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Chapter 2 

Expenses of the Federal Reserve System 

This chapter examines the expenses of 
the Federal Reserve System as a whole 
in order to give an overview of the 
System's major functions and the ex-
penses incurred in supporting them. 
The expenses of the Federal Reserve 
Banks and the Board of Governors 
taken together are presented for four 
main operational activities: monetary 
and economic policymaking, supervi-
sion and regulation of financial insti-
tutions, services to financial insti-
tutions and the public, and services to 
the U.S. Treasury and government 
agencies. Each of these functions is 
described briefly to set the stage for 
the detailed discussion of Reserve 
Bank and Board expenses in chapters 
3 and 4. 

Separate appendixes to this chapter 
discuss the Federal Reserve's expenses 
for printing currency, a charge from 
the Bureau of Engraving and Print-
ing; System capital outlays;1 System 
sources and uses of funds; and the 
auditing to which the System is sub-
ject. 

The Reserve Banks and the Board 
of Governors all use the calendar year 
as the basis for planning, budgeting, 
and control. Although the budget 
processes differ for the Board and the 
Banks, all the budgets, along with 
Federal Reserve currency costs, are 
presented to the Board of Governors 
for review and approval in accor-
dance with rigorous accountability 
procedures and with the Federal Re-
serve Act. The procedures for the Re-

1. The System follows generally accepted ac-
counting principles and thus capitalizes and de-
preciates major capital assets. 

serve Banks are discussed in appendix 
3.A, and those for the Board are dis-
cussed in appendix 4.A. 

Overview of the System 
Within the total of all costs of the 
Federal Reserve System under the 
1986 budget, the Board accounts for 
6.0 percent, the Federal Reserve Dis-
trict Banks taken together for 81.1 
percent (chart 2.1). 

Chart 2. / 
Budget for the Federal Reserve 
Board and Banks. 1986 

Board 6.0% 

Reserve 
Banks 81.1% 

Trends in Expenses and 
Employment 

Over the 10 years 1977-86, total ex-
penses of the Board and the Banks 
are expected to increase at an average 
annual rate of 6.9 percent in current 
dollars and 0.8 percent when adjusted 
for inflation. Over the same period, 
System employment is expected to de-
crease 1,585, or 6.0 percent. 

In constant dollars, System ex-
penses actually decreased 2.3 percent 
a year on average between 1976 and 
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5 Federal Reserve System Expenses 

Chart 2.2 
Expenses o f the Federal Reserve 
System, 1976-86 

Billions of dollars 

— .5 
Constant 1972 dol lars 

1976 1981 1986 

1979, reflecting significant efficien-
cies from automation and a multiyear 
program to control costs (see chart 
2.2). The passage of the Depository 
Institutions Deregulation and Mone-
tary Control Act of 1980 raised ex-
penses dramatically in the years 1980 
to 1983 because reserve requirements 
were imposed for the first time on all 
depository institutions and the System 
was required to put in place the pro-
cedures necessary for charging for its 
services to financial institutions. The 
slightly higher rate of increase em-
bodied in the 1985 estimate and the 
1986 budget reflects special efforts to 
strengthen supervision and regulation 
of banks and bank holding com-
panies, programs to improve the pay-
ments mechanism, a Systemwide im-
provement in automation, and a 
developmental effort for the Treasury 
Department to achieve long-term effi-
ciency for public-debt functions. 

Table 2.1 shows the budgeted and 
actual expenses of the Federal Re-
serve System in 1984, budgeted and 
estimated expenses in 1985, and 
budgeted expenses for 1986. Actual 
Federal Reserve expenses totaled a lit-
tle more than $1.1 billion in 1984; 
they are estimated at $1.2 billion in 
1985, a 5.1 percent increase over 

1984, and at $1.3 billion in 1986, a 5.5 
percent increase over the 1985 esti-
mate. In 1984, the expenses of the Re-
serve Banks and of the Board of Gov-
ernors were below their approved 
budget levels; in 1985, they matched 
the budget almost exactly.2 

The increases in System expenses in 
1985 and 1986 reflect modest in-
creases in salaries and benefits to 
meet the objectives noted above that 
are offset by savings from efforts to 
contain costs. 

Total Federal Reserve employment 
has declined on balance over this 
same period, 1976-86 (see chart 2.3). 
Between 1976 and 1979, employment 
declined 2,081, or 7.8 percent. But 
the initial adjustment to the Mone-
tary Control Act in 1980 and 1981 re-
quired an increase in employees to 
handle the increase in data reporting, 
the maintenance of thousands of new 
accounts, and the establishment of 
new pricing and billing procedures. 
After that, significant losses in volume, 
largely in check processing, resulted 
in declines in employment in 1982 and 
1983 that more than offset the in-
creases of the previous two years. 
Employment is expected to rise slight-
ly in 1985 and 1986 primarily because 
of special efforts in the area of super-
vision and regulation and improve-
ments in the payments mechanism. 

Net System Expenses 

Table 2.2 shows net System expenses 
for 1984-86 after reimbursement by 
the Treasury and other government 
agencies for services and recovery of 
costs through fees imposed on deposi-

2. The System views budgets as targets that, 
if realistic, have some margin for error either 
way. Close monitoring during the budgetary 
control phase provides management informa-
tion that allows for corrective action. 
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6 Federal Reserve System Expenses 

Table 2.1 
Total Expenses of the Federal Reserve System and Cost of Currency, 1984-861 

Millions of dollars, except as noted 

Entity and 
type of expense 

1984 1985 
1986 

Budget 

Percent 
change, 
1985-86 

Entity and 
type of expense Budget Actual Budget Estimate 

1986 
Budget 

Percent 
change, 
1985-86 

Reserve Banks2 1,086 1,068 1,122 1,120 1,182 5.5 
Personnel 671 664 698 699 733 4.8 
Nonpersonnel 415 403 424 421 450 6.7 

Board of Governors3 784 77 82 82 87 5.4 
Personnel 57 57 60 60 61 2.2 
Nonpersonnel 21 20 22 22 26 13.0 

Total System expenses 1,164 1,145 1,204 1,203 1,269 5.5 
Personnel 728 721 758 759 793 4.5 
Nonpersonnel 436 423 446 443 476 7.4 

Federal Reserve currency5 195 163 174 174 187 7.4 

1. Details may not add to totals because of rounding. 
2. For detailed information see chapter 3. 
3. For detailed information see chapter 4. 
4. The Board of Governors did not depreciate assets 

before 1985, and the budget estimate has been ad-
justed to reflect the subsequent inclusion of deprecia-
tion during 1984. 

5. For detailed information see appendix 2.A. 

tory institutions for use of the pay-
ments-mechanism services the System 
provides. 

Reimbursements for Federal Re-
serve operating expenses are received 
primarily from the Treasury for ser-
vices that the Reserve Banks perform 
as fiscal agents of the U.S. govern-
ment, as discussed below. The pro-
jected increase in reimbursements re-
flects a new service for the Treasury, 
the direct access book-entry system 

Chart 2.3 
Employment in the Federal Reserve 
System, 1976-86 

Thousands of persons 

28 

24 

• ' I I I I l i l t 
1976 1981 1986 

1976-84 employment data from internal assessment 
study. 

(T-DAB), to be inaugurated in mid-
1986 (described at the end of this 
chapter), and a change in accounting 
treatment for the commercial book-
entry service (a reimbursable fiscal 
service beginning in October 1985). 
The change in recovery of costs for 
priced services reflects modest in-
creases in personnel and other costs. 

Revenue from priced services, re-
ported in table 2.3, reflects projec-
tions of small growth in volume and a 
few minor price increases. 

Major Operational Areas 

In 1977, the Federal Reserve Banks 
implemented the Planning and Con-
trol System (PACS), a sophisticated 
program of budgeting and cost ac-
counting. PACS segregates Reserve 
Bank expenses into the four major 
service lines discussed below. Under 
PACS, all support and overhead 
costs are fully distributed or allocated 
to these service lines. For presentation 
purposes, data for the Board's budget 
and expenses have been aligned with 
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7 Federal Reserve System Expenses 

Table 2.2 
Expenses of the Federal Reserve System Net of Recoverable Expenses, 1984-86 
Millions of dollars, except as noted 

Item 1984 
Actual 

1985 
Estimate 

1986 
Budget 

Percent 
change, 
1985-86 

Total System expenses 1,145 1,203 1,269 5.5 
Less: 

Operating expenses reimbursable 
92 107 16.5 by prearranged agreements 84 92 107 16.5 

Operating expenses recovered 
476 494 3.8 from priced-service fees1 454 476 494 3.8 

Net System expenses 607 635 668 5.2 

1. Operating expenses include direct, support, and 
overhead expenses. Imputed costs that must be in-
cluded in fees for priced services are not part of 
operating expenses; these are interest on items credited 
before collection (float), and taxes that would have 

been paid and the return on capital that would have 
been provided had the services been furnished by a 
private business f i rm (the private sector adjustment 
factor, detailed in appendix 3.D). Details may not add 
to totals because of rounding. 

Table 2.3 
Revenue from Priced Services, 1985 and 19861 

Millions of dollars 

Service 
1985 1986 

Service Estimated Projected 

Funds transfer and net settlement 65.1 68.2 
Automated clearinghouse 22.5 26.8 
Commercial check 453.3 475.7 
Book-entry securities 24.5 8.1 
Definitive securities 7.5 8.7 
Noncash collection 14.1 14.7 

15.9 15.3 

Total, all services2 602.7 617.4 

1. Details m j y not add to totals because of rounding. 2. Does not include $111 mill ion of estimated reve-
Includes revenue offsetting both operating cost and nue from clearing balances held with the Reserve 
the PSAF. (See table 2.2, note 1.) Banks for the purpose of using priced services. 

the PACS functions of the Reserve 
Banks. The one exception is System 
policy direction, a function that is 
unique to the Board and not recog-
nized under PACS.3 Table 2.4 sum-
marizes the total expenses of the Fed-
eral Reserve System for each service 
line, and chart 2.4 shows the distribu-
tion of expenses. A description of 
each operational area and of expenses 
incurred follows. 

3. For data and a discussion of this subject, 
see table 2.4 and chapter 4. 

Monetary and Economic Policy 

The monetary and economic policy 
service line includes the activities of 
the Board and the Reserve Banks that 
support the formulation and imple-
mentation of monetary policy. The 
System has several tools to affect the 
availability and cost of money and 
credit. The Federal Open Market 
Committee (FOMC), comprising the 
seven Board members and five Re-
serve Bank presidents, meets every six 
weeks or so in Washington to set poli-
cies for System open market opera-
tions, the most important monetary 
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8 Federal Reserve System Expenses 

Table 2.4 
Expenses of the Federal Reserve System, by Service Line, 1984-861 

Mi l l ions o f dollars, except as noted 

Service line 1984 1985 1986 
Percent 

and entity Ac tua l Estimate Budget 1985-86 

Monetary and economic policy 150.9 149.8 155.6 3.9 
Reserve Banks 99.4 93.9 97.8 4.2 
Board o f Governors 51.5 55.9 57.8 3.4 

Supervision and regulat ion 162.9 175.1 193.9 10.7 
Reserve Banks 140.7 152.0 168.6 10.9 
Board o f Governors 22.2 23.1 25.3 9.8 

Services to f inancial institut ions and 
the publ ic 704.6 743.2 777.3 4.6 

Reserve Banks 701.5 740.0 773.9 4.6 
Board o f Governors 3.1 3.2 3.4 8.2 

Services to U.S. Treasury and government 
agencies by Reserve Banks2 126.3 134.6 141.9 5.4 

Total System expenses 1,144.6 1,202.6 1,268.7 5.5 
Reserve Banks 1,067.8 1,120.4 1,182.1 5.5 
Board of Governors 76.8 82.2 86.6 5.4 

1. Service lines are fu l ly costed, reflecting all sup-
por t and overhead allocations. 

The Board o f Governors service line, System pol icy 
direct ion, which is shown separately in chapter 4, has 
been allocated across service lines above. As a result 

the numbers in chapter 4 for the service lines are not 
the same as the ones listed in this table. 

Details may not add to totals because o f rounding. 
2. This service l ine is per formed only by the Federal 

Reserve Banks. 

policy tool. In addition, the Board is 
responsible for changes in reserve re-
quirements and must act on requests 
from the Federal Reserve Banks to fix 
discount rates. 

The System collects a vast amount 
of banking and financial data which 

Chart 2.4 
Expenses of the Federal Reserve System, 
by Service Line, 1986 Budget 

are used to help analyze conditions in 
the banking, money, and capital mar-
kets. This information flows through 
the Reserve Banks to the Board, where 
it is compiled and made available to 
the public for analyzing financial con-
ditions. The Board produces a variety 
of weekly and monthly statistical re-
leases on topics such as the monetary 
aggregates and exchange rates. 

The research staffs at the Board 
and the Reserve Banks regularly use 
this information about banking and 
financial markets, and other econom-
ic data collected by the federal gov-
ernment and private agencies, to as-
sess the state of the economy and the 
relationships between the financial 
markets and economic activity. In ad-
dition, they conduct longer-run eco-
nomic studies bearing on macro- and 
microeconomic questions at the re-
gional, aatianal and international 
levels. 

Monetary and 
economic policy 12.3% 

Supervision and 
regulation 15.2% 

Services to the U.S. Treasury 
and government agencies 11.2% 

Services to financial 
institutions and 
the public 61.3% 
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9 Federal Reserve System Expenses 

Also, in conjunction with the FOMC 
meetings, the staff prepares detailed 
economic and financial analyses and 
projections for the domestic economy 
and international markets as back-
ground for policy or tactical deci-
sions; at times they conduct special 
analyses and forecasts for the Com-
mittee. The Board staff regularly pre-
pares special reports and briefings for 
the Board, and Reserve Bank staffs 
do similar work for the senior officers 
and boards of directors of their Banks. 

In addition, economists and others 
working in the area of monetary and 
economic policy routinely analyze 
various sectors of the U.S. economy, 
as well as legislative and regulatory 
proposals on a broad variety of issues 
that may have an impact on monetary 
policy. From time to time congres-
sional committees call on the Board 
staff for special studies. Economists 
at the Reserve Banks undertake stud-
ies of their regional economies and 
prepare research papers about eco-
nomic and monetary policy for dis-
tribution to member banks and the 
public. 

For 1986, the budgeted cost for this 
service line is $155.6 million, com-
pared with estimated expenses in 1985 
of $149.8 million, an increase of 3.9 
percent. Reflected in the increase are 
projects at the Banks and the Board 
for processing and analyzing data in a 
more timely and effective way. Em-
ployment is expected to be flat at the 
Banks and to decrease at the Board. 

Supervision and Regulation 

The Federal Reserve System plays a 
major role in the supervision and 
regulation of banks and bank holding 
companies. This function is based 
primarily on responsibilities and pow-
ers contained in the Federal Reserve 

Act, the Banking Acts of 1933 and 
1935, the Bank Holding Company 
Act of 1956 (and amendments of 1966 
and 1970), and the Bank Merger Act 
of I960.4 

The Federal Reserve accomplishes 
its mission through a variety of activi-
ties, including onsite examinations 
and inspections of member banks and 
bank holding companies; offsite sur-
veillance and monitoring of financial 
institutions; review of applications for 
mergers, acquisitions, and changes 
in control; formal supervisory ac-
tions; and adoption and enforcement 
of regulations to carry out statutory 
directives.5 Beyond these mandated 
activities the supervisory process en-
tails ongoing oversight of the banking 
industry to ensure the overall safety 
and soundness of the financial sys-
tem. This broader commitment is re-
flected in the Federal Reserve's role 
as lender of last resort and in the Sys-
tem's presence in financial markets 
through open market operations.6 

4. The Federal Reserve is primarily responsi-
ble for the supervision and examination of state-
chartered member banks, while the Comptrol-
ler of the Currency oversees national member 
banks and the Federal Deposit Insurance Cor-
poration oversees nonmember insured banks. 
Representatives of these agencies, along with 
representatives of the Federal Home Loan Bank 
Board and the National Credit Union Adminis-
tration, form the Federal Financial Institutions 
Examination Council, a coordinating body for 
interagency examination policy. 

5. The Board's approval is also generally re-
quired for the conduct of activities that may be 
deemed permissible by the Federal Reserve for 
bank holding companies if they are "closely 
related to banking." Federal Reserve approval 
is also required for expansion of bank holding 
companies through acquisitions of banks or of 
nonbanking firms engaged in permissible ac-
tivities. Geographic limits on banking are en-
forced by these mechanisms. 

6. The Monetary Control Act of 1980 ex-
tended discount-window privileges to all de-
pository financial institutions with liabilities 
subject to reserve requirements. 
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10 Federal Reserve System Expenses 

Supervisory and regulatory activi-
ties are carried out by the Board and 
the Federal Reserve Banks. The Board 
is responsible for setting policy, and 
the Banks conduct examinations and 
implement other supervisory pro-
grams, which focus on management 
and asset quality and on overall earn-
ings, liquidity, and capital conditions. 
Information on the condition and in-
come of banks and bank holding com-
panies is periodically collected, pro-
cessed, and made available to the 
public. 

To carry out these responsibilities, 
in 1985 the Board and the Banks 
conducted an estimated 750 examina-
tions of state member banks, 1,600 
inspections of bank holding compa-
nies and their subsidiaries, and 2,300 
reviews of bank holding company 
applications. 

The Board enforces compliance by 
member banks with the major federal 
laws protecting consumers in their use 
of credit, such as the Truth in Lend-
ing Act, which requires disclosure of 
the full cost of borrowing, and the 
Equal Credit Opportunity Act, which 
prohibits discrimination in granting 
credit. Examinations of about 750 
banks are conducted each year. 

The Federal Reserve Board also 
maintains contact with the central 
banks of other countries and with 
organizations concerned with the in-
ternational monetary system. The 
Board's supervisory responsibilities 
extend to foreign operations of U.S. 
banks and, under the International 
Banking Act, to foreign bank opera-
tions in the United States. 

As table 2.4 shows, budgeted costs 
for this service line are $193.9 million 
in 1986, compared with estimated ex-
penses of $175.1 million in 1985. The 
increase is due largely to the Board's 
recently announced policy of intensi-

fying the supervision of state member 
banks and bank holding companies. 
Such action has been deemed neces-
sary in light of trends within the bank-
ing industry over the past several 
years, including the well-publicized 
increase in the number of failing and 
problem banks. 

Specifically, the Board has re-
sponded to these conditions by in-
creasing the frequency and scope of 
Federal Reserve onsite examinations 
and strengthening the procedures for 
reporting deficiencies to bank man-
agements and boards of directors via 
onsite meetings. These steps are in-
tended to promote early identification 
of problems in banking organizations 
and expeditious correction of weak-
nesses through more frequent and 
clearer communications between bank 
supervisors and boards of directors. 
To respond to the growing workload, 
the System will add an average of 180 
personnel to its supervisory staff in 
1986, and will improve training pro-
grams for examiners.7 

Services to Financial Institutions 
and the Public 
The Federal Reserve System not only 
is a major participant in the nation's 
payments mechanism but also con-
tributes to innovation and efficiency 
in that field. The payments mecha-
nism consists of systems designed to 
move funds among financial institu-
tions across the country. The Federal 
Reserve participates by distributing 
currency and coin, collecting checks, 
operating electronic funds transfer 
networks, and providing securities 
safekeeping and coupon collection 
services. Chart 2.5 depicts the growth 

7. For further discussion of System employ-
ment, see chapter 5. 
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11 Federal Reserve System Expenses 

in volumes and costs of these services 
for the years 1982-86. The automated 
clearinghouse, a form of electronic 
payments, has had the most rapid 
growth, having started from a low 
base in 1982. 

Since the implementation of the 
Monetary Control Act of 1980, Sys-
tem services have been available to 
all depository institutions and fees 
have been assessed for most of them. 
Two exceptions are the distribution 
of currency and coin, which is consid-
ered a unique central bank function, 
and the provision of Treasury book-
entry services. 

The Federal Reserve is responsible 
for ensuring that the economy has 
enough currency and coin to meet the 

Chart 2.5 
Percent Change in Cost and Volume of 
Federal Reserve Services to Financial 
Institutions and the Public, 1986 Budget 
from 1982 Actual 

Calculation of change is made in constant dollars. 

public's demand for cash. Sophisti-
cated, automated equipment is used 
to count currency, identify counter-
feit currency, and destroy currency 
that is unfit for circulation. In 1984, 
the Reserve Banks paid out $181.4 
billion in currency and $3.8 billion in 
coin and destroyed $22.4 billion of 
unfit currency. 

The Federal Reserve Act of 1913 
specifically authorizes the Reserve 
Banks to collect and clear checks. Ac-
cording to the legislative history of 
the act, the Congress intended the 
Federal Reserve to eliminate ineffi-
ciencies and remove inequities in the 
payments mechanism. The passage of 
the Monetary Control Act of 1980 re-
inforced the congressional directive 
that the Federal Reserve participate in 
the payments mechanism—with the 
additional objective of stimulating 
competition. 

Today, approximately 15 billion of 
the 40 billion checks written in the 
United States each year are cleared by 
the 12 Reserve Banks and their 
Branches and regional check-process-
ing centers. Their average daily value 
is $43.3 billion. The majority of the 
checks deposited with the Federal Re-
serve are collected on the day they are 
deposited or on the next business day. 
This performance is made possible by 
highly automated check-sorting equip-
ment and efficient ground and air 
transportation networks. 

In an effort to reduce the time of 
the ' 'holds" banks place on checks 
deposited with them for collection, 
the Federal Reserve is working with 
the banking industry to reduce the 
time required to return unpaid checks 
to the bank of first deposit. More-
over, on October 1, 1985, the System 
promulgated a new regulation that re-
quires banks that are returning large-
dollar checks that they have received 
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from the Federal Reserve to notify 
the bank of first deposit no later 
than four days following receipt of 
such a check. The Reserve Banks are 
also supporting, through pilot pro-
grams, efforts to reduce costs by ter-
minating the practice of returning 
checks to their writers (so-called 
truncation). 

Fedwire is another essential element 
of the nation's payments mechanism. 
Through Fedwire, a totally electronic 
means of transferring funds, deposi-
tory institutions are able to draw on 
their reserve or clearing accounts and 
transfer funds to any place in the 
country within minutes. Approxi-
mately 6,000 depository institutions 
use Fedwire through direct electronic 
connections with Federal Reserve 
Banks. In turn, the Reserve Banks are 
linked via the Federal Reserve Com-
munication System (FRCS-80), a dis-
tributed packet-switching network. 
During 1985, approximately 45 mil-
lion transfers were sent over Fedwire; 
their aggregate value was more than 
$103 trill ion, for an average of $2.3 
million per transfer. 

The Federal Reserve's net settlement 
service permits participants in private 
clearing arrangements to exchange 
and settle transactions, through re-
serve or clearing-account balances, 
on a net basis. A broad range of par-
ticipants uses the service, including 
local check clearinghouse associa-
tions, credit card processors, auto-
mated teller machine networks, and 
national and regional funds transfer 
networks. In 1985, about 500,000 net 
settlement entries were processed by 
the Reserve Banks. 

The Federal Reserve's automated 
clearinghouse (ACH) is an electronic 
payment service developed as an alter-
native to checks for making recurring 
payments. The ACH is used primarily 

for income payments, such as salaries 
and pensions, and for preauthorized 
bill payments, such as insurance pre-
miums and mortgage payments. Ap-
proximately 22,000 depository insti-
tutions participate in the ACH. About 
3,700 of these institutions originate 
and receive transactions via electronic 
connections with the Federal Reserve; 
the others use machine-readable mag-
netic tapes. In 1985, the Reserve 
Banks processed about 585 million 
ACH transactions; over 50 percent of 
these transactions were government 
payments, largely social security bene-
fits and civilian and military pay. 

The Reserve Banks also provide 
several securities services. The book-
entry securities service, initiated in 
1968, provides for the maintenance of 
Treasury and government agency se-
curities on computer records, and 
enables holders of these securities to 
transfer them to other institutions 
throughout the country. Most of the 
book-entry securities held by the Re-
serve Banks are Treasury securities. 
This portion of the service was classi-
fied as a fiscal-agency service in 
October 1985. The Reserve Banks 
maintained about 44,000 book-entry 
accounts in 1985 and processed 7.6 
million transfers of book-entry secu-
rities. 

The definitive securities safekeep-
ing service consists of the physical 
storage of securities ineligible for 
maintenance on the Federal Reserve's 
book-entry system. The Federal Re-
serve is one of the largest holders of 
definitive securities in the country 
and currently holds approximately 
$25 billion worth. 

The noncash collection service in-
volves the collection of items ineligi-
ble for processing through normal 
check-collection channels. The Re-
serve Banks collect three types of 
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noncash items: coupons, bonds, and 
miscellaneous items such as bankers 
acceptances and certain checks and 
drafts. Coupon collection accounts 
for approximately 95 percent of the 
transactions; the Federal Reserve pro-
cessed about 4.6 million coupon en-
velopes in 1985. 

For 1986, expenses associated with 
providing services to financial institu-
tions and the public are projected to 
be $777.3 million and account for 
61.3 percent of Federal Reserve ex-
penses. Expenses are expected to in-
crease $34.1 million, or 4.6 percent, 
over 1985, largely because of growth 
in volume, the full-year impact of 
providing wire notification of the 
return of large-dollar checks, the re-
placement of obsolete check-process-
ing equipment, and the implementa-
tion of a new automated funds trans-
fer system by several Reserve Banks. 

Services to the U.S. Treasury 
and Government Agencies 

The Federal Reserve Act designates 
the Federal Reserve Banks as fiscal 
agents for the U.S. government. The 
Reserve Banks provide a wide range 
of services to the Treasury Depart-
ment, which fall into two broad cate-
gories—banking services and unique 
services requested by the agency. Cost 
increases in this area, measured in 
constant dollars, have generally been 
smaller than the increases in volume 
(see chart 2.6).8 

8. Volumes in this area can be greatly influ-
enced by prevailing interest rates and by the 
size of the individual transaction: the cost of 
one transaction in Treasury issues involving 
large amounts of public debt may be approxi-
mately the same as that of a transaction of 
much smaller value. Similarly, the dollar value 
of food stamps destroyed may be increasing al-
though the number of pieces is not. 

Chart 2.6 
Percent Change in Cost and Volume of 
Federal Reserve Services to the U.S. 
Treasury and Government Agencies, 
1986 Budget f rom 1982 Actual 

Savings bonds 

Other Treasury issues 

Food stamps 

Federal taxes and Treasury 
tax and loan account 

Volume 
Cost 

10 - 0 + 

Calculation of change is made in constant dollars. 
Cost and volume of food stamp services did not 
change. 

The Federal Reserve serves as the 
government's bank. In this capacity, 
the Reserve Banks maintain deposit 
accounts for the Treasury that are used 
to disburse government payments and 
to collect government receipts. The 
Reserve Banks pay all government 
checks, process wire transfers of 
funds and automated clearinghouse 
payments, and give the Treasury daily 
statements of account activity. (For 
cost-accounting purposes, expenses 
associated with handling government 
checks and electronic payments are 
included in services to financial in-
stitutions and the public.) 

Numerous unique services are also 
provided to the Treasury. For exam-
ple, in administering the Treasury tax 
and loan program, the Reserve Banks 
monitor the tax receipts deposited in 
the 15,600 tax and loan accounts 
maintained by commercial depository 
institutions designated by the Trea-
sury to perform this function, hold 
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14 Federal Reserve System Expenses 

collateral supporting those deposits, 
and transfer funds to the Treasury's 
account at its request. 

The Reserve Banks also assist the 
Treasury in its financing of the public 
debt. Both marketable Treasury secu-
rities (Treasury bills, bonds, and 
notes) and nonmarketable securities 
(savings bonds and retirement plan 
bonds) are issued, serviced, and re-
deemed by the Reserve Banks. 

Finally, the Reserve Banks redeem 
and ultimately destroy food coupons 
for the Department of Agriculture. 

For 1986, expenses associated with 
providing services to the Treasury 

and other government agencies are 
expected to be $141.9 million and to 
account for 11.2 percent of all Fed-
eral Reserve expenses. Expenses are 
projected to increase $7.3 million, or 
5.4 percent, over 1985 estimated ex-
penses. Most of the increase is due to 
the mid-1986 implementation of a 
book-entry system for the safekeep-
ing of marketable Treasury securities 
for individuals and small investors, 
called the Treasury direct-access book-
entry system. In addition, at least 
four Reserve Banks are jointly devel-
oping a new, automated Treasury tax 
and loan operating system. 
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Appendix 2. A 

Currency Printing Expense 

The Federal Reserve Act stipulates 
that the costs associated with procur-
ing Federal Reserve notes and issuing 
and retiring them will be assumed by 
the Federal Reserve System. 

On January 1, 1983, the Reserve 
Banks changed their budgeting and 
accounting process so that they no 
longer included costs of Federal Re-
serve notes in their operating ex-
penses. Instead, the Board assumed 
responsibility for all currency ex-
penses and assesses the Reserve Banks 
to cover them. 

Currency and coin are produced by 
the Bureau of Engraving and Printing 
and the United States Mint but are 
put into or retired from circulation by 
the Federal Reserve Banks, which use 
depository institutions as the channel 
of distribution. 

Essentially, the Board must incur 
these expenses in order to provide the 
public with sufficient currency to meet 
its demands. In the past several years 

these demands have increased be-
cause of the proliferation of automat-
ic teller machines and cash dispensers. 

The Board endeavors to control 
these expenditures as much as possi-
ble. It consults with the Bureau of 
Engraving and Printing to ensure that 
the lowest-cost methods are used; and 
it monitors the currency-processing 
operations at the Reserve Banks, most 
of which now utilize high-speed note-
by-note sorting equipment, to ensure 
that no currency is destroyed prema-
turely and that System guidelines on 
the quality of currency are being met. 

In this way the Board satisfies itself 
each year that only the minimum 
number of new notes is ordered and 
that printing costs are minimized, 
both in total and on average. A l l re-
lated costs, such as those for trans-
portation and packaging, are similar-
ly monitored. 

Costs associated with new currency 
are shown in table 2.A. I . 

Table 2.A. 1 
Costs to the Federal Reserve of New Currency, 1984-86 
Millions of dollars, except as noted 

Type of cost 1984 
Actual 

1985 
Estimate 

1986 
Budget 

Percent 
change, 
1985-86 

Printing1 144.1 160.5 175.0 9.0 
4.5 5.0 5.4 8.0 

1.8 1.5 1.6 6.7 

12.2 6.7 4.0 -35 .5 
.5 

162.6 173.7 186.5 7.4 

Shipping from Washington2 

Reimbursement to the Treasury for 
issuance and retirement 

System-Treasury programs to deter 
counterfeiting3 

Contingency fund4 

Total costs of Federal Reserve currency 

144.1 160.5 175.0 9.0 
4.5 5.0 5.4 8.0 

1.8 1.5 1.6 6.7 

12.2 6.7 4.0 -35 .5 
.5 

162.6 173.7 186.5 7.4 

1. Based on 5.9 bill ion notes in 1984; 6.2 bill ion 3. The ACD program—advanced counterfeit deter-
notes in 1985; and 6.5 bill ion notes in 1986. rence. 

2. Includes purchasing pouches and seals for Bureau 4. Covers adjustments to other costs and those due 
of Engraving and Printing. to possible price changes. 
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Appendix 2.B 

Capital Outlays 

The Federal Reserve System accounts 
for its operations in accordance with 
generally accepted accounting prin-
ciples (GAAP) used in the private 
sector. Federal government account-
ing is governed by title 2 of the Gen-
eral Accounting Office's Policy and 
Procedures Manual for Guidance of 
Federal Agencies. This document 
prescribes accounting principles and 
standards for federal agencies that 
are in general agreement with GAAP. 

One notable exception is in the area 
of depreciation of fixed assets. 

There is no universal requirement 
for depreciation accounting through-
out the federal government, and the 
cost of fixed assets is typically re-
corded as an expense at the time of 
purchase. However, title 2 specifies 
the use of depreciation accounting for 
business-like operations and for ac-
tivities that recover costs from reim-
bursements or user charges. The Fed-

Table 2. B.l 
Total Expenses of the Federal Reserve System, 
Federal Government Accounting Method, 1982-86' 
Millions of dollars, except as noted 

Year and entity Total 
expenses 

Depreciation2 

Capital 
outlays 

Total 
outlays 

Percent 
change 
from 

previous 
year 

Year and entity Total 
expenses 

Equipment Property 

Capital 
outlays 

Total 
outlays 

Percent 
change 
from 

previous 
year 

(1) (2) (3) (4) 1(1)-(2) 
- ( 3 ) + (4)] 

1982 
Reserve Banks 973.6 32.7 1.8 138.4 1,064.5 
Board of Governors 67.4 1.6 1.6 1.8 66.1 

Total 1,041.0 34.3 16.4 140.2 1,130.6 

1983 
Reserve Banks 1,028.5 39.7 18.9 97.2 1,067.0 .2 
Board of Governors 73.3 1.8 1.6 .7 70.7 7.0 

Total 1,101.8 41.5 20.5 97.9 1,137.7 .6 

1984 
Reserve Banks 1,067.8 51.4 20.6 88.7 1,084.5 1.6 
Board of Governors 76.8 2.0 1.6 7.93 81.1 14.7 

Total 1,144.6 53.5 22.1 96.6 1,165.6 2.5 

1985 estimate 
Reserve Banks 1,120.4 61.4 21.2 171.8 1,209.6 11.5 
Board of Governors 82.2 3.4 1.6 4.23 81.4 - .4 

Total 1,202.6 64.8 22.8 176.0 1,291.0 10.8 

1986 budget 
Reserve Banks 1,182.1 74.7 23.4 231.4 1,315.4 9.6 
Board of Governors 86.6 5.1 1.6 18.2" 98.0 20.4 

Total 1,268.7 79.9 25.0 249.6 1,413.5 9.5 

1. Details may not add to totals because of rounding. 
2. The Board of Governors did not depreciate capi-

tal assets before 1985; data for earlier years are esti-
mated and subject to change (see text). 

3. The Board's capital expenditures increased sharp-

ly in 1984 as a result of outlays for equipment for the 
Contingencv Processing Center. The establishment of 
this facility also affected expenditures in 1985. 

4. Includes an estimated S14 mill ion for a new com-
puter system. 
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Capital Outlays 17 

eral Reserve meets both these criteria, 
and the Banks and the Board depre-
ciate the cost of fixed assets over their 
estimated useful lives. 

The Federal Reserve Banks capital-
ize and depreciate all capital assets 
that have a cost of $1,500 or more 
and, at their option, capitalize or ex-
pense capital assets costing less than 
$1,500; the capitalization guideline 
for the Board of Governors is $1,000. 
Capitalizing and depreciating assets 
are consistent with generally accepted 
accounting principles that recognize 
that the costs of acquiring an asset 
that is expected to benefit an entity 
over future periods should be system-
atically allocated to those periods. 
Such treatment also provides for a 
more realistic measurement of the 
operating performance of an entity. 

Capital budgeting by the Reserve 
Banks is part of a multiyear process 
of identifying long-term capital re-

quirements. On an annual basis, the 
Banks are required to budget for capi-
tal outlays by capital class in order to 
provide the Board with the estimated 
effect of total operating and capital 
spending. During the budget year, 
major capital purchases must be sub-
mitted to the Board for further review 
and approval. 

Table 2.B.1 reflects the pattern of 
total System outlays in recent years 
based on the practice followed most 
often in the federal government. To 
obtain total outlays, depreciation 
costs were subtracted from total ex-
penses for each year and capital out-
lays (actual or projected) were added. 
As a result, capital outlays are shown 
in total in the year of purchase rather 
than spread over the useful lives of 
the assets, and thus the amounts—and 
percent changes—vary widely from 
year to year. 
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Appendix 2.C 

Sources and Uses of Funds 

As noted in appendix 2.B, the Fed-
eral Reserve Banks follow generally 
accepted accounting principles as ap-
propriate for commercial financial in-
stitutions, varying only in those cases 
that might be unique to a central 
bank. The Banks accrue income and 
expenses and capitalize acquisitions 
of assets whose useful lives extend 
over future years. 

The income of the Reserve Banks is 
derived primarily from U.S. govern-
ment securities that the Federal Re-
serve has acquired through open mar-
ket operations, one of the tools of 
monetary policy. On average these 
earnings account for approximately 
95 percent of total current income. 
Current expenses include the cost of 
earnings credits granted to depository 
institutions on clearing balances held 
by the Reserve Banks. 

A profit and loss account is used by 
the Reserve Banks to record extraor-
dinary gains or deductions from cur-
rent net income. The primary entries 
are for gains or losses on the sale of 
U.S. government securities, and gains 
or losses on assets denominated in 
foreign currencies that result either 
from the sale of those assets or from 
their revaluation at market exchange 
rates. 

The Banks maintain a surplus ac-
count to cushion unexpected losses 
much the same as commercial estab-
lishments have retained earnings. The 
surplus account is increased or de-
creased in order to keep it at an 
amount equal to the paid-in capital of 
the member banks, which is the cur-
rent level of the account stipulated by 
the Board of Governors. 

Table 2.C.1 summarizes the actual 
income and expenses for 1984 and the 
estimates for 1985. 

Preliminary figures indicate that in 

Table 2. C. I 
Distribution of the Income of the 
Federal Reserve System, 1984 and 1985' 
Millions of dollars 

Item 1984 
1985 
Esti-
mate 

Current income2 18,069 18,132 
LESS: 
Current net expenses of 

Reserve Banks3 

Operating expenses 984 1,024 
Cost of earnings credits 119 102 

EQUALS: 
Current net income 16,966 17,005 

PLUS: 
Net additions to or deductions 

from ( - ) current net income" . . . - 413 1,302 
LESS: 
Assessments by Board 

Board expenses 82 77 
Cost of Federal Reserve currency . . 163 174 

Other distributions 
Dividends paid to member banks5 . 93 103 
Transfers to or f rom surplus6 163 155 

Payments to U.S. Treasury 16,054 17,798 

1. Details may not add to totals because of rounding. 
2. Includes income from U.S. government securi-

ties, loans, priced services, and foreign currencies. 
3. Net of reimbursements f rom the Treasury and 

other government agencies. 
4. This account is the same as the "Net additions to 

or deductions from current net income" reported in 
table 7 of the Board's Annual Report to the Congress 
and includes gains or losses on foreign exchange trans-
actions, due mainly to revaluations to market exchange 
rates; gains or losses on sales of U.S. government secu-
rities; and miscellaneous gains or losses. A gain of $1.2 
billion on foreign exchange transactions in 1985 versus 
a $455 mill ion loss in 1984 primarily accounts for the 
difference between the two years. 

5. The Federal Reserve Act requires the Federal Re-
serve to pay dividends to member banks at the rate of 
6 percent of paid-in capital. 

6. Each year the Federal Reserve transfers to its 
surplus account an amount sufficient to equate surplus 
with paid-in capital. The purpose of this account is to 
provide a reserve against losses. 
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Sources and Uses of Funds 19 

1985, current income before expenses, 
dividends, additions to surplus, and 
payments to the Treasury totaled 
$18.1 billion. Statutory dividends to 
member banks were $103 million; ad-
ditions to surplus were $155 million; 
and payments to the Treasury were 
$17.8 billion. 

Under the policy established by the 
Board of Governors at the end of 
1964, all net income after the statu-
tory dividend to member banks and 
the amount necessary to equate sur-
plus to paid-in capital is transferred 
to the Treasury as interest on Federal 
Reserve notes. 
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Appendix 2.D 

Federal Reserve System Audits 

The Federal Reserve System is subject 
to several levels of audit and review. 
Each Federal Reserve Bank employs a 
full-time staff of auditors who report 
directly to its board of directors. The 
Federal Reserve Board audits the 
financial operations of the Reserve 
Banks on a regular basis and conducts 
periodic reviews of all other opera-
tions of the Banks. The Board itself is 
subject to review by its own internal 
audit staff and operations review staff 
and to an annual audit of its financial 
operations by an independent auditor. 

Beginning in 1978, most of the op-
erations of the Federal Reserve Sys-
tem became subject to review by the 

General Accounting Office (GAO) 
with the passage of Public Law 
95-320, the Federal Banking Agency 
Audit Act. GAO currently has 18 
projects in various stages of comple-
tion, and since 1978 it has completed 
30 reports dealing with various as-
pects of the operations of the Federal 
Reserve. These projects and reports 
are shown in tables 2.D.1 and 2.D.2 
respectively. In addition, the GAO 
has involved the Federal Reserve in 
over 50 other reviews not directly 
related to the System and has ter-
minated 19 others before completion. 
Copies of the GAO reports are avail-
able directly from that agency. 

Table 2.D.I 
Active GAO Projects Related to the Federal Reserve 

Subject 

Federal supervision of trust departments and investment companies 
International coordination of bank supervision 
Federal reserve supervision of bond dealers 
Self-regulatory organizations 
Export Trading Company Act of 1982 
U.S. government's function as lender of last resort 
Federal deposit insurance programs 
Bank-insulation strategies 
CPA audits of banks 

Risks in the commercial banking industry 
Bank Secrecy Act compliance 
Regulation of banks' foreign exchange rate 
Impact of changing fee structure 
Data-management activities 
Federal banking agencies' uni form country-risk examination system 
Role of credit assurances 
Banking risks in new activities 
Analysis of government securities market 
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Table 2.D.2 
Completed GAO Reports Related to the Federal Reserve System 

Title or subject of report Number Date 

Comparing Policies and Procedures 
of the Three Bank Regulatory Agencies 

Federal Systems Not Designed to Collect Data on A l l 
Foreign Investments in U.S. Depository Institutions . . 

The Federal Reserve Should Assure Compliance with the 
1970 Bank Holding Company Act Amendments 

Internal Audit ing Can Be Strengthened 
in the Federal Reserve System 

Despite Positive Effects, Further Foreign Acquisitions 
of U.S. Banks Should Be Limited until Policy 
Conflicts Are Fully Addressed 

Federal Examinations of Financial Institutions: 
Issues That Need to Be Resolved 

Examinations of Financial Institutions 
Do Not Assure Compliance with Consumer Credit Laws 

Disappointing Progress in Improving Systems 
for Resolving Billions in Audit Findings 

Federal Reserve Security over Currency 
Transportation Is Adequate 

The Federal Structure for Examining Financial 
Institutions Can Be Improved 

Response to Questions Bearing on the Feasibility 
of Closing the Federal Reserve Banks 

Bank Secrecy Act Reporting Requirements Have Not Yet Met 
Expectations, Suggesting Need for Amendment 

Federal Reserve Could Improve the Efficiency 
of Bank Holding Company Inspections 

Information on Selected Aspects 
of Federal Reserve System Expenditures 

Federal Review of Intrastate Branching Can Be Reduced 

Despite Improvements, Recent Bank Supervision 
Could Be More Effective and Less Burdensome.... 

Issues to Be Considered while 
Debating Interstate Bank Branching 

The Federal Reserve Should Move Faster 
to Eliminate Subsidy of Check Clearing Operations 

Information about Depository Institutions' Ancillary 
Activities Is Not Adequate for Policy Purposes . . . . 

Bank Merger Process Should Be 
Modernized and Simplified 

An Analysis of Fiscal and Monetary Policies 
Bank Examination for Country Risk and 

International Lending 
Credit Insurance Disclosure Provisions 

of the Truth-in-Lending Act Consistently 
Enforced Except When Decisions Appealed 

Financial Institutions Regulatory Agencies Can Make 
Better Use of Consumer Complaint Information . . 

Unauthorized Disclosure of the Federal Reserve's 
Monetary Policy Decision 

Federal Financial Institutions Examination Council Has Made 
Limited Progress toward Accomplishing Its Mission 

Control Improvements Needed in Accounting for Treasury 
Securities at the Federal Reserve Bank of New York 

Statutory Requirements for Examining International 
Banking Institutions Need Attention 

Supervisory Examinations of International Banking 
Facilities Need to Be Improved 

An Examination of Concerns Expressed about the Federal 
Reserve's Pricing of Check Clearing Activities 

GGD-79-27 

GGD-79-42 

GGD-80-21 

GGD-80-59 

GGD-80-66 

GGD-81-12 

GGD-81-13 

AFMD-81-27 

GGD-81-27 

GGD-81-21 

GGD-81-49 

GGD-81-80 

GGD-81-79 

GGD-82-33 
GGD-82-31 

GGD-82-21 

GGD-82-36 

GGD-82-22 

GGD-82-57 

GGD-82-53 

PAD-82-45 

ID-82-52 

GGD-83-3 

GGD-83-13 

GGD-84-40 

GGD-84-4 

AFMD-84-10 

GGD-84-39 

GGD-84-65 

GGD-85-9 
GGD-85-9A 

3/29/79 

6/19/79 

3/12/80 

8/8/80 

8/26/80 

1/6/81 

1/21/81 

1/23/81 

2/23/81 

4/24/81 

5/21/81 

7/23/81 

8/18/81 

2/12/82 
2/24/82 

2/26/82 

4/9/82 

5/7/82 

6/1/82 

8/16/82 

8/31/82 

9/2/82 

10/25/82 

8/25/83 

2/3/84 

2/3/84 

5/2/84 

7/11/84 

9/20/84 

1/14/85 
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