instruments) has also been suggested
as a guide to monetary policy. Whereas short-term interest rates are
strongly influenced by the current setting of the policy instrument,
longer-term interest rates are influenced by expectations of future short-
term 1interest rates and thus by the longer-term effects of monetary policy
on inflation and output. For example, a yield curve with a steeply positive
slope (that is, longer-term interest rates far above short-term rates) may be
a signal that participants in the bond market believe that monetary policy
has become too expansive and thus, without a monetary policy correc-
tion, more inflationary. Conversely, a yield curve with a downward slope
(short-term rates above longer rates) may be an indication that policy is
too restrictive, perhaps risking an unwanted loss of output and employment.
However, the yield curve is also influenced by other factors, including
prospective fiscal policy, developments in foreign exchange markets, and
expectations about the future path of monetary policy. Thus, signals from
the yield curve must be interpreted carefully.

The Taylor Rule

The “Taylor rule,” named after the prominent economist John Taylor, is
another guide to assessing the proper stance of monetary policy. It relates
the setting of the federal funds rate to the primary objectives of monetary
policy—that is, the extent to which inflation may be departing from
something approximating price stability and the extent to which out-

put and employment may be departing from their maximum sustainable
levels. For example, one version of the rule calls for the federal funds rate
to be set equal to the rate thought to be consistent in the long run with
the achievement of full employment and price stability plus a component
based on the gap between current inflation and the inflation objective
less a component based on the shortfall of actual output from the full-
employment level. If inflation is picking up, the Taylor rule prescribes
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the amount by which the federal funds rate would need to be raised or,
if output and employment are weakening, the amount by which it would
need to be lowered. The specific parameters of the formula are set to
describe actual monetary policy behavior over a period when policy 1s
thought to have been fairly successful in achieving its basic goals.

Although this guide has appeal, it too has shortcomings. The level of
short-term interest rates associated with achieving longer-term goals, a
key element in the formula, can vary over time in unpredictable ways.
Moreover, the current rate of inflation and position of the economy in
relation to full employment are not known because of data lags and diffi-
culties in estimating the full-employment level of output, adding another
layer of uncertainty about the appropriate setting of policy.

Foreign Exchange Rates

Exchange rate movements are an important channel through which
monetary policy affects the economy, and exchange rates tend to respond
promptly to a change in the federal funds rate. Moreover, information
on exchange rates, like information on interest rates, is available continu-
ously throughout the day.

Interpreting the meaning of movements in exchange rates, however, can
be difficult. A decline in the foreign exchange value of the dollar, for ex-
ample, could indicate that monetary policy has become, or 1s expected to
become, more accommodative, resulting in inflation risks. But exchange
rates respond to other influences as well, notably developments abroad;
so a weaker dollar on foreign exchange markets could instead reflect
higher interest rates abroad, which make other currencies more attrac-
tive and have fewer implications for the stance of U.S. monetary policy
and the performance of the U.S. economy. Conversely, a strengthening
of the dollar on foreign exchange markets could reflect a move to a more
restrictive monetary policy in the United States—or expectations of such
a move. But it also could reflect expectations of a lower path for interest
rates elsewhere or a heightened perception of risk in foreign financial as-
sets relative to U.S. assets.

Some have advocated taking the exchange rate guide a step further and
using monetary policy to stabilize the dollar’s value in terms of a par-
ticular currency or in terms of a basket of currencies. However, there

is a great deal of uncertainty about which level of the exchange rate is
most consistent with the basic goals of monetary policy, and selecting the
wrong rate could lead to a protracted period of deflation and economic
slack or to an overheated economy. Also, attempting to stabilize the ex-
change rate in the face of a disturbance from abroad would short-circuit
the cushioning effect that the associated movement in the exchange rate
would have on the U.S. economy.



Monetary Policy and the Economy

Conclusion

All of the guides to monetary policy discussed here have something to do
with the transmission of monetary policy to the economy. All have cer-
tain advantages; however, none has shown so consistently close a relation-
ship with the ultimate goals of monetary policy that it can be relied on
alone. Consequently, monetary policy makers have tended to use a broad
range of indicators—those mentioned above along with many others,
including the actual behavior of output and prices—to judge trends in the
economy and to assess the stance of monetary policy.

Such an eclectic approach-enables the Federal Reserve and other central
banks to use all the available information in conducting monetary policy.
This tack may be especially important as market structures and economic
processes change in ways that reduce the utility of any single indictor.
However, a downside to such an approach is the difficulty it poses in
communicating the central bank’s intentions to the public; the lack of a
relatively simple set of procedures may make 1t difficult for the public to
understand the actions of the Federal Reserve and to judge whether those
actions are consistent with achieving its statutory goals. This downside
risk can be mitigated if the central bank develops a track record of achiev-
ing favorable policy outcomes when no single guide to policy has proven
reliable.
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'The Implementation of Monetary Policy

The Federal Reserve exercises considerable control over the
demand for and supply of balances that depository institutions
hold at the Reserve Banks. In so doing, it influences the federal
funds rate and, ultimately, employment, output, and prices.

The Federal Reserve implements U.S. monetary policy by affecting con-
ditions in the market for balances that depository institutions hold at the
Federal Reserve Banks. The operating objectives or targets that it has
used to effect desired conditions in this market have varied over the years.
At one time, the FOMC sought to achieve a specific quantity of balances,
but now it sets a target for the interest rate at which those balances are
traded between depository institutions—the federal funds rate. (See “Op-
erational Approaches over the Years” on page 28.) By conducting open
market operations, imposing reserve requirements, permitting depository
institutions to hold contractual clearing balances, and extending credit
through its discount window facility, the Federal Reserve exercises con-
siderable control over the demand for and supply of Federal Reserve bal-
ances and the federal funds rate. Through its control of the federal funds
rate, the Federal Reserve is able to foster financial and monetary condi-
tions consistent with its monetary policy objectives.

The Market for Federal Reserve Balances

The Federal Reserve influences the economy through the market for
balances that depository institutions maintain in their accounts at Federal
Reserve Banks. Depository institutions make and receive payments on
behalf of their customers or themselves in these accounts. The end-of-
day balances in these accounts are used to meet reserve and other bal-
ance requirements. If a depository institution anticipates that it will end
the day with a larger balance than it needs, it can reduce that balance in
several ways, depending on how long it expects the surplus to persist. For
example, if it expects the surplus to be temporary, the institution can lend
excess balances in financing markets, such as the market for repurchase
agreements or the market for federal funds.
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Operational Approaches over the Years

The Federal Reserve can try to achieve a desired quantity of bal-
ances at the Federal Reserve Banks or a desired price of those
balances (the federal funds rate), but it may not be able to achieve
both at once. The greater the emphasis on a quantity objective,
the more short-run changes in the demand for balances will influ-
ence the federal funds rate. Conversely, the greater the emphasis
on a funds-rate objective, the more shifts in demand will influence
the quantity of balances at the Federal Reserve. Over the years,
the Federal Reserve has used variations of both of these operational
approaches.

During most of the 1970s, the Federal Reserve targeted the price
of Federal Reserve balances. The FOMC would choose a target
federal funds rate that it thought would be consistent with its ob-
jective for M1 growth over short intervals of time. The funds-rate
target would be raised or lowered if M1 growth significantly ex-
ceeded or fell short of the desired rate. At times, large rate move-
ments were needed to bring money growth back in line with the
target, but the extent of the necessary policy adjustment was not
always gauged accurately. Moreover, there appears to have been
some reluctance to permit substantial variation in the funds rate.
As a result, the FOMC did not have great success in combating
the increase in inflationary pressures that resulted from oil-price
shocks and excessive money growth over the decade.

By late 1979, the FOMC recognized that a change in tactics was
necessary. In October, the Federal Reserve began to target the
quantity of reserves—the sum of balances at the Federal Reserve
and cash in the vaults of depository institutions that is used to
meet reserve requirements—to achieve greater control over M1
and bring down inflation. In particular, the operational objective
for open market operations was a specific level of nonborrowed
reserves, or total reserves less the quantity of discount window
borrowing. A predetermined target path for nonborrowed reserves
was based on the FOMC’s objectives for M1. If M1 grew faster
than the objective, required reserves, which were linked to M1
through the required reserve ratios, would expand more quickly
than nonborrowed reserves. With the fixed supply of nonbor-
rowed reserves falling short of demand, banks would bid up the
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federal funds rate, sometimes sharply. The rise in short-term inter-
est rates would eventually damp M1 growth, and M1 would be
brought back toward its targeted path.

By late 1982, it had become clear that the combination of interest
rate deregulation and financial innovation had weakened the his-
torical link between M1 and the economic objectives of monetary
policy. The FOMC began to make more discretionary decisions
about money market conditions, using a wider array of economic
and financial variables to judge the need for adjustments in short-
term interest rates. In the day-to-day implementation of open
market operations, this change was manifested in a shift of focus
from a nonborrowed-reserve target to a borrowed-reserve

target. The Federal Reserve routinely supplied fewer nonbor-
rowed reserves than the estimated demand for total reserves, thus
forcing depository institutions to meet their remaining need for
reserves by borrowing at the discount window. The total amount
borrowed was limited, however, even though the discount rate was
generally below the federal funds rate, because access to discount
window credit was restricted. In particular, depository institutions
were required to pursue all other reasonably available sources of
funds, including those available in the federal funds market, before
credit was granted. During the time it was targeting borrowed
reserves, the Federal Reserve influenced the level of the federal
funds rate by controlling the extent to which depository institu-
tions had to turn to the discount window.- When it wanted to ease
monetary policy, it would reduce the borrowed-reserve target and.
_supply more nonborrowed reserves to meet estirated demand.
With less pressure to borrow from the discount window, deposi-
tory institutions would bid less aggressively for balances at the
Federal Reserve and the federal funds rate would fall.

Beginning in the mid-1980s, spreading doubts about the financial
health of some depository institutions led to an increasing reluc-
tarice on the part of many institutions to borrow at the dxscount

~ window, thus weakening the link between borrowing and the
federal funds rate. Consequently, the Federal Reserve increasingly
‘sought to attain a specific level of the federal funds rate rather than
a targeted amount of borrowed reserves. In July 1995, the FOMC
began to announce its target for the federal funds rate.
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domestic banking entities that engage in international transactions. Since
the early 1990s, reserve requirements have been applied only to transaction
deposits, which include demand deposits and interest-bearing accounts that
offer unlimited checking privileges. An institution’s reserve requirement is
a fraction of such deposits; the fraction—the required reserve ratio—is set
by the Board of Governors within limits prescribed in the Federal Reserve
Act. A depository institution’s reserve requirement expands or contracts
with the level of its transaction deposits and with the required reserve
ratio set by the Board. In practice, the changes in required reserves reflect
movements in transaction deposits because the Federal Reserve adjusts the
required reserve ratio only infrequently.

A depository institution satisfies its reserve requirement by its holdings of
vault cash (currency in its vault) and, if vault cash is insufficient to meet
the requirement, by the balance maintained directly with a Federal Re-
serve Bank or indirectly with a pass-through correspondent bank (which
in turn holds the balances in its account at the Federal Reserve). The
difference between an institution’s reserve requiremnent and the vaule cash
used to meet that requirement is called the required reserve balance. If
the balance maintained by the depository institution does not satisfy its
reserve balance requirement, the deficiency may be subject to a charge.

Contractual Clearing Balances

Depository institutions use their accounts at Federal Reserve Banks not
only to satisfy their reserve balance requirements but also to clear many
financial transactions. Given the volume and unpredictability of transac-
tions that clear through their accounts every day, depository institutions
seek to hold an end-of-day balance that is high enough to protect against
unexpected debits that could leave their accounts overdrawn at the end of
the day and against any resulting charges, which could be quite large. Ifa
depository institution finds that targeting an end-of-day balance equal to
its required reserve balance provides insufficient protection against over-
drafts, it may establish a contractual clearing balance (sometimes referred
to as a required clearing balance).

A contractual clearing balance is an amount that a depository institution
agrees to hold at its Reserve Bank in addition to any required reserve
balance. In return, the depository institution earns implicit interest, in
the form of earnings credits, on the balance held to satisfy its contractual
clearing balance. It uses these credits to defray the cost of the Federal
Reserve services it uses, such as check clearing and wire transfers of funds
and securities. If the depository institution fails to satisfy its contractual
requirement, the deficiency is subject to a charge.
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agreements. Purchases or sales of securities by the Federal Reserve,
whether outright or temporary, are called open market operations, and
they are the Federal Reserve’s principal tool for influencing the supply
of balances at the Federal Reserve Banks. Open market operations are
conducted to align the supply of balances at the Federal Reserve with the
demand for those balances at the target rate set by the FOMC.

Purchasing securities or arranging a repurchase agreement increases the
quantity of balances because the Federal Reserve creates balances when it
credits the account of the seller’s depository institution at the Federal Re-
serve for the amount of the transaction; there is no corresponding offset in
another institution’s account. Conversely, selling securities or conducting
a reverse repurchase agreement decreases the quantity of Federal Reserve
balances because the Federal Reserve extinguishes balances when it debits
the account of the purchaser’s depository institution at the Federal Re-
serve; there is no corresponding increase in another institution’s account. The su pp[y Qf
In contrast, when financial institutions, business firms, or individuals buy
or sell securities among themselves, the credit to the account of the seller’s
depository institution is offset by the debit to the account of the purchas- balances increases
er’s depository institution; so existing balances held at the Federal Re-

serve are redistributed from one depository institution to another without =~
changing the total available. institutions borrow

from the Federal

Federal Reserve

when depository

Discount Window Lending .
Reserve’s discount
The supply of Federal Reserve balances increases when depository institu- 1177 douw.

tions borrow from the Federal Reserve’s discount window. Access to dis-

count window credit is established by rules set by the Board of Governors,

and loans are made at interest rates set by the Reserve Banks and approved

by the Board. Depository institutions decide to borrow based on the level

of the lending rate and their liquidity needs. Beginning in early 2003,

rates for discount window loans have been set above prevailing market

rates (see “Major Revision to Discount Window Programs” on page 47).

As a result, depository 1nstitutions typically will borrow from the discount

window in significant volume only when overall market conditions have

tightened enough to push the federal funds rate up close to the discount

rate. Overall market conditions tend to tighten to such an extent only

infrequently, so the volume of balances supplied through the discount

window is usually only a small portion of the total supply of Federal Re-

serve balances. However, at times of market disruptions, such as after the

terrorist attacks in 2001, loans extended through the discount window can

supply a considerable volume of Federal Reserve balances.

Autonomous Factors

The supply of balances can vary substantially from day to day because of
movements in other items on the Federal Reserve’s balance sheet (table

33






The Implementation of Monetary Policy

the account of the depository institution on which the check is drawn

1s debited. This situation can arise because credit is granted to the pre-
senting depository institution on a preset schedule, whereas the paying
institution’s account is not debited until the check is presented to it. Float
temporarily adds Federal Reserve balances when there is a delay in debit-
ing the paying institution’s account because the two depository institu-
tions essentially are credited with the same balances. Float temporarily
drains balances when the paying institution’s account is debited before the
presenting institution receives credit under the schedule. Float tends to
be quite high and variable following inclement weather that disrupts the
normal check-delivery process.

Controlling the Federal Funds Rate

The Federal Reserve’s conduct of open market operations, its policies

related to required reserves and contractual clearing balances, and its lend- Op?ﬂ market
ing through the discount window all play important roles in keeping the
federal funds rate close to the FOMC’s target rate. Open market opera- o 4
tions are the most powerful and often-used tool for controlling the funds ~ H10S¢ pOll’é’U‘Hl and
rate. These operations, which are arranged nearly every business day, are often-used tool
designed to bring the supply of Federal Reserve balances in line with the
demand for those balances at the FOMC’s target rate. Required reserve .
balances and contractual clearing balances facilitate the conduct of open ) federal ) ﬁmdg rate.
market operations by creating a predictable demand for Federal Reserve

operations are the

for controlling the

balances. If, even after an open market operation is arranged, the supply
of balances falls short of demand, then discount window lending provides
a mechanism for expanding the supply of balances to contain pressures on
the funds rate.

Reserve balance requirements and contractual clearing balances need to
be met only on average over a so-called reserve maintenance period, not
each day. This structure gives depository institutions considerable flex-
ibility in managing their end-of-day balances at the Federal Reserve from
one day to the next. This flexibility helps smooth fluctuations in the
federal funds rate. If a depository institution finds that its balance at the
Federal Reserve 1s unexpectedly high on one day (for instance, because

a customer made an unexpected deposit or an expected payment was not
made), it does not have to offer to lend the extra balance at very low rates;
it can absorb the surplus by choosing to hold lower balances in the re-
maining days of the maintenance period and still meet its balance require-
ments. Holding a lower balance on a subsequent day of the period does
not necessarily increase the likelihood that the depository institution will
incur an overnight overdraft if the sum of its required reserve balance and
contractual clearing balance is high relative to its payment needs. This
flexibility in managing account balances protects against variations in the
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demand for and supply of Federal Reserve balances that would otherwise
put pressure on the federal funds rate.

Reserve balance requirements and contractual clearing balances also help
create a predictable demand for balances at the Federal Reserve. With-
out reserve balance requirements or contractual clearing balances, many
depository institutions would still hold positive balances at the Federal
Reserve to facilitate payments on behalf of themselves or their customers
and to avoid having a negative balance in their account at the end of the
day. The exact amount of balances that depository institutions want to
hold at the Federal Reserve at the end of the day for clearing purposes can
vary considerably from day to day, often depending on the volume and
uncertainty of the payment flows through their accounts. These demands
are very difficult for the Federal Reserve to forecast. When the level of
reserve balance requirements, contractual clearing balances, or the sum

of the two make it necessary for depository institutions to hold balances
above the shifting and unpredictable level needed for clearing purposes,
the Federal Reserve can more accurately determine the demand for Fed-
eral Reserve balances and, by manipulating the supply of Federal Reserve
balances through open market operations, more readily attain the target
funds rate.

The remainder of this chapter takes a more detailed look at open market
operations, reserve requirements, contractual clearing balances, and the
discount window.

Open Market Operations

In theory, the Federal Reserve could conduct open market operations by
purchasing or selling any type of asset. In practice, however, most assets
cannot be traded readily enough to accommodate open market operations.
For open market operations to work effectively, the Federal Reserve

must be able to buy and sell quickly, at its own convenience, in whatever
volume may be needed to keep the federal funds rate at the target level.
These conditions require that the instrument it buys or sells be traded in a
broad, highly active market that can accommodate the transactions with-
out distortions or disruptions to the market itself.

The market for U.S. Treasury securities satisfies these conditions. The
U.S. Treasury securities market is the broadest and most active of U.S.
financial markets. Transactions are handled over the counter, not on an
organized exchange. Although most of the trading occurs in New York
City, telephone and computer connections link dealers, brokers, and
customers—regardless of their location—to form a global market.
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capital standards of their primary regulators and satisfy other criteria con-
sistent with being a meaningful and creditworthy counterparty. All open
market operations transacted with primary dealers are conducted through
an auction process.

Each day, the Desk must decide whether to conduct open market opera-
tions, and, if so, the types of operations to conduct. It examines forecasts
of the daily supply of Federal R eserve balances from autonomous fac-

tors and discount window lending. The forecasts, which extend several
weeks into the future, assume that the Federal Reserve abstains from open
market operations. These forecasts are compared with projections of the
demand for balances to determine the need for open market operations.
The decision about the types of operations to conduct depends on how
long a deficiency or surplus of Federal Reserve balances is expected to
last. If staff projections indicate that the demand for balances is likely to
exceed the supply of balances by a large amount for a number of weeks or
months, the Federal Reserve may make outright purchases of securities or
arrange longer-term repurchase agreements to increase supply. Converse-
ly, if the projections suggest that demand is likely to fall short of supply,
then the Federal Reserve may sell securities outright or redeem maturing
securities to shrink the supply of balances.

Even after accounting for planned outright operations or long-term re-
purchase agreements, there may still be a short-term need to alter Federal
Reserve balances. In these circumstances, the Desk assesses whether the
federal funds rate is likely to remain near the FOMC'’s target rate in light
of the estimated imbalance between supply and demand. If the funds

rate is likely to move away from the target rate, then the Desk will ar-
range short-term repurchase agreements, which add balances, or reverse
repurchase agreements, which drain balances, to better align the supply of
and demand for balances. If the funds rate 1s likely to remain close to the
target, then the Desk will not arrange a short-term operation. Short-term
temporary operations are much more common than outright transactions
because daily fluctuations in autonomous factors or the demand for ex~
cess reserve balances can create a sizable imbalance between the supply of
and demand for balances that might cause the federal funds rate to move
significantly away from the FOMC’s target.

Outright Purchases and Sales

The Federal Reserve tends to conduct far more outright purchases than
outright sales or redemptions of securities primarily because it must offset
the drain of balances resulting from the public’s increasing demand for
Federal Reserve notes (table 3.4). When the Desk decides to buy securi~
ties in an outright operation, it first determines how much it wants to buy
to address the mismatch between supply and demand. It then divides that

nam—
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The manager of the System Open Market Account and the group in New
York are linked in a telephone conference call with members of the staff at
the Board of Governors and with a Federal Reserve Bank president who

is currently a member of the FOMC. Participants in the call discuss staff
forecasts for Federal Reserve balances and recent developments in finan-
cial markets. They pay special attention to trading conditions in the fed-
eral funds market, particularly the level of the federal funds rate in relation
to the FOMC’s target. In light of this information, they determine a plan
for open market operations. The decision is announced to the markets at
around 9:30 a.m., at the same time that the Desk solicits offers from deal-
ers. (Typically, longer-term repurchase agreements are arranged earlier in
the morning, usually on a specific day of the week.) If an outright opera-
tion is also needed, it would typically be executed later in the morning,
after the daily operation is complete.

Securities Lending

The Federal Reserve has a securities lending program designed to provide
a secondary and temporary source of securities to the market in order Reserve
to promote the smooth clearing of Treasury securities. Under this pro-
gram, securities from the portfolio are offered for loan to primary dealers i
through an auction process each day at noon. The total amount available @ useful role in the
for an individual security is a fraction of the Federal Reserve’s total hold-
ings, and there are limits on the amount of securities that can be lent to )
a single dealer. As collateral, the dealer gives the Federal Reserve other market operations
securities, not cash; therefore, the Federal Reserve’s lending operations do [)); /’l(j[pina to

not affect the supply of Federal Reserve balances and are not considered <
open market operations.

requirements play

conduct of open

ensure a predictable
demand for Federal

Reserve Requirements Reserve balances.

Reserve requirements have long been a part of our nation’s banking his-
tory. Depository institutions maintain a fraction of certain liabilities in
reserve in specified assets. The Federal Reserve can adjust reserve require-
ments by changing required reserve ratios, the liabilities to which the ratios
apply, or both. Changes in reserve requirements can have profound effects
on the money stock and on the cost to banks of extending credit and are
also costly to administer; therefore, reserve requirements are not adjusted
frequently. Nonetheless, reserve requirements play a useful role in the con-
duct of open market operations by helping to ensure a predictable demand
for Federal Reserve balances and thus enhancing the Federal Reserve’s
control over the federal funds rate.

R equiring depository institutions to hold a certain fraction of their de-
posits in reserve, either as cash in their vaults or as non-interest-bearing
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money and credit partly by manipulating bank funding costs. As financial
innovation spawned new sources of bank funding, the Federal Reserve
adapted reserve requirements to these new financial products. It changed
required reserve ratios on specific bank liabilities that were most frequently
used to fund new lending. Reserve requirements were also imposed on
other, newly emerging liabilities that were the functional equivalents of
deposits, such as Eurodollar borrowings. At times, it supplemented these
actions by placing a marginal reserve requirement on large time deposits
—that is, an additional requirement applied only to each new increment of
these deposits.

As the 1970s unfolded, it became increasingly apparent that the structure
of reserve requirements was becoming outdated. At this time, only banks
that were members of the Federal Reserve System were subject to reserve
requirements established by the Federal Reserve. The regulatory struc-
ture and competitive pressures during a period of high interest rates were
putting an increasing burden on member banks. This situation fostered
the growth of deposits, especially the newly introduced interest-bearing
transaction deposits, at institutions other than member banks and led many /mn(ges in reserve
banks to leave the Federal Reserve System. Given this situation, policy /
makers felt that reserve requirements needed to be applied to a broad group 3
of institutions for more effective monetary control—that is, to strengthen Qﬁea the mone Y
the relationship between the amount of reserves supplied by the Federal stock and bank
Reserve and the overall quantity of money in the economy.

requirerents can

funding costs.
The Monetary Control Act of 1980 (MCA) ended the problem of member-
ship attrition and facilitated monetary control by reforming reserve re-
quirements. Under the act, all depository institutions are subject to reserve
requirements set by the Federal Reserve, whether or not they are members
of the Federal Reserve System. The Board of Governors may impose re-
serve requirements solely for the purpose of implementing monetary policy.
The required reserve ratio may range from 8 percent to 14 percent on
transaction deposits and from O percent to 9 percent on nonpersonal time
deposits. The Board may also set reserve requirements on the net liabilities
owed by depository institutions in the United States to their foreign affili-
ates or to other foreign banks. The MCA permits the Board, under certain
circumstances, to establish supplemental and emergency reserve require-
ments, but these powers have never been exercised.

Following the passage of the MCA in 1980, reserve requirements were not
adjusted for policy purposes for a decade. In December 1990, the required
reserve ratio on nonpersonal time deposits was pared from 3 percent to 0
percent, and in April 1992 the 12 percent ratio on transaction deposits was
trimmed to 10 percent. These actions were partly motivated by evidence
suggesting that some lenders had adopted a more cautious approach to ex-
tending credit, which was increasing the cost and restricting the availability
of credit to some types of borrowers. By reducing funding costs and thus
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providing depository institutions with easier access to capital markets, the
cuts in required reserve ratios put depository institutions in a better posi-
tion to extend credit.

Although reserve requirement ratios have not been changed since the early
1990s, the level of reserve requirements and required reserve balances has
fallen considerably since then because of the widespread implementation of
retail sweep programs by depository institutions. Under such a program, a
depository institution sweeps amounts above a predetermined level from a
depositor’s checking account into a special-purpose money market deposit
account created for the depositor. In this way, the depository institution
shifts funds from an account that is subject to reserve requirements to one
that is not and therefore reduces its reserve requirement. With no change
in its vault cash holdings, the depository institution can lower its required
reserve balance, on which it earns no interest, and invest the funds formerly
held at the Federal Reserve in interest-earning assets.

Contractual Clearing Balances

Contractual clearing balances, like required reserve balances, help to create
a stable, predictable demand for Federal Reserve balances, which assists in
the conduct of open market operations. In early 1981, the Federal Re-
serve Board established a policy that permitted all depository institutions
to hold contractual clearing balances at the Federal Reserve Banks. Such
balances, which were referred to as required clearing balances at the time,
were established following the passage of the MCA to facilitate access to
Federal Reserve priced services by depository institutions with zero or
low required reserve balances. Use of these arrangements was minimal in
the early 1980s because required reserve balances were sufficiently high to
facilitate clearing and meet reserve requirements.

Chart 3.1
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The use of contractual clearing balances rose considerably in the 1990s

as required reserve balances dropped in the wake of the cuts in required
reserve ratios early in the decade and the widespread implementation of
retail sweep programs by depository institutions. The resulting reduction in
required reserve balances left some depository institutions with insufficient
protection against overnight overdrafts, so they established or expanded
their contractual clearing balances. The rise in contractual clearing balances
during the 1990s did not match the decline in required reserve balances,
however, in part because depository institutions apparently did not need as
large a cushion to protect against overnight overdrafts as was once provided
by their required reserve balance. In addition, the ability of some deposi-
tory institutions to expand their contractual clearing balances was limited
by the extent to which they use Federal Reserve priced services.

The Discount Window

The Federal Reserve’s lending at the discount window serves two pri- At times when the
mary functions. It complements open market operations in achieving

normal functioning
the target federal rm f Hetioning

funds rate by mak- of financial markets
: e —— F A s

ing Federal Reserve FEDERAL RESERVE prass release is disrupted, the
balances available to ) .
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faces an unexpectedly
low balance in its account at the Federal Reserve, either because the total
supply of balances has fallen short of demand or because it failed to receive
an expected transfer of funds from a counterparty, it can borrow at the
discount window. This extension of credit increases the supply of Federal
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Reserve balances and helps to limit any upward pressure on the federal
funds rate. At times when the normal functioning of financial markets 1s
disrupted—for example after operational problems, a natural disaster, or a
terrorist attack—the discount window can become the principal channel
for supplying balances to depository institutions.

The discount window can also, at times, serve as a useful tool for promot-
ing financial stability by providing temporary funding to depository insti-
tutions that are having significant financial difficulties. If the institution’s
sudden collapse were likely to have severe adverse effects on the financial
system, an extension of central bank credit could be desirable because it
would address the liquidity strains and permit the institution to make a
transition to sounder footing. Discount window credit can also be used to
facilitate an orderly resolution of a failing institution. An institution ob-
taining credit in either situation must be monitored appropriately to ensure
that it does not take excessive risks in an attempt to return to profitability
and that the use of central bank credit would not increase costs to the de-
posit insurance fund and ultimately the taxpayer.

Types of Credit

In ordinary circumstances, the Federal Reserve extends discount window
credit to depository institutions under the primary, secondary, and seasonal
credit programs. The rates charged on loans under each of these programs
are established by each Reserve Bank’s board of directors every two weeks,
subject to review and determination by the Board of Governors. The rates
for each of the three lending programs are the same at all Reserve Banks,
except occasionally for very brief periods following the Board’s action to
adopt a requested rate change. The Federal Reserve also has the author-
ity under the Federal Reserve Act to extend credit to entities that are not
depository institutions in “unusual and exigent circumstances”’; however,
such lending has not occurred since the 1930s.

Primary Credit

Primary credit is available to generally sound depository institutions on a
very short-term basis, typically overnight. To assess whether a depository
institution is in sound financial condition, its Reserve Bank regularly re-
views the institution’s condition, using supervisory ratings and data on ad-
equacy of the institution’s capital. Depository institutions are not required
to seek alternative sources of funds before requesting occasional advances
of primary credit, but primary credit is expected to be used as a backup,
rather than a regular, source of funding.

The rate on primary credit has typically been set 1 percentage point above
the FOMC’s target federal funds rate, but the spread can vary depending on
circumstances. Because primary credit i1s the Federal Reserve’s main dis-
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Major Revision to Discount Window Programs

On January 9, 2003, the Federal Reserve significantly revised its dis-
count window lending programs, replacing the previous adjustment and
extended credit programs with primary and secondary credit facilities.
Adjustment credit had been made available to help depository institu-
tions make short-term balance-sheet adjustments and to provide an
alternate source of funds in the event of a shortfall in the supply of Fed-
eral Reserve balances. Extended credit, which was intended to accom-
modate depository institutions’ somewhat longer-term liquidity needs
resulting from exceptional circumstances, had not been used since 1995.

Adjustment credit was extended at the basic discount rate, which over
the previous decade had been 25 to 50 basis points below the usual level
of overnight market interest rates. The below-market interest rate on
adjustment credit had caused several significant problems. The incen-
tive for depository institutions to exploit the below-market rate meant
that borrowing requests necessarily were subject to considerable admin-
istration by Reserve Banks. In particular, borrowers were required to
seek funds elsewhere before coming to the window. Partly as a result
of those requirements, many depository institutions were reluctant to
borrow from the discount window, reducing the effectiveness of the
discount window in buffering shocks to the money market.

Under the revised lending programs, the above-market rate and the fact
that primary credit is restricted to financially sound institutions mean
that primary credit can be extended largely without administration,
making depository institutions more willing to borrow and so mak-
ing the discount window a more effective monetary policy tool. The
central banks of nearly all industrialized countries have similar lending
facilities that extend collateralized credit at an above-market rate with
little or no administration.

Chart 3.3
Effective federal funds rate and discount rate, 1955-2004*
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* On January 9, 2003, the main discount rate switched from being the rate on adjustment
credit to the rate on primary credit.
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count window program, the Federal Reserve at times uses the term discount
rate specifically to mean the primary credit rate.

Reserve Banks ordinarily do not require depository institutions to provide
reasons for requesting very short-term primary credit. Borrowers are asked
to provide only the minimum information necessary to process a loan,
usually the requested amount and term of the loan. If a pattern of borrow-
ing or the nature of a particular borrowing request strongly indicates that a
depository institution is not generally sound or is using primary credit as a
regular rather than a backup source of funding, a Reserve Bank may seek
additional information before deciding whether to extend the loan.

Primary credit may be extended for longer periods of up to a few weeks if
a depository institution is in generally sound financial condition and can-
not obtain temporary funds in the market at reasonable terms. Large and
medium-sized institutions are unlikely to meet this test.

Secondary Credit

Secondary credit is available to depository institutions that are not eligible
for primary credit. It is extended on a very short-term basis, typically
overnight. Reflecting the less-sound financial condition of borrowers

of secondary credit, the rate on secondary credit has typically been 50
basis points above the primary credit rate, although the spread can vary
as circumstances warrant. Secondary credit is available to help a deposi-
tory institution meet backup liquidity needs when its use is consistent with
the borrowing institution’s timely return to a reliance on market sources of
funding or with the orderly resolution of a troubled institution’s difficulties.
Secondary credit may not be used to fund an expansion of the borrower’s
assets.

Loans extended under the secondary credit program entail a higher level of
Reserve Bank administration and oversight than loans under the primary
credit program. A Reserve Bank must have sufficient information about

a borrower’s financial condition and reasons for borrowing to ensure that
an extension of secondary credit would be consistent with the purpose

of the facility. Moreover, under the Federal Deposit Insurance Corpora-
tion Improvement Act of 1991, extensions of Federal Reserve credit to an
FDIC-insured depository institution that has fallen below minimum capital
standards are generally limited to 60 days in any 120-day period or, for the
most severely undercapitalized, to only five days.

Seasonal Credit
The Federal Reserve’s seasonal credit program 1s designed to help small

depository institutions manage significant seasonal swings in their loans
and deposits. Seasonal credit is available to depository institutions that can
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Discount Window Collateral

By law, all discount window loans must be secured by collateral to the
satisfaction of the lending Reserve Bank. Most loans that are not past due
and most 1nvestment-grade securities held by depository institutions are ac-
ceptable as collateral. Reserve Banks must be able to establish a legal right
in the event of default to be first in line to take possession of and, if neces-
sary, sell all collateral that secures discount window loans.

Reserve Banks assign a lendable value to assets accepted as collateral. The
lendable value is the maximum loan amount that can be backed by that
asset. It is based on market values, if available, or par values—in both cases
reduced by a margin. The margin depends on how accurately the asset can
be valued, how much its value tends to vary over time, the liquidity of the
asset, and the financial condition of the pledging institution.



The Implementation of Monetary Policy

m‘The Federal Reserve in the International Sphere

The U.S. economy and the world economy are linked in many
ways. Economic developments in this country have a major
influence on production, employment, and prices beyond our
borders; at the same time, developments abroad significantly
affect our economy. The U.S. dollar, which is the currency
most used in international transactions, constitutes more than
half of other countries’ official foreign exchange reserves. U.S.
banks abroad and foreign banks in the United States are
important actors in international financial markets.

The activities of the Federal Reserve and the international economy influ-
ence each other. Therefore, when deciding on the appropriate monetary
policy for achieving basic economic goals, the Board of Governors and the
FOMC consider the record of U.S. international transactions, movements
in foreign exchange rates, and other international economic developments.
And in the area of bank supervision and regulation, innovations in inter-
national banking require continual assessments of, and occasional modifi-
cations in, the Federal Reserve’s procedures and regulations.

The Federal Reserve formulates policies that shape, and are shaped by,
international developments. It also participates directly in international
affairs. For example, the Federal Reserve occasionally undertakes foreign
exchange transactions aimed at influencing the value of the dollar in rela-
tion to foreign currencies, primarily with the goal of stabilizing disorderly
market conditions. These transactions are undertaken in close and con-
tinuous consultation and cooperation with the U.S. Treasury. The Federal
Reserve also works with the Treasury and other government agencies on
various aspects of international financial policy. It participates in a num-
ber of international organizations and forums and is in almost continuous
contact with other central banks on subjects of mutual concern.

International Linkages
The Federal Reserve’s actions to adjust U.S. monetary policy are designed

to attain basic objectives for the U.S. economy. But any policy move also
influences, and is influenced by, international developments. For example,
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U.S. monetary policy actions influence exchange rates. The dollar’s ex-
change value in terms of other currencies is therefore one of the channels
through which U.S. monetary policy affects the U.S. economy. If Federal
Reserve actions raised U.S. interest rates, for instance, the foreign ex-
change value of the dollar generally would rise. An increase in the foreign
exchange value of the dollar, in turn, would raise the price in foreign cur-
rency of U.S. goods traded on world markets and lower the dollar price of
goods imported into the United States. By restraining exports and boost-
ing imports, these developments could lower output and price levels in the
U.S. economy. In contrast, an increase in interest rates in a foreign coun-
try could raise worldwide demand for assets denominated in that country’s
currency and thereby reduce the dollar’s value in terms of that currency.
Other things being equal, U.S. output and price levels would tend to
increase—just the opposite of what happens when U.S. interest rates rise.

Therefore, when formulating monetary policy, the Board of Governors
and the FOMC draw upon information about and analysis of international
as well as U.S. domestic influences. Changes in public policies or in eco-
nomic conditions abroad and movements in international variables that
affect the U.S. economy, such as exchange rates, must be factored into the
determination of U.S. monetary policy.

Conversely, economic developments in the United States, including U.S.
monetary policy actions, have significant effects on growth and inflation
in foreign economies. Although the Federal Reserve’s policy objectives
are limited to economic outcomes in the United States, it is mutually
beneficial for macroeconomic and financial policy makers in the United
States and other countries to maintain a continuous dialogue. This dia-
logue enables the Federal Reserve to better understand and anticipate
influences on the U.S. economy that emanate from abroad.

The increasing complexity of global financial markets—combined with
ever-increasing linkages between national markets through trade, finance,
and direct investment—have led to a proliferation of forums in which pol-
icy makers from different countries can meet and discuss topics of mutual
interest. One important forum is provided by the Bank for International
Settlements (BIS) in Basel, Switzerland. Through the BIS, the Federal
Reserve works with representatives of the central banks of other coun-
tries on mutual concerns regarding monetary policy, international finan-
cial markets, banking supervision and regulation, and payments systems.
(The Chairman of the Board of Governors and the president of the Fed-
eral Reserve Board of New York represent the U.S. central bank on the
board of directors of the BIS.) Representatives of the Federal Reserve also
participate in the activities of the International Monetary Fund (IMF) and
discuss macroeconomic, financial market, and structural issues with rep-
resentatives of other industrial countries at the Organisation for Economic






The Federal Reserve System: Purposes and Functions

Under flexible
exchange rates, the
main aim of Federal
Reserve foreign
currency operations
has been to connter
disorderly conditions
in exchange markets.

54

exchange intervention operations), primarily in the New York market.
During some episodes of downward pressure on the foreign exchange
value of the dollar, the Federal Reserve has purchased dollars (sold foreign
currency) and has thereby absorbed some of the selling pressure on the
dollar. Similarly, the Federal Reserve may sell dollars (purchase foreign
currency) to counter upward pressure on the dollar’s foreign exchange
value. The Federal Reserve Bank of New York also executes transactions
in the U.S. foreign exchange market for foreign monetary authorities, us-
ing their funds.

In the early 1980s, the United States curtailed its official exchange market
operations, although it remained ready to enter the market when necessary
to counter disorderly conditions. In 1985, particularly after September,
when representatives of the five major industrial countries reached the
so-called Plaza Agreement on exchange rates, the United States began to
use exchange market intervention as a policy instrument more frequently.
Between 1985 and 1995, the Federal Reserve—sometimes in coordination
with other central banks—intervened to counter dollar movements that
were perceived as excessive. Based on an assessment of past experience
with official intervention and a reluctance to let exchange rate issues be
seen as a major focus of monetary policy, U.S. authorities have intervened
only rarely since 1995.

Sterilization

Intervention operations involving dollars affect the supply of Federal Re-
serve balances to U.S. depository institutions, unless the Federal Reserve
offsets the effect. A purchase of foreign currency by the Federal Reserve
increases the supply of balances when the Federal Reserve credits the
account of the seller’s depository institution at the Federal Reserve. Con-
versely, a sale of foreign currency by the Federal Reserve decreases the
supply of balances. The Federal Reserve offsets, or “sterilizes,” the effects
of intervention on Federal Reserve balances through open market opera-
tions; otherwise, the intervention could cause the federal funds rate to
move away from the target set by the FOMC.

For example, assume that the Federal Reserve, perhaps in conjunction
with Japanese authorities, wants to counter downward pressure on the
dollar’s foreign exchange value in relation to the Japanese yen. The Fed-
eral Reserve would sell some of its yen-denominated securities for yen

on the open market and then trade the yen for dollars in the foreign ex-
change market, thus reducing the supply of dollar balances at the Federal
Reserve. In order to sterilize the effect of intervention on the supply of
Federal Reserve balances, the Open Market Desk would then purchase an
equal amount of U.S. Treasury securities in the open market (or arrange a
repurchase agreement), thereby raising the supply of balances back to
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its former level. The net effect of such an intervention is a reduction in
dollar-denominated securities in the hands of the public and an increase in
yen-denominated securities. The operations have no net effect on the level
of yen balances at the Bank of Japan or on the level of dollar balances at
the Federal Reserve.

A dollar intervention initiated by a foreign central bank also leaves the
supply of balances at the Federal Reserve unaffected, unless the central
bank changes the amount 1t has on deposit at the Federal Reserve. If, for
example, the foreign central bank purchases dollars in the foreign ex-
change market and places them in its account at the Federal Reserve Bank
of New York, then the supply of Federal Reserve balances available to
U.S. depository institutions decreases because the dollars are transferred
from the bank of the seller of dollars to the foreign central bank’s account
with the Federal Reserve. However, the Open Market Desk would offset
this drain by buying a Treasury security or arranging a repurchase agree-
ment to increase the supply of Federal Reserve balances to U.S. depository
institutions. Most dollar purchases by foreign central banks are used to
purchase dollar securities directly, and thus they do not need to be coun-
tered by U.S. open market operations to leave the supply of dollar balances
at the Federal Reserve unchanged.

U.S. Foreign Currency Resources

The main source of foreign currencies used in U.S. intervention opera-
tions currently is U.S. holdings of foreign exchange reserves. At the end
of June 2004, the United States held foreign currency reserves valued at
$40 billion. Of this amount, the Federal Reserve held foreign currency
assets of $20 billion, and the Exchange Stabilization Fund of the Treasury
held the rest. :

The U.S. monetary authorities have also arranged swap facilities with for- -
eign monetary authorities to support foreign currency operations. These
facilities, which are also known as reciprocal currency arrangements, pro-
vide short-term access to foreign currencies. A swap transaction involves
both a spot (immediate delivery) transaction, in which the Federal Re-
serve transfers dollars to another central bank in exchange for foreign cur-
rency, and a simultaneous forward (future delivery) transaction, in which
the two central banks agree to reverse the spot transaction, typically no
later than three months in the future. The repurchase price incorporates
a market rate of return in each currency of the transaction. The original
purpose of swap arrangements was to facilitate a central bank’s support

of its own currency in case of undesired downward pressure in foreign
exchange markets. Drawings on swap arrangements were common in

the 1960s but over time declined in frequency as policy authorities came
to rely more on foreign exchange reserve balances to finance currency
operations.
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Bank regulation entails issuing specific regulations and guidelines governing
the operations, activities, and acquisitions of banking organizations.

Responsibilities of the Federal Banking Agencies

The Federal Reserve shares supervisory and regulatory responsibilities for
domestic banking institutions with the Office of the Comptroller of the
Currency (OCC), the Federal Deposit Insurance Corporation (FDIC),
and the Office of Thrift Supervision (OTS) at the federal level, and with
the banking departments of the various states. The primary supervisor
of a domestic banking institution is generally determined by the type of
institution that it is and the governmental authority that granted it permis-
sion to commence business (commonly referred to as a charter). Banks
that are chartered by a state government are referred to as state banks;
banks that are chartered by the OCC, which is a bureau of the Depart-
ment of the Treasury, are referred to as national banks.

The Federal Reserve has primary supervisory authority for state banks that
elect to become members of the Federal Reserve System (state member
banks). State banks that are not members of the Federal Reserve System
(state nonmember banks) are supervised by the FDIC. In addition to being
supervised by the Federal Reserve or FDIC, all state banks are supervised
by their chartering state. The OCC supervises national banks. All national
banks must become members of the Federal R eserve System. This dual
federal—state banking system has evolved partly out of the complexity of
the U.S. financial system, with its many kinds of depository institutions and
numerous chartering authorities. It has also resulted from a wide variety of
federal and state laws and regulations designed to remedy problems that the
U.S. commercial banking system has faced over its history.

Banks are often owned or controlled by another company. These com-
panies are referred to as bank holding companies. The Federal Reserve
has supervisory authority for all bank holding companies, regardless of

whether the subsidiary bank of the holding company is a national bank,
state member bank, or state nonmember bank.

Savings associations, another type of depository institution, have histori-
cally focused on residential mortgage lending. The OTS, which is a
bureau of the Department of the Treasury, charters and supervises federal
savings associations and also supervises companies that own or control

a savings association. These companies are referred to as thrift holding
companies.

The FDIC insures the deposits of banks and savings associations up to cer-
tain limits established by law. As the insurer, the FDIC has special exami-






The Federal Reserve System: Purposes and Functions

The main objective
of the supervisory
process is to evaluate
the overall safety
and sotndness

of the banking

organization.,

62

Federal Financial Institutions Examination Council

To promote consistency in the examination and supervision of banking
organizations, in 1978 Congress created the Federal Financial Institu-
tions Examination Council (FFIEC). The FFIEC is composed of the
chairpersons of the FDIC and the National Credit Union Administration,
the comptroller of the currency, the director of the OTS, and a governor
of the Federal Reserve Board appointed by the Board Chairman. The
FFIEC’s purposes are to prescribe uniform federal principles and standards
for the examination of depository institutions, to promote coordination of
bank supervision among the federal agencies that regulate financial insti-
tutions, and to encourage better coordination of federal and state regula-
tory activities. Through the FFIEC, state and federal regulatory agencies
may exchange views on important regulatory issues. Among other things,
the FFIEC has developed uniform financial reports for federally super-
vised banks to file with their federal regulator.

Supervisory Process

The main objective of the supervisory process is to evaluate the over-
all safety and soundness of the banking organization. This evaluation
includes an assessment of the organization’s risk-management systems,
financial condition, and compliance with applicable banking laws and
regulations.

The supervisory process entails both on-site examinations and inspections
and off-site surveillance and monitoring. Typically, state member banks must
have an on-site examination at least once every twelve months. Banks that
have assets of less than $250 million and that meet certain management, capi-
tal, and other criteria may be examined once every eighteen months. The
Federal Reserve coordinates its examinations with those of the bank’s char-
tering state and may alternate exam cycles with the bank’s state supervisor.

The Federal Reserve generally conducts an annual inspection of large
bank holding companies (companies with consolidated assets of $1 billion
or greater) and smaller bank holding companies that have significant non-
bank assets. Small, noncomplex bank holding companies are subject to

a special supervisory program that permits a more flexible approach that
relies on off-site monitoring and the supervisory ratings of the lead subsid-
iary depository institution. When evaluating the consolidated condition
of the holding company, Federal Reserve examiners rely heavily on the
results of the examination of the company’s subsidiary banks by the pri-
mary federal or state banking authority, to minimize duplication of efforts
and reduce burden on the banking organization.
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The financial report for banks is the Consolidated Reports of Condition
and Income, often referred to as the Call Report. It is used to prepare
the Uniform Bank Performance Report, which employs ratio analysis to
detect unusual or significant changes in a bank’s financial condition that
may warrant supervisory attention. The financial report for bank hold-
ing companies is the Consolidated Financial Statements for Bank Holding
Companies (the FR Y-9 series).

The number and type of report forms that must be filed by a banking or-
ganization depend on the size of the organization, the scope of its opera-
tions, and the types of activities that it conducts either directly or through
a subsidiary. The report forms filed by larger institutions that engage in a
wider range of activities are generally more numerous and more detailed
than those filed by smaller organizations.

Off-Site Monitoring

In its ongoing off-site supervision of banks and bank holding companies,
the Federal Reserve uses automated screening systems to identify orga-
nizations with poor or deteriorating financial profiles and to help detect
adverse trends developing in the banking industry. The System to Esti-
mate Examinations Ratings (SEER) statistically estimates an institution’s
supervisory rating based on prior examination data and information that
banks provide in their quarterly Call Report filings. This information
enables the Federal Reserve to better direct examiner resources to those
institutions needing supervisory attention.

Accounting Policy and Disclosure

Enhanced market discipline is an important component of bank supervi-
sion. Accordingly, the Federal Reserve plays a significant role in promot-
ing sound accounting policies and meaningful public disclosure by finan-
cial institutions. In 1991, Congress passed the Federal Deposit Insurance
Corporation Improvement Act, emphasizing the importance of financial
institution accounting, auditing, and control standards. In addition, the
Sarbanes-Oxley Act of 2002 seeks to improve the accuracy and reliability
of corporate disclosures and to detect and address corporate and account-
ing fraud. Through its supervision and regulation function, the Federal
Reserve seeks to strengthen the accounting, audit, and control standards
related to financial institutions. The Federal Reserve is involved in the
development of international and domestic capital, accounting, financial
disclosure, and other supervisory standards. Federal Reserve examiners
also review the quality of financial institutions’ disclosure practices. Pub-
lic disclosure allows market participants to assess the strength of individual
institutions and is a critical element in market discipline.
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The Department of the Treasury maintains primary responsibility for issu-
ing and enforcing regulations to implement this statute. However, Trea-
sury has delegated to the federal financial regulatory agencies responsibil-
ity for monitoring banks’ compliance with the BSA. The Federal Reserve
Board’s Regulation H requires banking organizations to develop a writ-
ten program for BSA compliance. During examinations of state member
banks and U.S. branches and agencies of foreign banks, Federal Reserve
examiners verify an institution’s compliance with the recordkeeping and
reporting requirements of the BSA and with related regulations, including
those related to economic sanctions imposed by Congress against certain
countries, as implemented by the Office of Foreign Assets Control.

Business Continuity

After September 11, 2001, the Federal Reserve implemented a number of
measures to promote the continuous operation of financial markets and to
ensure the continuity of Federal Reserve operations in the event of a future
crisis. The process of strengthening the resilience of the private-sector
financial system—focusing on organizations with systemic elements—is
largely accomplished through the existing regulatory framework. In
2003, responding to the need for further guidance for financial institutions
in this area, the Federal Reserve Board, the OCC, and the SEC issued the
“Interagency Paper on Sound Practices to Strengthen the Resilience of
the U.S. Financial System.” The paper sets forth sound practices for the
financial industry to ensure a rapid recovery of the U.S. financial system
in the event of a wide-scale disruption that may include loss or inacces-
sibility of staff. Many of the concepts in the paper amplify long-standing
and well-recognized principles relating to safeguarding information and
the ability to recover and resume essential financial services.

Other Supervisory Activities

The Federal Reserve conducts on-site examinations of banks to ensure
compliance with consumer protection laws (discussed in chapter 6) as well
as compliance in other areas, such as fiduciary activities, transfer agency,
securities clearing agency, government and municipal securities dealing,
securities credit lending, and information technology. Further, in light of
the importance of information technology to the safety and soundness of
banking organizations, the Federal Reserve has the authority to examine
the operations of certain independent organizations that provide informa-
tion technology services to supervised banking organizations.

Enforcement

If the Federal Reserve determines that a state member bank or bank hold-
ing company has problems that affect the insttution’s safery and soundness
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or is not in compliance with laws and regulations, it may take a supervi-
sory action to ensure that the institution undertakes corrective measures.
Typically, such findings are communicated to the management and direc-
tors of a banking organization in a written report. The management and
directors are then asked to address all identified problems voluntarily and
to take measures to ensure that the problems are corrected and will not
recur. Most problems are resolved promptly after they are brought to the
attention of an institution’s management and directors. In some situations
however, the Federal Reserve may need to take an informal supervisory

>

action, requesting that an institution adopt a board resolution or agree to
the provisions of a memorandum of understanding to address the problem.

If necessary, the Federal Reserve may take formal enforcement actions to
compel the management and directors of a troubled banking organization,
or persons associated with it, to address the organization’s problems. For
example, if an institution has significant deficiencies or fails to comply
with an informal action, the Federal Reserve may enter into a written Under federal [aw}
agreement with the troubled institution or may issue a cease-and-desist 7S ;; bine
order against the institution or against an individual associated with the /- DANRING
institution, such as an officer or director. The Federal Reserve may also organizar ions
assess a fine, remove an officer or director from office and permanently

enerally may
bar him or her from the banking industry, or both. All final enforcement £ y may

orders issued by the Board and all written agreements executed by Re- conduct a wider
serve Banks are available to the public on the Board’s web site. range Qf activities
Supervision of International Operations of U.S. Banking abroad than they
Organizations may conduct in

The Federal Reserve also has supervisory and regulatory responsibility this country.

for the international operations of member banks (that is, national and
state member banks) and bank holding companies. These responsibilities
include

* authorizing the establishment of foreign branches of national banks
and state member banks and regulating the scope of their activities;

* chartering and regulating the activities of Edge and agreement cor-
porations, which are specialized institutions used for international and
foreign business;

* authorizing foreign investments of member banks, Edge and agree-
ment corporations, and bank holding companies and regulating the
activities of foreign firms acquired by such investors; and

» establishing supervisory policy and practices regarding foreign lending
by state member banks.

Under federal law, U.S. banking organizations generally may conduct a
wider range of activities abroad than they may conduct in this country.
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The Board has broad discretionary powers to regulate the foreign activi~
ties of member banks and bank holding companies so that, in financing
U.S. trade and investments abroad, U.S. banking organizations can be
fully competitive with institutions of the host country. U.S. banks also
may conduct deposit and loan business in U.S. markets outside their home
states through Edge and agreement corporations if the operations of the
corporations are related to international transactions.

The Federal Reserve examines the international operations of state mem-
ber banks, Edge and agreement corporations, and bank holding companies
principally at the U.S. head offices of these organizations. When appro-
priate, the Federal Reserve will conduct an examination at the foreign op-
erations of a U.S. banking organization in order to review the accuracy of
financial and operational information maintained at the head office as well
as to test the organization’s adherence to safe and sound banking practices
and to evaluate its efforts to implement corrective measures. Examina-
tions abroad are conducted in cooperation with the responsible foreign-
country supervisor.

Supervision of U.S. Activities of Foreign Banking Organizations

Although foreign banks have been operating in the United States for
more than a century, before 1978 the U.S. branches and agencies of these
banks were not subject to supervision or regulation by any federal banking
agency. When Congress enacted the International Banking Act of 1978
(IBA), it created a federal regulatory structure for the activities of foreign
banks with U.S. branches and agencies. The IBA established a policy of
“national treatment” for foreign banks operating in the United States to
promote competitive equality between them and domestic institutions.
This policy generally gives foreign banking organizations operating in the
United States the same powers as U.S. banking organizations and subjects
them to the same restrictions and obligations that apply to the domestic
operations of U.S. banking organizations.

The Foreign Bank Supervision Enhancement Act of 1991 (FBSEA) in-
creased the Federal Reserve’s supervisory responsibility and authority over
the U.S. operations of foreign banking organizations and eliminated gaps
in the supervision and regulation of foreign banking organizations. The
FBSEA amended the IBA to require foreign banks to obtain Federal Re-
serve approval before establishing branches, agencies, or commercial lend-
ing company subsidiaries in the United States. An application by a foreign
bank to establish such offices or subsidiaries generally may be approved
only if the Board determines that the foreign bank and any foreign-bank
parents engage in banking business outside the United States and are sub-
ject to comprehensive supervision or regulation on a consolidated basis by
their home-country supervisors. The Board may also take into account
other factors, such as whether the home-country supervisor has consented



to the proposed new office or subsidiary, the financial and managerial
resources of the foreign bank, the condition of any existing U.S. offices,
the bank’s compliance with U.S. law, the extent of access by the Federal
Reserve to information on the foreign bank from the bank and its home-
country supervisor, and whether both the foreign bank and its home-
country supervisor have taken actions to combat money laundering. The
Board’s prior approval is also required before a foreign bank may establish
a representative office and, in approving the establishment of such an of-
fice, the Board takes the above-mentioned standards into account to the
extent deemed appropriate.

The FBSEA also increased the responsibility and the authority of the Fed-
eral Reserve to regularly examine the U.S. operations of foreign banks.
Under the FBSEA, all branches and agencies of foreign banks must be
examined on-site at least once every twelve months, although this period
may be extended to eighteen months if the branch or agency meets certain
criteria. Supervisory actions resulting from examinations may be taken by
the Federal Reserve alone or with other agencies. Representative offices
are also subject to examination by the Federal Reserve.

The Federal Reserve coordinates the supervisory program for the U.S.
operations of foreign banking organizations with the other federal and
state banking agencies. Since a foreign banking organization may have
both federally and state-chartered offices in the United States, the Federal
Reserve plays a key role in assessing the condition of the organization’s
entire U.S. operations and the foreign banking organization’s ability to
support its U.S. operations. In carrying out their supervisory responsibili-
ties, the Federal Reserve and other U.S. supervisors rely on two supervi-
sory tools: SOSA rankings and ROCA ratings. SOSA (the Strength of
Support Assessment) is the examiners’ assessment of a foreign bank’s ability
to provide support for its U.S. operations. The ROCA rating is an assess-
ment of the organization’s U.S. activities in terms of its risk management,
operational controls, compliance, and asset quality.

Under the Bank Holding Company Act and the IBA, the Federal Reserve
is also responsible for approving, reviewing, and monitoring the U.S.
nonbanking activities of foreign banking organizations that have a branch,
agency, commercial lending company, or subsidiary bank in the United
States. In addition, such foreign banks must obtain Federal Reserve ap-
proval to acquire more than 5 percent of the shares of a U.S. bank or bank
holding company.

Supervision of Transactions with Affiliates
As part of the supervisory process, the Federal Reserve also evaluates

transactions between a bank and its affiliates to determine the effect of the
transactions on the bank’s condition and to ascertain whether the transac-
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tions are consistent with sections 23A and 23B of the Federal Reserve Act,
as implemented by the Federal Reserve Board’s Regulation W. Since the
GLB Act increased the range of affiliations permitted to banking organiza-
tions, sections 23A and 23B play an increasingly important role in limiting
the risk to depository institutions from these broader affiliations. Among
other things, section 23A prohibits a bank from purchasing an affiliate’s
low-quality assets. In addition, it limits a bank’s loans and other exten-
sions of credit to any single affiliate to 10 percent of the bank’s capital and
surplus, and it limits loans and other extensions of credit to all affiliates in
the aggregate to 20 percent of the bank’s capital and surplus. Section 23B
requires that all transactions between a bank and its affiliates be on terms
that are substantially the same, or at least as favorable, as those prevailing at
the time for comparable transactions with nonaffiliated compames. The
Federal Reserve Board is the only banking agency that has the author-

ity to exempt any bank from these requirements. During the course of

an examination, examiners review a banking organization’s intercompany
transactions for compliance with these statutes and Regulation W.

Regulatory Functions

As a bank regulator, the Federal Reserve establishes standards designed

to ensure that banking organizations operate in a safe and sound manner
and in accordance with applicable law. These standards may take the form
of regulations, rules, policy guidelines, or supervisory interpretations and
may be established under specific provisions of a law or under more general
legal authority. Regulatory standards may be either restrictive (limiting
the scope of a banking organization’s activities) or permissive (authorizing
banking organizations to engage in certain activities). (For a complete list
of Federal Reserve regulations, see appendix A.)

In many cases, the Federal Reserve Board’s regulations are adopted to
implement specific legislative initiatives or requirements passed by Con-
gress. These statutory provisions may have been adopted by Congress to
respond to past crises or problems or to update the nation’s banking laws
to respond to changes in the marketplace. For example, in response to the
savings and loan crisis and financial difficulties in the banking industry in
the late 1980s and early 1990s, Congress enacted several laws to improve
the condition of individual institutions and of the overall banking indus-
try, including the Competitive Equality Banking Act of 1987; the Finan-
cial Institutions Reform, Recovery, and Enforcement Act of 1989; and the
Federal Deposit Insurance Corporation Improvement Act of 1991. These
legislative initiatives restricted banking practices, limited supervisors’
discretion 1n dealing with weak banks, imposed new regulatory require-
ments—including prompt corrective action—and strengthened supervi-
sory oversight overall.
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More recently, Congress has adopted other laws to respond to the growing
integration of banking markets, both geographically and functionally, and
the increasing convergence of banking, securities, and insurance activities.
The Riegle-Neal Interstate Banking and Branching Efficiency Act of
1994 significantly reduced the legal barriers that had restricted the abil-

ity of banks and bank holding companies to expand their activities across
state lines. In 1999, Congress passed the GLB Act, which repealed certain
Depression-era banking laws and permitted banks to affiliate with securi-
ties and insurance firms within financial holding companies.

Acquisitions and Mergers

Under the authority assigned to the Federal Reserve by the Bank Hold-
ing Company Act of 1956 as amended, the Bank Merger Act of 1960,
and the Change in Bank Control Act of 1978, the Federal Reserve Board
maintains broad authority over the structure of the banking system in the
United States.

The Bank Holding Company Act assigned to the Federal Reserve primary
responsibility for supervising and regulating the activities of bank holding
companies. Through this act, Congress sought to achieve two basic objec-
tives: (1) to avoid the creation of a monopoly or the restraint of trade in
the banking industry through the acquisition of additional banks by bank
holding companies and (2) to keep banking and commerce separate by
restricting the nonbanking activities of bank holding companies. Histori-
cally, bank holding companies could engage only in banking activities and
other activities that the Federal Reserve determined to be closely related
to banking. But since the passage of the GLB Act, a bank holding com-
pany that qualifies to become a financial holding company may engage

in a broader range of financially related activities, including full-scope
securities underwriting and dealing, insurance underwriting and sales, and
merchant banking. A bank holding company seeking financial holding
company status must file a written declaration with the Federal Reserve
System, certifying that the company meets the capital, managerial, and
other requirements to be a financial holding company.

Bank Acquisitions

Under the Bank Holding Company Act, a firm that seeks to become a
bank holding company must first obtain approval from the Federal Re-
serve. The act defines a bank holding company as any company that directly
or indirectly owns, controls, or has the power to vote 25 percent or more
of any class of the voting shares of a bank; controls in any manner the
election of a majority of the directors or trustees of a bank; or is found

to exercise a controlling influence over the management or policies of a
bank. A bank holding company must obtain the approval of the Federal
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Reserve before acquiring more than 5 percent of the shares of an addi-
tional bank or bank holding company. All bank holding companies must
file certain reports with the Federal Reserve System.

When considering applications to acquire a bank or a bank holding com-
pany, the Federal Reserve is required to take 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 effective-
ness of the company’s policies to combat money laundering. In the case
of an interstate bank acquisition, the Federal Reserve also must consider
certain other factors and may not approve the acquisition if the resulting
organization would control more than 10 percent of all deposits held by
insured depository institutions. When a foreign bank seeks to acquire a
U.S. bank, the Federal Reserve also must consider whether the foreign
banking organization is subject to comprehensive supervision or regula-
tion on a consolidated basis by its home-country supervisor.

Bank Mergers

Another responsibility of the Federal Reserve is to act on proposed bank
mergers when the resulting institution would be a state member bank.
The Bank Merger Act of 1960 sets forth the factors to be considered in
evaluating merger applications. These factors are similar to those that
must be considered in reviewing bank acquisition proposals by bank hold-
ing companies. To ensure that all merger applications are evaluated in a
uniform manner, the act requires that the responsible agency request re-
ports from the Department of Justice and from the other approving bank-
ing agencies addressing the competitive impact of the transaction.

Other Changes in Bank Control

The Change in Bank Control Act of 1978 authorizes the federal bank
regulatory agencies to deny proposals by a single “person” (which includes
an individual or an entity), or several persons acting in concert, to acquire
control of an insured bank or a bank holding company. The Federal Re-
serve is responsible for approving changes in the control of bank holding
companies and state member banks, and the FDIC and the OCC are re-
sponsible for approving changes in the control of insured state nonmember
and national banks, respectively. In considering a proposal under the act,
the Federal Reserve must review several factors, including the financial
condition, competence, experience, and integrity of the acquiring person
or group of persons; the effect of the transaction on competition; and the
adequacy of the information provided by the acquiring party.
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Formation and Activities of Financial Holding Companies

As authorized by the GLB Act, the Federal Reserve Board’s regulations

allow a bank holding company or a foreign banking organization to

become a financial holding company and engage in an expanded array of

tinancial activities if the company meets certain capital, managerial, and

other criteria. Permissible activities for financial holding companies in-

clude conducting securities underwriting and dealing, serving as an insur-

ance agent and underwriter, and engaging in merchant banking. Other

permissible activities include those that the Federal Reserve Board, after

consulting with the Secretary of the Treasury, determines to be financial

in nature or incidental to financial activities. Financial holding compa-

nies also may engage to a limited extent in a nonfinancial activity if the

Board determines that the activity is complementary to one or more of the

company’s financial activities and would not pose a substantial risk to the A /66}’ goa/ Of
safety or soundness of depository institutions or the financial system. banking rc;gu/ation
Capital Adequacy Standards is to enstre that

: . o banks maintain
A key goal of banking regulation is to ensure that banks maintain suffi-

cient capital to absorb reasonably likely losses. In 1989, the federal banking sufficient capital to
regulators adopted a common standard for measuring capital adequacy that ghsorh rea sonab/y
is broadly based on the risks of an institution’s investments. This com-
mon standard, in turn, was based on the 1988 agreement “International
Convergence of Capital Measurement and Capital Standards” (commonly
known as the Basel Accord) developed by the Basel Committee on Bank-
ing Supervision. This committee, which is associated with the Bank for
International Settlements headquartered in Switzerland, is composed of
representatives of the central banks or bank supervisory authorities from
Belgium, Canada, France, Germany, Italy, Japan, Luxembourg, the
Netherlands, Spain, Sweden, Switzerland, the United Kingdom, and the
United States.

likely losses.

The risk-based capital standards require institutions that assume greater
risk to hold higher levels of capital. Moreover, these standards take into
account risks associated with activities that are not included on a bank’s
balance sheet, such as the risks arising from commitments to make loans.
Because they have been accepted by the bank supervisory authorities of
most of the countries with major international banking centers, these
standards promote safety and soundness and reduce competitive inequi~
ties among banking organizations operating within an increasingly global
market.

Recognizing that the existing risk-based capital standards were in need
of significant enhancements to address the activities of complex bank-
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ing organizations, the Basel Committee began work to revise the Basel
Accord in 1999 and, in June 2004, endorsed a revised framework, which
is referred to as Basel II. Basel II has three “pillars” that make up the
framework for assessing capital adequacy. Pillar I, minimum regulatory
capital requirements, more closely aligns banking organizations’ capital
levels with their underlying risks. Pillar II, supervisory oversight, requires
supervisors to evaluate banking organizations’ capital adequacy and to
encourage better risk-management techniques. Pillar III, market disci-
pline, calls for enhanced public disclosure of banking organizations’ risk
exposures.

Financial Disclosures by State Member Banks

State member banks that issue securities registered under the Securities
Exchange Act of 1934 must disclose certain information of interest to
investors, including annual and quarterly financial reports and proxy state-
ments. By statute, the Federal Reserve administers these requirements
and has adopted financial disclosure regulations for state member banks
that are substantially similar to the SEC’s regulations for other public
companies.

Securities Credit

The Securities Exchange Act of 1934 requires the Federal Reserve to
regulate the extension of credit used in connection with the purchase of
securities. Through its regulations, the Board establishes the minimum
amount the buyer must put up when purchasing a security. This minimum
amount is known as the margin requirement. In fulfilling its responsibality
under the act, the Federal Reserve limits the amount of credit that may be
provided by securities brokers and dealers (Regulation T) and the amount
of securities credit extended by banks and other lenders (Regulation U).
These regulations generally apply to credit-financed purchases of securities
traded on securities exchanges and certain securities traded over the coun-
ter when the credit 1s collateralized by such securities. In addition, Regu-
lation X prohibits borrowers who are subject to U.S. laws from obtaining
such credit overseas on terms more favorable than could be obtained from
a domestic lender.

In general, compliance with the Federal Reserve’s margin regulations is
enforced by several federal regulatory agencies. The federal agencies that
regulate financial institutions check for Regulation U compliance during
examinations. The Federal Reserve checks for Regulation U compliance
on the part of securities credit lenders not otherwise regulated by federal
agencies. Compliance with Regulation T is verified during examinations
of broker-dealers by the securities industry’s self-regulatory organizations
under the general oversight of the SEC.









Consumer and Community Affairs

In accordance with the Community Reinvestment Act of 1977, the Fed-

eral Reserve reviews a bank’s efforts to meet the credit and community

development needs of its entire community, including low- and moderate-

income neighborhoods; for example, it looks at the extent to which a bank

has programs that contribute to the building of affordable housing and to

other aspects of community development. When deciding whether to ap-

prove an application for a bank acquisition or merger or for the formation

of a bank holding company, the Federal Reserve takes into account an

institution’s performance under the CRA. An important aspect of the pro-

cess 1s that it gives the public the opportunity to submit written comments

on the proposal. These comments, which often provide insight into a

financial institution’s CR A performance, are reviewed by Federal Reserve

staff and considered by the Board when it evaluates an application. The Federal

At the end of this chapter is a list of the consumer protection laws for Reserve reviews

which the Federal Reserve has rule-writing or enforcement responsibility, g bank’s gﬁbrt_g

the dates the laws were enacted, and the highlights of the laws’ provisions. ) .
_ to meet the credit

Consumer Complaint Program and comnnnity

The Federal Reserve responds to inquiries and complaints from the public develop ment

about the policies and practices of financial institutions involving consum- needs of its entire

er protection issues. Each Reserve Bank has staff whose primary respon-  oumun ity.

sibility is to investigate consumer complaints about state member banks

and refer complaints about other institutions to the appropriate regulatory

agencies. The Federal Reserve’s responses not only address the concerns

raised but also educate consumers about financial matters.

The Federal Reserve Board maintains information on consumer inqui-
ries and complaints in a database, which it regularly reviews to identify
potential problems at individual financial institutions and, as required by
the Federal Trade Commission Improvement Act, to uncover potentially
unfair or deceptive practices within the banking industry. Complaint data
are a critical component of the risk-focused supervisory program and are
used as a risk factor to assess a bank’s compliance with consumer regula-
tions. Data about consumer complaints are also used to determine the
need for future regulations or educational efforts.

Community Affairs

Community affairs programs at the Board and the twelve Federal Reserve
Banks promote community development and fair and impartial access to
credit. Community affairs offices at the Board and Reserve Banks engage
in a wide variety of activities to help financial institutions, community-
based organizations, government entities, and the public understand and
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counts fairly and promptly. Applies primarily to credit and charge card
accounts (for example, store card and bank card accounts). Amended
the Truth in Lending Act.

Equal Credit Opportunity Act (1974)

Prohibits discrimination in credit transactions on several bases, includ-
ing sex, marital status, age, race, religion, color, national origin, the
receipt of public assistance funds, or the exercise of any right under the
Consumer Credit Protection Act. Requires creditors to grant credit

to qualified individuals without requiring cosignature by spouses, to
inform unsuccessful applicants in writing of the reasons credit was
denied, and to allow married individuals to have credit histories on
jointly held accounts maintained in the names of both spouses. Also
entitles a borrower to a copy of a real estate appraisal report.

Real Estate Settlement Procedures Act of 1974

Requires that the nature and costs of real estate settlements be dis-
closed to borrowers. Also protects borrowers against abusive practices,
such as kickbacks, and limits the use of escrow accounts.

Home Mortgage Disclosure Act of 1975

Requires mortgage lenders to annually disclose to the public data
about the geographic distribution of their applications, originations,
and purchases of home-purchase and home-improvement loans and
refinancings. Requires lenders to report data on the ethnicity, race,
sex, income of applicants and borrowers, and other data. Also directs
the Federal Financial Institutions Examination Council, of which the
Federal Reserve is a member, to make summaries of the data available
to the public.

Consumer Leasing Act of 1976

The Community Reinvest-

Requires that institutions disclose the cost and terms of consumer ment Act encourages financial
leases, such as automobile leases. institutions to help meet the
. . . it f thei i
Fair Debt Collection Practices Act (1977) credit needs of their entire
communities.

Prohibits abusive debt collection practices. Applies to banks that func-
tion as debt collectors for other entities.

Community Reinvestment Act of 1977

Encourages financial institutions to help meet the credit needs of
their entire communities, particularly low- and moderate-income
neighborhoods.

Right to Financial Privacy Act of 1978

Protects bank customers from the unlawful scrutiny of their financial
records by federal agencies and specifies procedures that government
authorities must follow when they seek information about a customer’s
financial records from a financial institution.

Electronic Fund Transfer Act (1978)

Establishes the basic rights, liabilities, and responsibilities of consumers
who use electronic fund transfer services and of financial institutions
that offer these services. Covers transactions conducted at automated
teller machines, at point-of-sale terminals in stores, and through tele-
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Fair and Accurate Credit Transaction Act of 2003

Enhances consumers’ ability to combat identity theft, increases the ac-
curacy of consumer reports, allows consumers to exercise greater con-
trol over the type and amount of marketing solicitations they receive,
restricts the use and disclosure of sensitive medical information, and
establishes uniform national standards in the regulation of consumer
reporting. Amended the Fair Credit Reporting Act.
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Congress was also concerned about some banks’ paying less than the full
amount of checks deposited by their customers because some paying banks
charged fees to presenting banks to pay checks. To avoid paying present-
ment fees, many collecting banks routed checks through banks that were
not charged presentment fees by paying banks. This practice, called circu-
itous routing, resulted in extensive delays and inefficiencies in the check-
collection system. In 1917, Congress amended the Federal Reserve Act

to prohibit banks from charging the Reserve Banks presentment fees and
to authorize nonmember banks as well as member banks to collect checks
through the Federal R eserve System.

In passing the Monetary Control Act of 1980, Congress reaffirmed its
intention that the Federal Reserve should promote an efficient nationwide
payments system. The act subjects all depository institutions, not just
member commercial banks, to reserve requirements and grants them equal
access to Reserve Bank payment services. It also encourages competi-
tion between the Reserve Banks and private-sector providers of payment
services by requiring the Reserve Banks to charge fees for certain pay-
ments services listed in the act and to recover the costs of providing these
services over the long run.

More recent congressional action has focused increasingly on improving
the efficiency of the payments system by encouraging increased use of
technology. In 1987, Congress enacted the Expedited Funds Availability
Act (EFAA), which gave the Board, for the first time, the authority to
regulate the payments system in general, not just those payments made
through the Reserve Banks. The Board used its authority under the EFAA
to revamp the check-return system, improve the presentment rights of
private-sector banks, and establish rules governing the time that banks can
hold funds from checks deposited into customer accounts before making
the funds available for withdrawal. In 2003, Congress enacted the Check
Clearing for the 21" Century Act, which further enhanced the efficiency
of the payments system by reducing legal and practical impediments to
check truncation and the electronic collection of checks, services that
speed up check collection and reduce associated costs.

Financial Services

The U.S. payments system is the largest in the world. Each day, millions
of transactions, valued in the trillions of dollars, are conducted between
sellers and purchasers of goods, services, or financial assets. Most of the
payments underlying those transactions flow between depository insti-
tutions, a large number of which maintain accounts with the Reserve
Banks. The Federal Reserve therefore performs an important role as an
intermediary in clearing and settling interbank payments. The Reserve
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Banks settle payment transactions efficiently by debiting the accounts of
the depository institutions making payments and by crediting the accounts
of depository institutions receiving payments. Moreover, as the U.S. cen-
tral bank, the Federal Reserve is immune from liquidity problems—not
having sufficient funds to complete payment transactions—and credit
problems that could disrupt its clearing and settlement activities.

The Federal Reserve plays a vital role in both the nation’s retail and
wholesale payments systems, providing a variety of financial services to
depository institutions. Retail payments are generally for relatively small-
dollar amounts and often involve a depository institution’s retail clients—
individuals and smaller businesses. The Reserve Banks’ retail services
include distributing currency and coin, collecting checks, and electroni-
cally transferring funds through the automated clearinghouse system. By
contrast, wholesale payments are generally for large-dollar amounts and tfunction of the
often involve a depository institution’s large corporate customers or coun-  Foderal Reserve
terparties, including other financial institutions. The Reserve Banks’ . .
wholesale services include electronically transferring funds through the 15 ensuring that
Fedwire Funds Service and transferring securities issued by the U.S. gov- cnouglq cash is in
ernment, its agencies, and certain other entities through the Fedwire Se- '
curities Service. Because of the large amounts of funds that move through
the Reserve Banks every day, the System has policies and procedures to the pr[fC s demand.
limit the risk to the Reserve Banks from a depository institution’s failure

to make or settle its payments.

An important

circulation to meet

Retail Services
Currency and Coin

An important function of the Federal Reserve 1s ensuring that enough
cash—that is, currency and coin—is in circulation to meet the public’s
demand. When Congress established the Federal Reserve, it recognized
that the public’s demand for cash is variable. This demand increases or
decreases seasonally and as the level of economic activity changes. For
example, in the weeks leading up to a holiday season, depository institu-
tions increase their orders of currency and coin from Reserve Banks to
meet their customers’ demand. Following the holiday season, depository
institutions ship excess currency and coin back to the Reserve Banks,
where it is credited to their accounts.

Each of the twelve Reserve Banks is authorized by the Federal Reserve
Act to issue currency, and the Department of Treasury is authorized to
issue coin. The Secretary of the Treasury approves currency designs, and
the Treasury’s Bureau of Engraving and Printing prints the notes. The
Federal Reserve Board places an annual printing order with the bureau
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National Settlement Service

The National Settlement Service allows participants in private-sector
clearing arrangements to do multilateral funds settlements on a net basis
using balances in their Federal Reserve accounts. The service provides
an automated mechanism for submitting settlement information to the
Reserve Banks. It improves operational efficiency and controls for this
process and reduces settlement risk to participants by granting settlement
finality for movements of funds on settlement day. The service also en-
ables the Federal Reserve to manage and limit the financial risk posed by
these arrangements because it incorporates risk controls that are as strin-
gent as those used in the Fedwire Funds Service. Approximately seventy
arrangements use the National Settlement Service—primarily check clear-
inghouse associations, but also other types of arrangements.

Fiscal Agency Services .
As fiscal agents of
As fiscal agents of the United States, the Reserve Banks function as the the United States,
U.S. government’s bank and perform a variety of services for the Treasury,
other government agencies, government-sponsored enterprises, and some the Reserve Banks
international organizations. Often the fiscal agent services performed by fun(f ion as the U.S.
the Reserve Banks are the same, or similar to, services that the Reserve
Banks provide to the banking system. Services performed for the Trea-
sury include maintaining the Treasury’s bank account; processing pay-
ments; and issuing, safekeeping, and transferring securities. Fiscal services
performed for other entities are generally securities-related. The Treasury
and other entities reimburse the Reserve Banks for the expenses incurred
in providing these services.

government’s bank.

One of the unique fiscal agency functions that the Reserve Banks provide
to the Treasury is a program through which the Reserve Banks invest
Treasury monies until needed to fund the government’s operations. The
Treasury receives funds from two principal sources: tax receipts and bor-
rowings. The funds that flow into and out of the government’s account
vary in amount throughout the year; for example, the account balance
tends to be relatively high during the April tax season. The Treasury
directs the Reserve Banks to invest funds in excess of a previously agreed-
upon minimum amount in special collateralized accounts at depository
institutions nationwide. The Federal R eserve monitors these balances

for compliance with collateral requirements and returns the funds to the
Treasury when they are needed.

This investment facility, in which excess funds are invested in accounts

at depository institutions, also facilitates the implementation of monetary
policy. When funds flow from depository institutions into the Treasury’s
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account at the Federal Reserve, the supply of Federal Reserve balances

to depository institutions decreases. The reverse occurs when funds flow
from the Treasury’s Federal Reserve account to the Treasury’s accounts at
depository institutions. A stable balance in the Treasury’s account at the
Federal Reserve mitigates the effect of Treasury’s receipts and disburse-
ments on the supply of Federal Reserve balances to depository institutions.

The Reserve Banks make disbursements from the government’s account
through Fedwire funds transfers or ACH payments, or to a limited extent,
by check. Fedwire disbursements are typically associated with, but not
limited to, the redemption of Treasury securities. Certain recurring trans-
actions, such as Social Security benefit payments and government employee
salary payments, are processed mainly by the ACH and electronically
deposited directly to the recipients’ accounts at their depository institutions.
Other government payments may be made using Treasury checks drawn on
the government’s account at the Reserve Banks. The Treasury continues
to work to move the remaining government payments away from Treasury
checks toward electronic payments, primarily the ACH, 1in an effort to im-
prove efficiency and reduce the costs associated with government payments.

The Federal Reserve plays an important role when the Treasury needs to
raise money to finance the government or to refinance maturing Treasury
securities. The Reserve Banks handle weekly, monthly, and quarterly
auctions of Treasury securities, accepting bids, communicating them to
the Treasury, issuing the securities in book-entry form to the winning
bidders, and collecting payment for the securities. Over the past several
years, the auction process has become 1ncreasingly automated, which
further ensures a smooth borrowing process. For example, automation has
reduced to only minutes the time between the close of bidding and the
announcement of the results of a Treasury securities auction.

Treasury securities are maintained in book-entry form 1n either the Reserve
Banks’ Fedwire Securities Service or the Treasury’s TreasuryDirect system,
which 1s also operated by the Reserve Banks. Even though TreasuryDirect
holds less than 2 percent of all outstanding Treasury securities, it provides a
convenient way for individuals to hold their securities directly, rather than
with a third party such as a depository institution. Individuals purchase
Treasury securities either directly from the Treasury when they are issued or
on the secondary market, and they instruct their broker that the securities
be delivered to their TreasuryDirect account. Once the securities are de-
posited there, the ACH directly deposits any interest or principal payments
owed to the account holder to the account holder’s account at a depository
mnstitution. A Reserve Bank, if requested, will sell securities held in Trea-
suryDirect for a fee on the secondary market, even though this is a service
intended for individuals who hold Treasury securities to maturity.
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The Federal Reserve also provides support for the Treasury’s savings
bonds program. Although savings bonds represent less than 5 percent of
the federal debt, they are a means for individuals to invest in government
securities with a small initial investment, currently $25. The Reserve
Banks issue, service, and redeem tens of millions of U.S. savings bonds
each year on behalf of the Treasury. As authorized by the Treasury, the
Reserve Banks also qualify depository institutions and corporations to
serve as issuing agents and paying agents for savings bonds. 3

International Services

As the central bank of the United States, the Federal Reserve performs
services for foreign central banks and for international organizations such
as the International Monetary Fund and the International Bank for Re-
construction and Development. The Reserve Banks provide several types
of services to these organizations, including maintaining non-interest-
bearing deposit accounts (in U.S. dollars), securities safekeeping accounts,
and accounts for safekeeping gold. Some foreign official institutions direct
a portion of their daily receipts and payments in U.S. dollars through
their funds accounts at the Federal Reserve. If an account contains ex-
cess funds, the foreign official institution may request that these funds

be invested overnight in repurchase agreements with the Reserve Banks.
If investments are needed for longer periods, the foreign official institu-
tion may provide instructions to buy securities to be held in safekeeping.
Conversely, the foreign institution may provide instructions to sell securi-
ties held in safekeeping, with the proceeds deposited in its account. The

. . Ly . Gold vault, Federal Reserve
Reserve Banks charge foreign official institutions for these services. Bank of New York

Federal Reserve Intraday Credit Policy

Each day, the Reserve Banks process a large number of payment transactions
resulting from the Banks’ role in providing payment services to depository
institutions. Because depository institutions in the aggregate generally
hold a relatively small amount of funds overnight in their Reserve Bank
accounts, the Reserve Banks extend intraday credit, commonly referred to
as daylight credit or daylight-overdraft credit, to facilitate the settlement
of payment transactions and to ensure the smooth functioning of the U.S.
payments system. To address the risk of providing this credit, the Federal
Reserve has developed a policy that balances the goals of ensuring smooth
functioning of the payments system and managing the Federal Reserve’s
direct credit risk from institutions’ use of Federal Reserve intraday credit.

3. Savings bonds are now available in book-entry form from the Treasury, through
www.TreasuryDirect.gov.
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Institutions incur daylight overdrafts in their Reserve Bank accounts
because of the mismatch in timing between the settlement of payments
owed and the settlement of payments due. The Federal Reserve uses a
schedule of rules, referred to as daylight-overdraft posting rules, to deter-
mine whether a daylight overdraft has occurred in an institution’s account.
The daylight-overdraft posting rules define the time of day that debits and
credits for transactions processed by the Reserve Banks will be posted to
an institution’s account. The Federal Reserve relies on an automated system
to measure an institution’s intraday account activity, to monitor its compli-
ance with the Federal Reserve’s policy, and to calculate the institution’s
daylight-overdraft charges. The Reserve Banks’ daylight-overdraft ex-
posure can be significant. For example, in 2003 daylight overdrafts across
depository institutions peaked at levels over $100 billion per day (chart 7.2).

Chart 7.2
Average peak daylight overdrafts of depository institutions,
1986:Q1-2004:Q2
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NOTE: The Federal Reserve measures each depository institution’s account
balance at the end of each minute during the business day. An institution’s peak
daylight overdraft for a given day is its largest negative end-of-minute balance.
The System peak daylight overdraft for a given day is determined by adding the
negative account balances of all depository institutions at the end of each minute
and then selecting the largest negative end-of-minute balance. The quarterly
average peak is the sum of daily System peaks for a quarter divided by the number
of days in that quarter.

The Federal Reserve’s policy establishes various measures to control the
risks associated with daylight overdrafts. Beginning in 1985, the policy set
a maximum limit, or net debit cap, on depository institutions’ daylight-
overdraft positions. In order to adopt a net debit cap greater than zero, an
institution must be in sound financial condition. Certain institutions may
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be eligible to obtain additional daylight-overdraft capacity above their net
debit caps by pledging collateral, subject to Reserve Bank approval. In-
stitutions must have regular access to the Federal Reserve’s discount win-
dow so that they can borrow overnight from their Reserve Bank to cover
any daylight overdrafts that are not eliminated before the end of the day.
Those that lack regular access to the discount window are prohibited from
incurring daylight overdrafts in their Reserve Bank accounts and are sub-
ject to additional risk controls. Beginning in 1994, the Reserve Banks also
began charging fees to depository institutions for their use of daylight over-
drafts as an economic incentive to reduce the overdrafts, thereby reducing
direct Federal Reserve credit risk and contributing to economic efficiency.

Federal Reserve policy allows Reserve Banks to apply additional risk
controls to an account holder’s payment activity, if necessary to limit risk.
These risk controls include unilaterally reducing an account holder’s net
debit cap, placing real-time controls on the account holder’s payment
activity so that requested payments are rejected, or requiring the account
holder to pledge collateral to cover its daylight overdrafts.
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m Appendix: Federal Reserve Regulations

A Extensions of Credit by Federal Reserve Banks
Governs borrowing by depository institutions and others at the
Federal Reserve discount window

B Equal Credit Opportunity
Prohibits lenders from discriminating against credit applicants,
establishes guidelines for gathering and evaluating credit informa-
tion, and requires written notification when credit is denied

C Home Mortgage Disclosure
Requires certain mortgage lenders to disclose data regarding their
lending patterns

D Reserve Requirements of Depository Institutions
Sets uniform requirements for all depository institutions to main-
tain reserves either with their Federal Reserve Bank or as cash in
their vaults

E Electronic Funds Transfers
Establishes the rights, liabilities, and responsibilities of parties in
electronic funds transfers and protects consumers when they use
such systems

F Limitations on Interbank Liabilities
Prescribes standards to limit the risks that the failure of a deposi-
tory institution would pose to an insured depository institution

G Disclosure and Reporting of CRA-Related Agreements
Implements provisions of the Gramm-Leach-Bliley Act that
require reporting and public disclosure of written agreements
between (1) insured depository institutions or their affiliates and
(2) nongovernmental entities or persons, made in connection with
fulfillment of Community Reinvestment Act requirements

H Membership of State Banking Institutions
in the Federal Reserve System
Defines the requirements for membership of state-chartered banks
in the Federal Reserve System; sets limitations on certain invest-
ments and requirements for certain types of loans; describes rules
pertaining to securities-related activities; establishes the minimum
ratios of capital to assets that banks must maintain and procedures
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for prompt corrective action when banks are not adequately capi-
talized; prescribes real estate lending and appraisal standards; sets
out requirements concerning bank security procedures, suspicious-
activity reports, and compliance with the Bank Secrecy Act; and
establishes rules governing banks’ ownership or control of financial
subsidiaries

Issue and Cancellation of Capital Stock of Federal Reserve
Banks

Sets out stock-subscription requirements for all banks joining the
Federal Reserve System

Collection of Checks and Other Items by Federal Reserve

Banks and Funds Transfers through Fedwire

Establishes procedures, duties, and responsibilities among (1) Fed-

eral Reserve Banks, (2) the senders and payors of checks and other
items, and (3) the senders and recipients of Fedwire funds transfers

International Banking Operations

Governs the international banking operations of U.S. banking
organizations and the operations of foreign banks in the United
States

Management Official Interlocks

Generally prohibits a management official from serving two non-
affiliated depository institutions, depository institution holding
companies, or any combination thereof, in situations where the
management interlock would likely have an anticompetitive effect

Consumer Leasing
Implements the consumer leasing provisions of the Truth in Lend-
ing Act by requiring meaningful disclosure of leasing terms

Relations with Foreign Banks and Bankers
Governs relationships and transactions between Federal Reserve
Banks and foreign banks, bankers, or governments

Loans to Executive Officers, Directors, and Principal
Shareholders of Member Banks

Restricts credit that a member bank may extend to its executive of-
ficers, directors, and principal shareholders and their related interests

Privacy of Consumer Financial Information
Governs how financial institutions use nonpublic personal infor-
mation about consumers
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Prohibition against Payment of Interest on Demand Deposits
Prohibits member banks from paying interest on demand deposits

Reimbursement to Financial Institutions for Assembling
or Providing Financial Records; Recordkeeping Require-
ments for Certain Financial Records

Establishes rates and conditions for reimbursement to financial in-
stitutions for providing customer records to a government author-
ity and prescribes recordkeeping and reporting requirements for
insured depository institutions making domestic wire transfers and
for insured depository institutions and nonbank financial institu-
tions making international wire transfers

Credit by Brokers and Dealers
Governs extension of credit by securities brokers and dealers,

including all members of national securities exchanges (See also
Regulations U and X.)

Credit by Banks and Persons Other Than Brokers and
Dealers for the Purpose of Purchasing or Carrying Margin
Stock

Governs extension of credit by banks or persons other than brokers
or dealers to finance the purchase or the carrying of margin secu-
rities (See also Regulations T and X.)

Fair Credit Reporting

Implements the provisions of the Fair Credit Reporting Act ap-
plicable to financial institutions regarding obtaining and using
consumer reports and other information about consumers, sharing
such information among affiliates, furnishing information to con-
sumer reporting agencies, and preventing identity theft

Transactions Between Member Banks and Their Affiliates
Implements sections 23A and 23B of the Federal Reserve Act,
which establish certain restrictions on and requirements for transac-
tions between a member bank and its affiliates

Borrowers of Securities Credit

Applies the provisions of Regulations T and U to borrowers who
are subject to U.S. laws and who obtain credit within or outside
the United States for the purpose of purchasing securities

Bank Holding Companies and Change in Bank Control
Regulates the acquisition of control of banks and bank holding
companies by companies and individuals, defines and regulates the
nonbanking activities in which bank holding companies (includ-
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AA

BB

CC

DD

EE

ing financial holding companies) and foreign banking organiza-
tions with United States operations may engage, and establishes the
minimum ratios of capital to assets that bank holding companies
must maintain

Truth in Lending

Prescribes uniform methods for computing the cost of credit, for
disclosing credit terms, and for resolving errors on certain types of
credit accounts

Unfair or Deceptive Acts or Practices
Establishes consumer complaint procedures and defines unfair or
deceptive practices in extending credit to consumers

Community Reinvestment
Implements the Community Reinvestment Act and encourages
banks to help meet the credit needs of their entire communities

Availability of Funds and Collection of Checks
Governs the availability of funds deposited in checking accounts
and the collection and return of checks

Truth in Savings
Requires depository institutions to provide disclosures to enable
consumers to make meaningful comparisons of deposit accounts

Netting Eligibility for Financial Institutions

Defines financial institutions to be covered by statutory provisions
that validate netting contracts, thereby permitting one institution
to pay or receive the net, rather than the gross, amount due, even
if the other institution is insolvent



m Appendix: Glossary of Terms

This glossary gives basic definitions of terms used in the text. Readers
looking for more comprehensive explanations may want to consult text-
books in economics, banking, and finance.

A

agreement corporation

Corporation chartered by a state to engage in international banking; so
named because the corporation enters into an “agreement” with the Board
of Governors to limit its activities to those permitted an Edge Act corpo-
ration. Typically organized as a subsidiary of a bank, an agreement corpo-
ration may conduct activities abroad that are permissible to foreign banks
abroad but that may not otherwise be permissible for U.S. banks.

automated clearinghouse (ACH)

Electronic clearing and settlement system for exchanging electronic credit
and debit transactions among participating depository institutions. The
Federal Reserve Banks operate an automated clearinghouse, as do private
organizations.

B

balances
See Federal Reserve balances.

Bank for International Settlements (BIS)

International organization established in 1930 and based in Basel, Switzer-
land, that serves as a forum for central banks for collecting information,
developing analyses, and cooperating on a wide range of policy-related
matters; also provides certain financial services to central banks.

bank holding company

Company that owns, or has controlling interest in, one or more banks.
The Board of Governors is responsible for regulating and supervising bank
holding companies, even if the bank owned by the holding company is
under the primary supervision of a different federal agency (the Comp-
troller of the Currency or the Federal Deposit Insurance Corporation).

Bank Holding Company Act of 1956
Federal legislation that establishes the legal framework under which bank
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holding companies operate and places the formation of bank holding com-
panies and their acquisition of banking and nonbanking interests under
the supervision of the Federal Reserve.

banking organization

A bank holding company (consolidated to include all of its subsidiary
banks and nonbank subsidiaries) or an independent bank (a bank that is
not owned or controlled by a bank holding company).

bank regulation
Actions to make and issue rules and regulations and enforce those rules
and other laws governing the structure and conduct of banking.

bank supervision
Oversight of individual banks to ensure that they are operated prudently
and in accordance with applicable statutes and regulations.

Basel Committee on Banking Supervision

An international committee of bank supervisors, associated with the BIS,
that is headquartered in Basel, Switzerland, and 1s composed of bank
supervisors from Belgium, Canada, France, Germany, Italy, Japan,
Luxembourg, the Netherlands, Spain, Sweden, Switzerland, the United
Kingdom, and the United States.

Basel |

Informal name for the 1988 agreement—the International Convergence of
Capital Measurement and Capital Standards—under which national bank
supervisors for the first time agreed on an international framework for
capital adequacy guidelines. Also known as the Basel Accord.

Basel Il

Informal name for the 2004 agreement updating the Basel Accord. Also
known as the New Basel Accord, Basel II has three pillars: minimum
capital requirements, supervisory oversight, and market discipline.

Board of Governors

Central, governmental agency of the Federal Reserve System, located in
Washington, D.C., and composed of seven members, who are appointed
by the President and confirmed by the Senate. The Board, with other
components of the System, has responsibilities associated with the conduct
of monetary policy, the supervision and regulation of certain banking
organizations, the operation of much of the nation’s payments system, and
the administration of many federal laws that protect consumers in credit
transactions. The Board also supervises the Federal Reserve Banks.
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book-entry securities
Securities that are recorded in electronic records, called book entries,
rather than as paper certificates. (Compare definitive securities.)

C

Call Report

Informal name for quarterly Reports of Condition and Income.

capital

In banking, the funds invested in a bank that are available to absorb loan
losses or other problems and therefore protect depositors. Capital includes
all equity and some types of debt. Bank regulators have developed two
definitions of capital for supervisory purposes: tier 1 capital, which can
absorb losses while a bank continues operating, and tier 2 capital, which
may be of limited life and may carry an interest obligation or other char-
acteristics of a debt obligation, and therefore provides less protection to
depositors than tier 1 capital.

capital market

The market in which corporate equity and longer-term debt securities
(those maturing in more than one year) are issued and traded. (Compare
money market.)

cash
U.S. paper currency plus coin.

central bank

Principal monetary authority of a nation, which performs several key
functions, including conducting monetary policy to stabilize the economy
and level of prices. The Federal Reserve is the central bank of the United
States.

check clearing

The movement of a check from the depository institution at which it
was deposited back to the institution on which it was written, the move-
ment of funds in the opposite direction, and the corresponding credit
and debit to the accounts involved. Check clearing also encompasses the
return of a check (for insufficient funds, for example) from the bank on
which it was written to the bank at which it was deposited, and the cor-
responding movement of funds. The Federal Reserve Banks operate a
nationwide check-clearing system.
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check truncation

The practice of removing an original paper check from the check-clearing
process and sending in its place an alternative paper or electronic version
of the essential information on the check.

clearing

General term that may refer to check clearing or to the process of match-
ing trades between the sellers and buyers of securities and other financial
instruments and contracts.

commercial bank

Bank that offers a variety of deposit accounts, including checking, savings,
and time deposits, and extends loans to individuals and businesses. Com-
mercial banks can be contrasted with investment banking firms, which
generally are involved in arranging for the sale of corporate or municipal
securities, and broker-dealer firms, which buy and sell securities for them-
selves and others. (Compare savings bank.)

commercial paper
Short-term, unsecured promissory note issued by an industrial or com-
mercial firm, a financial company, or a foreign government.

Consumer Advisory Council

Group, created under the Federal Reserve Act, composed of thirty mem-
bers who represent the interests of a broad range of consumers and credi-
tors. The council meets with the Board of Governors three times a year
on matters concerning consumers and the consumer protection laws
administered by the Board.

corporate bond
Interest-bearing or discounted debt obligation issued by a private corporation.

contractual clearing balance

An amount a depository institution may contract to maintain in its ac-
count at a Federal Reserve Bank in addition to any reserve balance re-
quirement. This amount helps ensure that the institution can meet its
daily transaction obligations without overdrawing its account. Balances
maintained to satisfy the contractual clearing balance earn credits that can
be used to pay for services provided by the Federal Reserve Banks.

correspondent bank
Bank that accepts the deposits of, and performs services for, another bank
(called a respondent bank).



credit risk

The risk that economic loss will result from the failure of an obligor to
repay financial institutions according to the terms and conditions of a con-
tract or agreement.

credit union

Financial cooperative organization whose membership consists of in-
dividuals who have a common bond, such as place of employment or
residence or membership in a labor union. Credit unions accept deposits
from members, pay interest (in the form of dividends) on the deposits out
of earnings, and use their funds mainly to provide consumer installment
loans to members.

currency

Paper money that consists mainly of Federal Reserve notes. Other types
of currency that were once issued by the United States include silver cer-
tificates, United States notes, and national bank notes.

D

daylight overdraft
A negative balance in an institution’s Federal Reserve Bank account at any
time during the operating hours of the Fedwire Funds Service.

daylight-overdraft posting rules

A schedule used to determine the timing of debits and credits to an insti-
tution’s Federal Reserve Bank account for various transactions processed
by the Reserve Banks.

definitive securities
Securities that are recorded on engraved paper certificates and payable to the
bearers or to specific, registered owners. (Compare book-entry securities.)

demand deposit
A deposit that the depositor has a right to withdraw at any time without
prior notice to the depository institution. By law, no interest can be paid
on such deposits. Demand deposits are commonly offered in the form of
checking accounts.

depository institution

Financial institution that makes loans and obtains its funds mainly
through accepting deposits from the public; includes commercial banks,
savings and loan associations, savings banks, and credit unions.
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derivative
A financial instrument whose value depends upon the characteristics and
value of an underlying commodity, currency, or security.

discounting

Practice of extending credit in which the borrower endorses a negotiable

instrument or other commercial paper in the borrower’s portfolio over

to the lender in exchange for funds from the lender in the amount of the

instrument’s face value less the interest due over the term of the loan, that
is, the “discounted” value.

discount rate

Officially the primary credit rate, it is the interest rate at which an eli-
gible depository institution may borrow funds, typically for a short period,
directly from a Federal Reserve Bank. The law requires that the board of
directors of each Reserve Bank establish the discount rate every fourteen
days, subject to review and determination by the Board of Governors.

discount window (the window)

Figurative expression for the Federal Reserve facility that extends credit
directly to eligible depository institutions (those subject to reserve re-
quirements); so named because, in the early days of the Federal Reserve
System, bankers would come to a Reserve Bank teller window to obtain
credit.

discount window credit

Credit extended by a Federal Reserve Bank to an eligible depository in-

stitution. All discount window borrowing must be secured by collateral.

Three types of discount window credit are available to eligible depository

institutions:

e primary credit
Credit extended to generally sound depository institutions at a rate
above the target federal funds rate on a very short-term basis as a
backup source of funding.

e seasonal credit
Credit extended by a Federal Reserve Bank to depository institu-
tions that have difficulty raising funds in national money markets to
help meet temporary needs for funds resulting from regular, seasonal
fluctuations in loans and deposits. The interest rate charged is based on
market rates.

¢ secondary credit
Credit extended to depository institutions ineligible for primary
credit, at a rate above the primary credit rate, either on a very short-
term basis (when consistent with a timely return to market sources of
funds) or for a longer term (to facilitate the orderly resolution of seri-
ous financial difficulties).



E

easing

Federal Reserve action to lower the federal funds rate. The action is
undertaken when economic activity needs to be stimulated. (Compare
tightening.)

Edge Act corporation (or Edge corporation)

Corporation chartered by the Federal Reserve to engage in international
banking. The Board of Governors acts on applications to establish Edge
Act corporations and also examines the corporations and their subsidiaries.
Typically organized as a subsidiary of a bank, an Edge Act corporation may
conduct activities abroad that are permissible to foreign banks abroad but
that may not otherwise be permissible to U.S. banks. Named after Senator
Walter Edge of New Jersey, who sponsored the original legislation to per-
mit formation of such organizations. (Compare agreement corporation.)

elastic currency
Currency that can, by the actions of the central monetary authority, ex-
pand or contract in amount warranted by economic conditions.

electronic funds transfer (EFT)

Transfer of funds electronically rather than by check or cash. The Federal
Reserve’s Fedwire Funds Service and automated clearinghouse services are
EFT systems. (EFTs subject to the Electronic Funds Transfer Act are more
narrowly defined.)

Eurocurrency liabilities

A generic term referring to liabilities in a bank located in a country other
than the one that issues the currency in which the liability is denominat-
ed. Despite its name, Eurocurrency need not be a liability of a European
banking office nor denominated in European currency. Not to be con-
fused with the euro, the name of the common currency of twelve (as of
2004) European Union countries.

Eurodollar deposits

Dollar-denominated deposits in banks and other financial institutions out-
side the United States; includes deposits at banks not only in Europe, but
in all parts of the world.

excess reserves

Amount of funds held by an institution in its account at a Federal Reserve
Bank in excess of its required reserve balance and its contractual clearing
balance.
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F

Federal Advisory Council

Advisory group made up of one representative (in most cases a banker)
from each of the twelve Federal Reserve Districts. Established by the
Federal Reserve Act, the council meets periodically with the Board
of Governors to discuss business and financial conditions and to make
recommendations.

federal agency securities

Interest-bearing obligations issued by federal agencies and government-
sponsored entities, such as the Federal Home Loan Banks, the Federal
Farm Credit Banks, the Federal National Mortgage Association (Fannie
Mae), the Federal Home Loan Mortgage Corporation (Freddie Mac), and
the Tennessee Valley Authority. Some federal agency securities are backed
by the U.S. government while others are not.

Federal Financial Institutions Examination Council (FFIEC)

Group of representatives of the federal banking regulatory agencies—the
Board of Governors, the Office of Thrift Supervision, the Federal Deposit
Insurance Corporation, the Office of the Comptroller of the Currency,
and the National Credit Union Administration—established to help main-
tain uniform standards for examining and supervising federally insured
depository institutions.

federal funds transactions

Short-term transactions in immediately available funds—between deposi-
tory institutions and certain other institutions that maintain accounts with
the Federal Reserve—that involve lending balances at the Federal Re-
serve; usually not collateralized.

federal funds rate

Rate charged by a depository institution on an overnight loan of federal
funds to another depository institution; rate may vary from day to day and
from bank to bank.

Federal Open Market Committee (FOMC, or the Committee)
Twelve-voting-member committee made up of the seven members of the
Board of Governors; the president of the Federal Reserve Bank of New
York; and, on a rotating basis, the presidents of four other Reserve Banks.
Nonvoting Reserve Bank presidents also participate in Committee delib-
erations and discussion. The FOMC generally meets eight times a year in
Washington, D.C., to set the nation’s monetary policy. It also establishes
policy relating to System operations in the foreign exchange markets.



Federal Reserve Act
Federal legislation, enacted in 1913, that established the Federal Reserve
System.

Federal Reserve balances
The amount of funds held by a depository institution in its account at its
Federal Reserve Bank.

Federal Reserve Bank

One of the twelve operating arms of the Federal Reserve System, located
throughout the nation, that together with their Branches carry out vari-
ous System functions, including providing payment services to depository
institutions, distributing the nation’s currency and coin, supervising and
regulating member banks and bank holding companies, and serving as fis-
cal agent for the U.S. government.

Federal Reserve District'(Reserve District, or District)
One of the twelve geographic regions served by a Federal Reserve Bank.

Federal Reserve float

Float is credit that appears on the books of the depository institution of
both the check writer (the payor) and the check receiver (the payee) while
a check is being processed. Federal Reserve float is float present during
the Federal Reserve Banks’ check-clearing process. To promote efficiency
in the payments system and provide certainty about the date that depos-
ited funds will become available to the receiving depository institution
(and the payee), the Federal Reserve Banks credit the accounts of banks
that deposit checks according to a fixed schedule. However, processing
certain checks and collecting funds from the banks on which these checks
are written may take more time than the schedule allows. Therefore, the
accounts of some banks may be credited before the Federal Reserve Banks
are able to collect payment from other banks, resulting in Federal Reserve
float.

Federal Reserve note

Paper currency issued by the Federal Reserve Banks. Nearly all the na-
tion’s circulating currency is in the form of Federal Reserve notes, which
are printed by the Bureau of Engraving and Printing, a bureau of the U.S.
Department of the Treasury. Federal Reserve notes are obligations of the
Federal Reserve Banks and legal tender for all debts.

Federal Reserve Regulatory Service

Monthly subscription service that includes all statutes and regulations for
which the Federal Reserve has responsibility, Board of Governors inter-
pretations and rulings, official staff commentaries, significant staff opin-
ions, and procedural rules under which the Board operates.
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Federal Reserve System

The central bank of the United States, created by the Federal Reserve

Act and made up of a seven-member Board of Governors in Washington,
D.C,, twelve regional Federal Reserve Banks, and Branches of the Federal
Reserve Banks.

Fedwire Funds Service

Electronic funds transfer network operated by the Federal Reserve Banks.
It is usually used to transfer large amounts of funds from one institution’s
account at the Federal Reserve to another institution’s account. It is also
used by the U.S. Department of the Treasury, other federal agencies, and
government-sponsored enterprises to collect and disburse funds.

Fedwire Securities Service

Electronic vault that stores records of book-entry securities holdings and
a transfer and settlement mechanism used by depository institutions to
transfer custody of book-entry securities from one depository institu-
tion to another. The securities on the Fedwire Securities Service include
U.S. Treasury securities, U.S. agency securities, mortgage-backed securi-
ties issued by government-sponsored enterprises, and securities of certain
international organizations.

financial holding company

A bank holding company that has met the capital, managerial, and other
requirements to take advantage of the expanded affiliations allowed under
the Gramm-Leach-Bliley Act.

financial institution

Institution that uses its funds chiefly to purchase financial assets, such

as loans or securities (as opposed to tangible assets, such as real estate).
Financial institutions can be separated into two major groups according
to the nature of the principal claims they 1ssue: (1) depository institutions
(also called depository intermediaries), such as commercial banks, sav-
ings and loan associations, savings banks, and credit unions, which obtain
funds largely by accepting deposits from the public and (2) nondepositories
(sometimes called nondepository intermediaries), such as life insurance
and property—casualty insurance companies and pension funds, whose
claims are the policies they sell or their promise to provide income after
retirement.

fiscal agency services

Services performed by the Federal Reserve Banks for the U.S. govern-
ment and other organizations, including maintaining accounts for the U.S.
Department of the Treasury, paying checks and making electronic pay-
ments on behalf of the Treasury, and selling and redeeming marketable
Treasury securities and savings bonds.



fiscal policy
Federal government policy regarding taxation and spending, set by Con-
gress and the President.

flexible exchange rates

Arrangements in which the rate of exchange between countries’ cur-
rencies (the foreign exchange rate) is allowed to fluctuate in response to
market forces of supply and demand.

foreign currency operations

Transactions in the foreign exchange markets involving the purchase of
the currency of one nation with that of another. Also called foreign ex-
change transactions.

foreign exchange intervention

A foreign currency operation (see above) designed to influence the value
of the dollar against foreign currencies, typically with the aim of stabiliz-
ing disorderly markets.

foreign exchange markets
Markets in which foreign currencies are purchased and sold.

foreign exchange rate
Price of the currency of one nation in terms of the currency of another
nation.

G

government securities
Securities issued by the U.S. Treasury or federal agencies.

Gramm-Leach-Bliley Act

Federal legislation that allowed affiliations among banks, securities firms,
and insurance companies under a financial holding company structure.
The act reaffirmed the Federal Reserve’s role as “umbrella supervisor”
over organizations that control banks, while also requiring that bank
regulators and functional regulators supervise subsidiaries within a finan-
cial holding company.

gross domestic product (GDP)
Total value of goods and services produced by labor and property located
in the United States during a specific period.
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Group of Seven (G-7)

International group made up of seven leading industrial nations—Canada,
France, Germany, Italy, Japan, the United Kingdom, and the United
States—whose finance ministers and central bank governors meet occa-
sionally to discuss economic policy.

interest-rate risk
Risk of gain or loss in the value of a portfolio as a result of changes in
market interest rates.

international banking facility

Specially designated activities of a bank located in the United States that
are treated as those of an offshore bank by U.S. regulatory authorities.
Dollar deposits in such a facility are considered to be Eurodollars.

International Monetary Fund (IMF)

International organization established for lending funds to member na-
tions to promote international monetary cooperation among nations, to
facilitate the expansion and balanced growth of international trade, and
to finance temporary balance-of-payments deficits, usually in conjunction
with macroeconomic adjustment programs.

L

liquidity

Quality that makes an asset easily convertible into cash with relatively
little loss of value in the conversion process. Sometimes used more broadly
to encompass cash and credit in hand and promises of credit to meet needs
for cash.

liquidity risk
In banking, the risk that a depository institution will not have sufficient
cash or liquid assets to meet the claims of depositors and other creditors.

M

M1
Measure of the U.S. money stock that consists of currency held by the
public, traveler’s checks, demand deposits, and other checkable deposits.
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M2

Measure of the U.S. money stock that consists of M1, savings deposits
(including money market deposit accounts), time deposits in amounts of
less than $100,000, and balances in retail money market mutual funds.
Excludes individual retirement account (IR A) and Keough balances at
depository institutions and retail money funds.

M3

Measure of the U.S. money stock that consists of M2, time deposits of
$100,000 or more at all depository institutions, repurchase agreements in
amounts of $100,000 or more, Eurodollars, and balances held in institu-
tional money market mutual funds.

margin requirement

Buying on margin refers to buying stocks or securities with borrowed
money (usually borrowed from a brokerage firm or bank). The margin
requirement is the minimum amount (expressed as a percentage) the buyer
must put up (rather than borrow). The Federal Reserve Board sets margin
requirements.

market interest rates
Rates of interest determined by the interaction of the supply of and
demand for funds in freely functioning markets.

market risk
The risk that a banking organization may incur losses due to the change
in market value of an asset or liability on its balance sheet.

member bank

Depository institution that is a member of the Federal Reserve System. All
national banks are automatically members of the System; state-chartered
banks may choose to apply to join the System.

monetary aggregates
Aggregate measures through which the Federal Reserve monitors the
nation’s monetary assets: M1, M2, and M3.

monetary policy

A central bank’s actions to influence the availability and cost of money
and credit, as a means of helping to promote national economic goals.
Tools of monetary policy include open market operations, direct lending
to depository institutions, and reserve requirements.
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monetize

Action in which a central bank purchases an object that 1s not money (for
example, gold) and pays for it by creating balances at the central bank.
The action permits an increase in the money stock.

money
Anything that serves as a generally accepted medium of exchange, a
standard of value, and a means of saving or storing purchasing power. In
the United States, currency (the bulk of which is Federal Reserve notes)
and coin as well as funds in deposit accounts at depository institutions are
examples of money.

money market

Figurative expression for the informal network of dealers and investors
over which short-term debt securities are purchased and sold. Money mar-
ket securities generally are highly liquid securities that mature in less than
one year, often less than ninety days. (Compare capital market.)

money stock

Total quantity of money available for transactions and investment; mea-
sures of the U.S. money stock include M1, M2, and M3. (Also referred to
as the money supply or, simply, money.)

mutual savings bank
Savings bank owned by its depositors (contrasted with a stock savings
bank, which issues common stock to the public).

N

national bank

A commercial bank that is chartered by the Office of the Comptroller of
the Currency, which is a bureau of the U.S. Department of the Treasury;
by law, national banks are members of the Federal Reserve System.

net debit cap

The maximum uncollateralized daylight-overdraft position that a deposi-
tory institution is permitted to incur in its Federal Reserve Bank account
at any point in the day, or on average over a two-week period.

nominal interest rates
Current stated rates of interest paid or earned. (Compare real interest rates.)

nonmember bank
State-chartered commercial bank that 1s not a member of the Federal Re-
serve System.



nonpersonal time deposit
Time deposit held by a depositor other than an individual (for example, a
corporation).

O

official foreign exchange reserves

Assets denominated in foreign currencies held by a country’s monetary
authorities (in the United States, held by the Federal Reserve System and
the Treasury Department).

open market
Freely competitive market.

open market operations

Purchases and sales of securities, typically U.S. Treasury securities, in the
open market, by the Open Market Trading Desk at the Federal Reserve
Bank of New York as directed by the Federal Open Market Committee,
to influence interest rates. Purchases increase the supply of Federal Re-
serve balances to depository institutions; sales do the opposite.

outright transaction

“Permanent” purchase or sale of securities in the open market, or the
redemption of securities, by the Federal Reserve to adjust the supply of
balances at the Federal Reserve Banks over the long term. (Contrasts with
transactions intended to adjust the supply of balances only temporarily.
See repurchase agreement and reverse repurchase agreement.)

over the counter

Figurative term for the means of trading securities that are not listed on
an organized stock exchange such as the New York Stock Exchange.
Over-the-counter trading is done by broker-dealers who communicate by
telephone and computer networks.

P

paper

General term for short-term debt instruments such as commercial paper.

payments system

Collective term for mechanisms (both paper-based and electronic)

for moving funds, payments, and money among financial institutions
throughout the nation. The Federal Reserve plays a major role in the
nation’s payments system through distribution of currency and coin, pro-
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cessing of checks, and electronic transfer of funds; various private organi-
zations also perform payments system functions.

portfolio

Collection of loans or assets, classified by type of borrower or asset. For
example, a bank’s portfolio might include loans, investment securities,
and assets managed in trust; the loan portfolio might include commercial,
mortgage, and consumer installment loans.

presentment fee
Fee that a bank receiving a check imposes on the bank collecting payment.

prompt corrective action

Supervisory framework, created under the Federal Deposit Insurance Cor-
poration Improvement Act of 1991, that links enforcement actions closely
to the level of capital held by banks.

R

real interest rates

Interest rates adjusted for the expected erosion of purchasing power result-
ing from 1inflation. Technically defined as nominal interest rates minus the
expected rate of inflation. (Compare nominal interest rates.)

reciprocal currency (swap) arrangements

Short-term reciprocal arrangements between a Federal Reserve Bank and
individual foreign central banks. By drawing on a swap the foreign cen-
tral bank obtains dollars that can be used to conduct foreign exchange
intervention in support of its currency or to lend to its domestic banking
system to satisfy temporary liquidity demands. For the duration of the
swap, the Federal Reserve Bank obtains an equivalent amount of foreign
currency along with a commitment from the foreign central bank to re-
purchase the foreign currency at a preset exchange rate.

Reports of Condition and income

Quarterly financial report that all banks, savings and loan associations,
Edge and agreement corporations, and certain other types of organiza-
tions must file with a federal regulatory agency. Informally called a Call
Report.

repurchase agreement (RP or repo)
A transaction in which the Federal Reserve enters into an agreement
with a primary dealer to acquire securities from the dealer for a specified



principal amount at an agreed-upon interest rate and to return the securi-
ties on a specified future date. The maturity date may be the next day

or many days later, with the maximum length set by the FOMC. These
transactions permit the Federal Reserve to increase the supply of Federal
Reserve balances for the length of the agreement.

required reserve balance

That portion of its required reserves that a depository institution must
hold in an account at a Federal Reserve Bank. This portion is the differ-
ence between the institution’s reserve requirement and its vault cash.

required reserve ratio
The percentage of reservable liabilities that depository institutions must set
aside in the form of reserves.

required reserves

Funds that a depository institution is required to maintain in the form of
vault cash or, if vault cash is insufficient to meet the requirement, in the
form of a balance maintained directly with a Reserve Bank or indirectly
with a pass-through correspondent bank. The required amount varies ac-
cording to the required reserve ratios set by the Board and the amount of
reservable liabilities held by the institution.

reservable liabilities

Those obligations on a depository institution’s balance sheet that are
subject to reserve requirements. Transaction deposits, nonpersonal time
deposits, and Eurocurrency liabilities are all subject to reserve require-
ments; however, the required reserve ratios for nonpersonal time deposits
and Eurocurrency liabilities are zero.

reserve requirements
Requirements set by the Board of Governors for the amounts of certain
liabilities that depository institutions must set aside in the form of reserves.

reverse repurchase agreement

A transaction—the opposite of a repurchase agreement—in which the
Federal Reserve enters into an agreement with a primary dealer to sell
securities from the System portfolio for a specified principal amount at
an agreed-upon interest rate and to receive the securities back from the
dealer on a specified future date. The maturity date may be the next day
or many days later, with the maximum length set by the FOMC. These
transactions permit the Federal Reserve to decrease the supply of Federal
Reserve balances for the length of the agreement.

Appendix B: Glossary of Terms

123



The Federal Reserve System: Purposes and Functions

124

S

savings and loan association (S&L)

Historically, depository institution that accepted deposits mainly from
individuals and invested heavily in residential mortgage loans; although
still primarily residential lenders, S&Ls now have many of the powers of
commercial banks.

savings bank

Depository institution historically engaged primarily in accepting con-
sumer savings deposits and in originating and investing in residential
mortgage loans; now may offer checking-type deposits and make a wider
range of loans. (Compare commercial bank.)

savings bond

A nonmarketable debt obligation of the U.S. government. Savings bonds
are available in both paper and book-entry form and can be purchased
with an initial investment of as little as $25. Investors can purchase paper
savings bonds in person from many depository institutions, by mail from a
Reserve Bank or the Treasury, or online. Book-entry bonds are available
from the Treasury online.

securities
Paper certificates (definitive securities) or electronic records (book-entry
securities) evidencing ownership of equity (stocks) or debt obligations

(bonds).

securitization

The process of packaging and selling similar financial instruments, such
as loans and other receivables, in the form of “asset-backed” securities that
can be traded on secondary markets. Securitization allows financial insti-
tutions to transfer some of the risks of ownership to parties more willing
or able to manage them.

self-regulatory organizations

Associations of broker-dealers or others that have responsibility, under the
oversight of the Securities and Exchange Commission, to regulate their
own members through the adoption and enforcement of rules of conduct
for fair, ethical, and efficient practices. Examples include the National
Association of Securities Dealers and the New York Stock Exchange.

settlement

In banking, the process of recording the debit and credit positions of two
parties in a transfer of funds. Also, the delivery of securities by a seller and
the payment by the buyer.



shock

Unanticipated or unusual event that has a noticeable impact on the econo-
my or a financial system.

special drawing rights (SDRs)
Type of international reserve asset created by the International Monetary

Fund and allocated, on occasion, to the nations that are members of the
IMF.

state bank
Bank that is chartered by a state; may or may not be a member of the Fed-
eral Reserve System.

subsidiary
Company that is controlled by another corporation (called the parent cor-
poration), typically through stock ownership or voting control.

substitute check

A paper reproduction of an original check that contains an image of the
front and back of the original check and is suitable for automated process-
ing, just as the original check is. The Check Clearing for the 21st Cen-
tury Act, commonly known as Check 21, allows depository institutions
to truncate original checks, process check information electronically, and
deliver substitute checks to depository institutions if they require paper

checks.

swap

An agreement between two parties to exchange cash flows of underlying
securities. For example, in an interest rate swap, the most common type of
swap, one party agrees to pay a fixed interest rate in return for receiving a
variable rate from the other party.

swap arrangement
See reciprocal currency arrangement.

System Open Market Account

The Federal Reserve’s portfolio of U.S. Treasury securities. Purchases
and sales in this account—open market operations—are under the overall
supervision of the manager of the System Open Market Account, subject
to the policies and rules of the Federal Open Market Committee.

systemic risk

Risk that a disruption at a firm, in a market segment, to a settlement
system, or in a similar setting will cause widespread difficulties at other
firms, in other market segments, or in the financial system as a whole.
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T

thrift institution
A general term encompassing savings banks, savings and loan associations,
and credit unions.

Thrift Institutions Advisory Council

Group established by the Board of Governors to obtain information and
opinions on the needs and problems of thrift institutions. Made up of
representatives of savings and loan associations, savings banks, and credit
unions.

tightening
Federal Reserve action to raise interest rates. Undertaken when inflation
is a concern. (Compare easing.)

time deposit

Funds deposited in an account that has a fixed term to maturity and tech-
nically cannot be withdrawn before maturity without advance notice (for
example, a certificate of deposit). Time deposits may earn interest.

Trading Desk (the Desk)

The group at the Federal Reserve Bank of New York that conducts open
market operations for the Federal Reserve System and intervenes in for-
eign currency markets for the Federal Reserve and Treasury.

transaction account

A checking account or similar deposit account from which transfers of
funds can be made. Demand deposit accounts, NOW (negotiable order of
withdrawal) accounts, and credit union share draft accounts are examples
of transaction accounts.

U

U.S. Treasury securities

Obligations of the U.S. government issued by the U.S. Department of
the Treasury as a means of borrowing money to meet government ex-
penditures not covered by tax revenues. All marketable Treasury securi-
ties have a minimum purchase amount of $1,000 and are issued in $1,000
increments. There are three types of marketable Treasury securities: bills,
notes, and bonds.

e Treasury bill (T-bill)
Short-term U.S. Treasury security having a maturity of up to one
year. T-bills are sold at a discount. Investors purchase a bill at a price
lower than the face value (for example, the investor might buy a



$10,000 bill for $9,700); the return is the difference between the price
paid and the amount received when the bill is sold or it matures (if
held to maturity, the return on the T-bill in the example would be
$300).

Treasury note

Intermediate-term security having a maturity of one to ten years.
Notes pay interest semiannually, and the principal 1s payable at matu-
rity.

Treasury bond

Long-term security having a maturity of longer than ten years. Bonds
pay interest semiannually, and the principal is payable at maturity.

The Treasury Department also issues several types of nonmarketable secu-
rities, including savings bonds.

Vv

vault cash

Cash on hand at a depository institution to meet day-to-day business
needs, such as cashing checks for customers. Can be used to satisfy the
1nstitution’s reserve requirement.

W

wire transfer
Electronic transfer of funds; usually involves large-dollar payments.
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A

Accounting policies and procedures of financial institutions, 64
Adjustment credit program, 47
See also Discount window lending.
Advisory committees, 13
Affiliate—member bank transactions, 69-70
Agreement corporations, 59, 67-68
Annual Report, Board of Governors, 6, 11
Asian Pacific Economic Cooperation Finance Ministers” Process, 53
Automated clearinghouse, 93-94
Autonomous factors, supply of Federal Reserve balances, 33-35

B
Balances—See Federal Reserve balances.
Balance sheet, of Federal Reserve Banks, 33-34
Bank control, changes in, 71-72
Community Reinvestment Act performance, 77
Bank examination—See Examination of banks.
Bank for International Settlements, 52, 73
Board Chairman member of, 5—6
Bank holding companies, supervision of, 59-74
Bank Holding Company Act, 69, 71
Banking
Federal Reserve services—See Financial services.
International, 57
Interstate, 71
Supervision—See Supervision and regulation.
Bank Merger Act of 1960, 71-72
Bank Secrecy Act, 65-66
Basel Accord, 73-74
Basel Committee on Banking Supervision, 73-74
Beige Book, Federal Reserve publication, 10
Board of Governors
Audits of, 6
Contacts with other officials and organizations, 5—6
Membership and responsibilities, 4—6
Publications, 6
Regulations—See Regulations.
Reports to Congress, 6, 11
Book-entry securities, 96, 98
Bretton Woods Agreement, 53
Bureau of Engraving and Printing, printing of currency, 85
Bureau of the Mint, 86
Business continuity of U.S. financial system, measures to ensure, 66

C
Call Reports, 64
Capital adequacy standards for depository institutions, 73—74
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Central banks, foreign, 1
Basel Committee on Banking Supervision, 73-74
Cooperation with, 51-53
Federal Reserve services for, 99
Foreign currency operations, 53-56
Transactions with not subject to audit, 11
Change in Bank Control Act of 1978, 71-72
See also Bank control, changes in.
Check Clearing for the 21st Century Acrt, 84, 92-93
Checks
Processing, 83—-84, 89-93
Substitute, 93
Truncation, 92-93
Clearinghouses
Automated, 93-94
National Settlement Service, use of, 97
Commercial banks—See Depository institutions.
Community affairs, 77-78
Community Reinvestment Act, 7677, 79
Competitive Equality Banking Act of 1987, 70
Comptroller of the Currency, Office of the, 60-61
Consolidated balance sheet of the Federal Reserve Banks, 34
Consolidated Financial Statements for Bank Holding Companies, 64
Consolidated Reports of Condition and Income (Call Reports), 64
Consumer Advisory Council, 13
Consumer Credit Protection Act, 13
Consumer and community affairs, 75-81
Consumer Leasing Act of 1976, 79
Consumer protection, 75-77
Complaint program, 77
Laws, 78—81
Enforcement, 76
Contractual clearing balances, 31, 44—-45
Credit
Consumer, 75-81
Discount window—See Discount window lending,.
Intraday, 99-101 :
Securities, 74
See Depository 1nstitutions.
Currency and coin

Credit unions

Foreign currency operations, 5356
Issuance and circulation, 85-89

D
Daylight overdrafts, 99-101
Depository institutions
Balances at Federal Reserve Banks—See Federal Reserve balances.
Consumer protection laws, compliance with, 76
Discount window, access to, 45—46, 49
Reserve requirements, 30-31, 41-45
Supervision and regulation of, 59-74
Depository Institutions Deregulation and Monetary Control Act of 1980—See Monetary
Control Act of 1980.
Directors, Federal Reserve Banks, 10, 12
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Discount window lending, 33, 45-50
Collateral, 49-50
Discount rate, 4, 47—48
Eligibility, 49
Federal funds rate, controlling, 33
Federal Reserve balances, effect on, 31
Primary credit, 46—48
Revision to programs, 47
Seasonal credit, 48—49
Secondary credit, 48

E

Earnings and income, Federal Reserve System, 11
Edge corporations, 59, 67-68
Electronic funds transfers, 93-94
Electronic Fund Transfer Act, 79-80
Equal Credit Opportunity Act, 79
Eurocurrency, 57
Reserve requirements, 42
Eurodollar deposits and loans, 57
Reserve requirements, 43
Examination of banks, 62-70
Community Reinvestment Act performance, 7677
Securities credit, 74
Exchange rates, 24
Expedited Funds Availability Act, 80, 84, 92
Extended credit program, 47

F

Fair and Accurate Credit Transaction Act of 2003, 81
Fair Credit and Charge Card Disclosure Act of 1988, 80
Fair Credit Billing Act, 78

Fair Credit Reporting Act, 78

Fair Debt Collection Practices Act, 79

Fair Housing Act, 78

Federal Advisory Council, 13

Federal Deposit Insurance Corporation, 60—61

Federal Deposit Insurance Corporation Improvement Act of 1991, 48, 64, 70
Federal Financial Institutions Examination Council, 61-62

Federal funds rate, 1618, 28-29, 35-36, 47

Federal Open Market Committee—=See also Monetary policy and Open market

operations.
Membership and responsibilities, 3, 11-12
Foreign currency operations, 53-56
Federal Reserve Act, 2

Sections 23A and 23B, member bank—affiliate transactions, 70

Federal Reserve balances
Borrowed, 28-29
Contractual clearing balances, 31
Demand for, 30-32
Excess, 32
Market for, 27-35
Nonborrowed, 28-29
Open market operations, 36—41

Index
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Federal Reserve balances—continued
Required, 30-31
Supply of, 32-35
Trading of, 16, 30
Federal Reserve Banks, 6—11
Assets, 34
Audits of, 11
Branches, 7-9
Consolidated balance sheet, 34
Directors of, 10, 12
Federal Open Market Committee, representation on, 11-12
Financial services—See Financial services.
Fiscal agency services, 97-99
Liabilities, 34

Services

See also specific type of service.
Banking organizations, to, 84-97
Federal government, to, 96-97
Foreign central banks and international organizations, to, 99
Supervision of, 4
Federal Reserve Bulletin, 6
Federal Reserve float, 34-35
Federal Reserve notes
Autonomous factor, as, 34
Issuance and circulation, 85—89
Open market operations to offset drain of balances resulting from demand for, 38
Federal Reserve Regulatory Service, 6
Federal Reserve System—=See also Board of Governors and Federal Reserve Banks.
Establishment, 1-2
Functions and duties, 1
Income and expenses of, 11
International sphere, operations and activities, 51-57
Maps, 8-9
Membership, 12
Structure, 3—13
Federal Trade Commission Improvement Act, 77, 80
Fedwire Funds Service, 94—95
Fedwire Securities Service, 95-96
Financial holding companies, 65, 71, 73
Financial Institutions Reform, Recovery, and Enforcement Act of 1989, 70
Financial reports and statements, 63—64, 74
Financial services, 84—97
Automated clearinghouse, 93-94
Check processing, 89-93
Currency and coin, 85-89
Fedwire Funds Service, 94-95
Fedwire Securities Service, 95-96
Foreign central banks and international organizations, to, 99
National Settlement Service, 97
Noncash transactions, 89-94
Financial Stability Forum, 53
Fiscal agency services of Federal Reserve Banks, 97-99
Float, 32-33
Flood Disaster Protection Act of 1973, 78
Foreign Assets Control, Office of, 65
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Foreign Bank Supervision Enhancement Act of 1991, 68

Foreign banks, supervision of U.S. activities of, 68-69

Foreign central banks-—See Central banks, foreign

Foreign currency operations, 53~56

Foreign exchange, 17, 24, 53-56

Foreign operations of U.S. banks, supervision of, 67—68
See also International banking.

G
G-7 and G-20, U.S. delegates to, 5, 53
General Accountability Office, 6, 11
Gold
Foreign exchange operations, 53
Safekeeping accounts, 98
Government funds transfer accounts, 97-98

Governors of Central Banks of the American Continent, U.S. delegates to, 53

Gramm-Leach-Bliley Act, 65, 70-71, 73, 80
Group of Seven, U.5. delegates to, 5, 53

H
Home Equity Loan Consumer Protection Act of 1994, 80

Home Ownership and Equity Protection Act of 1994, 80
Home Mortgage Disclosure Act of 1975, 79

Information technology services provided to supervised banking organizations, 66
Interest rates—See also Discount window lending and Federal funds rate.

Components of, 22
Guide to monetary policy, 21, 23

International Bank for Reconstruction and Development
Creation of, 53
Federal Reserve services to, 99

International banking, 57
Federal Reserve services to foreign institutions, 99
Supervision of, 6769

International Banking Act of 1978, 68~69

Inrernational Convergence of Capital Measurement and Capital Standards, 73
International economy, influence on U.S. monetary policy, 5153

International Monetary Fund

Board Chairman as alternate U.S. member of board, 5

Federal Reserve participation in activities of, 53
Federal Reserve services to, 99
International organizations

Federal Reserve participation in activities of, 5, 5253

Federal Reserve services to, 99
Interstace banking, 71
Intraday credic policy, 99101

M

M1, M2, and M3, 21-22

Magnetic ink character recognition {(MICR) system, 91
Margin requirements, supervision and regulation of, 74

Member banks—See also Depository institutions and State member banks.

System membership and obligations, 12

Index
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Mergers and acquisitions, supervision and regulation of, 7172
Monetary aggregates, 2122
Monetary Control Act of 1980, 13, 43, 84
Monetary policy
Congress, reports to, 6
Effects on economy, 16—-19
Foreign exchange rates, 24
Goals, 15~16
Guides to, 2024
Implementation of, 27-50
Interest rates, 23
Limitations of, 19-20
Monetary aggregates, 21-22
Operational approaches, 28-29
Reserves market, 27, 30-35
Taylor rule, 23-24
Money laundering, combating, 65-66, 69
National Advisory Council on International Monetary and Financial Policies, 5
National Credit Union Administration, 62
Narional Monetary Commission, 2
National Settlement Service, 97
Nonbanking activities and acquisitions, supervision and regulation of, 69, 71
Nonborrowed reserves, 28—29
Noncash payments, 8994
Notes, Federal Reserve—See Federal Reserve notes.

0
Open market operations, 36—41
See also Federal Open Market Commitree.
Organisation for Economic Co-operation and Development, Federal Reserve
representation, 6, 52

P

Payments system, Federal Reserve’s role in, 83101
See also specific topir.

Plaza Agreement, exchange rates, 54

Presentment fees, 84, 92

Primary credit, 46-48
See also Discount window lending,

R
Reeal Estate Settlement Procedures Act of 1974, 79
Reciprocal currency arrangements, 5556
Regulations (Federal Reserve Board), 5, 103-106
CC, Availability of Funds and Collection of Checks, 92-93
Consumer protection, 75~76
T, U, and X; margin requirements, 74
W, Transactions between Member Banks and Their Affiliates, 69-70
Z, Truth in Lending, 76
Regulatory functions, 59, 70-74
Repurchase agreements, 32-34, 38-41, 54-55
Reserve requirements, 2736, 41-44
Board authority over, 4
Ratios, 31, 42—43
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R eserves—See Federal Reserve balances.
Reverse repurchase agreements, 32--34, 38, 40
Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994, 71
Ruight to Financial Privacy Act of 1978, 79
Risk-focused supervision, 63
Consumer complaints, 77

S
Sarbanes-Oxley Act of 2002, 64
Savings associations, 6061
See also Depository institutions.
Savings bonds, U.S., 99
Seasonal credit, 48—49
See also Discount window lending.
Secondary credit, 48
See also Discount window lending.
Securities and Exchange Commission, 65, 74
Securities Exchange Act of 1934, 74
Securities
Book-entry, 96, 98
Credit, margin requirements, 74
Federal Reserve fiscal agency services, 97-99
Federal Reserve holdings, 32-33, 36—-41
Fedwire Securities Service, 95-96
State member banks, issued by, 74
U.S. government—See U.S. government securities.
State member banks—See also Depository institutions and Member banks.
Examination of, 62-70
Supervision and regulation of, 59-74
System membership and obligations, 12
Sterilization, foreign currency operations, 54
Supervision and regulation, 51~74
Accounting policy and disclosure, 64
Acquisitions and mergers, 71-72
Affiliates of banks, transactions with, 69-70
Bank control, changes in, 7172, 77
Business continuity, 66
Consumer protection laws, 75—81
Cooperation with other regulators, 65
Enforcement, 66—67
Foreign banking organizations, U.S. activities of, 68—-69
Financial reports and statements, 63, 74
International operations of U.S. banking organizations, 67—68
Money laundering, combating, 6566, 69
Prompt correcuive action, 70
Rating system, 63
Risk-focused, 63,
Consumer complaints, 77
Securities credit transactions, 74
Swap (reciprocal currency) arrangements, 5556
System Open Market Account
Foreign currency operations, 53
Open market operations, 41
System to Estimate Examinations Ratings (SEER), 64
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T

Taylor rule, guide to monetary policy, 23-24
Terrorist financing, 65~66
Thrift Institutions Advisory Council, 13
Thrift Supervision, Office of, 60-61
Trading Desk, Open Market, 3741
Treasury, U.S. Department of the
Federal Reserve account, balance in, 34
Money laundering, regulatory and enforcement responsibility, 65
Securities, in Federal Reserve open market account, 36-37
Truth in Lending Act, 5, 76, 78
Truth in Savings Act, 80

U
USA Patriot Act, 65
U.S. government securities
Fedwire Securities Service, 95-96
Interest on, income of the Federal Reserve System, 11
Lending of by Federal Reserve, 41
Purchases and sales of, 3, 32-33, 36—41
Savings bonds, 99

w
Wire transfers, 94-96 )
Women's Business Ownership Act of 1988, 80
World Bank
Creation of, 53
Federal Reserve services to, 99
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Board of Governors
www.federalreserve.gov

Federal Reserve Bank of Atlanta
www.frbatlanta.org

Federal Reserve Bank of Boston
www.bos.frb.org

Federal Reserve Bank of Chicago
www.chicagofed.org

Federal Reserve Bank of Cleveland
www.clevelandfed.org

Federal Reserve Bank of Dallas
www.dallasfed.org

Federal Reserve Bank of Kansas City
www kansascityfed.org

Federal Reserve Bank of Minneapolis
www.minneapolisfed.org

Federal Reserve Bank of New York
www.newyorkfed.org

Federal Reserve Bank of Philadelphia
www.philadelphiafed.org

Federal Reserve Bank of Richmond
www.rich frb.org

Federal Reserve Bank of San Francisco
www. frbsf.org

Federal Reserve Bank of St. Louis
www.stlouisfed.org

Published by the Board of Governors of the Federal Reserve System on behalf of the Federal Reserve System.
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