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LETTER FROM THE PRESIDENT

As | look back over the five years that | have been
President of the Federal Reserve Bank of Boston, | am
struck by how fortunate | have been to be able to
report each year that New England is enjoying the
fruits of healthy economic growth. In fact, in 1998 the
national and New England economies recorded their
eighth consecutive year of expansion—a feat matched
only once before in the post-war era. The national
economy ended the year by growing at a 6.1 percent
pace for the last quarter, unemployment hit a 28 year
low of 4.3 percent, and the rate of inflationary growth
trended down to levels not seen in over 30 years. The

New England region continued to add jobs at a pace

above its historical trend, and attained its lowest
unemployment rate in nearly a decade, with all states below the national average.
Even in the most extraordinary of economic times, we must be ever mindful that conditions can and
will change. While the economy ended 1998 on a very positive note after weathering both international
and financial market storms, we should not delude ourselves into thinking that the positive forces driving
these good times will last forever. Inflation is not dead; asset markets don’t always go up; and business cycles
are not likely a thing of the past. With this is mind, vigilance is the watchword.

One significant aspect of any economy is its workforce. The health of an economy is uniquely tied to the
availability of workers who can meet the demands of the various business sectors and industries of a region. As
the pace of change in society becomes more rapid, however, and the use of technology and global competition
are more intense, this workforce must have increasingly sophisticated skills. In turn, possessing such skills
becomes a defining factor in determining who succeeds and who is left behind, even when times are prosperous.
Workers with limited education and skills cannot compete for those jobs that increasingly characterize modern
society. Consequently, despite the solid economic picture of the last eight years, earnings inequality has grown,
creating significant disparities between those at the top of the income distribution and those at the bottom. These
disparities have increased markedly in the United States over the last 25 years, and are closely linked to more basic

concerns about living standards, economic opportunity, and social cohesion.
The topic of this year's Annual Report essay is income inequality and the challenges that it brings. In the
essay, we describe the problem of growing inequality and present reasons why it is happening. The essay
focuses on education and training opportunities as an integral part of the solution to this growing problem. We

pay particular attention to a program in Boston that links businesses and schools together in creating work-based



learning experiences. Students involved in this program do better in school and more frequently go on to get the
higher education so vital to today’s workforce. They are determined not to be left behind.

In addition to the essay, our Annual Report includes highlights of the Bank’s major activities in 1998, which
was an extremely busy and fulfilling year. We discuss some of the challenges and accomplishments in the areas
of our key responsibilities: economic research and monetary policy, supervision and regulation, and financial
services. Again, we have included our financial statements and management’s assertion regarding the effective-
ness of our internal controls over financial reporting, along with the report issued by our outside auditor,
PricewaterhouseCoopers LLP, over management’s assertion.

The Bank played a key role in the Federal Reserve System’s readiness activities for the change to the
new millennium. Many of our staff have been deeply involved in preparing the System, the Bank and the
region’s depository institutions for this event, and in conducting supervisory oversight. At present, all of the
Bank’s critical systems are century date compliant and are in production today in their Y2K mode. In that
regard, while there certainly are no absolute guaranties, I am about as confident that the Bank’s systems
will function well at the start of the new millennium as | am that they will function on any day in 1999.
Glitches will occur, but we are focusing increasing attention on contingency planning and on manag-
ing communication flows and other needed efforts during the actual changeover. We are also plan-
ning to be able to meet the New England public’s possible need for additional, precautionary cash
and the liquidity needs banks might face as well. The task is far from over, however, and will
remain a considerable challenge through 1999.

In closing, I would like to extend special appreciation to two individuals outside the Boston
Fed family who have generously shared their invaluable time and expertise with us over the past
several years: Marshall Carter, who completed his term as a director of this Bank, and Bill
Crozier, who completed his term as our District’s representative on the Federal Advisory
Council. Also, since our report focuses on the importance of education and business partnership,
I want to express my great pleasure at having one of our Vice Presidents, Bill Spring, a true
leader on the education and public/private partnership front in our community, back to work
after a long recuperation from a serious accident. These are just a few of the many individuals,
be they directors, advisory council members or employees, whose contributions greatly assist

the Bank in achieving its goals.
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ADDRESSING THE CHALLENGE OF GROWING EARNINGS INEQUALITY

BY CATHY E. MINEHAN WITH RoBERT K. TRIEST*

Over the past several years, the United States has enjoyed the most favorable macroeconomic
conditions in more than three decades—to some, the definition of “as good as it gets.” Unemployment
has been low, growth has been above expectations of what the U.S. economy could sustain over such
a long period, and inflation has declined to a very low rate of growth. But one feature of today’s
economy stands in marked contrast with the earlier years. In the 1960s, the incomes of all those
involved in the economy were much more narrowly spread than is the case today. Whether one
examines the wages and salaries of workers or the total incomes of families and households, income
inequality, that is, the difference in income between those at the upper and lower ends of the income
distribution, has increased markedly. To some, perhaps, the definition of an economic problem.

Federal Reserve policies, like those of all central banks, aim to achieve price stability and a sound
and stable banking and financial system. Neither monetary policy, nor policies and practices to
maintain a stable financial system, can directly address income inequality—nor should they. Rather,
the larger goal underlying these policies is to create an environment that is supportive of long-term
economic growth and the improvement of living standards. Arguably, that environment exists at
present; but it has not yet allowed all those in our society to benefit at the same rate. This unequal
sharing of the fruits of growth should be a concern for all those involved in macroeconomic policy
setting and for the private sector as well.

Unequal incomes are not intrinsically bad. They are, in many senses, the ultimate reflection of
a competitive economy, with its emphasis on market-based wages. Income inequality is a problem,
however, when significant numbers of people lose their ability to compete for the jobs that can
improve the quality of their lives. Over time, increased inequality can signal that some members of
society are participating less fully in the economy than was true in the past. They may not have the
opportunity to develop the skills needed for success in today’s labor market. More effectively integrating
such people into the economy, in ways that are consistent with increased productivity, may well
enhance the economy’s potential to grow, creating benefits for everyone.

Economic growth is facilitated by a well-functioning government, a stable political and economic
environment, and sound economic policies. These factors depend on a degree of social cohesion and
political consensus that could be threatened by marked increases in inequality. It is in the interest of
us all to search for economically efficient means of reducing or, at a minimum, stabilizing the growth
in inequality. This essay explores the causes of income inequality and reflects on one Boston-based

version of a program broadly aimed at addressing those causes.

The Growth of Economic Inequality

The basic facts regarding the growth of inequality are striking. As Figure 1 shows (page 6), the
incomes of families throughout the income distribution increased rapidly during the 1960s. But in the
subsequent decades, the incomes of families at the bottom of the distribution stagnated (after adjusting for
inflation), while those at the top continued to grow. Underlying this pattern are certain demographic

* Cathy E. Minehan is the President and Chief Executive Officer of the Federal Reserve Bank of Boston; Robert K.
Triest is an Economist in the Research Department. The views expressed are those of the authors and do not
necessarily reflect official positions of the Federal Reserve System.
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shifts. The growth of families headed by single mothers, who tend to have low incomes, has contributed
to the stagnation of family income at the bottom of the distribution. And an increase in the incomes of
wives with high-earning husbands has pushed up family income at the top of the distribution. However,
probably the most important contributor to the widening spread between those at the top and bottom
of the income distribution has been a marked increase in inequality of workers’ earnings. This increase
in earnings inequality, in turn, reflects factors that are more economic than demographic.

Earnings Inequality and the Increasing Return on Education

One important factor in increasing income inequality relates to the growing market value of higher
levels of education. This has widened the earnings gap between workers with varying levels of education,
as reflected in Figure 2 (page 7), and reflects changes in both supply and demand. After adjusting for
inflation, the average annual earnings of men who have not gone to college have fallen substantially
over the past twenty years, while the average annual earnings of men with a four-year degree or better
have increased.

For women, trends in average earnings have been greatly affected by an increase in their hours of
work, as well as by their educational attainment. Thus, women with high school or less education have
seen little earnings growth over the past twenty years, but no actual earnings decline. Women with a
college degree or better, however, have enjoyed a substantial increase in real annual average earnings.

For both genders, then, the earnings premium associated with college education increases substantially.
During the same period, college attendance rates increased and older workers were replaced by
younger individuals with higher degrees of educational attainment. Thus, the economic return to
education increased at the same time that the relative supply of educated workers increased, indicating
a shift in labor demand toward more educated workers.

Various studies of earnings inequality have also shown that the return to labor market experience
has increased over time. But a substantial part of the increase in the inequality of earnings cannot be
fully explained by educational attainment, years of work experience, or other readily quantifiable

determinants of earnings. One possible explanation

is a general increase in the return to skill, along a GROWTH IN INEQUALITY
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FIGURE 2

Economic RETURN TO EDUCATION HAS INCREASED...

MEN WoMEN

In the past 20 years, earnings of males not Working more hours has helped women avoid
attending college have declined, while earnings the same earnings declines as men. \Women
of males with college degrees have climbed. not attending college have seen modest
The growth has been especially pronounced growth in their earnings, while earnings
for holders of advanced degrees. growth has been substantial for women holding

college degrees.

Mean Annual Earnings of Mean Annual Earnings of
Male Workers 18 and Over Female Workers 18 and Over
1997 Dollars 1997 Dollars

Advanced Degree

60,000

Advanced Degree

40,000
Some College

x
High School Degree Some College.

~
High School Degree

..EVEN THOUGH THE RELATIVE SuppPLY OF COLLEGE-EDUCATED WORKERS HAS INCREASED
Distribution of Workers by Degree Level

1977

Advanced Degree Advanced Degree

School Graduate

7.1%

Bachelor’s

Degree chool Graduate

Bachelor’s
Degree

17.8%

10%

Some College/
Associate’s Degree
18.3%
Some College/
Associate’s Degree
29.1%

Source: U.S. Bureau of the Census






over time for a variety of reasons. Individuals and families may be near the bottom of the income
distribution because of a temporary spell of unemployment or a short-run reduction in work hours
while in graduate school or caring for a young child. And some individuals may have low earnings
simply because they are young and new to the labor market. Over time, their earnings increase as their
skills improve and they find jobs to which they are well matched. If measured income inequality simply
reflected people’s earnings at a point in time and, in fact, workers could move across the income distribution
with ease, income inequality would not be such an issue. Indeed, the existence of high wages might
provide incentives to workers to be even more mobile.

Unfortunately, available data suggest that the degree of mobility across income groups is not sufficient
to greatly ease concerns about inequality. One recent study by Peter Gottschalk found that
42 percent of the workers in the bottom quintile of the earnings distribution in 1974 were in the
bottom quintile 17 years later, while 23 percent had moved up only into the next quintile. Thus,
workers over time were unable to substantially close the initial gaps in income, and many of those who
started at the bottom stayed there.

Causes—And Possible Solutions

While the facts regarding the increase in inequality are not disputed, there is not the same degree of
consensus on why such things as education, and returns to skill more generally, have been driving
incomes to become more unequal in recent years. And there is more controversy about how to combat
the increase. Still, it is generally agreed that growing inequality is a serious problem and that innovative
policies are needed to address it.

What Has Caused the Increase in Earnings Inequality?
Most research shows that contributors to the increase in earnings inequality include technological
change, increased globalization of the economy, and institutional factors, as reflected, in part, in Figure 3.

INCREASED TECHNOLOGICAL COMPLEXITY & GLOBALIZATION HAVE CONTRIBUTED TO THE GROWTH IN INCOME INEQUALITY.

TECHNOLOGY GLOBALIZATION

More technologically complex equipment requires
more highly educated workers and makes them
more productive. Their earnings reflect the greater
value of their output. Since the mid 1970s, business
spending on new equipment has grown rapidly
as a share of gross domestic product.
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(1992 Chained Dollars) as Percent of Real GDP
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Researchers differ, however, in the relative importance they attach to these causes. Technological change
is thought by many to have been very important. Advances in computers and related technologies, it is
argued, have increased the demand for highly educated workers and have decreased the demand for the
relatively unskilled. Basic economic theory suggests that this shift in the composition of labor demand
would increase the wages of highly educated workers relative to those with lesser degrees of education.
Changes in the way firms are organized and managed, such as increased emphasis on pay for per-
formance, may also have increased the premium attached to knowledge-based skills.

Increased globalization works in a similar way. Labor-intensive fabrication and assembly operations
are often performed more cheaply in low-wage countries than in the United States, while management,
engineering, and design functions are less easily moved offshore. So increased globalization also tends
to shift labor demand in the United States toward more highly educated workers.

Institutional factors, such as the drive to “flatten” corporate organizations, the decline in the
number of workers in labor unions, and the fall in the real value of the minimum wage, may also have
contributed to increased income inequality. In particular, as technological change and globalization
alter the nature of jobs in the United States, fewer jobs are created in manufacturing industries that
are typically unionized. As a result, the share of the private sector work force employed in unionized
jobs has decreased steadily over the past twenty years, with all that implies about the pervasiveness
of the typically higher wages and benefits enjoyed by union workers. In addition, while increases in
the nominal minimum wage have been enacted over the past 20 years, on an inflation-adjusted basis
it remains well below its 1979 level. While clearly this is a political issue of no small magnitude, the
decline in the real value of minimum-wage jobs reflects the reduced demand for such jobs in an

increasingly technically and globally driven economy.

Undoing the Cause Is Not the Solution
Although we would like to have a fuller understanding of the determinants of the increase in earnings
inequality, this knowledge would not necessarily change what we view as the best policy responses.
Quite simply, undoing the causes of the increase in inequality is not the best solution to the problem.
In some cases, such as technological change, it is not possible to reverse the technological progress that
has led to the increase in the wage premium attached to educational attainment. And even if the clock
could be magically turned back, this would not be desirable. Technological progress is a key factor in
productivity improvements and economic growth. Similarly, great benefits for everyone are derived
from international trade, and even if increased globalization has contributed to earnings inequality, it
does not follow that steps should be taken to restrict trade.
Tight labor markets can be especially beneficial to disadvantaged workers, as employers who face
a growing number of job vacancies turn to applicants that they might otherwise not have considered.
Indeed, during this long expansion that began in 1991, unemployment rates for disadvantaged minority
groups, such as African-American and Hispanic teenagers, have dropped well below the lowest levels
of the last expansion, and real median family income has begun to rise in the last several years, albeit
slowly. Similarly, the average real hourly wage of workers at the bottom of the wage distribution has
been increasing recently. Because of this, it is sometimes suggested that the Federal Reserve System
should lean toward allowing labor markets to remain tight, even when doing so runs the risk of igniting

price inflation.

10






Let us be clear on this point: Such a policy would be counterproductive. There is no long-
term trade-off between unemployment and inflation. If we “buy” a tight labor market today at
the risk of an acceleration of inflation, eventually economic slowing will be necessary to stem
that acceleration and restore price stability. Those at the bottom of the income distribution
are better off with more stable labor markets, rather than suffering through boom and bust
cycles, and better off with low inflation as well. Stable markets and prices provide the
environment most conducive to the economic growth and sound investment that ensure
job creation.

We have been very fortunate lately in enjoying a combination of low inflation and unem-
ployment, along with rapid growth of productivity and economic output and a slowing of the
growth in income inequality, but history teaches us that such good times will not last forever.
Despite our best efforts to avoid them, business cycles are likely a fact of life, and a downturn

will occur at some point. To ensure hard-won ground is not lost, public policies and private

sector practices must focus on creating a work force that can more broadly meet the
demands of the changing, competitive U.S. economy. One way to do this is to increase levels of
education and skill.

The Importance of Education and Skill Development
Both the public and the private sectors stand to gain when more people are working and
when more jobs are filled by better-qualified candidates. On the public side, policies aimed at
income support for low-income families increasingly have moved in the direction of providing
incentives for increased work effort, by limiting the duration of welfare benefits and by reducing the
tax burden on the working poor. This shift in policy has at its core a belief that both individuals and
society more generally will be better off in many ways, not just monetarily, if workers are successful in
the workplace. To make this possible, those at risk of falling into the very low-wage sectors of the market,
or of not working at all, must be prepared to compete for the jobs offered at higher wages. One place to

start is with high school students.

It is clear that private sector demand for highly educated workers has increased relative to the
demand for less-educated workers, resulting in the increase in the earnings premium associated with college
education. Thus, promoting greater educational attainment and skills development by youths who are at
risk of dropping out of high school, or of not continuing on to post-secondary education, would directly

ScHooL-To-CAREER student
on the job at the New England Medical Center.
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help those youths affected by the recent public policy changes. It would also help to meet the needs of the
private sector by increasing the relative supply of better-educated workers. Educational attainment should
be interpreted broadly in this context. Years of schooling and degree attainment are not all that matter; the
quality of schooling and the relevance of the skills developed to today’s (and tomorrow’s) economy matter
as well.
Much emphasis has recently been placed on educational reform, and this is surely important. Public
policies are needed to ensure that schools are supplied with the resources to equip their students with the skills
required to succeed both in higher education and in the workplace. Experimentation with new teaching methods,
curricula, and methods of school management and organization, as well as standardized testing to better
understand what does and does not work, seem useful. In particular, the recently introduced MCAS tests
in Massachusetts will likely be helpful as more experience is gained with their use. But changing funding
and educational techniques, and imposing new standards, will not cure the problem. Students, particularly
those in high school, must see the value of education and skill building as well.
To many students, the link between academic achievement, educational attainment, and economic success
later in life is clear. Such students have a strong motivation to work hard in high school and go on to higher
education. However, this is less likely to be the case for students in low-income urban districts. Fewer of
their peers go on to college, and fewer of their neighbors work in education-intensive, knowledge-based jobs
than is true of students in higher-income areas. And businesses which locate in their neighborhoods may
not place the same premium on educated employees that exists in the broader economy. For students
in low-income areas, programs that make the link between academic skills and economic rewards more
salient can be an effective means of motivating improved academic performance and educational
attainment. Moreover, such programs can be important ways in which businesses develop the
skilled employees they need, particularly in times of economic growth and competitive challenge.
Such a program exists in Boston, and while it may not provide all the answers to educational
reform—or reducing income inequality more generally—it sets a promising direction.

The Role for Private Sector Partnerships

In Boston, the link between good high schools and an employable work force has long
been recognized. Starting in 1982 with the signing of the first Boston Compact, the joint
roles of the public schools, the private sector, and local colleges and universities in creating
that work force were acknowledged. Essentially the Compact states that if the Boston public
schools graduate better students—students who come to school more often, drop out less,
and get better grades—then local industry will hire those students and local colleges and
universities will offer them higher education. It is important to appreciate that the goals of
the Compact are not simply a function of corporate altruism. They reflect the needs of Boston
businesses to have a more qualified pool of available local workers. Thus, involvement in
the Compact has been driven in large part by business economics, and the achievement of
Compact goals is, in many senses, a “win-win” situation. Boston public school students get
a better education and Boston industry gets better workers.

The Compact has been re-signed two times since 1982, and is scheduled for revisiting
in 1999. It has many goals, but one that has proven particularly effective is its commitment
to a concept known as School-to-Career. This program was the model for, and was initially
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funded by, the federal government’s school-to-work legislation signed in 1994. Now,
however, it is funded by the state of Massachusetts and the Boston Public School
System. Under the direction of the local Private Industry Council (PIC) and the school
system, this program helps students link schoolwork with career success.

The PIC’s program offers high school students paid internships in particular business
areas—medical technology or financial services, for example—and requires that the
high school curriculum be redesigned to take advantage of these real world learning expe-
riences. Students learn the relevance of biology or geometry in a much more hands-on
way when they see what they have learned in the classroom in action in the workplace.
The interdisciplinary knowledge required for success at the workplace encourages
teachers to work in teams that focus on career needs. Many Boston high schools are now

creating smaller learning communities oriented around particular businesses and calling
them career pathways. This more focused environment has the natural outcome of increasing
attention to the individual student. In addition, PIC employees provide a connection between
employer and student, increasing adult attention to the student even further. Teachers
become aware of workplace needs, often through summer programs and on-site visits, and
they are encouraged to adjust curricula to the standards of employers.
The School-to-Career program is labor intensive and expensive. Boston alone spends over
$2 million per year for staff to recruit businesses and place students. But the results are
impressive. A case in point is the experience of over 50 School-to-Career students who have
held internships at the New England Medical Center in recent years. Largely minority, inner-
city students of Boston public high schools, all of these program participants have gone on to college
or university training, compared with fewer than 60 percent of their high school peers. And many
of them continue to work at New England Medical Center, reflecting again the win-win aspects of
this program. School-to-Career students, as measured by data from the Boston public school system,
are also absent less frequently and get better grades. As a result of the program, they see the connection
between education and work and come to the realization that higher skills equate with better jobs and
higher income.

Some have argued that School-to-Career programs run the risk of “dumbing-down” the high
school experience with a focus on technical education rather than the liberal arts. This view simply
does not square with the experience in Boston. By lending relevance to students’ educational experi-
ences, and responding to the needs of many to have a hands-on educational experience as well as a strictly
academic one, School-to-Career programs stimulate intellectual development and seem to increase the
likelihood that students will continue their schooling. The thinking, writing, and analytical skills
developed in a liberal arts curriculum are enhanced, not lessened, by application in the world of work.

By promoting the skills development and earnings potential of young people at risk of falling
into a pattern of low-wage jobs, School-to-Career programs help to reduce future earnings inequality.
They are also an important tool for generating economic growth and development. There is concern
both in New England and in other areas of the country that prospects for future growth could be reduced
by a shortage of skilled workers. It is important to realize that the shortage is more than just a phenomenon
related to the current strong state of the economy. Demographics suggest the work force will be growing
relatively slowly in the future. Thus, it is particularly important that the new entrants into the work force
be equipped with the flexible skills needed to fill the technically complex and information-intensive jobs
being generated by technological innovation.
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Programs like Boston School-to-Career, even on a vastly increased scale, are not a cure-all for the
problem of earnings inequality. But one must realize that no simple solution exists. Expansion of programs
like School-to-Career is one reasonable step that can be taken to reduce future earnings inequality and
increase the supply of skilled workers. In combination with other policies, such as increased financial
aid for college students from low-income families or enhanced training opportunities for older workers,
for example, School-to-Career can have a substantial impact.

Concluding Thoughts

Growing income inequality could undermine the quality of life in the United States and affect
the pace of economic growth. While specific monetary policy action is not a tool suited to addressing
this problem, other policies and practices can help. These ideally will involve a mix of public sector
and private sector efforts, both to enhance the earnings potential and labor market opportunities of
those who are at risk of falling into (or staying in) the bottom of the earnings distribution and to provide
a better pool of labor for local businesses. Boston’s involvement in its School-to-Career program has
been convincing as to the promise of this approach, but other strategies are also worthy of further
study and consideration. We hope that this essay will help to spark more debate about what policies
and programs should be implemented or expanded. It is especially important that members of the
business community join this debate and increase their efforts to enhance the skills development of
young workers. Our prospects for future economic growth depend critically on the availability of
skilled workers.

Articles used for this essay that you may want to read:
Journal of Economic Perspectives symposium on wage inequality,
volume 11, number 2, Spring 1997:

Peter Gottschalk, “Inequality, Income Growth, and
Mobility: The Basic Facts,” pp. 21-40.

George E. Johnson, “Changes in Earnings Inequality:
The Role of Demand Shifts,” pp. 41-54.

Robert H. Topel, “Factor Proportions and Relative \Wages:
The Supply-Side Determinants of Wage Inequality,”
pp. 55-74.

Nicole M. Fortin and Thomas Lemieux, “Institutional
Changes and Rising Wage Inequality: Is There a
Linkage?” pp. 75-96.

Special Issue on Spatial and Labor Market Contributions to
Earnings Inequality, Federal Reserve Bank of Boston, New
England Economic Review, May/June 1996.

Stuart E. Wiener and Stephen A. Motto, “Income Inequality: A
Summary of the Bank’s 1998 Symposium,” Federal Reserve
Bank of Kansas City, Economic Review, Fourth Quarter 1998,
pp. 5-12.
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1998 BANK

HIGHLIGHTS

As an integral part of the Federal Reserve System, the Federal Reserve Bank of Boston’s major responsibilities fall into

three principal categories: economic research and monetary policy, supervision and regulation of banking organizations,

and the provision of financial services to banking institutions. The Bank’s activities and undertakings in these areas are

carried out with the high degree of public purpose and commitment that is the proud tradition of the Federal Reserve

System. This section describes some of the Bank’s 1998 achievements in each of its major areas of responsibility.

Economic Research and Monetary Policy

The Bank’s staff of research economists has the
primary responsibility of supporting the President’s mem-
bership on the Open Market Committee. In that regard, in
1998 analysis of economic conditions and forecasting
future trends were particularly demanding. Domestic and
foreign financial markets experienced considerable turmoil
in the wake of severe economic downturns in Southeast
Asia and Japan. Moreover, while real domestic economic
conditions have seldom been as favorable, these condi-
tions challenged settled assumptions about the impact of
labor market constraints on the overall economic picture.
At the same time, the Bank’s research economists focus
considerable effort on exploring topics of concern to policy
makers more broadly. In particular, during 1998 topics
related to systemic risk, and to financial institutions and
markets and their links to the real economy were
addressed, and several articles were published, either by
the Bank or in economic journals. Much of the Bank’s
research had an international dimension, and our econo-
mists were in demand to share their technical expertise
with a number of foreign authorities, including those in
Japan, Lithuania, Australia, and Palestine.

The Bank sponsored two economic conferences in
1998. The well-attended annual spring conference
addressed the causes of business cycles and whether and
how such cycles may occur in the future. A second con-
ference examined the sources of New England’s economic
growth during various historical periods. The Bank con-
tinued to publish its respected economic journal, the New
England Economic Review, and its informative and engaging
Regional Review—both of which enjoy a large and diverse
circulation. The Bank’s economists are in wide demand
as speakers and experts on a variety of regional and
national economic issues.

Supervision and Regulation

Contributions to Federal Reserve System projects
and initiatives lead the list of key accomplishments in the
Supervision and Regulation area in 1998. The core com-
petencies the Bank has developed, most notably in capital
markets, insurance, CRA, and mutual funds, enhance
the Bank’s knowledge of the New England economy and

ensure that national supervisory policy takes account of
the region’s financial business. Our supervisory compe-
tencies were shared in various System forums. These
include chairing the System’s Committee on Nonbank
Financial Institutions; leading a Systemwide project to
develop examiner guidance on insurance activities in
banking organizations; developing a training program in
insurance analysis; chairing responsibilities for all
System capital markets courses; designing a course cur-
riculum for the System’s applications school; co-managing
the System’s global custody project; and contributing
significantly to System risk analysis projects. Of course,
Y2K supervisory review and contingency activities were
also a major focus in 1998, as is discussed more fully
below. Internally, the analytical skills and breadth of
knowledge of our supervision and regulation staff were
applied to several projects in other functional areas of
the Bank.

Financial Services

The Bank made significant contributions to payment
system leadership at both the national and local levels.
The Reserve Banks' payments services are managed
nationally by a policy committee that includes three
Reserve Bank Presidents and two chief operating offi-
cers; Boston assumed the chairmanship of this
Committee early in 1998 and provided substantial support
for its activities. High priority activities included initiation
of a strategic planning effort which will culminate in an
integrated financial services and information technology
plan; concerted focus on renovation of systems, testing
with customers and other preparations for the century
rollover; and comprehensive review of the infrastructure
and performance measures that underpin the delivery of
Reserve Bank payments services.

To improve the integrity and efficiency of the
nation’s payments system, the Bank undertook a number
of initiatives that encourage the migration from check to
electronic payments. Working with the New England
Automated Clearing House Association to promote the
use of electronic payroll deposits and bill payments, we
reached out to the public through various marketing
campaigns, including the placement of advertisements in
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areas such as the local subway and the region’s airports.
The Bank challenged itself to “practice what we preach” and
by year-end we were paying over 70 percent of our own
bills electronically. Experimentation with new technologies
is critical to accelerating the migration to electronic pay-
ments. In partnership with the U.S. Treasury, this Bank
supported pilot implementation of a new form of payment,
an “electronic check”, that uses the Internet and digital
signatures to pay selected government vendors.

Our work with the U.S. Treasury also provided an
opportunity to apply state of the art digital image tech-
nology to bring efficiencies and improved service levels to
the paper payments process. In 1998 the Bank completed
implementation of a national check image archive, which
supports truncation of government checks early in the
collection process and enables timely research of exception
situations and improved service for the public. Like the
banking industry, the Reserve Banks also are consolidating
functions to achieve processing efficiencies. The Federal
Reserve System chose Boston to be one of two consolidation
sites for processing the off-line funds and book-entry
securities transfers previously handled in twelve locations;
we completed this transition with improved service to
depository institutions.

OTHER SIGNIFICANT ACTIVITIES
Public and Community Affairs

The Bank also serves New England through a com-
bination of outreach efforts in the areas of economic
education, community economic development, and com-
munity partnership building. In the arena of economic
education, the Bank again sponsored the Fed Challenge,
an exciting competition in which high school students
participate in a mock Federal Open Market Committee
meeting. The program, which entails extensive study of
present day economic conditions and monetary policy
making by high school students, grew substantially in
1998—from a previous total of 15 teams to a record high
total of 29 teams from different high schools throughout
New England. As in the past, the regional winner went
to Washington to compete against finalists from other
Reserve Banks. Additionally, new economic education
programs were introduced for college academic clubs
and economic educators in 1998.

The Bank undertook two new partnership-building
initiatives in 1998. It hosted a well-attended symposium,
“Making It In the Mainstream,” that explored how com-
panies can build profitable business relationships with
minority entrepreneurs. It also sponsored, along with
several nonprofit organizations, a successful rural economic
development conference.

We initiated a new bankers’ forum program in
1998, in which the Bank’s senior management team traveled
to locations throughout New England to meet with
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groups of local bank directors and chief executives to
discuss topics of mutual interest. This outreach program
enables our management to get firsthand information about
the interests, concerns, conditions, and trends in our bank-
ing communities, and to share our perspectives as well.

Y2K Activities

The Bank has a wide scope of responsibility in
preparation for the century date change. As part of the
nation’s central bank, we are focused not only on our
own readiness, but also on the readiness of financial
markets nationally and internationally, and the readiness
of the broad financial services industry. As a bank regu-
lator, we are concerned about the readiness of banking
institutions in our District. As a financial services
provider, we are looking to ensure that our own systems,
and those of our customers, are ready for the century
change and tested, and that we stand ready to meet the
possible cash needs of banks and their customers.

A significant number of staff throughout all areas of
the Bank are involved in our comprehensive efforts to help
make sure that the Bank, the Federal Reserve System, and
the banking community will be ready when the century
date change occurs. Throughout 1998, extensive planning,
testing, and outreach took place. Our own systems for pro-
viding depository institution services have been fully
modified and tested, and by the end of the year over 80 per-
cent of institutions that have electronic connections with
the Bank had tested their new interfaces with us.
Additionally, we engaged in several significant outreach ini-
tiatives in 1998. The Bank organized a Y2K forum for New
England’s leading mutual funds, insurance companies, and
banks to share best practices and to identify opportunities
for working together to resolve concerns of mutual interest.
Senior bank management made many visits to and appear-
ances before the banking community, trade associations,
public utilities, other business groups, and the media to help
ensure that proper attention and resources are being given
to Y2K readiness efforts. By mid-year, our bank examiners
had completed the first phase of the FFIEC’s supervisory
Y2K program by examining institutions within our juris-
diction to make sure they had adequate awareness and
assessment of their respective Y2K needs. Following the
preliminary assessment examinations, banks were again
examined to ensure that they were making sufficient
progress in their Y2K compliance efforts.

By year-end, Y2K efforts were increasingly being
directed to contingency planning, and to managing the
events of the critical changeover period. We are increas-
ingly confident that our systems and those of the banks
and thrifts that do business with us will make a successful
transition, but achieving that will require constant effort
in 1999.



SUMMARY OF OPERATIONS

1998 1997
Daily Daily Dollar Daily Daily Dollar
Average Value of Average Value of
Services to Depository Institutions Volume Transactions Volume Transactions
Funds Transfer* 52,609 transfers $ 144.2B 43,062 transfers  $ 130.2B
Automated Clearing House
Commercial ACH items originated 703,210 items  $ 1.40B 582,486 items $ 1.2B
Government ACH items originated 1,726 items $ 6.1M 1,470 items $ 5M
Cash Operations
Cash Shipped 7.2M notes $102.6M 6.9M notes $ 96.2M
Cash Received 6.9M notes $ 95.4M 6.5M notes $ 90.0M
Services to the US Treasury
Electronic Book Entry Securities 9,692 transfers  $ 126.3B 8,465 transfers  $ 111.3B

Check Processing (Commercial)(Revenue producing items only)

Total Volume 4.0M checks $ 3.3B 3.9M checks $ 3.1B
Processed Volume 3.3M checks $ 29B 3.2M checks $ 27B
Fine Sort Volume 0.6M checks $ 0.30B 0.58M checks $ 03B
Processed Volume 39,379 checks $ 0.04B 39,614 checks $ 0.04B

Effective 11-97 Government checks were sent to Central Site (Philadelphia) for processing.

"Includes work performed as a System consolidation site for processing off-line wholesale payments, beginning in
September 1998.

20



William C. Brainard (Chairman)
Professor of Economics
Yale University

William O. Taylor
(Deputy Chairman)
Chairman Emeritus, The Boston Globe

Stephen L. Brown

Chairman and Chief Executive Officer

John Hancock Mutual Life Insurance
Company

Marshall N. Carter
Chairman and Chief Executive Officer
State Street Bank and Trust Company

Edwin N. Clift
President and Chief Executive Officer
Merrill Merchants Bank

Edward M. Dugger 111
President and Chief Executive Officer
UNC Partners

Robert R. Glauber
Adjunct Lecturer
John F. Kennedy School of Government

James J. Norton
President, Graphic Communications
International Union

G. Kenneth Perine
President and Chief Executive Officer
National Bank of Middlebury

ALsSO PICTURED:
Cathy E. Minehan
President

Paul M. Connolly
First Vice President

William M. Crozier, Jr.
Federal Advisory Council Member



NEw ENGLAND ADVISORY COUNCIL

ALSO PICTURED:

Paul M. Connolly,
First Vice President and

William N. McDonough,

Executive Vice President

-

Henry Bessel
President

Nutmeg Federal Savings
and Loan

Agnes Bundy-Scanlan
Senior Vice President
Fleet Bank

James Campen
Associate Professor of
Economics,University of
Massachusetts, Boston

Michael Finnegan
Community Development
Officer, Key Bank of Maine

Cindy Foley

Executive Director, Franklin
County Community
Development Corporation

Evelyn Friedman-Vargas
Executive Director
Nuestra Communidad
Development Corporation

Thomas M. Guerino
Executive Director
University of
Massachusetts, Amherst

Paul McCraven
Vice President
New Haven Savings Bank

Patrick J. McGuigan
Executive Director
The Providence Plan

Clara Monier
Executive Director

New Hampshire Housing
Finance Agency

Ronald L. Phillips
President
Coastal Enterprises, Inc.

Gustave Seelig
Executive Director
Vermont Housing and
Conservation Fund

Felix M. Torres
Executive Director
Neighborhood Housing
Services

Chester E. Homer
(Chairman)

President

Shawnee Peak Ski Area

Ray W. Allen
Owner, Allenholm Farm

Joan Wallace-Benjamin
President and Chief
Executive Officer

Urban League of Eastern
Massachusetts

Maxine Brandenburg
President, Vermont
Business Roundtable

Bruce D. Clow
President and Chief
Executive Officer
Laconia Savings Bank

Pamela A. Crandall
Chairperson and Chief
Executive Officer
Ashaway Line & Twine
Manufacturing

Albert B. Glickman,
Real Estate Developer
and Investor

Louis S. Harvey
President, Dalbar, Inc.

Howard Kilguss
President, Excel
Manufacturing Company

Shepard Lee
Chairman
The Lee Auto Malls

Joseph W. Nigro, Jr.
General Agent/Secretary-
Treasurer, Boston Building
and Trades Council

James C. Smith
Chairman and Chigf
Executive Officer
Webster Bank

Richard Stammer
President and Chief
Executive Officer
Cabot Creamery

Michael Swack
Director, Community
Economic Development
Program, New Hampshire
College

Carol P. Wallace
President and Chief
Executive Officer
Cooper Instrument
Corporation

James Brett (Advisor)
President
The New England Council

COMMUNITY DEVELOPMENT ADVISORY COUNCIL

ALSO PICTURED:

Richard Walker,
Assistant Vice President

22



Cathy E. Minehan
President and Chief Executive Officer

Paul M. Connolly
First Vice President and Chief Operating
Officer

William N. McDonough
Executive Vice President and General
Counsel

Lynn E. Browne
Senior Vice President and Director of
Research

Thomas E. Cimeno, Jr.
Senior Vice President

Thomas E. Gagnon
Senior Vice President

Sarah G. Green
Senior Vice President

Robert K. LaRocca
Senior Vice President

Katharine L. Bradbury
Vice President and Economist

Robert M. Brady
Vice President

Richard M. Burns
Vice President

Cynthia A. Conley
Vice President, Associate General
Counsel and Acting Secretary

Marshall F. D’Avanzo
Vice President

Claire M. Desjardins
Vice President

James R. Fitzgerald
Vice President

Mary E. Fothergill
Vice President

Jeffrey C. Fuhrer
Vice President and Economist

Gerald J. Giaccai
Vice President

Joan M. Gibbons
Vice President

Katharine Gibson
Vice President

OFFICERS

John R. H. Kimball
Vice President and Associate General
Counsel

Richard W. Kopcke
Vice President and Economist

Linda K. Kopec
Vice President

Linda J. Mahon
Vice President

Roland H. Marx, Jr.
Vice President and General Auditor

James McEneaney
Vice President

Edward A. Romkey
Vice President

Eric S. Rosengren
Vice President and Economist

E. Philip A. Simpson, Jr.
Vice President

William J. Spring
Vice President

Geoffrey M.B. Tootell
Vice President

Stephen G. Trebino
Vice President

Curtis L. Turner
Vice President

Steven M. Whitney
Vice President

Robert Augusta, Jr.
Assistant Vice President

Alan Bloom
Assistant Vice President

James S. Cunha
Assistant Vice President

Amina P. Derbali
Assistant Vice President

Brian L. Donovan
Assistant Vice President

Jonathan S. Fine
Assistant Vice President

Christopher J. Gale
Assistant Vice President

23

Peter F. Genevich
Assistant Vice President

Jane A. Goubeaux
Assistant Vice President

Dexter S. Holt
Assistant Vice President

Yolanda Kodrzycki
Assistant Vice President and Economist

Thomas L. Lavelle
Assistant Vice President
and Public Information Officer

Jane S. Little
Assistant Vice President and Economist

Paul J. Malloy
Assistant Vice President

Leah Maurer
Assistant Vice President

Kevin J. McCabe
Assistant Vice President

James T. Nolan
Assistant Vice President

David K. Park
Assistant Vice President
and Assistant General Counsel

David Plasse
Assistant Vice President

Susan E. Rodburg
Assistant Vice President

Colby Rottler
Assistant Vice President

Krista M. Shields
Assistant Vice President

Robert Tannenwald
Assistant Vice President and Economist

Kristine Van Amsterdam
Assistant Vice President

Richard C. Walker Il1
Assistant Vice President
and Community Affairs Officer

Marilyn E. Weekes
Assistant Vice President

Anna M. Wong
Assistant Vice President
and Assistant General Auditor









The Federal Reserve System is responsible for formulating and implementing U.S. monetary policy. It also
supervises banks and bank holding companies, and provides financial services to depository institutions and to
the federal government. The Federal Reserve Bank of Boston is one of 12 regional Reserve Banks in the United
States that, together with Board of Governors in Washington, D.C., comprise the Federal Reserve System. The
Federal Reserve Bank of Boston serves the First Federal Reserve District. The First District includes all of

New England except Fairfield County, Connecticut.

For additional copies contact:
Publications | Federal Reserve Bank of Boston | P.O. Box 2076 | Boston, MA 02106-2076 | www.bos.frb.org



