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Part 1
Overview:

Monetary Policy and the Economic Outlook

Economic activity in the United States expanded at a
moderate rate in the second half of 2011 following an
anemic gain in the first half, and the moderate pace of
expansion appears to have continued into the opening
months of 2012. Activity was held down in the first
half of 2011 by temporary factors, particularly supply
chain disruptions stemming from the earthquake in
Japan and the damping effect of higher energy prices
on consumer spending. As the effects of these factors
waned over the second half of the year, economic
activity picked up. Conditions in the labor market have
improved since last summer, with an increase in the
pace of job gains and a noticeable reduction in the
unemployment rate. Meanwhile, consumer price infla-
tion has stepped down from the temporarily high levels
observed over the first half of 2011, as commodity and
import prices retreated and as longer-term inflation
expectations remained stable. Looking ahead, growth
is likely to be modest during the coming year, as several
factors appear likely to continue to restrain activity,
including restricted access to credit for many house-
holds and small businesses, the still-depressed housing
market, tight fiscal policy at all levels of government,
and some slowing in global economic growth.

In light of these conditions, the Federal Open Mar-
ket Committee (FOMC) took a number of steps dur-
ing the second half of 2011 and early 2012 to provide
additional monetary policy accommodation and
thereby support a stronger economic recovery in the
context of price stability. These steps included modify-
ing the forward rate guidance included in postmeeting
statements, increasing the average maturity of the Fed-
eral Reserve’s securities holdings, and shifting the rein-
vestment of principal payments on agency securities
from Treasury securities to agency-guaranteed
mortgage-backed securities (MBS).

Throughout the second half of 2011 and early 2012,
participants in financial markets focused on the fiscal
and banking crisis in Europe. Concerns regarding the
potential for spillovers to the U.S. economy and finan-
cial markets weighed on investor sentiment, contribut-
ing to significant volatility in a wide range of asset
prices and at times prompting sharp pullbacks from
risk-taking. Strains eased somewhat in a number of
financial markets in late 2011 and early this year as

investors seemed to become more confident that Euro-
pean policymakers would take the steps necessary to
address the crisis. The more positive market sentiment
was bolstered by recent U.S. data releases, which
pointed to greater strength, on balance, than investors
had expected. Nonetheless, market participants report-
edly remain cautious about risks in the financial
system, and credit default swap spreads for U.S. finan-
cial institutions have widened, on net, since early last
summer.

After rising at an annual rate of just % percent in the
first half of 2011, real gross domestic product (GDP) is
estimated to have increased at a 2% percent rate in the
second half.! The growth rate of real consumer spend-
ing also firmed a bit in the second half of the year,
although the fundamental determinants of household
spending improved little: Real household income and
wealth stagnated, and access to credit remained tight
for many potential borrowers. Consumer sentiment has
rebounded from the summer’s depressed levels but
remains low by historical standards. Meanwhile, real
investment in equipment and software and exports
posted solid gains over the second half of the year. In
contrast, the housing market remains depressed,
weighed down by the large inventory of vacant houses
for sale, the substantial volume of distressed sales, and
homebuyers’ concerns about the strength of the recov-
ery and the potential for further declines in house
prices. In the government sector, real purchases of
goods and services continued to decline over the sec-
ond half of the year.

Labor market conditions have improved. The unem-
ployment rate moved down from around 9 percent
over the first eight months of 2011 to 8% percent in
January 2012. However, even with this improvement,
the jobless rate remains quite elevated. Furthermore,
the share of the unemployed who have been jobless for
more than six months, although down slightly from its
peak, was still above 40 percent in January—roughly
double the fraction that prevailed during the economic
expansion of the previous decade. Meanwhile, private

1. The numbers in this report are based on the Bureau of
Economic Analysis’s (BEA) advance estimate of fourth-quarter
GDP, which was released on January 27, 2012. The BEA will release
a revised estimate on February 29, 2012.
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payroll employment gains averaged 165,000 jobs per
month in the second half of 2011, a bit slower than the
pace in the first half of the year, but gains in December
and January were more robust, averaging almost
240,000 per month.

Consumer price inflation stepped down in the sec-
ond half of 2011. After rising at an annual rate of
3% percent in the first half of the year, prices for per-
sonal consumption expenditures (PCE) rose just
1'5 percent in the second half. PCE prices excluding
food and energy also decelerated, rising at an annual
rate of roughly 1% percent in the second half of 2011,
compared with about 2 percent in the first half. The
decline in inflation was largely in response to decreases
in global commodity prices following their surge early
in 2011, as well as a restoration of supply chains for
motor vehicle production that had been disrupted after
the earthquake in Japan and some deceleration in the
prices of imported goods other than raw commodities.

The European fiscal and banking crisis intensified in
the second half of the year. During the summer, the
governments of Italy and Spain came under significant
financial pressure and borrowing costs increased for
many euro-area governments and banks. In early
August, the European Central Bank (ECB) responded
by resuming purchases of marketable debt securities.
Although yields on the government debt of Italy and
Spain temporarily moved lower, market conditions
deteriorated in the fall and funding pressures for some
governments and banks increased further. Over the
second half of the year, European leaders worked
toward bolstering the financial backstop for euro-area
governments, reinforcing the fiscal discipline of those
governments, and strengthening the capital and liquid-
ity positions of banks. Additionally, the ECB made a
significant injection of euro liquidity via its first three-
year refinancing operation, and central banks agreed to
reduce the price of U.S. dollar liquidity based on swap
lines with the Federal Reserve. Since December, follow-
ing these actions, yields on the debt of vulnerable
European governments declined to some extent and
funding pressures on European banks eased.

A number of sources of investor anxiety—including
the European crisis, concerns about the sustainability
of U.S. fiscal policy, and a slowdown in global
growth—weighed on U.S. financial markets early in the
second half of 2011. More recently, these concerns
eased somewhat, reflecting actions taken by global cen-
tral banks as well as U.S. data releases that pointed to
greater strength, on balance, than market participants
had anticipated. Broad equity prices fell notably in
August but subsequently retraced, and they are now
little changed, on net, since early July. Corporate bond

spreads remain elevated. Partly as a result of the for-
ward guidance and ongoing maturity extension pro-
gram provided by the Federal Reserve, market partici-
pants expect the target federal funds rate to remain low
for a longer period than they thought early last July,
and Treasury yields have moved down significantly.
Meanwhile, measures of inflation compensation over
the next five years derived from yields on nominal and
inflation-indexed Treasury securities are little changed,
on balance, though the forward measure 5-to-10 years
ahead remains below its level in the middle of last year.
Among nonfinancial corporations, larger and
higher-credit-quality firms with access to capital mar-
kets took advantage of generally attractive financing
conditions to raise funds in the second half of 2011.
On the other hand, for smaller firms without access to
credit markets and those with less-solid financial situa-
tions, borrowing conditions remained more challeng-
ing. Reflecting these developments, investment-grade
nonfinancial corporations continued to issue debt at a
robust pace while speculative-grade issuance declined,
as investors’ appetite for riskier assets diminished.
Similar issuance patterns were evident in the market
for syndicated loans, where investment-grade issuance
continued to be strong while that of higher-yielding
leveraged loans fell back. In addition, commercial and
industrial (C&I) loans on banks’ books expanded
strongly, particularly for larger domestic banks that are
most likely to lend to big firms. According to the Janu-
ary Senior Loan Officer Opinion Survey on Bank
Lending Practices (SLOOS), domestic banks eased
terms on C&lI loans and experienced increased loan
demand during the fourth quarter of the year, the lat-
ter development in part reflecting a shift in some bor-
rowing away from European banks.2 By contrast,
although credit supply conditions for smaller firms
appear to have eased somewhat in the last several
months, they remained tighter relative to historical
norms than for larger firms. Commercial mortgage
debt continued to decline through the third quarter of
2011, albeit at a more moderate pace than in 2010.
Household debt appears to have declined at a
slightly slower pace in the second half of 2011 than in
the first half, with the continued contraction in mort-
gage debt partially offset by growth in consumer credit.
Even though mortgage rates continued to be near his-
torically low levels, the volume of new mortgage loans
remained muted. The smaller quantity of new mort-
gage origination reflects potential buyers’ lack of either
the down payment or credit history required to qualify

2. The SLOOS is available on the Federal Reserve Board’s website
at www.federalreserve.gov/boarddocs/SnLoanSurvey.
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for these loans, and many appear reluctant to buy a
house now because of concerns about their income
prospects and employment status, as well as the risk of
further declines in house prices. Delinquency rates on
most categories of residential mortgages edged lower
but stayed near recent highs, and the number of prop-
erties in the foreclosure process remained elevated.
Issuance of consumer asset-backed securities in the
second half of 2011 ran at about the same rate as it
had over the previous 18 months. A modest net frac-
tion of SLOOS respondents to both the October and
January surveys indicated that they had eased their
standards on all categories of consumer loans.

Measures of the profitability of the U.S. banking
industry have edged up, on net, since mid-2011, as
indicators of credit quality continued to show signs of
improvement and banks trimmed noninterest expenses.
Meanwhile, banks’ regulatory capital ratios remained
at historically high levels, as authorities continued to
take steps to enhance their regulation of financial insti-
tutions. Nonetheless, conditions in unsecured inter-
bank funding markets deteriorated. Strains were par-
ticularly evident for European financial institutions,
with funding costs increasing and maturities shorten-
ing, on balance, as investors focused on counterparty
credit risk amid growing anxiety about the ongoing
crisis in Europe. Given solid deposit growth and mod-
est expansion in bank credit across the industry, most
domestic banks reportedly had limited need for unse-
cured funding.

Concerns about the condition of financial institu-
tions gave rise to heightened investor anxiety regarding
counterparty exposures during the second half of
2011. Responses to the December Senior Credit Officer
Opinion Survey on Dealer Financing Terms, or
SCOOS, indicated that dealers devoted increased time
and attention to the management of concentrated
credit exposures to other financial intermediaries over
the previous three months, and 80 percent of dealers
reported reducing credit limits for some specific coun-
terparties.’ Respondents also reported a broad but
moderate tightening of credit terms applicable to
important classes of counterparties over the previous
three months, importantly reflecting a worsening in
general market liquidity and functioning as well as a
reduced willingness to take on risk.

In order to support a stronger economic recovery
and help ensure that inflation, over time, is at levels
consistent with its dual mandate, the FOMC provided
additional monetary policy accommodation during the

3. The SCOOS is available on the Federal Reserve Board’s website
at www.federalreserve.gov/econresdata/releases/scoos.htm.

second half of 2011 and early 2012. In August, the
Committee modified its forward rate guidance, noting
that economic conditions were likely to warrant excep-
tionally low levels for the federal funds rate at least
through mid-2013. The FOMC decided at its Septem-
ber meeting to extend the average maturity of its
Treasury holdings, and to reinvest principal payments
from its holdings of agency debt and agency MBS in
agency MBS rather than in Treasury securities.*
Finally, at the Committee’s January 2012 meeting, the
FOMC modified its forward guidance to indicate that
it expected economic conditions to warrant exception-
ally low levels for the federal funds rate at least through
late 2014. The Committee noted that it would regularly
review the size and composition of its securities hold-
ings and is prepared to adjust those holdings as appro-
priate to promote a stronger economic recovery in the
context of price stability.

In addition to these policy actions, the Federal
Reserve took further steps to improve communications
regarding its monetary policy decisions and delibera-
tions. At the Committee’s January 2012 meeting, the
FOMC released a statement of its longer-run goals
and policy strategy in an effort to enhance the trans-
parency, accountability, and effectiveness of monetary
policy and to facilitate well-informed decisionmaking
by households and businesses. The statement empha-
sizes the Federal Reserve’s firm commitment to pursue
its congressional mandate to promote maximum
employment, stable prices, and moderate long-term
interest rates. To clarify how it seeks to achieve these
objectives, the FOMC stated that inflation at the rate
of 2 percent, as measured by the annual change in the
PCE price index, is most consistent over the longer run
with the Federal Reserve’s statutory mandate. While
noting that the Committee’s assessments of the maxi-
mum level of employment are necessarily uncertain
and subject to revision, the statement indicated that
the central tendency of FOMC participants’ current
estimates of the longer-run normal rate of unemploy-
ment is between 5.2 and 6.0 percent. It stressed that the
Federal Reserve’s statutory objectives are generally
complementary, but when they are not, the Committee
will follow a balanced approach in its efforts to return
both inflation and employment to levels consistent
with its mandate.

In addition, the January Summary of Economic
Projections (SEP) provided information for the first
time about FOMC participants’ individual assessments

4. Between the August 2010 and September 2011 FOMC meetings,
principal payments from securities held on the Federal Reserve
balance sheet had been reinvested in longer-term Treasury securities.
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of the appropriate timing of the first increase in the
target federal funds rate given their view of the eco-
nomic situation and outlook, as well as participants’
assessments of the appropriate level of the target fed-
eral funds rate in the fourth quarter of each year
through 2014 and over the longer run. The SEP also
included qualitative information regarding individual
participants’ expectations for the Federal Reserve’s
balance sheet under appropriate monetary policy.

The economic projections in the January SEP (pre-
sented in Part 4 of this report) indicated that FOMC
participants (the members of the Board of Governors
and the presidents of the 12 Federal Reserve Banks)
generally anticipated aggregate output to increase at a
somewhat faster pace in 2012 than in 2011. Although
the participants marked down their GDP growth pro-
jections slightly compared with those prepared in
November, they stated that the economic information
received since that time showed continued gradual
improvement in the pace of economic activity during
the second half of 2011, as the influence of the tempo-
rary factors that damped activity in the first half of the
year subsided. However, a number of additional fac-
tors, including ongoing weakness in the housing sector,
modest growth in real disposable income, and the
restraining effects of fiscal consolidation, suggested
that the pace of the recovery would be modest in com-
ing quarters. Participants also read the information on
economic activity abroad, particularly in Europe, as
pointing to weaker demand for U.S. exports. As these
factors wane, FOMC participants anticipated that the
pace of the economic expansion will gradually
strengthen over the 2013-14 period, pushing the rate of
increase in real GDP above their estimates of the
longer-run rate of output growth. With real GDP
expected to increase at a modest rate in 2012, the
unemployment rate was projected to decline only a
little this year. Participants expected further gradual
improvement in labor market conditions over 2013 and
2014 as the pace of output growth picks up. They also
noted that inflation expectations had remained stable
over the past year despite fluctuations in headline
inflation. Most participants anticipated that both
headline and core inflation would remain subdued over

the 201214 period at rates at or below the FOMC’s
longer-run objective of 2 percent.

With the unemployment rate projected to remain
elevated over the projection period and inflation
expected to be subdued, most participants expected
that the federal funds rate would remain extraordi-
narily low for some time. Six participants anticipated
that, under appropriate monetary policy, the first
increase in the target federal funds rate would occur
after 2014, and five expected policy firming to com-
mence during 2014. The remaining six participants
judged that raising the federal funds rate sooner would
be required to forestall inflationary pressures or avoid
distortions in the financial system. All of the individual
assessments of the appropriate target federal funds rate
over the next few years were below the participants’
estimates of the longer-run level of the federal funds
rate. Eleven of the 17 participants placed the target
federal funds rate at 1 percent or lower at the end of
2014, while 5 saw the appropriate rate as 2 percent or
higher.

A sizable majority of participants continued to
judge the level of uncertainty associated with their pro-
jections for real activity and the unemployment rate as
exceeding the average of the past 20 years. Many also
attached a greater-than-normal level of uncertainty to
their forecasts for inflation. As in November, many
participants saw downside risks attending their fore-
casts of real GDP growth and upside risks to their
forecasts of the unemployment rate; most participants
viewed the risks to their inflation projections as
broadly balanced. Participants also reported their
assessments of the values to which key macroeconomic
variables would be expected to converge over the
longer term under appropriate monetary policy and in
the absence of further shocks to the economy. The cen-
tral tendencies of these longer-run projections were
2.3 to 2.6 percent for real GDP growth and 5.2 to
6.0 percent for the unemployment rate. In light of the
2 percent inflation that is the objective included in the
statement of longer-run goals and policy strategy
adopted at the January meeting, the range and central
tendency of participants’ projections of longer-run
inflation were all equal to 2 percent.



Part 2

Recent Economic and Financial Developments

Real gross domestic product (GDP) increased at an
annual rate of 2% percent in the second half of 2011,
according to the advance estimate prepared by the
Bureau of Economic Analysis, following growth of less
than 1 percent in the first half (figure 1). Activity was
held down in the first half of the year by temporary
factors, particularly supply chain disruptions stemming
from the earthquake in Japan and the damping effect
of higher energy prices on consumer spending. As the
effects of these factors waned over the second half of
the year, the pace of economic activity picked up. But
growth remained quite modest compared with previ-
ous economic expansions, and a number of factors
appear likely to continue to restrain the pace of activ-
ity into 2012; these factors include restricted access to
credit for many households and small businesses, the
depressed housing market, tight fiscal policy, and the
spillover effects of the fiscal and financial difficulties in
Europe.

Conditions in the labor market have improved since
last summer. The pace of private job gains has
increased, and the unemployment rate has moved
lower. Nonetheless, at 8% percent, the jobless rate is
still quite elevated. Meanwhile, consumer price infla-
tion stepped down from the higher levels observed over
the first half of last year, as commodity and import
prices retreated while longer-term inflation expecta-
tions remained stable (figure 2).

1. Change in real gross domestic product, 2005-11

Percent, annual rate

2005 2006 2007 2008 2009 2010 2011

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

Source: Department of Commerce, Bureau of Economic Analysis.

The fiscal and banking crisis in Europe was a pri-
mary focus of financial markets over the course of the
second half of 2011 and early 2012. Growing concerns
regarding the potential for spillovers to the U.S.
economy and financial markets weighed on investor
sentiment, contributing to significant volatility in a
wide range of asset prices. Nonetheless, developments
in financial markets have been mixed, on balance, since
July. Unsecured dollar funding markets became signifi-
cantly strained, particularly for European institutions,
though U.S. institutions generally did not appear to
face substantial funding difficulties. Risk spreads on
corporate debt stayed elevated, on net, but yields on
corporate bonds generally moved lower. Broad equity
prices, which declined significantly in July and August,
subsequently returned to levels near those seen in early
July. Credit conditions for most large nonfinancial
firms were accommodative and corporate profit growth
remained strong.

In response to a pace of economic growth that was
somewhat slower than expected, the Federal Reserve
provided additional monetary policy accommodation
during the second half of 2011 and early 2012. Partly
as a result, Treasury yields moved down significantly,
and market participants pushed out the date at which
they expect the federal funds rate to move above its
current target range of 0 to % percent and built in

2. Change in the chain-type price index for personal
consumption expenditures, 2005-11

Percent
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Note: The data are monthly and extend through December 2011; changes
are from one year earlier.
Source: Department of Commerce, Bureau of Economic Analysis.
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expectations of a more gradual pace of increase in the
federal funds rate after liftoff.

Domestic Developments
The Household Sector

Consumer Spending and Household Finance

Real personal consumption expenditures (PCE) rose at
an annual rate of about 2 percent in the second half of
2011, following a rise of just 1% percent in the first half
of the year (figure 3). Part of the spending gain was
attributable to a fourth-quarter surge in purchases of
motor vehicles following very weak spending last
spring and summer stemming from the damping effects
of the earthquake in Japan on motor vehicle supply.
Even with the step-up, however, PCE growth was mod-
est compared with previous business cycle recoveries.
This subpar performance reflects the continued weak-
ness in the underlying determinants of consumption,
including sluggish income growth, sentiment that
remains relatively low despite recent improvements, the
lingering effects of the earlier declines in household
wealth, and tight access to credit for many potential
borrowers. With consumer spending subdued, the sav-
ing rate, although down from its recent high point,
remained above levels that prevailed prior to the reces-
sion (figure 4).

Real income growth is currently estimated to have
been very weak in 2011. After rising 2 percent in 2010,
aggregate real disposable personal income (DPI)—
personal income less personal taxes, adjusted for price
changes—was essentially flat in 2011 (figure 5). The
wage and salary component of real DPI, which reflects

3. Change in real personal consumption expenditures,
2005-11

Percent, annual rate

o W s

- o+ —

SIS

[ | | | | | | L
2005 2006 2007 2008 2009 2010 2011

Norte: The data are quarterly and extend through 2011:Q4.
Source: Department of Commerce, Bureau of Economic Analysis.

4. Personal saving rate, 1988-2011

Percent
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Note: The data are quarterly and extend through 2011:Q4.
Source: Department of Commerce, Bureau of Economic Analysis.

both the number of hours worked and average hourly
wages adjusted for inflation, rose at an annual rate of

1 percent in 2011. The increase in real wage and salary
income reflected the continued, though tepid, recover-
ies in both employment and hours worked; in contrast,
hourly pay was little changed in real terms.

The ratio of household net worth to DPI dropped
back a little in the second half of 2011, reflecting fur-
ther declines in house prices and equity values
(figure 6). The wealth-to-income ratio has hovered
close to 5 in recent years, roughly the level that pre-
vailed prior to the late 1990s, but well below the highs
recorded during the boom in house prices in the mid-
2000s. Consumer sentiment, which dropped sharply
last summer, has rebounded since then; nevertheless,

5. Change in real disposable personal income and in real
wage and salary disbursements, 2005-11

Percent
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the personal consumption expenditures deflator.

Source: Department of Commerce, Bureau of Economic Analysis.
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6. Wealth-to-income ratio, 1988-2011

Ratio

1991 1995 1999 2003 2007 2011

Note: The data are quarterly and extend through 2011:Q3. The wealth-
to-income ratio is the ratio of household net worth to disposable personal
income.

Source: For net worth, Federal Reserve Board, flow of funds data; for
income, Department of Commerce, Bureau of Economic Analysis.

these gains only moved sentiment back to near the top
of the range that has prevailed since late 2009
(figure 7).

Household debt—the sum of both mortgage and
consumer debt—continued to move lower in the sec-
ond half of 2011. Since peaking in 2008, household
debt has fallen a total of 5 percent. The drop in debt in
the second half of 2011 reflected a continued contrac-
tion in mortgage debt that was only partially offset by
a modest expansion in consumer credit. Largely due to
the reduction in overall household debt levels in 2011,
the debt service ratio—the aggregate required principal

7. Consumer sentiment indexes, 1998-2012
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Norte: The Conference Board data are monthly and extend through January
2012; the series is indexed to equal 100 in 1985. The Thomson
Reuters/University of Michigan data are monthly and extend through
February 2012; the series is indexed to equal 100 in 1966.

Source: The Conference Board and Thomson Reuters/University of
Michigan Surveys of Consumers.

and interest payment on existing mortgages and con-
sumer debt relative to income—also decreased further
and now is at a level last seen in 1994 and 1995
(figure 8).

The moderate expansion in consumer credit in the
second half of 2011, at an annual rate of about
45 percent, has been driven primarily by an increase in
nonrevolving credit, which accounts for about two-
thirds of total consumer credit and is composed
mainly of auto and student loans. Revolving consumer
credit (primarily credit card lending), while continuing
to lag, appeared to pick up somewhat toward the end
of the year. The increase in consumer credit is consis-
tent with recent responses to the Senior Loan Officer
Opinion Survey on Bank Lending Practices (SLOOS).
Indeed, modest net fractions of banks in both the
October and January surveys reported that they had
eased standards on all major categories of consumer
loans, and that demand had strengthened for auto and
credit cards loans on balance. However, data on credit
card solicitations suggest that lenders in that area are
primarily interested in pursuing higher-quality
borrowers.

Indicators of consumer credit quality generally
improved. Delinquency rates on credit card loans
moved down in the second half of 2011 to the low end
of the range observed in recent decades. Delinquencies
and charge-offs on nonrevolving consumer loans also
generally improved. Moreover, a majority of respon-
dents to the January SLOOS reported that they expect
further improvement in the quality of credit card and
other consumer loans this year.

8. Household debt service, 1984-2011

Percent of disposable income

RN .
1987 1991 1995 1999 2003 2007 2011

Note: The data are quarterly and extend through 2011:Q3. Debt service
payments consist of estimated required payments on outstanding mortgage
and consumer debt.

Source: Federal Reserve Board, “Household Debt Service and Financial
Obligations Ratios,” statistical release.
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Interest rates on consumer loans held fairly steady,
on net, in the second half of 2011 and into 2012. Inter-
est rates on new-auto loans continued to be quite low,
while rates on credit card loans remained stubbornly
high. Indeed, spreads of credit card interest rates to the
two-year Treasury yield are very elevated.

Consumer asset-backed securities (ABS) issuance in
the second half of 2011 was in line with that of the
previous 18 months. Securities backed by auto loans
continued to dominate the market, while issuance of
credit card ABS remained weak, as growth of credit
card loans has remained subdued and most major
banks have chosen to fund such loans on their balance
sheets. Yields on ABS and their spreads over
comparable-maturity swap rates were little changed, on
net, over the second half of 2011 and early 2012 and
remained in the low range that has prevailed since
early 2010 (figure 9).

Housing Activity and Finance

Activity in the housing sector remains depressed by
historical standards (figure 10). Although affordability
has been boosted by declines in house prices and his-
torically low interest rates for conventional mortgages,
many potential buyers either lack the down payment
and credit history to qualify for loans or are discour-
aged by ongoing concerns about future income,
employment, and the potential for further declines in
house prices. Yet other potential buyers—even those
with sufficiently good credit records to qualify for a

9. Spreads of asset-backed securities yields over rates on
comparable-maturity interest rate swaps, 2007-12
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less rates on two-year interest rate swaps.

Source: JPMorgan Chase & Co.

10. Private housing starts, 1998-2012

Millions of units, annual rate

Single-family

Multifamily
7%%% s

L
1998 2000 2002 2004 2006 2008 2010 2012

Note: The data are monthly and extend through January 2012.
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mortgage insured by one of the housing government-
sponsored enterprises (GSEs)—continue to face diffi-
culty in obtaining mortgage financing. Moreover,
much of the demand that does exist has been chan-
neled to the abundant stock of relatively inexpensive,
vacant single-family houses, thereby limiting the need
for new construction activity. Given the magnitude of
the pipeline of delinquent and foreclosed homes, this
factor seems likely to continue to weigh on activity for
some time.

Nonetheless, recent indicators of housing construc-
tion activity have been slightly more encouraging. In
particular, from July 2011 to January 2012, new single-
family homes were started at an average annual rate of
about 455,000 units, up a bit from the pace in the first
half of 2011. In the multifamily market, demand for
apartments appears to be increasing and vacancy rates
have fallen, as families who are unable or unwilling to
purchase homes are renting properties instead. As a
result, starts in the multifamily sector averaged about
200,000 units at an annual rate in the second half of
2011, still below the 300,000-unit rate that had pre-
vailed for much of the previous decade but well above
the lows recorded in 2009 and early 2010.

House prices, as measured by several national
indexes, fell further over the second half of 2011
(figure 11). One such measure with wide geographic
coverage—the CoreLogic repeat-sales index—fell at an
annual rate of about 6 percent in the second half of the
year. House prices are being held down by the same
factors that are restraining housing construction: the
high number of distressed sales, the large inventory of
unsold homes, tight mortgage credit conditions, and
lackluster demand. The inventory of unsold homes
likely will remain high for some time, given the large
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11. Prices of existing single-family houses, 2001-11

12. Mortgage delinquency rates, 2000-11
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Agency; for S&P/Case-Shiller, Standard & Poor’s.
number of homes that are already in the foreclosure
pipeline or could be entering the pipeline in the coming
months. As a result of the cumulative decline in house
prices over the past several years, roughly one in five
mortgage holders owe more on their mortgages than
their homes are worth.

Indicators of credit quality in the residential mort-
gage sector continued to reflect strains on homeowners
confronting depressed home values and high unem-
ployment. In December, serious delinquency rates on
prime and near-prime loans stood at 5 percent and
13 percent for fixed- and variable-rate loans, respec-
tively (figure 12). While delinquencies on variable-rate
mortgages for both prime and subprime borrowers
have moved down over the past two years, delinquen-
cies on fixed-rate mortgages have held steady at levels
near their peaks in early 2010.5 Meanwhile, delin-
quency and charge-off rates on second-lien mortgages
held by banks also are at elevated levels, and they have
declined only slightly from their peaks.

The number of properties at some stage of the fore-
closure process remained elevated in 2011. This high
level partly reflected the difficulties that mortgage ser-
vicers continued to have with resolving deficiencies in
their foreclosure procedures. Resolution of these issues
could eventually be associated with a sustained
increase in the pace of completed foreclosures as ser-
vicers work through the backlog of severely delinquent
loans.

5. A mortgage is defined as seriously delinquent if the borrower is
90 days or more behind in payments or the property is in foreclosure.
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Source: For prime and near prime, LPS Applied Analytics; for subprime,
CoreLogic.

Interest rates on fixed-rate mortgages fell steadily
during the second half of 2011 and in early 2012
(figure 13), though not as much as Treasury yields,
leaving spreads to Treasury securities of comparable
maturities wider. The ability of potential borrowers to
obtain mortgage credit for purchase transactions or
refinancing continued to be limited. In part, the low
level of mortgage borrowing reflected characteristics of
the would-be borrowers, most prominently the wide-
spread incidence of negative equity and unemploy-
ment. In addition, credit supply conditions remained
tight. Indeed, it appeared that some lenders were reluc-
tant to extend mortgages to borrowers with less-than-
pristine credit even when the resulting loans would be
eligible for purchase or guarantee by GSEs.¢ One
manifestation of this constriction was the fact that the
distribution of credit scores among borrowers who
succeed in obtaining mortgages had shifted up signifi-
cantly (figure 14). As a result of these influences, the
pace of mortgage applications for home purchase
declined, on net, over the second half of 2011 and
remains very sluggish. The same factors also appear to
have limited refinancing activity, which remains sub-
dued compared with the large number of households

6. For example, only about half of lenders reported to LoanSifter
data services that they would offer a conventional fully documented
mortgage with a 90 percent loan-to-value ratio for borrowers with
FICO scores of 620.
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13. Mortgage interest rates, 1995-2012
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that would potentially benefit from the low rates avail-
able to high-quality borrowers.

The outstanding stock of mortgage-backed securi-
ties (MBS) guaranteed by the GSEs was little changed,
on net, over the second half of 2011. The securitization
market for mortgage loans not guaranteed by a
housing-related GSE or the Federal Housing Adminis-
tration continued to be essentially closed.

The Business Sector

Fixed Investment

Real spending by businesses for equipment and soft-
ware (E&S) rose at an annual rate of about 11 percent
over the second half of 2011, a pace that was a bit

14. Credit scores on new prime mortgages, 2003—11
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faster than in the first half (figure 15). Much of this
strength was recorded in the third quarter. Spending
growth dropped back in the fourth quarter, to 5 per-
cent, likely reflecting—among other influences—
heightened uncertainty of business owners about
global economic and financial conditions. Although
spending by businesses for high-tech equipment has
held up reasonably well, outlays for a broad range of
other E&S slowed appreciably. More recently, however,
indicators of business sentiment and capital spending
plans generally have improved, suggesting that firms
may be in the process of becoming more willing to
undertake new investments.

After tumbling throughout most of 2009 and 2010,
real investment in nonresidential structures other than
drilling and mining turned up last spring, rising at a
surprisingly brisk pace in the second and third quarters
of 2011. However, investment dropped back in the
fourth quarter. Conditions in the sector remain diffi-
cult: Vacancy rates are still high, prices of existing
structures are low, and financing conditions for build-
ers are still tight. Spending on drilling and mining
structures also dropped back in the fourth quarter, but

15. Change in real business fixed investment, 200511
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outlays in this category should continue to be sup-
ported by elevated oil prices and advances in technol-
ogy for horizontal drilling and hydraulic fracturing.

Inventory Investment

Real inventory investment stepped down a bit in the
second half of 2011 (figure 16). Stockbuilding outside
of motor vehicles increased at a modest pace, and sur-
veys suggest that firms are generally comfortable with
their own, and their customers’, current inventory
positions. In the motor vehicle sector, inventories were
drawn down in the second half, as the rise in sales out-
paced the rebound in production following the supply
disruptions associated with the earthquake in Japan
last spring.

Corporate Profits and Business Finance

Operating earnings per share for S&P 500 firms contin-
ued to rise in the third quarter of 2011, increasing at a
quarterly rate of nearly 10 percent. Fourth-quarter
earnings reports by firms in the S&P 500 published
through late February indicate that this measure has
remained at or near its pre-crisis peaks throughout the
second half of 2011.

In the corporate sector as a whole, economic profits,
which had been rising rapidly since 2008, increased
further in the second half of 2011. This relatively
strong profit growth contributed to the continued
robust credit quality of nonfinancial firms in the sec-
ond half of 2011. Although the ratio of liquid assets to
total assets on the balance sheets of nonfinancial cor-
porations edged down in the third quarter, it remained

16. Change in real business inventories, 2005-11
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at a very high level, and the aggregate ratio of debt to
assets—a measure of corporate leverage—stayed low.
With corporate balance sheets in generally healthy
shape, credit rating upgrades once again outpaced
downgrades, and the bond default rate for nonfinancial
firms remained low. In addition, the delinquency rate
on commercial and industrial (C&I) loans at commer-
cial banks continued to decline and stood at around
1'5 percent at year-end, a level near the low end of its
historical range. Most banks responding to the January
SLOOS reported that they expected further improve-
ments in the credit quality of C&lI loans in 2012.

Borrowing by nonfinancial corporations continued
at a reasonably robust pace through the second half of
2011, particularly for larger, higher-credit-quality firms
(figure 17). Issuance of investment-grade bonds pro-
gressed at a strong pace, similar to that observed in the
first half of the year, buoyed by good corporate credit
quality, attractive financing conditions, and an improv-
ing economic outlook. In contrast to higher-grade
bonds, issuance of speculative-grade bonds dropped in
the second half of the year as investors’ appetite for
riskier assets waned. In the market for syndicated
loans, investment-grade issuance moved up in the sec-
ond half of 2011 from its already strong first-half pace,
while issuance of higher-yielding syndicated leveraged
loans weakened (figure 18).

C&I loans on banks’ books grew steadily over the
second half of 2011. Banks reportedly competed
aggressively for higher-rated credits in the syndicated
leveraged loan market, and some nonfinancial firms
reportedly substituted away from bond financing
because of volatility in bond spreads. In addition,
according to the SLOOS, some domestic banks gained

17.  Selected components of net financing for nonfinancial
businesses, 2005-11
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18. Syndicated loan issuance, by credit quality, 2005-11
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business from customers that shifted away from Euro-
pean banks. Although domestic banks reported little
change, on net, in lending standards for C&I loans
(figure 19), they reduced the spreads on these loans as
well as the costs of credit lines. Banks that reported
having eased their credit standards or terms for C&I
loans over the second half of 2011 unanimously cited
increased competition from other banks or nonbank
sources of funds as a factor.

19. Change in standards and demand for commercial and
industrial loans, 1991-2012
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past three months, with weights based on Call Report data. The shaded bars
indicate periods of business recession as defined by the National Bureau of

Economic Research.

Source: Federal Reserve Board, Senior Loan Officer Opinion Survey on

Bank Lending Practices, and Call Reports.

Borrowing conditions for smaller businesses contin-
ued to be tighter than those for larger firms, and their
demand for credit remained relatively weak. However,
some signs of easing began to emerge. Surveys con-
ducted by the National Federation of Independent
Business showed that the net fraction of small busi-
nesses reporting that credit had become more difficult
to obtain relative to the previous three months
declined, on balance, during the second half of 2011
(figure 20). Moreover, the January 2012 SLOOS found
that terms for smaller borrowers had continued to ease,
and about 15 percent of banks, on net, reported that
demand for C&I loans from smaller firms had
increased, the highest reading since 2005. Indeed, C&I
loans held by regional and community banks—those
not in the 25 largest banks and likely to lend mostly to
middle-market and small firms—advanced at about a
6 percent annual rate in the second half of 2011, up
from a 2% percent pace in the first half.

Commercial mortgage debt has continued to decline,
albeit at a more moderate pace than during 2010.
Commercial real estate (CRE) loans held on banks’
books contracted further in the second half of 2011
and early 2012, though the runoff appeared to ebb
somewhat in 2011. That slowing is more or less consis-
tent with recent SLOOS responses, in which moderate
net fractions of domestic banks reported that demand
for such loans had strengthened. In the January survey,
banks also reported that, for the first time since 2007,
they had raised the maximum loan size and trimmed

20. Net percentage of small businesses that reported more
difficulty in obtaining credit, 1990-2012
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spreads of rates on CRE loans over their cost of funds
during the past 12 months. By contrast, life insurance
companies reportedly increased their holdings of CRE
loans, especially of loans issued to higher-quality bor-
rowers. Although delinquency rates on CRE loans at
commercial banks edged down further in the fourth
quarter, they remained at high levels, especially on
loans for construction and land development; delin-
quencies on loans held by life insurance companies
remained extraordinarily low, as they have done for
more than a decade (figure 21). Vacancy rates for most
types of commercial properties are still elevated, exert-
ing downward pressure on property prices and impair-
ing the performance of CRE loans.

Conditions in the market for commercial mortgage-
backed securities (CMBS) worsened somewhat in the
second half of the year. Risk spreads on highly rated
tranches of CMBS moved up, on balance, and about
half of the respondents to the December Senior Credit
Officer Opinion Survey on Dealer Financing Terms
(SCOOS) indicated that liquidity conditions in the
markets for such securities had deteriorated somewhat.
Issuance of CMBS slowed further, but did not halt

21. Delinquency rates on commercial real estate loans,
1991-2012
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Source: For commercial banks, Federal Financial Institutions
Examination Council, Consolidated Reports of Condition and Income (Call
Report); for life insurance companies, American Council of Life Insurers; for
CMBS, Citigroup.

completely. Delinquency rates on CRE loans in CMBS
pools held steady just below 10 percent.

In the corporate equity market, gross issuance
dropped significantly in the third quarter amid sub-
stantial equity market volatility, but it retraced a part
of that decline in the fourth quarter as some previously
withdrawn issues were brought back to the market.
Net equity issuance continued to decline in the third
quarter, reflecting the continued strength of cash-
financed mergers and share repurchases (figure 22).

The Government Sector

Federal Government

The deficit in the federal unified budget remains very
wide. The budget deficit for fiscal year 2011 was

$1.3 trillion, or 8Y2 percent of nominal GDP—a level
comparable with deficits recorded in 2009 and 2010
but sharply higher than the deficits recorded prior to
the onset of the financial crisis and recession. The bud-
get deficit continued to be boosted by spending that
was committed by the American Recovery and Rein-
vestment Act of 2009 (ARRA) and other stimulus
policy actions as well as by the weakness of the
economy, which has reduced tax revenues and
increased payments for income support.

Tax receipts rose 6'2 percent in fiscal 2011. However,
the level of receipts remained very low; indeed, at
around 15% percent of GDP, the ratio of receipts to
national income is only slightly above the 60-year lows

22. Components of net equity issuance, 2005-11
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recorded in 2009 and 2010 (figure 23). The rise in rev-
enues in fiscal 2011 was the result of a robust increase
of more than 20 percent in individual income tax pay-
ments that reflected strong final payments on 2010
income. Social insurance tax receipts fell about 5 per-
cent in fiscal 2011, held down by the temporary 2 per-
centage point reduction in payroll taxes enacted in
2010. Corporate taxes also fell around 5 percent in
2011, with the decline largely the result of legislation
providing more-favorable tax treatment for some busi-
ness investment. In the first four months of fiscal 2012,
total tax receipts increased 4 percent relative to the
comparable year-earlier period.

Total federal outlays rose 4 percent in fiscal 2011.
Much of the increase relative to last year is attributable
to the earlier unwinding of the effects of financial
transactions, such as the repayments to the Treasury of
obligations for the Troubled Asset Relief Program,
which temporarily lowered measured outlays in fiscal
2010. Excluding these transactions, outlays were up
about 2 percent in 2011. This small increase reflects
reductions in both ARRA spending and unemploy-
ment insurance payments as well as a subdued pace of
defense and Medicaid spending. By contrast, net inter-
est payments rose sharply, reflecting the increase in
federal debt. Spending has remained restrained in the
current fiscal year, with outlays (adjusted to exclude
financial transactions) down about 5 percent in the first
four months of fiscal 2012 relative to the comparable
year-earlier period.

As measured in the national income and product
accounts (NIPA), real federal expenditures on con-
sumption and gross investment—the part of federal

23. Federal receipts and expenditures, 1991-2011
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spending that is a direct component of GDP—de-
creased at an annual rate of about 3 percent in the sec-
ond half of 2011, a little less rapidly than in the first
half of the year (figure 24). Defense spending fell at an
annual rate of about 4 percent in the second half of the
year, a somewhat sharper pace of decline than in the
first half, while nondefense purchases were unchanged
over this period.

Federal debt surged in the second half of 2011, after
the debt ceiling was raised in early August by the Bud-
get Control Act of 2011.7 Standard and Poor’s (S&P),
which had put the U.S. long-term sovereign credit rat-
ing on credit watch negative in June, downgraded that
rating from AAA to AA+ following the passage of the
act, citing the risks of a continued rise in federal gov-
ernment debt ratios over the medium term and declin-
ing confidence that timely fiscal measures necessary to
place U.S. public finances on a sustainable path would
be forthcoming. Other credit rating agencies subse-
quently posted a negative outlook on their rating of
U.S. sovereign debt, on similar grounds, but did not
change their credit ratings. These actions do not
appear to have affected participation in Treasury auc-
tions, which continued to be well subscribed. Demand
for Treasury securities was supported by market par-
ticipants’ preference for the relative safety and liquidity

7. On May 16, the federal debt reached the $14.294 trillion limit,
and the Secretary of the Treasury declared a “debt issuance suspen-
sion period” for the Civil Service Retirement and Disability Fund,
permitting the Treasury to redeem a portion of existing Treasury
securities held by that fund as investments and to suspend issuance of
new Treasury securities to that fund as investments. The Treasury
also began suspending some of its daily reinvestment of Treasury
securities held as investments by the Government Securities Invest-
ment Fund of the Federal Employees’ Retirement System Thrift
Savings Plan.

24. Change in real government expenditures
on consumption and investment, 2005-11
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of such securities. Bid-to-cover ratios were within his-
torical ranges, and indicators of foreign participation

remained near their recent levels. Federal debt held by
the public, as a percentage of GDP, continued to rise

in the third quarter, reaching about 68 percent

(figure 25).

State and Local Government

State and local governments remain under significant
fiscal strain. Since July, employment in the sector has
declined by an average of 15,000 jobs per month, just
slightly under the pace of job losses recorded for the
first half of 2011. Meanwhile, reductions in real con-
struction expenditures abated after a precipitous drop
in the first half of 2011. As measured in the NIPA, real
state and local expenditures on consumption and gross
investment decreased at an annual rate of about 2 per-
cent in the second half of 2011, a somewhat slower
pace of decline than in the first half of the year

(figure 24).

State and local government revenues appear to have
increased modestly in 2011. Notably, at the state level,
third-quarter tax revenues rose 5%2 percent over the
year-earlier period, with the majority of the states
experiencing gains. However, this increase in tax rev-
enues was partly offset by a reduction in federal stimu-
lus grants. Tax collections have been less robust at the
local level. Property tax receipts have been roughly flat,
on net, since the start of 2010 (based on data through
the third quarter of 2011), reflecting the downturn in
home prices. Furthermore, many localities have experi-

25. Federal government debt held by the public, 1960-2011
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enced a decrease in grants-in-aid from their state
government.

Issuance of long-term securities by state and local
governments moved up in the second half of 2011 to a
pace similar to that seen in 2009 and 2010. Issuance
had been subdued during the first half of the year, in
part because the expiration of the Build America
Bonds program led to some shifting of financing from
2011 into late 2010.

Yields on state and local government securities
declined in the second half of 2011 and into 2012,
reaching levels near the lower end of their range over
the past decade, but they fell to a lesser degree than
yields on comparable-maturity Treasury securities. The
increase in the ratio of municipal bond yields to Treas-
ury yields likely reflected, in part, continued concern
regarding the financial health of state and local govern-
ments. Indeed, credit default swap (CDS) indexes for
municipal bonds rose, on balance, over the second half
of 2011 but have narrowed somewhat in early 2012.
Credit rating downgrades outpaced upgrades in the
second half of 2011, particularly in December, follow-
ing the downgrade of a municipal bond guarantor.8

The External Sector

Real exports of goods and services rose at an annual
rate of 4% percent in the second half of 2011, boosted
by continued growth in overall foreign economic activ-
ity and the lagged effect of declines in the foreign
exchange value of the dollar earlier in the year

(figure 26). Exports of aircraft and consumer goods
registered some of the largest gains. The increase in
export demand was concentrated in the emerging mar-
ket economies (EMESs), while exports to the euro area
declined toward the end of the year.

With growth of economic activity in the United
States moderate during the second half of 2011, real
imports of goods and services rose at only about a
3 percent annual rate, down from about 5 percent in
the first half. Import growth was weak across most
trading partners in the second half of last year, with
the notable exception of imports from Japan, which
grew significantly after dropping sharply in the wake of
the March earthquake.

Altogether, net exports contributed about Y4 per-
centage point to real GDP growth in the second half of

8. Downgrades to bond guarantors can affect the ratings of all
municipal securities guaranteed by those firms, as the rating of a
security is the higher of either the published underlying security
rating or the rating of the entity providing the guarantee.
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26. Change in real imports and exports of goods
and services, 2007-11
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2011, as export growth outpaced import growth. At an
annual rate, the current account deficit in the third
quarter of 2011 (the latest available data) was $441 bil-
lion, or about 3 percent of nominal GDP, a touch nar-
rower than the $470 billion deficit recorded in 2010
(figure 27).

Oil prices moved down, on net, over the second half
of last year. The spot price of West Texas Intermediate
(WTI) crude oil, which jumped to $110 per barrel last
April after a near-complete shutdown of Libyan oil
production, subsequently reversed course and declined
sharply to an average of just under $86 per barrel in
September. The prices of other major benchmark
crude oils also fell over this period, although by less
than the spot price of WTI (figure 28). The drop in oil
prices through September likely was prompted by the
winding down of the conflict in Libya as well as grow-
ing concern about the strength of global growth as the
European sovereign debt crisis intensified, particularly
toward the end of summer. From September to Janu-
ary of this year, the price of oil from the North Sea
(the Brent benchmark) was essentially flat as the poten-
tial implications of increased geopolitical tensions—
most notably with Iran—have offset ongoing concern
over the strength of global demand and a faster-than-
expected rebound in Libyan oil production. In Febru-
ary, the price of Brent moved higher, both with
increasing optimism regarding the outlook for global
growth as well as a further heightening of tensions
with Iran. The spot price of WTI crude oil also

27. U.S. trade and current account balances, 2003-11
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increased in February, though by less than Brent, fol-
lowing a relatively rapid rise over the final three
months of last year.?

After peaking early in 2011, prices of many non-oil
commodities also moved lower during the remainder
of 2011. Despite moving up recently, copper prices
remain well below their early 2011 level. In agricultural
markets, corn and wheat prices ended 2011 down
about 20 percent from their relatively high levels at the
end of August as global production reached record
levels. In early 2012, however, corn prices edged up on
worries about dry growing conditions in South
America.

After increasing at an annual rate of 62 percent in
the first half of 2011, prices of non-oil imported goods
were flat in the second half. Fluctuations in prices of
imported finished goods (such as consumer goods and
capital goods) were moderate.

9. The more rapid rise of WTTI than other grades of crude oil at the
end of 2011 reflects the narrowing of a discount that had opened up
between WTTI and other grades earlier in the year. Throughout most
of 2011, continued increases in the supply of oil, primarily from
Canada and North Dakota, available to flow into Cushing, Okla-
homa (the delivery point for the WTTI crude oil), and the lack of
transportation infrastructure to pass the supplies on to global
markets, depressed the price of WTTI relative to other grades of crude
oil. In mid-November, however, plans were announced to reverse the
flow of a key pipeline that currently transports crude oil from the
Gulf Coast into Cushing. By raising the possibility of alleviating the
supply glut of crude oil in the Midwest, the announcement of this
flow reversal has led spot WTT prices to rise to a level that is more in
line with the price of other grades of crude oil.



Board of Governors of the Federal Reserve System 17

28. Prices of oil and nonfuel commodities, 2007-12
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National Saving

Total U.S. net national saving—that is, the saving of
U.S. households, businesses, and governments, net of
depreciation charges—remains extremely low by his-
torical standards (figure 29). After having reached

4 percent of nominal GDP in 2006, net national saving
dropped over the subsequent three years, reaching a
low of negative 2" percent in 2009. Since then, the
national saving rate has increased on balance: In the
third quarter of 2011 (the latest quarter for which data
are available), net national saving was negative %2 per-
cent of nominal GDP. The recent contour of the sav-
ing rate importantly reflects the pattern of federal bud-
get deficits, which widened sharply in 2008 and 2009,
but have edged down as a share of GDP since then.
National saving will likely remain relatively low this
year in light of the continuing large federal budget
deficit. If low levels of national saving persist over the
longer run, they will likely be associated with both low
rates of capital formation and heavy borrowing from
abroad, limiting the rise in the standard of living of
U.S. residents over time.

The Labor Market
Employment and Unemployment

Conditions in the labor market have improved some of
late. Private payroll employment gains averaged

Note: The data are quarterly and extend through 2011:Q3. Nonfederal
saving is the sum of personal and net business saving and the net saving of
state and local governments. GDP is gross domestic product.

Source: Department of Commerce, Bureau of Economic Analysis.

165,000 jobs per month in the second half of 2011, a
bit slower than the pace in the first half of the year, but
gains in December and January were more robust,
averaging almost 240,000 per month (figure 30). The
unemployment rate, which hovered around 9 percent
for much of last year, is estimated to have moved down
noticeably since September, reaching 8" percent in
January, the lowest reading in almost three years
(figure 31).

Although the recent decline in the jobless rate is
encouraging, the level of unemployment remains very
elevated. In addition, long-duration joblessness contin-
ues to account for an especially large share of the total.
Indeed, in January, 5% million persons among those
counted as unemployed—about 43 percent of the
total—had been out of work for more than six months,

30. Net change in private payroll employment, 2005-12
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31. Civilian unemployment rate, 1978-2012
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figures that were only a little below record levels
(figure 32). Moreover, the number of individuals who
are working part time for economic reasons—another
indicator of the underutilization of labor—remained
roughly twice its pre-recession value.

Productivity and Labor Compensation

Labor productivity growth slowed last year. Productiv-
ity had risen rapidly in 2009 and 2010 as firms strove to
cut costs in an environment of severe economic stress.
In 2011, however, with operations leaner and work-
forces stretched thin, firms needed to add labor inputs
to achieve the desired output gains, and output per

32. Long-term unemployed, 1978-2012
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hour in the nonfarm business sector rose only Y2 per-
cent (figure 33).

Increases in hourly compensation remained subdued
in 2011, restrained by the wide margin of labor market
slack (figure 34). The employment cost index, which
measures both wages and the cost to employers of pro-
viding benefits, for private industry rose just 2% per-
cent in nominal terms in 2011. Nominal compensation
per hour in the nonfarm business sector—derived from
the labor compensation data in the NIPA—is esti-
mated to have increased only 1% percent in 2011, well
below the average gain of about 4 percent in the years
before the recession. Adjusted for the rise in consumer
prices, hourly compensation was roughly unchanged in
2011. Unit labor costs rose 1% percent in 2011, as the
rise in nominal hourly compensation outpaced that of
labor productivity in the nonfarm business sector. In
2010, unit labor costs fell almost 1 percent.

Prices

Consumer price inflation stepped down in the second
half of 2011. After rising at an annual rate of 3% per-
cent in the first half of the year, the overall PCE chain-
type price index increased just 1%z percent in the sec-
ond half (figure 35). PCE prices excluding food and
energy also decelerated in the second half of 2011, ris-
ing at an annual rate of about 1% percent, compared
with roughly 2 percent in the first half. The recent con-
tour of consumer price inflation has reflected move-
ments in global commodity prices, which rose sharply

33. Change in output per hour, 1948-2011
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Note: Nonfarm business sector. Change for each multiyear period is
measured to the fourth quarter of the final year of the period from the fourth
quarter of the year immediately preceding the period.

Source: Department of Labor, Bureau of Labor Statistics.
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34. Measures of change in hourly compensation,
2001-11
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Sourck: Department of Labor, Bureau of Labor Statistics.

early in 2011 but have moved lower during the second
half of the year. Information from the consumer price
index and other sources suggests that inflation
remained subdued through January 2012, although
energy prices have turned up more recently.

The index of consumer energy prices, which surged
in the first half of 2011, fell back in the second half of
the year. The contour mainly reflected the rise and sub-
sequent reversal in the price of crude oil; however,
gasoline prices started to rise again in February follow-
ing a recent upturn in crude oil prices. Consumer natu-
ral gas prices also fell at the end of 2011, as unseason-

35. Change in the chain-type price index for personal
consumption expenditures, 2005-11
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ably mild temperatures and increases in supply from
new domestic wells helped boost inventories above
typical levels. All told, the overall index of consumer
energy prices edged lower during the second half of
2011, compared with an increase of almost 30 percent
in the first half of the year.

Consumer prices for food and beverages exhibited a
similar pattern as that of energy prices. Prices for farm
commodities rose briskly early last year, reflecting the
combination of poor harvests in several countries that
are major producers along with the emerging recovery
in the global economy. These commodity price
increases fed through to higher consumer prices for
meats and a wide range of other more-processed foods.
With the downturn in farm commodity prices late in
the summer, the index of consumer food prices rose at
an annual rate of just 3% percent in the second half of
2011 after increasing 6% percent in the first half.

Prices for consumer goods and services other than
energy and food have also slowed, on net, in recent
months. Core PCE prices had been boosted in the
spring and summer of 2011 by a number of transitory
factors, including the pass-through of the first-half
surge in prices of raw commodities and other imported
goods and a boost to motor vehicle prices that
stemmed from supply shortages following the earth-
quake in Japan. As the impulse from these factors
faded, core PCE price inflation stepped down so that,
for 2011 as a whole, core PCE price inflation was just
1% percent.

Survey-based measures of near-term inflation expec-
tations are down since the middle of 2011. Median
year-ahead inflation expectations as reported in the
Thomson Reuters/University of Michigan Surveys of
Consumers (Michigan survey), which had risen sharply
earlier in the year reflecting the run-up in energy and
food prices, subsequently fell back as those prices
decelerated (figure 36). Longer-term expectations have
remained generally stable. In the Michigan survey, the
inflation rate expected over the next 5 to 10 years was
2.9 percent in February, within the range that has pre-
vailed over the past 10 years; in the Survey of Profes-
sional Forecasters, conducted by the Federal Reserve
Bank of Philadelphia, expectations for the increase in
the price index for PCE over the next 10 years
remained at 2% percent, in the middle of its recent
range.

Measures of inflation compensation derived from
yields on nominal and inflation-indexed Treasury secu-
rities declined early in the second half of 2011 at both
medium-term and longer-term horizons, likely reflect-
ing a worsening in the economic outlook and the
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36. Median inflation expectations, 2001-12
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intensification of the European fiscal crisis. More
recently, inflation compensation estimates over the next
five years have edged back up, apparently reflecting
investors’ more optimistic economic outlook, and is
about unchanged, on net, for the period. However, the
forward measure of five-year inflation compensation
five years ahead remains about 55 basis points below
its level in the middle of last year (figure 37).

Financial Developments

In light of the disappointing pace of progress toward
meeting its statutory mandate to promote maximum
employment and price stability, the Federal Open Mar-
ket Committee (FOMC) took a number of steps to
provide additional monetary policy accommodation
during the second half of 2011 and early 2012. These
steps included increasing the average maturity of the
Federal Reserve’s securities holdings, shifting the
reinvestment of principal payments on agency securi-
ties from Treasury securities to agency-guaranteed
MBS, and strengthening the forward rate guidance
included in postmeeting statements.

Financial markets were buffeted over the second half
of 2011 and in early 2012 by changes in investors’
assessments of the ongoing European crisis as well as
in their evaluation of the U.S. economic outlook. As a
result, developments in financial market conditions
have been mixed since July. Unsecured dollar funding
markets, particularly for European institutions,
became significantly strained, though domestic finan-
cial firms generally maintained ready access to short-
term unsecured funding. Corporate bond spreads
remained elevated, on net, while broad equity prices

Note: The data are daily and extend through February 24, 2012. Inflation
compensation is the difference between yields on nominal Treasury securities
and Treasury inflation-protected securities (TIPS) of comparable maturities,
based on yield curves fitted by Federal Reserve staff to off-the-run nominal
Treasury securities and on- and off-the-run TIPS. The 5-year measure is
adjusted for the effect of indexation lags.

Sourck: Federal Reserve Bank of New York; Barclays; Federal Reserve
Board staff estimates.

were little changed, although they exhibited unusually
high volatility. Partially reflecting additional monetary
policy accommodation, Treasury yields moved down
significantly. Similarly, investors pushed out the date at
which they expect the federal funds rate to rise above
its current target range, and they are currently antici-
pating a more gradual pace of increase in the funds
rate following liftoff than they did last July.

Monetary Policy Expectations and
Treasury Rates

In response to the steps taken by the FOMC to
strengthen its forward guidance and provide additional
support to the economic recovery, market participants
pushed out further the date when they expect the fed-
eral funds rate to first rise above its current target
range of 0 to ¥ percent and scaled back their expecta-
tions of the pace at which monetary policy accommo-
dation will be removed. On balance, quotes on over-
night index swap (OIS) contracts, as of late February,
imply that investors anticipate the federal funds rate
will rise above its current target range in the fourth
quarter of 2013, about four quarters later than the
date implied in July. Investors expect, on average, that
the effective federal funds rate will be about 70 basis
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points by late 2014, roughly 165 basis points lower
than anticipated in mid-2011.10

Yields on nominal Treasury securities declined sig-
nificantly over the second half of 2011 (figure 38). The
bulk of this decline occurred in late July and August,
in part reflecting weaker-than-anticipated U.S. eco-
nomic data and increased investor demand for the rela-
tive safety and liquidity of Treasury securities amid an
intensification of concerns about the situation in
Europe. Following the FOMC announcement of the
maturity extension program (MEP) at its September
meeting, yields on longer-dated Treasury securities
declined further, while yields on shorter-dated securi-
ties held steady at very low levels.!! On net, yields on
2-, 5-, and 10-year Treasury notes have declined
roughly 10, 65, and 110 basis points from their levels in
mid-2011, respectively. The yield on the 30-year bond
has dropped about 120 basis points. Though liquidity
and functioning in money markets deteriorated nota-
bly for several days at the height of the debt ceiling
debate last summer, neither the downgrade of the U.S.
long-term sovereign credit rating by S&P in August

10. When interest rates are close to zero, determining the point at
which financial market quotes indicate that the federal funds rate will
move above its current range can be complicated. The path described
in the text is the mean of a distribution calculated from OIS rates.
Alternatively, one can use similar derivatives to calculate the most
likely, or “modal,” path of the federal funds rate, a measure that
tends to be more stable. This alternative measure has also moved
down, on net, since the middle of 2011, but it suggests a flatter over-
all trajectory for the target federal funds rate, according to which the
effective rate does not rise above its current target range through the
end of 2015.

11. As of February 24, the Open Market Desk had sold
$223 billion in shorter-term Treasury securities and purchased
$211 billion in longer-term Treasury securities.

38. Interest rates on Treasury securities at selected
maturities, 2004—12
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nor the failure of the Joint Select Committee on Deficit
Reduction to reach an agreement in November
appeared to leave a permanent imprint on the Treasury
market. Uncertainty about longer-term interest rates,
as measured by the implied volatility on 10-year Treas-
ury securities, moved sideways through most of the
second half of 2011 and then declined late in the year
and into 2012, reflecting improved sentiment in finan-
cial markets following a number of policy actions by
central banks and some signs of strengthening in the
pace of economic recovery.

Measures of market functioning suggest that the
Treasury market has continued to operate smoothly
since mid-2011 despite the S&P downgrade in August.
Bid—asked spreads for most Treasury securities were
roughly unchanged, though they have widened a bit,
on net, for the 30-year bond since August. Dealer
transaction volumes have remained within historically
normal ranges.

Short-Term Funding Markets

Conditions in unsecured short-term dollar funding
markets deteriorated, on net, over the second half of
2011 and in early 2012 amid elevated anxiety about the
crisis in Europe and its implications for European
firms and their counterparties. Funding costs increased
and tenors shortened dramatically for European insti-
tutions throughout the third and into the fourth quar-
ter. Funding pressures eased somewhat late in the year
following the European Central Bank’s (ECB) first
injection of euro liquidity via a three-year refinancing
operation and the reduction of the price of U.S. dollar
liquidity offered by the ECB and other central banks;
they subsequently eased further following the passage
of year-end. On balance, spreads of London interbank
offered rates (LIBOR) over comparable-maturity OIS
rates—a measure of stress in short-term bank funding
markets—have widened considerably since July, par-
ticularly for tenors beyond one month, though they
have moved down since late last year. Indeed, through-
out much of the third and fourth quarters, many Euro-
pean institutions were reportedly unable to obtain
unsecured dollar funding at tenors beyond one week.
Additionally, more-forward-looking measures of inter-
bank funding costs—such as the spread between a
three-month forward rate agreement and the rate on an
OIS contract three to six months ahead—moved up
considerably in the second half of 2011 and have only
partially retraced in 2012 (figure 39). Despite the pres-
sures faced by European financial institutions, U.S.
firms generally maintained ready access to short-term
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unsecured funding markets. Against a backdrop of
solid deposit growth and modest expansion in bank
credit across the industry, most domestic banks report-
edly had limited need for unsecured funding.

Pressures were also evident in the commercial paper
(CP) market. Issuance in the United States of unse-
cured financial CP and negotiable certificates of
deposit by entities with European parents declined sig-
nificantly in the second half of 2011. By contrast, the
pace of issuance by U.S. firms edged down only
slightly, on net, over the period. On balance, spreads of
rates on unsecured A2/P2 commercial paper over
equivalent maturity AA-rated nonfinancial CP rose a
bit for both overnight and 30-day tenors. AA-rated
asset-backed CP spreads increased more notably over
the second half of 2011 but largely retraced following
year-end (figure 40).

In contrast to unsecured dollar funding markets,
signs of stress were largely absent in secured short-
term dollar funding markets. For example, in the mar-
ket for repurchase agreements (repos), bid—asked
spreads for most collateral types were little changed. In
addition, despite a seasonal dip around year-end, vol-
umes in the triparty repo market were largely stable on
balance. That said, the composition of collateral
pledged in the repo market moved further away from
equities and fixed-income collateral that is not eligible
for open market operations, shifting even more heavily
toward Treasury and agency securities as counterparty
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40. Commercial paper spreads, 2007-12

Basis points

- nonfinancial o

— 400
— 350
— 300
— 250
— 200
— 150
— 100
— s

— AA-rated
asset-backed

|

T T I T T T |
Jan. July Jan. July Jan. July Jan. July Jan. July Jan.
2007 2008 2009 2010 2011 2012

lo+O

Note: The data are weekly and extend through February 22, 2012.
Commercial paper yield spreads are for an overnight maturity and are
expressed relative to the AA nonfinancial rate.

Source: Depository Trust and Clearing Corporation.

concerns became more evident. Respondents to the
SCOOS in both September and December noted a
continued increase in demand for funding across col-
lateral types but reported a general tightening in credit
terms under which several securities types are financed.
In addition, market participants reportedly became
somewhat less willing to fund riskier collateral types at
longer tenors as year-end approached. However, year-
end pressures remained muted overall, with few signs
of dislocations in either secured or unsecured short-
term markets, and conditions in term funding markets
have improved in early 2012.

Money market funds, a major provider of funds to
short-term funding markets such as those for CP and
for repo, experienced significant outflows across fund
categories in July, as investors’ focus turned to the
deteriorating situation in Europe and to the debt ceil-
ing debate in the United States. Those outflows largely
shifted to bank deposits, resulting in significant pres-
sure on the regulatory leverage ratios of a few large
banks. However, investments in money market funds
rose, on net, over the remainder of 2011, with the com-
position of those increases reflecting the general tone
of increased risk aversion, as government-only funds
faced notable inflows while prime funds experienced
steady outflows.

Financial Institutions

Market sentiment toward the banking industry
declined rapidly early in the second half of 2011 as
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investors turned their focus on exposures to European
sovereigns and financial institutions and on the pos-
sible spillover effects of the European crisis. Some
large U.S. institutions also remained significantly
exposed to legal risks stemming from their mortgage
banking operations and foreclosure practices.'2 More
recently, however, investor sentiment has improved
somewhat following the actions of central banks and
incoming data suggesting a somewhat better economic
outlook in the United States. On balance, equity prices
for banking organizations (figure 41) have completely
retraced their declines from last summer, while CDS
spreads (figure 42)—which reflect investors’ assess-
ments of and willingness to bear the risk that these
institutions will default on their debt obligations—have
declined from their peaks reached in the fall, but not all
the way back to mid-2011 levels.

Measures of bank profitability edged up, on net, in
recent quarters but remained well below the levels that
prevailed before the financial crisis began (figure 43).
Although profits at the largest institutions were sup-
ported over that period by reductions in noninterest
expenses, net interest margins remained very low, capi-
tal markets revenues were subdued, loan loss provi-
sions are still somewhat elevated relative to pre-crisis

12. On February 9, it was announced that the federal government
and 49 state attorneys general had reached a $25 billion agreement
with the nation’s five largest mortgage servicers to address mortgage
loan servicing and foreclosure abuses. The agreement does not
prevent state and federal authorities from pursuing criminal enforce-
ment actions related to this or other conduct by the servicers or from
punishing wrongful securitization conduct; it also does not prevent
any action by individual borrowers who wish to bring their own
lawsuits.

41. Equity price index for banks, 2009-12
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42. Spreads on credit default swaps for selected
U.S. banking organizations, 2007—12
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norms, and a few banks booked large reserves for liti-
gation risks associated with their mortgage portfolios.
Indicators of credit quality at commercial banks
continued to show signs of improvement. Aggregate
delinquency and charge-off rates moved down, though
they remained quite elevated on residential mortgages
and both residential and commercial construction
loans. Loss provisioning has leveled out in recent quar-
ters near the upper end of its pre-crisis range. None-
theless, in the January SLOOS, a large fraction of the
respondents indicated that they expect credit quality to
improve over the next 12 months for most major loan

43. Profitability of bank holding companies, 1998-2011
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Financial Stability at the Federal Reserve

The Federal Reserve’s responsibility for promoting
financial stability stems from its role in supervising
and regulating banks, operating the nation’s pay-
ments system, and serving as the lender of last
resort. In the decades prior to the financial crisis,
financial stability policy tended to be overshad-
owed by monetary policy, which had come to be
viewed as the principal function of central banks.
However, in the aftermath of the financial crisis,
financial stability policy has taken on greater promi-
nence and is now generally considered an equally
critical responsibility of central banks. As such, the
Federal Reserve has made significant organizational
changes and taken other actions to improve its
ability to understand and address systemic risk. In
addition, its statutory role in maintaining financial
stability has been expanded by the Dodd-Frank
Wall Street Reform and Consumer Protection Act of
2010 (Dodd-Frank Act).

One key feature of the Dodd-Frank Act is its
macroprudential orientation, as reflected in many
of the provisions to be implemented by the Federal
Reserve and other financial regulators. The macro-
prudential approach to regulation and supervision
still pays close attention to the safety and sound-
ness of individual financial institutions, but it also
takes into account the linkages among those enti-
ties and the condition of the financial system as a
whole. To implement the macroprudential
approach, the Dodd-Frank Act established the
multiagency Financial Stability Oversight Council
(FSOCQ), which is tasked with promoting a more
comprehensive approach to monitoring and miti-
gating systemic risk. The Federal Reserve is one of
10 voting members of the FSOC.

A significant aspect of the macroprudential
approach is the heightened focus on entities
whose failure or financial distress could result in
outsized destabilizing effects on the rest of the
system. Under the Dodd-Frank Act, the Federal
Reserve is responsible for the supervision of all sys-
temically important financial institutions (SIFls),
which include both large bank holding companies
and nonbank financial firms designated by the
FSOC as systemically important. Even before the
Dodd-Frank Act was enacted, the Federal Reserve
was making organizational changes to facilitate the
incorporation of systemic risk considerations into
the supervisory process. Notably, it created the
Large Institution Supervision Coordinating Com-
mittee (LISCC) to bring an interdisciplinary and
cross-firm perspective to the supervision of large,
complex financial institutions; the LISCC acts to
ensure that the financial positions of these large
institutions are strong enough to withstand adverse
shocks. A similar body has been set up to help in
the oversight of systemically important financial
market utilities.

The Federal Reserve has also established the
Office of Financial Stability Policy and Research
(OFS) to help the Federal Reserve more effectively
monitor the financial system and develop policies
for mitigating systemic risks. The OFS’s function is to
coordinate and analyze information bearing on
financial stability from a wide range of perspectives
and to place the supervision of individual institu-
tions within a broader macroeconomic and financial
context. In addition, the Federal Reserve works with
other U.S. agencies and international bodies on a
range of issues to strengthen the financial system.

categories if economic activity progresses in line with
consensus forecasts.

Credit provided by domestic banks—the sum of
loans and securities—increased moderately in the sec-
ond half of 2011, its first such rise since the first half of
2008. Bank credit grew as holdings of agency MBS
expanded steadily and most major loan categories
exhibited improvement in the second half of the year.
The expansion was consistent with recent SLOOS
responses indicating that lending standards and loan
terms eased somewhat and that demand for loans from
businesses and households increased, on net, in the
second half of 2011. In particular, C&I loans showed
persistent and considerable strength over the second
half of 2011 and into early 2012. Loans to nonbank
financial institutions, a category that tends to be vola-

tile, also grew rapidly over that period as did holdings
of agency MBS. Consumer loans held by banks edged
up in the third and fourth quarters. Those increases
offset ongoing declines in commercial real estate and
home equity loans, both of which remained very weak.

Regulators continued to take steps to strengthen
their oversight of the financial industry. In particular, a
variety of measures mandated by the Dodd-Frank
Wall Street Reform and Consumer Protection Act of
2010 are being, or are soon to be, implemented, includ-
ing enhanced capital and liquidity requirements for
large banking organizations, annual stress testing,
additional risk-management requirements, and the
development of early remediation plans (see the box
“Financial Stability at the Federal Reserve™). As part
of those efforts, the Federal Reserve began annual
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Systemic financial risks can take several forms.
Some risks can be described as structural in nature
because they are associated with structural features
of financial markets and thus are largely indepen-
dent of economic conditions; these include, for
example, the risk posed by a SIFI whose failure can
have outsized effects on the financial system or the
degree to which money market mutual funds are
susceptible to liquidity pressures. Other risks can
be described as cyclical in nature and include, for
example, elevated asset valuations and excessive
credit growth that arise in buoyant economic times
but can unwind in destabilizing ways should condi-
tions change. Attentiveness to both types of risk is
critical in the monitoring of systemic risk and the
formulation of appropriate macroprudential policy
responses.

The Federal Reserve has taken steps to identify
structural vulnerabilities in the financial system and
to devise policies to mitigate the associated risks.
For example, in December 2011, the Board released
a proposal to strengthen the regulation and super-
vision of large bank holding companies and sys-
temically important nonbank financial firms. The
proposal comprises a wide range of measures,
including risk-based capital and leverage require-
ments, liquidity requirements, stress tests, single-
counterparty credit limits, and early remediation
requirements. In addition, in October 201], the
Board approved a final rule to implement the reso-
lution plan (living will) requirement of the Dodd-
Frank Act, which is intended to reduce the likeli-
hood that the failure of a SIFI—should it occur—

would cause serious damage to the financial
system. In all of its rulemaking responsibilities, the
Federal Reserve is attentive to the international
dimension of financial regulation. It is also working
with its regulatory counterparts to improve the
quality and timeliness of financial data.

The Federal Reserve is likewise moving forward
to address cyclical systemic risks. To identify such
risks, it routinely monitors a number of items—in-
cluding, for example, measures of leverage and
maturity mismatch at financial intermediaries—and
looks for signs of a credit-induced buildup of sys-
temic risk. In addition, it conducts regular stress
tests of the nation’s largest banking firms; these
tests are based on detailed confidential data about
the balance sheets of the firms and provide a com-
prehensive, rigorous assessment of how the firms’
financial conditions would likely evolve over a
multiyear period under adverse economic and
financial scenarios. Meanwhile, efforts are under
way to evaluate and develop new macroprudential
tools that could help limit future buildups of cycli-
cal systemic risk.

In summary, the Federal Reserve has taken a
series of actions to implement the relevant provi-
sions of the Dodd-Frank Act and to meet its
broader financial stability responsibilities in a
timely way. The Federal Reserve has made impor-
tant changes to its organizational structure to sup-
port a macroprudential approach to supervision
and regulation, and it has instituted processes for
identifying and responding to sources of systemic
risk.

reviews of the capital plans for U.S. bank holding com-
panies with total consolidated assets of $50 billion or
more under its Comprehensive Capital Analysis and
Review program. Going into those reviews, reported
regulatory capital ratios of U.S. banking institutions
generally remained at historically high levels over the
second half of 2011.

Concerns about the condition of European financial
institutions, coupled with periods of heightened atten-
tion paid to U.S. securities dealers, raised investor anxi-
ety regarding counterparty exposure to dealers during
the second half of 2011. Indeed, responses to the
December SCOOS suggested that dealers devoted
increased time and attention to the management of
concentrated credit exposures to dealers and other
financial intermediaries over the previous three months

(figure 44).13 In addition, survey respondents reported
that they had reduced aggregate credit limits for cer-
tain specific institutions. Investors appeared to be par-
ticularly concerned about the stability of funding in
the event of financial market stress because most dealer
firms are highly reliant on short-term secured funding.
Respondents to the December SCOOS reported a
broad but moderate tightening of credit terms appli-
cable to important classes of counterparties over the
previous three months. This tightening was especially
evident for hedge fund clients and trading real estate

13. Following the failure of a primary dealer, the Federal Reserve
Bank of New York implemented a risk-management program that
required primary dealers to post margin on forward-settling agency
MBS transactions.
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44. Net percentage of dealers reporting increased attention
to exposure to other dealers, 2010-11

45. Net percentage of dealers reporting a tightening
of price terms, by counterparties, 201011
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Note: The data are drawn from a survey conducted four times per year;
the last observation is from the December 2011 survey, which covers
2011:Q4. Net percentage equals the percentage of institutions that reported
increasing attention (“increased considerably” or “increased somewhat”)
minus the percentage of institutions that reported decreasing attention
(“decreased considerably” or “decreased somewhat”).

Sourck: Federal Reserve Board, Senior Credit Officer Opinion Survey on
Dealer Financing Terms.

investment trusts (figure 45).14 The institutions that
reported having tightened credit terms pointed to a
worsening in general market liquidity and functioning
and a reduced willingness to take on risk as the most
important reasons for doing so. Indeed, for each type
of collateral covered in the survey, notable net frac-
tions of respondents reported that liquidity and func-
tioning in the underlying asset market had deteriorated
over the previous three months. Dealers reported that
the demand for funding most types of securities con-
tinued to increase over the previous three months, par-
ticularly the demand for term funding with a maturity
greater than 30 days, which increased for all security
types.

Net investment flows to hedge funds in the third and
fourth quarters were reportedly significantly smaller
than in the first half of the year as hedge funds mark-
edly underperformed the broader market in 2011.
Information from a variety of sources suggests that the
use of dealer-intermediated leverage has declined, on
balance, since mid-2011. Indeed, while the use of
dealer-intermediated leverage was roughly unchanged
for most types of counterparties according to Septem-
ber and December SCOOS respondents, about half of
those surveyed indicated that hedge funds’ use of
financial leverage, considering the entire range of

14. Trading real estate investment trusts invest in assets backed by
real estate rather than directly in real estate.

Note: The data are drawn from a survey conducted four times per year;
the last observation is from the December 2011 survey, which covers
2011:Q4. Prior to the September 2011 survey, hedge funds and trading real
estate investment trusts (REITs) were grouped together with private equity
firms and others as private pools of capital. Net percentage equals the
percentage of institutions that reported tightening terms (“tightened
considerably” or “tightened somewhat””) minus the percentage of institutions
that reported easing terms (“eased considerably” or “eased somewhat”).

Sourck: Federal Reserve Board, Senior Credit Officer Opinion Survey on
Dealer Financing Terms.

transactions with such clients, had decreased
somewhat.

Corporate Debt and Equity Markets

On net since July of last year, yields on investment-
grade corporate bonds have declined notably, while
those on speculative-grade corporate debt posted
mixed changes. However, reflecting a decline in inves-
tor risk-taking amid concerns about the European situ-
ation and heightened volatility in financial markets,
spreads of these yields to those on comparable-
maturity Treasury securities widened notably in the
third quarter and have only partly retraced since that
time (figure 46). In the secondary market for leveraged
loans, the average bid price dropped in line with the
prices of other risk assets in August but has recovered
since then, as institutional investors—which include
collateralized loan obligations, pension funds, insur-
ance companies and other funds investing in fixed-
income instruments—have reportedly continued to
exhibit strong appetites for higher-yielding leveraged
loans against a backdrop of little new supply of such
loans (figure 47). Liquidity in that market has recov-
ered recently after a sharp deterioration during the
summer.

Broad equity prices are about unchanged, on bal-
ance, since mid-2011 but exhibited an unusually high
level of volatility (figure 48). Equity markets fell
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46. Spreads of corporate bond yields over comparable
off-the-run Treasury yields, by securities rating,
1997-2012
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Note: The data are daily and extend through February 24, 2012. The
spreads shown are the yields on 10-year bonds less the 10-year Treasury
yield.

Source: Derived from smoothed corporate yield curves using Merrill
Lynch bond data.

sharply in late July and early August in response to
concerns about the European crisis, the U.S. debt ceil-
ing debate, and a possible slowdown in global growth.
Equity prices roughly retraced these losses during the
fourth quarter of 2011 and early 2012, reflecting some-
what better-than-expected economic data in the United
States as well as actions taken by major central banks
to mitigate the financial strains in Europe. Nonetheless,
equity prices have remained highly sensitive to news
regarding developments in Europe. Implied volatility
for the S&P 500 index, calculated from option prices,

47. Secondary-market bid prices for syndicated loans,
2007-12
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ramped up in the third quarter of 2011 but has since
reversed much of that rise (figure 49).

Amid heightened stock market volatility over the
course of the second half of 2011, equity mutual funds
experienced sizable outflows. Loan funds, which invest
primarily in LIBOR-based syndicated leveraged loans,
also experienced outflows as retail investors responded
to loan price changes following indications that the
Federal Reserve would keep interest rates lower for
longer than previously anticipated. With declining
yields on fixed-income securities boosting the perfor-
mance of bond mutual funds, these funds, including
speculative-grade and municipal bond funds, attracted
net inflows (figure 50).

49. Implied S&P 500 volatility, 1995-2012
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February 24, 2012. The series shown—the VIX—is the implied 30-day
volatility of the S&P 500 stock price index as calculated from a weighted
average of options prices.

Sourck: Chicago Board Options Exchange.
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50. Net flows into mutual funds, 2006—11

51. M2 growth rate, 2005-11
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Monetary Aggregates and the Federal
Reserve’s Balance Sheet

The M2 monetary aggregate expanded at an annual
rate of about 12 percent over the second half of 2011
(figure 51).15 The rapid growth in M2 appears to be the
result of increased demand for safe and liquid assets
due to concerns about the European situation, com-
bined with a very low level of interest rates on alterna-
tive short-term investments. In addition, a number of
regulatory changes have likely boosted M2 of late. In
particular, unlimited insurance by the Federal Deposit
Insurance Corporation (FDIC) of onshore non-
interest-bearing deposits has made these deposits
increasingly attractive at times of heightened volatility
and uncertainty in financial markets. In addition, the
change in the FDIC assessment base in April 2011
added deposits in domestic banks’ offshore offices,
eliminating some of the benefits to banks of booking
deposits abroad and apparently leading, in some cases,
to a decision to rebook some of these deposits

15. M2 consists of (1) currency outside the U.S. Treasury, Federal
Reserve Banks, and the vaults of depository institutions; (2) traveler’s
checks of nonbank issuers; (3) demand deposits at commercial banks
(excluding those amounts held by depository institutions, the U.S.
government, and foreign banks and official institutions) less cash
items in the process of collection and Federal Reserve float; (4) other
checkable deposits (negotiable order of withdrawal, or NOW,
accounts and automatic transfer service accounts at depository insti-
tutions; credit union share draft accounts; and demand deposits at
thrift institutions); (5) savings deposits (including money market
deposit accounts); (6) small-denomination time deposits (time depos-
its issued in amounts of less than $100,000) less individual retirement
account (IRA) and Keogh balances at depository institutions; and
(7) balances in retail money market funds less IRA and Keogh
balances at money market funds.

Note: For definition of M2, see text note 15.
Sourck: Federal Reserve Board, Statistical Release H.6, “Money Stock
Measures.”

onshore. Indeed, liquid deposits, the single largest
component of M2, grew at an annual rate of 20 per-
cent in the second half of 2011.!¢ The currency compo-
nent of the money stock grew at an annual rate of

7 percent over the second half of 2011, a bit faster
than the historical average but a slower pace than in
the first half of the year. The monetary base—which is
equal to the sum of currency in circulation and the
reserve balances of depository institutions held at the
Federal Reserve—expanded at an annual rate of

3% percent in the second half of the year, as the rise in
currency more than offset a slight decrease in reserve
balances.!”

The size of the Federal Reserve’s balance sheet
remained at a historically high level throughout the
second half of 2011 and into early 2012, and stood at
about $2.9 trillion as of February 22. The small rise of
about $61 billion since July largely reflected increases
in temporary U.S. dollar liquidity swap balances with
the ECB, which were partially offset by a decline in
securities holdings (table 1). Holdings of U.S. Treasury
securities grew $32 billion over the second half of
2011, as the proceeds from paydowns of agency debt
and agency MBS were reinvested in longer-term Treas-
ury securities until the FOMC decision in September
to switch the reinvestment of those proceeds to agency
MBS; total holdings of MBS declined into the fall. The
subsequent small increase in MBS holdings reflects the

16. Regulation Q, which had prohibited the payment of interest on
demand deposits, was repealed by the Board on July 14. This repeal
may have also contributed, in a small way, to the growth in M2.

17. The MEP that was announced at the September FOMC meet-
ing was designed to increase the average maturity of the Federal
Reserve’s securities holdings while leaving the quantity of reserve
balances roughly unchanged.
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1. Selected components of the Federal Reserve balance sheet, 2010-12

Millions of dollars

. Dec. 29, July 6, Feb. 22,
Balance sheet item 2010 2011 2012

TOLAL ASSES ... ..ottt ettt ettt e e e e 2,423,457 2,874,049 2,935,149
Selected assets

Credit extended to depository institutions and dealers

Primary Credit .. ..ot e e 58 5 3

Central bank liquidity swaps 75 0 107,959

Credit extended to other market participants

Term Asset-Backed Securities Loan Facility (TALF) 24,704 12,488 7,629

Net portfolio holdings of TALF LLC . ... ...ttt et et 665 757 825

Support of critical institutions

Net portfolio holdings of Maiden Lane LLC, Maiden Lane IT LLC, and Maiden Lane III LLC' ....... 66,312 59,637 30,822

Credit extended to American International Group, Inc. ........ ... oo 20,282

Preferred interests in AIA Aurora LLC and ALICO Holdings LLC .................coiiiiiiiiiiiiin, 26,057

Securities held outright

ULS. TICASULY SECUITLIES . ... ettt et ettt et ettt et e ettt et e e e ettt et e e et e e e 1,016,102 1,624,515 1,656,581

Agency debt SECUTTHES ... ovvvi e 147,460 115,070 100,817

Agency mortgage-backed securities (MBS)? 992,141 908,853 853,045
Total liabilities ... ....... ... e 2,366,855 2,822,382 2,880,556
Selected liabilities

Federal Reserve notes in circulation .. 943,749 990,861 1,048,004

Reverse repurchase agreements ...... 59,246 67,527 89,824

Deposits held by depository institutions ..................... 1,025,839 1,663,022 1,622,800

Of which: Term deposits ............c.cooeiiiiiiiniinnannn, 5,113 0 0

U.S. Treasury, general account ................c.ooeeuveunannns 88,905 67,270 36,033

U.S. Treasury, Supplementary Financing Account 199,963 5,000 0
Total Capital . ... ... .. e 56,602 51,667 54,594

NoTE: LLC is a limited liability company.

1. The Federal Reserve has extended credit to several LLCs in conjunction with efforts to support critical institutions. Maiden Lane LLC was formed to acquire certain
assets of The Bear Stearns Companies, Inc. Maiden Lane II LLC was formed to purchase residential mortgage-backed securities from the U.S. securities lending reinvest-
ment portfolio of subsidiaries of American International Group, Inc. (AIG). Maiden Lane III LLC was formed to purchase multisector collateralized debt obligations on

which the Financial Products group of AIG has written credit default swap contracts.

2. Includes only MBS purchases that have already settled.
... Not applicable.

SOURCE: Federal Reserve Board, Statistical Release H.4.1, “Factors Affecting Reserve Balances of Depository Institutions and Condition Statement of Federal Reserve

Banks.”

reinvestment of maturing agency debt into MBS.
Agency debt declined about $14 billion over the entire
period. The composition of Treasury holdings also
changed over this period as a result of the implementa-
tion of the MEP. As of February 24, 2012, the Open
Market Desk at the Federal Reserve Bank of New
York (FRBNY) had purchased $211 billion in Treas-
ury securities with remaining maturities of 6 to

30 years and sold $223 billion in Treasury securities
with maturities of 3 years or less.

In the second half of 2011 and early 2012, the Fed-
eral Reserve reduced some of its exposure to lending
facilities established during the financial crisis to sup-
port specific institutions. The portfolio holdings of
Maiden Lane LLC, Maiden Lane II LLC, and Maiden
Lane IIT LLC—entities that were created during the
crisis to acquire certain assets from the Bear Stearns
Companies, Inc., and American International Group,
Inc., or AIG, to avoid the disorderly failures of those
institutions—declined, on net, primarily as a result of
asset sales and principal payments. Of note, the
FRBNY sold assets with a face amount of $13 billion

from the Maiden Lane II portfolio in early 2012
through two competitive processes conducted by the
FRBNY’s investment manager. '8

Use of regular discount window lending facilities,
such as the primary credit facility, continued to be
minimal. Loans outstanding under the Term Asset-
Backed Securities Loan Facility declined and stood
just below $8 billion in late February.

On November 30, 2011, in order to ease strains in
global financial markets and thereby mitigate the
effects of such strains on the supply of credit to U.S.
households and businesses, the Federal Reserve
announced coordinated actions with other central
banks to enhance their capacity to provide liquidit