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The American dream rests

on the foundation of full participation

in sound, competitive financial markets.
The Federal Reserve Bank of Chicago
works to help ensure

financial empowerment for citizens

in the Seventh Federal Reserve District
through its research, consumer education,
and community programs.
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Ask most people what the Federal Reserve
does and they mention setting interest rates.
The Fed’'s monetary policy activities are
well known these days, which is appropriate
because they are so important. Yet the Fed
plays a key role in other areas that have a
powerful impact on individuals’ lives. One
of these lesser-known but important roles for
the Chicago Fed is the subject of this annual
report: fostering “financial empowerment.” The
Chicago Fed's 2100 employees—including
economists, customer service representa-
tives, bank examiners, and operations staff—
work in a variety of ways to help provide an
environment in which financial empowerment
can flourish.

What does financial empowerment mean?
| would define it as ensuring that all individuals
have an opportunity to participate fully in
sound, competitive financial markets. There
are two aspects to financial empowerment:
assuring adequate information for all parties,
and providing an infrastructure that supports
good-faith transactions and mutual trust.

Information and trust form the foundation
of our free-market economy. Information is

the fuel that powers competition. Buyers and
sellers need adequate information to make
rational economic decisions. Trust is also a
necessity for an economic system based on
mutually beneficial exchange. “Without mutual
trust, and market participants abiding by a
rule of law, no economy can prosper,” Fed
Chairman Alan Greenspan once stated. “Our
system works fundamentally on individual fair
dealing.” Providing information and education
and promoting trustworthy transactions help
to ensure that all individuals have an oppor-
tunity to be full market participants.

The Fed provides the foundation for
financial empowerment through its monetary
policy, supervision and regulation, and finan-
cial services activities. As a policymaker, the
Federal Reserve promotes a healthy growing
economy with price stability. As a provider of
financial services, the Fed helps ensure the
safety and efficiency of the payments system.
And as a supervisor and regulator, the Fed
fosters a sound banking system. The Federal
Reserve's responsibilities in this area include
ensuring the fair and equitable treatment
of consumers in their financial transactions,

ruling on applications from banks seeking to
merge or buy another bank, and working with
banks and community groups to encourage
local economic development.

The Chicago Fed also contributes in a
more direct way to financial empowerment
through its research efforts, outreach initia-
tives, and community programs. You'll see
in these pages how Chicago Fed research
on banking and finance supports effective,
informed decision-making by policymakers,
business leaders and community groups.

In particular, the report highlights a collab-
orative research effort by the Chicago Fed
and the University of Chicago, which focuses
on the use of mainstream financial markets
in ethnic neighborhoods.

The report also describes the Bank's
various outreach efforts, including Project
Money$mart, a major new initiative designed
to increase financial literacy. Forming partner-
ships is another strategy for achieving financial
empowerment. One example is the Bank's
partnership with the U.S. Treasury to address
the challenges faced by those who do not
have a bank account. The Chicago Fed has
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also been a leader in developing innovative
partnerships in both urban and rural areas to
encourage community and economic devel-
opment. As part of this effort, the Bank has
served as a catalyst in bringing together a
broad range of key players involved in the
lending process. Through these initiatives,
the Bank has helped to eliminate barriers
affecting the ability of creditworthy customers
to obtain small business and mortgage loans.

Why is financial empowerment so impor-
tant? Access to credit and financial services
is essential to business owners, prospective
entrepreneurs, and families because it pro-
vides them with the ability to build their dreams
as full and active participants in the economy.
The benefits are not limited to individuals.
Financial empowerment also promotes eco-
nomic vitality in neighborhoods, a key factor
in community development.

Of course, fostering full and active
participation does not mean inappropriately
influencing an individual's financial decisions.
Nor does financial empowerment mean that
depository institutions should make unsound
loans or not make a profit in providing ser-
vices. Yet there are many consumers who
could make better financial decisions if they

were better informed. And there are many
underserved markets that offer business
opportunities for lenders. Ensuring that all
individuals have an opportunity to be full
participants in sound, competitive financial
markets provides important benefits for con-
sumers, businesses, and for the economy
as a whole.

The Chicago Fed had another successful
year in 2000, as indicated by the listing of
key accomplishments on pages 16-17. The
Bank's success reflects the hard work and
commitment of our staff and the leadership
and counsel of our directors in Chicago and
Detroit. | would like to thank our staff and
our directors for their dedication. | would like
to extend my special appreciation to Lester
McKeever and Verne Istock, who have
completed their service as directors on
the Chicago board. The Chicago Fed has
benefited tremendously from the support
and leadership of Verne as well as Lester,
who provided especially noteworthy service
as the Bank’s chairman for three years.

Finally, | would like to welcome William
Osborn and W. James Farrell to the Chicago
board. Each brings important knowledge and
experience to our board deliberations.

While 2000 was a year of achievement
for the Bank, it was marked by a very sad
event for the Chicago Fed family—the tragic
death of Nancy M. Goodman. Nancy was
senior vice president in charge of Community
and Corporate Affairs and a member of the
Management Committee when she passed
away on May 31st. She was a valued
colleague and trusted adviser to me and
many others at the Chicago Fed. Nancy
will be greatly missed, but she leaves a
legacy as an outstanding communicator and
exceptional leader.

Thanks to the efforts of dedicated staff
such as Nancy, the Chicago Fed is well-
positioned to meet the challenges of 2001.
We will continue to be guided by our vision,
which reaffirms our mission to serve the
public interest, and commits us to set the
standard of excellence in the Federal Reserve
System and provide services of unmatched
value to our customers and stakeholders.
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MICHAEL H. MOSKOW
PRESIDENT AND CHIEF EXECUTIVE OFFICER
MARCH 20, 2001
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The Chicago Fed encourages financial
empowerment by conducting high-quality
research and analyses on a wide

variety of banking and finance issues.

Full participation in sound, competitive
markets is furthered when policymakers,
lenders, community groups, and others better
understand the complex issues related to
access to credit and financial services. The
Chicago Fed supports this need with scholarly
research and analyses on a wide variety of
banking and financial topics. The Bank has
examined such topics as how the Community
Reinvestment Act (CRA) influences lenders
and the impact of bank mergers on competi-
tiveness in geographic markets.

Given its CRA responsibilities, the Federal
Reserve has a particular interest in community
and economic development. To this end, the
Federal Reserve provides financial institutions,
community organizations and others with
information on the Community Reinvestment
Act, community development, and issues
related to credit access. On behalf of the
Federal Reserve System, the Chicago Fed
developed an innovative web resource,
the Consumer and Economic Development
Research and Information Center or CEDRIC
(Chicagofed.org/Cedric). This web site
provides a single source for finding research
on consumer and economic development
issues produced by the Federal Reserve
and others.

Lake Michigan

Downtown/Loop

Little Village

Chatham

Among the Bank’s efforts is research
on the use of mainstream financial markets
among specific racial or ethnic groups.
Researchers from the Chicago Fed in coop-
eration with researchers from the Center for
Urban Inequality at the University of Chicago
conducted surveys in two Chicago neighbor-
hoods: Little Village, a predominantly Hispanic
community, and Chatham, a predominantly
Black community. This research focused
on ethnic/racial differences in the use of
financial services by households and access
to credit for small-business owners, provid-
ing important insights not often captured in
nationwide studies.

RESEARCH BY THE CHICAGO FED AND THE UNIVERSITY OF CHICAGO PROVIDED IMPORTANT INSIGHTS ON HOW
HOUSEHOLDS AND SMALL BUSINESSES IN ETHNIC NEIGHBORHOODS OBTAIN CREDIT AND USE FINANCIAL SERVICES. 04
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SOURCE OF FUNDS (AVERAGE PROPORTION) USED FOR
BUSINESS START-UPS IN CHATHAM AND LITTLE VILLAGE

Numbers may not total 100 due to rounding.

Credit Availability for Small Businesses

One issue the researchers studied is whether
ethnic differences affected availability of credit
for small business owners or entrepreneurs
in these two Chicago neighborhoods. They
looked at ethnic differences in the use of
formal financing from financial institutions as
well as informal financing, such as loans or
gifts from family, friends, or business asso-
ciates. The results showed that for the two
neighborhoods combined, only about 11
percent of the funds needed to start a firm
were from formal sources. Sixty-four percent
of start-up funds came from personal savings
and about 19 percent from informal sources.

The study also compared levels of start-
up funding across ethnic/racial groups. After
adjusting for industry type and demographic
and human capital characteristics, the
researchers found statistically significant dif-
ferences in start-up funding among Hispanic
and Black owners of comparable small
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businesses. In particular, they found that
Black owners start their businesses with
only about half of the start-up funds used
by comparable Hispanic business owners.

The gap in start-up funding between
Black and Hispanic owners does not appear
to stem from differences in personal savings.
The research indicates that the gap is due
partly to Hispanic owners’ heavier use of
financing from non-personal sources such
as informal gifts or loans from family, friends,
or business associates.

Regarding on-going credit needs,
the research finds that Hispanic owners
working with a Hispanic supplier or a nearby
supplier results in more credit being obtained
by Hispanic-owned firms. No comparable
relationships are observed for the Black-
owned firms.

The research highlights the importance
of personal savings and of informal financing

PERCENT OF BUSINESS OWNERS OFFERED CREDIT BY
SUPPLIERS IN CHATHAM AND LITTLE VILLAGE

sources in meeting the need for start-up
funding for ethnic neighborhoods. The
research findings suggest that it may be worth
exploring innovative approaches to meeting
credit and capital needs that combine the
flexibility and informational advantages of
informal financing networks with the formal
sector’s ability to mobilize financial capital.
Community development financial institutions
and micro-lending pools are examples of
ways of combining the strengths of formal
and informal sources of capital.



Hispanic

PERCENT OF POPULATION WITHOUT A BANK ACCOUNT
Chicago Six-County Metropolitan Area

Financial Services Use and Homeownership

Using data from the neighborhood surveys
and from a survey of Chicago's six-county
metropolitan area, the researchers examined
the use of financial services and homeowner-
ship decisions made by minority consumers.
Consistent with figures reported for the
nation, the researchers found that roughly
10 percent of households in the Chicago
metro area do not have a banking account.
These households were significantly more
likely to be younger, to have lower income,
and to be less educated. In addition, house-
holds without a banking account were more
likely to consist of members of a minority
group and to reside in a low-income neighbor-
hood. The most common reasons cited for
not having or for closing a checking account
were high minimum balance or fees, not
writing enough checks, or not having enough
money to open an account. Households
without banking accounts, especially those

residing in low-to-moderate-income neighbor-
hoods, tended to meet their financial services
needs by using check-cashing establishments
such as currency exchanges.

The research indicates that educating
consumers about the benefits of using main-
stream financial-services providers will help
those without a banking account take advan-
tage of cost savings and build a long-term
relationship with a formal financial institution.
In addition, greater access to credit oppor-
tunities is likely to result from this important
relationship-building process.

The characteristics that significantly influ-
ence the homeownership decision in Chatham
and Little Village were household income,
education and, in the case of immigrants in
Little Village, years since migration to the U.S.
In addition, homeowners tended to have an
existing banking relationship more so than
non-homeowners.

Hispanic

PERCENT OF POPULATION WITH A SAVINGS ACCOUNT
Chicago Six-County Metropolitan Area

The research suggests that asset-building
initiatives, flexible home-loan programs,
and affordable housing programs may help
increase the level of homeownership. Com-
munity development lending initiatives, as
prescribed by the CRA, also can meet the
needs of lower-income and minority house-
holds seeking to purchase a home. Given
the fundamental importance of having an
established banking relationship prior to
homeownership, education efforts about the
home financing process and the benefits of
having a banking account may also foster
homeownership. These types of programs
and initiatives should enhance a household’s
ability to make informed financial decisions
as well as foster community economic
development and neighborhood stability.
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FINANCIAL EMPOWERMENT STARTS WITH A BANK ACCOUNT
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Through an innovative partnership

with the U.S. Treasury, the Chicago Fed is working
to raise awareness of and promote research on
consumers without a banking account.

For most of us, the first step to financial
empowerment is opening a bank account.
From there a world of financial services
opens up, including access to credit. Yet
an estimated 10 percent of the American
population does not have a checking or
savings account.

A Chicago Fed/U.S. Treasury initiative
is addressing the issues posed by having a
large number of individuals without a banking
account. For example, the U.S. government
pays more to make federal benefit payments
by check than by electronic payment. In
addition, those without a banking account,
often low- or moderate-income individuals,
face an unnecessary financial burden. Most
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of those without a bank account turn to check
cashing operations to pay bills—where fees
are higher than what banks charge. These
fees can be significant, especially for those
on a limited income. The Treasury estimates
that the average lifetime cost of all such

charges for low-income individuals is $15,000.

The non-monetary costs of not having
a bank account also contribute to the chal-
lenges faced by low- and moderate-income
individuals. Not only are they less able to
access credit, they have more difficulty
gaining the financial skills that come from
working with a bank, including using credit.

The Chicago Fed is working with the
U.S. Treasury to promote research on and
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understanding of this issue. A key initiative
in 2000 was developing a web site at
Chicagofed.org to foster the sharing of
information on resources, pilot programs,
and research.

The web site includes an annotated
and searchable bibliography that is being
expanded to include abstracts describing
each entry and available Internet links to
the document. The site uses non-technical
language to ensure that these documents
are useful for a broad audience, including
bankers. In the future, the web site will be
used to promote additional Fed outreach
such as conferences and other initiatives.

HAVING AN ESTABLISHED RELATIONSHIP WITH A DEPOSITORY INSTITUTION CAN HELP AVOID PROBLEMS IN MAKING MAJOR CREDIT DECISIONS SUCH AS REFINANCING A HOUSE.

THE LOPEZ FAMILY ENJOYS THEIR HOME AFTER WORKING WITH NEIGHBORHOOD HOUSING SERVICES (NHS) TO RESOLVE IRREGULARITIES THEY ENCOUNTERED WHEN THEY REFINANCED.
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