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Appendix D 

Special Categories of System Expense 

This appendix discusses System ex-
penses for priced services, capital 
equipment, and currency printing. 

Federal Reserve Priced Services 
The Monetary Control Act of 1980 
(MCA) requires the Federal Reserve 
to charge all depository institutions 
explicitly for their use of certain Fed-
eral Reserve services that had previ-
ously been provided without explicit 
charge to member banks only. Since 
the enactment of the MCA, the Fed-
eral Reserve has developed an annual 
pricing process in conjunction with 
the annual budgeting process of the 
Reserve Banks. In contrast to the 
budget process, whose focus is on 
cost containment, the objective in the 
pricing process is to establish fees that 
recover the full costs of providing ser-
vices. As the MCA requires, these 
costs include all direct and indirect 
costs, the interest on items credited 
before actual collection (float), and 
the return on capital and the taxes 
that would have been paid had the 
services been furnished by a private 
business firm. The cost of capital and 
taxes is referred to as the private sec-
tor adjustment factor (PSAF). 

The determination of prices has re-
sulted in additional review of Reserve 
Bank expenses. Details on the services 
provided are needed to establish ap-
propriate prices. Use of the budgets is 
an integral part of the pricing exercise 
because most of the recoverable costs 
of priced services consist of direct and 
indirect costs as determined by the 
annual budget process. Generally, 
prices are changed only once a year, 

in the fourth quarter for the next cal-
endar year, so that depository institu-
tions can plan their own correspon-
dent banking services more easily. 

Prices for Federal Reserve services 
must be approved by the Product 
Director for the respective service, by 
the System Pricing Policy Commit-
tee, and ultimately by the Board of 
Governors.1 I f prices for any service 
are set so that the full recovery of 
costs is not anticipated, the Board an-
nounces the rationale for establishing 
prices at that level.2 

The cost of float is determined by 
applying the current federal funds 
rate to the level of float expected to 
be generated in the coming year. In-
come taxes and the return on capital 
are determined by applying tax and 
financing rates, derived from a model 
of the nation's 25 largest bank hold-
ing companies, to the assets the 
Federal Reserve expects to use in its 
priced services operations in the com-
ing year. Other components of the 
PSAF are calculated using budget 
data: the imputed sales tax, based on 
budgeted outlays for materials, sup-
plies, and capital assets; the assess-
ment for FDIC insurance on expected 
clearing balances maintained with the 
Federal Reserve to settle transactions; 
and the portion of the expenses of the 

1. See appendix B, note 3, for a description 
of the position of Product Director and of the 
System Pricing Policy Committee. 

2. An example is the pricing program an-
nounced to encourage use of the automated 
clearinghouse service, under which prices were 
established to recover an increasing percentage 
of full costs each year, reaching 100 percent in 
1986. 
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76 Special Categories of System Expense 

Board of Governors that is related to 
the provision of priced services. 

The inclusion of all these costs 
makes the Federal Reserve's priced 
services competitive with the private 
market, and the discipline of the mar-
ket ensures that the prices charged 
will be no higher than necessary. 

Calculation o f the PSAF for 1987 

In 1986, the Board approved a 1987 
private sector adjustment factor for 
Federal Reserve priced services of 
$70.9 million, an increase of $2.8 
million, or 4.1 percent, from the 
PSAF of $68.1 million targeted for 
1986. 

Asset Base 
The estimated value of Federal 
Reserve assets to be used in providing 
priced services in 1987 is $2,752 mil-
lion (table D. l ) . The value of assets 
assumed to be financed through debt 
and equity will total $393.8 million in 
1987, which represents an increase of 
$43.3 million, or 12 percent, from 
1986 (table D.2). The rise is attribut-
able largely to capital expenditures 
for bank premises, furniture, and 
equipment.3 

Cost of Capital and Taxes 
Because of periodically abnormal 
earnings by bank holding companies 
included in the model, the Board has 
approved the use of a three-year aver-
age of rates of return on equity for 
calculating the PSAF. The Board has 
also approved the use of three-year 
averages for determining imputed in-

3. Short-term assets are assumed to be fi-
nanced by short-term liabilities; long-term 
assets are assumed to be financed by a com-
bination of equity and long-term debt. 

terest costs for long-term debt and for 
income taxes. 

The sample of 25 bank holding 
companies used to calculate the PSAF 
for 1987 is the same one used for 
1986. One large bank holding com-
pany is still excluded from the sample 
because of its unique experience in 
recent years. The holding companies 
with the highest and lowest rates of 
return on equity before taxes were ex-
cluded, and calculations were based 
on the remaining 23 bank holding 
companies. 

Other Imputed Costs 
Other required PSAF recoveries for 
1987—imputed sales taxes, FDIC in-
surance, and Board expenses—total 
$10.6 million, down $0.4 million 
from 1986 (table D.2). Most of the 
decrease is in imputed sales taxes, 
primarily because of the projected 
reduction in capital expenditures in 
1987. This decline is partially offset 
by an increase in imputed costs for 
FDIC insurance resulting from the 
expected rise in clearing balances 
(table D. l ) . 

Capital Outlays 
The Federal Reserve System accounts 
for its operations in accordance with 
the private sector's generally accepted 
accounting principles (GAAP). Fed-
eral government accounting, con-
trolled by title 2 of the General 
Accounting Office's Policy and Pro-
cedures Manual for Guidance of Fed-
eral Agencies, is for the most part in 
agreement with GAAP. One notable 
exception is in the area of deprecia-
tion of fixed assets. 

No requirement exists for deprecia-
tion accounting throughout the fed-
eral government, and the cost of fixed 
assets is typically recorded as an ex-
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77 Special Categories of System Expense 

Table D. 1 
P r o F o r m a Balance Sheet f o r Federa l Reserve P r i c e d Services, 1986 a n d 1987 

Millions of dollars 

Asset or liability 1986 1987 

ASSETS 
Short-term assets 
Imputed reserve requirements on clearing balances . 
Investment in marketable securities 
Receivables2 

Materials and supplies2 

Prepaid expenses2 

Net items in process of collection (float) 
Total short-term assets 

Long-term assets 
Premises2-3 

Furniture and equipment2 . . . 
Leases 
Leasehold improvements2 . . . 

Total long-term assets. 

Total assets 

LIABILITIES 
Short-term liabilities 
Clearing balances 
Balances arising from early 

credit of uncollected i tems.. . 
Short-term debt4 

Total short-term liabilities . 

Long-term liabilities 
Obligations under capital leases . . 
Long-term debt4 

Total long-term liabilities . . 

Total liabilities 

Equity4 

204.0 
1,496.0 

25.9 
4.2 
4.2 

334.0 

191.0 
123.4 

.2 
1.8 

1,700.0 

334.0 
34.3 

.2 
94.9 

2,068.3 

316.4 

2,384.7 

2,068.3 

95.1 

2,163.4 

221.3 

239.2 
1,753.8 

26.8 
4.4 
4.2 

363.5 

229.6 
126.8 

1.8 
2.0 

1,993.0 

363.5 
35.4 

126.2 

2,391.9 

360.2 

2,752.1 

2,391.9 

128.0 

2,519.9 

232.2 

Total liabilities and equity 2,384.7 2,752.1 

1. Data are averages for the year. Details may not 
add to totals because of rounding. 

2. Financed through the PSAF; other assets are self-
financing. 

3. Includes allocations of $500,000 in Board of 
Governors' assets to priced services for 1986 and 
$600,000 for 1987. 

4. Imputed figures, representing the source of fi-
nancing for certain priced-service assets. 

pense at the time of purchase. How-
ever, title 2 specifies the use of depre-
ciation accounting for business-like 
operations and for activities that re-
cover costs from reimbursements or 
user charges. The Federal Reserve 
meets both these criteria, and the 
Banks and the Board depreciate the 
cost of fixed assets over their esti-
mated useful lives. 

The Federal Reserve Banks capital-
ize and depreciate all captial assets 
that cost $1,500 or more and, at their 
option, capitalize or expense capital 
assets costing less than $1,500; the 
capitalization guideline for the Board 
of Governors is $1,000. The capital-
ization and depreciation of assets is 
consistent with GAAP, which rec-
ognize that the cost of acquiring an 
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78 Special Categories of System Expense 

Table D.2 
D e r i v a t i o n o f the P r iva te Sector A d j u s t m e n t F a c t o r , 1986 a n d 1987 1 

Millions of dollars, except as noted 

Item 1986 1987 

P S A F COMPONENTS 
Assets to be financed2 

Short-term 
Long-term3 

Total 

Capital structure (percent) 
Short-term 
Long-term 
Equity 

Total 

Cost of capital* (percent) 
Short-term debt 
Long-term debt 
Pretax equity5 

Weighted average 

Tax rate (percent)5 

REQUIRED P S A F RECOVERIES 
Capital costs6 

Short-term debt 
Long-term debt 
Equity 

Total 

Other costs 
Sales taxes 
Assessment for federal deposit insurance 
Expenses of Board of Governors 

Total 

Total PSAF recoveries 
Millions of dollars 
As a percent of capital 
As a percent of expenses 

34.3 
316.2 
350.5 

9.8 
27.1 
63.1 
100 

10.3 
10.3 
19.8 
16.3 

37.6 

3.5 
9.8 

43.8 
57.1 

7.9 
1.4 
1.7 

11.0 

68.1 
19.4 
15.7 

35.4 
358.4 
393.8 

9.0 
31.9 
59.1 
100 

8.5 
10.2 
19.1 
15.3 

33.9 

3.0 
12.8 
44.5 
60.3 

7.3 
1.6 
1.7 

10.6 

70.9 
18.0 
15.8 

1. Details may not add to totals because of rounding. 
2. The asset base for priced services is directly deter-

mined. 
3. Total long-term assets less capital leases that are 

self-financing. 
4. A l l short-term assets are assumed to be financed 

by short-term debt. Of the total long-term assets, 35 
percent are assumed to be financed by long-term debt 
and 65 percent by equity in 1987. The data are average 
rates paid by the bank holding companies included in 
the sample. 

5. The pretax rate of return on equity is based on 
average aftertax rates of return on equity for the sam-
ple of bank holding companies, adjusted by the effec-
tive tax rate. The 1987 figures for pretax equity and 
the tax rate are based on a three-year average of 
these rates, for 1983-85. 

6. The calculations underlying these data use the 
dollar values of assets to be financed, divided as 
described in note 4, and the rates for the cost of 
capital. 

asset that is expected to benefit an en-
tity over future periods should be 
allocated over those periods. Such 
treatment also provides for a more 
realistic measurement of the operat-
ing performance of an entity. 

Capital budgeting by the Reserve 

Banks is part of a multiyear process 
of identifying long-term capital re-
quirements. The Banks are required 
to budget annually for capital outlays 
by capital class in order to provide the 
Board with the estimated effect of 
total operating and capital spending. 
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79 Special Categories of System Expense 

During the budget year, major capital 
purchases must be submitted to the 
Board for further review and ap-
proval. Capital expenditures for the 
Board are reviewed by the Board of 
Governors during the budget process. 

Table D.3 displays 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 
outlays (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. 

Table D.3 
T o t a l Expenses o f the F e d e r a l Reserve System, 
F e d e r a l G o v e r n m e n t A c c o u n t i n g M e t h o d , 1 9 8 2 - 8 7 ' 

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) ( l ) - ( 2 ) + (3) 
1982 
Reserve Banks 973.6 32.7 14.8 138.4 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 71.6 1.8 1.6 .7 68.9 4.2 

Total 1,100.1 41.5 20.5 97.9 1,135.9 .5 

1984 
Reserve Banks 1,067.8 51.4 20.6 88.7 1,084.5 1.6 
Board of Governors 76.5 2.0 1.6 7.93 81.1 17.3 

Total 1,144.3 53.5 22.1 96.6 1,165.3 2.6 

1985 
Reserve Banks 1,117.4 60.3 21.1 148.2 1,184.2 9.2 
Board of Governors 82.0 3.3 1.6 4.2 3 81.3 .6 

Total 1,199.4 63.6 22.7 152.4 1,265.5 8.6 

1986 estimate 
Reserve Banks 1,164.1 67.3 22.8 188.94 1,262.9 6.6 
Board of Governors 85.2 4.3 1.6 17.4 96.7 18.9 

Total 1,249.3 71.6 24.4 206.3 1,359.6 7.4 

1987 budget 
Reserve Banks 1,197.8 78.8 26.8 183.5 1,275.7 1.0 
Board of Governors 86.3 6.0 1.6 4.6 83.3 -13 .9 

Total 1,284.1 84.8 28.4 188.1 1,359.0 

* Less than .05. 
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 
Contingency Processing Center. The establishment of 
this facility also affected expenditures in 1985. 

4. Includes an estimated $14 million for a new com-
puter system. 
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80 Special Categories of System Expense 

Table D.4 
Costs to the F e d e r a l Reserve o f N e w C u r r e n c y , 1 9 8 5 - 8 7 

Millions of dollars, except as noted 

Type of cost 1985 
actual 

1986 
estimate 

1987 
budget 

Percent 
change, 
1986-87 

160.4 173.5 183.6 5.8 
5.0 4.8 5.5 14.6 

1.5 1.7 1.7 0 

4.9 2.2 0 - 1 0 0 

171.8 182.2 190.8 4.7 

Shipping from Washington2 

Reimbursement to the Treasury for 
issuance and retirement 

System-Treasury programs to deter 
counterfeiting 

Total costs of currency 

160.4 173.5 183.6 5.8 
5.0 4.8 5.5 14.6 

1.5 1.7 1.7 0 

4.9 2.2 0 - 1 0 0 

171.8 182.2 190.8 4.7 

1. Based on 6.2 billion notes in 1985, 6.5 bill ion 2. Includes purchasing pouches and seals for Bureau 
notes in 1986, and 6.9 billion notes in 1987. of Engraving and Printing. 

Currency Printing 

Currency is produced by the Bureau 
of Engraving and Printing and put 
into or retired from circulation by the 
Federal Reserve Banks, which use de-
pository institutions as the channel of 
distribution. New currency is printed 
to replace worn notes and to accom-
modate increases in the demand for 
circulating currency. Notes are also 
required for increases in Federal 
Reserve Bank inventories, which are 
held to meet unanticipated increases 
in demand. In the past several years 
the demand for currency has in-
creased because of the proliferation 
of automatic teller machines and be-
cause of the Federal Reserve's effort 
to improve the quality of currency in 
circulation. The Federal Reserve Act 
stipulates that the costs associated 
with acquiring Federal Reserve notes 
and issuing and retiring them be as-
sumed by the Federal Reserve System. 

The Board controls currency ex-
penditures as much as possible: it 
consults with the Bureau of Engraving 
and Printing to ensure that the lowest-
cost printing methods are used, it 
monitors operations at the Reserve 
Banks to ensure that no currency is 
destroyed prematurely, and it sees 

that System guidelines on the quality 
of currency are being met. In this 
way, only the minimum number of 
new notes is ordered, and printing 
costs are minimized in total and on 
average. A l l related costs, such as 
those for transportation and packag-
ing, are similarly monitored. 

Costs associated with new currency 
are shown in table D.4. Currency in 
circulation, new notes issued, and 
notes destroyed are shown in table 
D.5. 

Table D.5 
C u r r e n c y in C i r c u l a t i o n , N e w N o t e s 
Issued, a n d N o t e s D e s t r o y e d , 
1986 E s t i m a t e 

Millions of pieces 

Denomination Notes in 
circulation 

New notes 
paid out1 

Notes 
destroyed 1 

1 3,572 2,822 2,845 
5 988 697 745 

10 1,136 716 755 
20 2,579 1,412 1,244 
50 434 139 102 

100 756 149 82 

Total 9,465 5,935 5,773 

1. Based on actual levels through the third quarter 
and expected levels for the fourth quarter of 1986. 
Notes paid out do not include additions to inventory 
at the Reserve Banks. 
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Appendix C 

Special Categories of System Expense 

This appendix discusses System ex-
penses for priced services, capital as-
sets, and currency. 

Priced Services 
Under the Monetary Control Act of 
1980, the Federal Reserve charges 
depository institutions for their use of 
certain Federal Reserve services at a 
price intended to recover the full costs 
of providing the services. Before 1980, 
the services the act covers had been 
offered without explicit charge and 
only to member banks. 

As the act requires, the cost of 
providing these services includes all 
direct and indirect costs, the interest 
on items credited before actual collec-
tion (float), and the private sector 
adjustment factor (PSAF). The PSAF 
is the return on capital that would have 
been provided and the taxes that would 
have been paid had the services been 
furnished by a firm in the private 
sector. The market discipline imposed 
by including these imputed costs in the 
charges for Federal Reserve services 
ensures that expenses for priced ser-
vices are no higher than necessary. 

Most of the recoverable costs of 
priced services consist of the direct and 
indirect costs determined by the budget 
process for the Reserve Banks; hence, 
the Bank budgets are an integral part 
of the pricing exercise and have a maj or 
influence on the fee structure. To assist 
depository institutions in their plan-
ning to provide or use correspondent 
banking services, the Federal Reserve 
usually sets each year's prices only 
once, in the fourth quarter of the 
preceding year. 

Fees for Federal Reserve services 
must be approved by the Product 
Director for each service, by the Sys-
tem Pricing Policy Committee, and 
ultimately by the Board of Governors.1 

The Board announces the rationale for 
the price of any service that recovers 
less than the full level of anticipated 
costs.2 

The cost of float is estimated by 
applying the current federal funds rate 
to the level of float expected to be 
generated in the coming year. To 
estimate income taxes and the return 
on capital, tax and financing rates are 
derived from a model of the 25 largest 
U.S. bank holding companies; these 
rates are applied to the assets the 
Federal Reserve expects to use in oper-
ating priced services in the coming 
year. Imputed sales taxes are based on 
outlays for materials, supplies, and 
capital assets budgeted by the Reserve 
Banks. 

The two other components of the 
PSAF are also derived from Reserve 
Bank budgets: the expenses of the 
Board of Governors associated with 
the provision of priced services and the 
expected assessment for FDIC insur-
ance on clearing balances maintained 
with the Federal Reserve to settle 
transactions. 

1. See appendix B, note 1, for a description of 
the position of Product Director and of the 
System Pricing Policy Committee. 

2. An example is the pricing program an-
nounced to encourage use of the automated 
clearinghouse service, under which prices were 
established to recover an increasing percentage 
of full costs each year, reaching 100 percent in 
1986. 
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Calculat ion o f the PSAF for 1988 

The Board has approved a 1988 PSAF 
of $76.2 million, an increase of 7.5 
percent over the 1987 PSAF of $70.9 
million. 

Asset Base 
The assets to be used in providing 
priced services in 1988 have an esti-
mated value of $3,093.2 million (table 
C. l ) . The portion of these assets as-
sumed to be financed through debt 

and equity—largely bank premises, 
furniture, and equipment—totals 
$417.2 million, an increase of 6 percent 
over 1987 (table C.2).3 

Cost of Capital and Taxes 
Mergers and changes in the relative 
asset sizes of bank holding companies 

3. Short-term assets are assumed to be fi-
nanced by short-term liabilities; long-term assets 
are assumed to be financed by a combination of 
equity and long-term debt. 

Table C.l 
Pro Forma Balance Sheet for Federal Reserve Priced Services, 1987-881 

Mill ions of dollars 

Asset or liability 1987 1988 

ASSETS 

Short-term assets 
Imputed reserve requirements on clearing balances 
Investment in marketable securities 
Receivables2 

Materials and supplies2 

Prepaid expenses2 

Net items in process of collection* (float) 
Total short-term assets 

239.2 
1,753.8 

26.8 
4.4 
4.2 

363.5 

Long-term assets 
Premises2,3 

Furniture and equipment2 

Leases 
Leasehold improvements2 

Total long-term assets. 

Total assets 

229.6 
126.8 

1.8 
2.0 

LIABILITIES 
Short-term liabilities 
Clearing balances 
Balance arising from early credit 

of uncollected items 
Short-term debt4 

1,993.0 

363.5 
35.4 

Total short-term liabilities. 

Long-term liabilities 
Obligations under capital leases .. 
Long-term debt4 

Total long-term liabilities . 

1.8 
126.2 

Total liabilities. 

Equity4 

2,391.9 

360.2 

2,752.1 

2,391.9 

128.0 

2,519.9 

232.2 

268.2 
1,967.0 

28.0 
6.4 
5.8 

438.3 

245.4 
129.5 

2.5 
2.2 

2,235.2 

438.3 
40.1 

2.5 
136.4 

2,713.7 

379.6 

3,093.2 

2,713.6 

138.9 

2,852.5 

240.7 

Total liabilities and equity. 2,752.1 3,093.2 

1. Data are averages for the year. 
2. Financed through the private sector adjustment 

factor; other assets are self financing. 
3. Includes allocations of $600,000 in Board of 

Governors' assets to priced services for 1987 and 
$500,000 for 1988. 

4. Imputed figures representing the source of financ-
ing for certain priced-service assets. 
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55 Special Categories of System Expense 

since last year have changed the com-
position of the 25-company sample 
used to calculate the PSAF. As in the 
past, the bank holding companies in 
the sample with the highest and lowest 
rates of return on equity before taxes 
were excluded, and calculations were 
based on the remaining 23 firms. 

The rate of return on equity, the 

interest rate on long-term debt, and 
the income tax rate used in calculating 
the PSAF are all based on three-year 
averages of values calculated from the 
model. 

Other Imputed Costs 
The other required PSAF recoveries 
for 1988—imputed sales taxes, FDIC 

Table C.2 
Derivation of the Private Sector Adjustment Factor, 1987-
Mill ions of dollars, except as noted 

Item 1987 1988 

Assets to be financed1 

Short-term 
Long-term2 

Total 

P S A F COMPONENTS 

Capital structure (percent) 
Short-term 
Long-term 
Equity 

Total 

Cost of capital (percent)3 

Short-term debt 
Long-term debt 
Pretax equity4 

Weighted average .. 

Tax rate (percent)4 

Capital costs5 

Short-term debt. 
Long-term debt. 
Equity 

Total 

REQUIRED P S A F RECOVERIES 

Other costs 
Sales taxes 
Assessment for federal deposit insurance 
Expenses of Board of Governors 

Total 

Total PSAF recoveries 
Millions of dollars 
As a percent of capital .. 
As a percent of expenses 

35.4 
358.4 
393.8 

9.0 
31.9 
59.1 

100.0 

8.5 
10.2 
19.1 
15.3 

33.9 

3.0 
12.8 
44.5 
60.3 

7.3 
1.6 
1.7 

10.6 

70.9 
18.0 
15.8 

40.1 
377.1 
417.2 

9.6 
32.7 
57.7 

100.0 

7.1 
9.7 

20.1 
15.4 

32.3 

2.8 
13.3 
48.3 
64.4 

8.2 
1.9 
1.7 

11.8 

76.2 
18.3 
16.3 

1. The asset base for priced services is directly 
determined. 

2. Total long-term assets less capital leases that are 
self-financing. 

3. A l l short-term assets are assumed to be financed 
by short-term debt. Of the total long-term assets, 36 
percent are assumed to be financed by long-term debt 
and 64 percent by equity in 1988. The data are average 
rates paid by the bank holding companies included in 
the sample. 

4. The pretax rate of return on equity is based on 
average aftertax rates of return on equity for the sample 
of bank holding companies, adjusted by the effective 
tax rate. The 1988 figures for pretax equity and the tax 
rate are based on a three-year average of these rates, for 
1984-86. 

5. The calculations underlying these data use the 
dollar value of assets to be financed, divided as 
described in note 4, and the rates for the cost of capital. 
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insurance, and Board expenses—total 
$11.8 million, up 11 percent from 1987 
(table C.2). Most of the increase is in 
imputed sales taxes, primarily because 
of capital expenditures planned for 
1988; the remainder is from the ex-
pected rise in clearing balances and the 
resulting rise in imputed costs for 
FDIC insurance (table C. 1). 

Capital Outlays 

The Federal Reserve System accounts 
for its operations in accordance with 

generally accepted accounting princi-
ples (GAAP) and depreciates the cost 
of fixed assets over their estimated 
useful lives. In the federal government, 
where no requirement exists for depre-
ciation accounting, the cost of fixed 
assets is typically recorded as an ex-
pense at the time of purchase. How-
ever, the General Accounting Office's 
Policy and Procedures Manual for 
Guidance of Federal Agencies, which 
governs accounting in the federal gov-
ernment, specifies in title 2 the use of 
depreciation accounting for business 

Table C.3 
Total Expenses of the Federal Reserve System, 
Federal Government Accounting Method, 1983-88 
Mill ions of dollars, except as noted 

Year and entity Total 
expenses 

Depreciation 1 
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) ( l ) - ( 2 ) + (3) 
1983 
Reserve Banks 1,028.5 39.7 18.9 97.2 1,067.0 
Board of Governors 71.6 1.8 1.6 .7 68.9 

Total 1,100.1 41.5 20.5 97.9 1,135.9 

1984 
Reserve Banks 1,067.8 51.4 20.6 88.7 1,084.5 1.6 
Board of Governors 76.5 2.0 1.6 7.92 80.8 17.3 

Total 1,144.3 53.5 22.1 96.6 1,165.3 2.6 

1985 
Reserve Banks 1,117.4 60.3 21.1 148.2 1,184.2 9.2 
Board of Governors 82.0 3.3 1.6 4.22 81.3 .6 

Total 1,199.4 63.6 22.7 152.4 1,265.5 8.6 

1986 
Reserve Banks 1,161.3 68.0 23.5 164.1 1,233.9 4.2 
Board of Governors 84.0 4.2 1.6 16.5 94.7 16.5 

Total 1,245.3 72.6 25.1 180.6 1,295.2 2.3 

1987 estimate 
Reserve Banks 1,194.3 76.6 26.5 159.9 1,251.1 1.4 
Board of Governors 86.5 4.3 1.6 4.9 85.5 - 9 . 7 

Total 1,280.1 82.5 28.1 164.8 1,335.0 3.1 

1988 budget 
Reserve Banks 1,245.1 82.9 29.5 225.9 1,358.6 8.6 
Board of Governors 90.6 4.5 1.6 3.4 87.9 2.8 

Total 1,335.7 89.0 31.1 229.3 1,444.9 8.2 

1. The Board of Governors did not depreciate capital 2. The Board's capital expenditures increased 
assets before 1985; data for earlier years are estimates sharply in 1984 as a result of outlays for equipment for 
based on current accounting procedures and historical the Contingency Processing Center. The establishment 
data. of this facility also affected expenditures in 1985. 
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types of operations and for activities 
that recover costs from reimburse-
ments or user charges. Certain activi-
ties of the Federal Reserve meet both 
of these criteria, and hence the Banks 
and the Board use depreciation ac-
counting. Under GAAP, the cost of 
acquiring an asset that is expected to 
benefit an entity over future periods 
should be allocated over those peri-
ods. Such treatment also provides for 
a more realistic measurement of the 
operating performance of an entity. 

The Banks capitalize and depreciate 
all capital assets that cost $1,500 or 
more; they can either capitalize or 
expense assets costing less. The capital-
ization guideline for the Board is 
$1,000. 

The Banks maintain a multiyear 
plan for capital spending. The Board, 
in turn, requires the Banks to budget 
annually for capital outlays by capital 
class in order to estimate the effect of 
total operating and capital spending. 
During the budget year, the Banks 

Table C.4 
Currency in Circulation, 
New Notes Issued, 
and Notes Destroyed, 1987 Estimate 
Millions of pieces 

Dollar 
denomination 

Notes 
in 

circulation1 

New 
notes 
paid 
out2 

Notes 
destroyed2 

1 3,970 2,545 2,488 
5 1,015 661 722 

10 1,152 595 638 
20 2,871 1,154 1,066 
50 526 125 69 

100 943 150 64 

Total 10,477 5,230 5,047 

1. As of July. 
2. Based on actual levels through the third quarter 

and expected levels for the fourth quarter of 1987. 
Notes paid out do not include additions to inventory at 
the Reserve Banks. 

must submit proposed major pur-
chases of capital assets to the Board 
for further review and approval. The 
Board of Governors reviews capital 
expenditures for the Board. 

Table C.3 shows total System out-
lays for recent years based on the 
federal government's typical practice 
of expensing capital assets. Total out-
lays for each year are derived from 
total expenses less depreciation costs 
plus capital outlays. Because capital 
outlays are thus shown in total in the 
year of purchase rather than spread 
over the useful lives of the assets, the 
amounts and percent changes vary 
widely from year to year. 

Currency Printing 
The Bureau of Engraving and Printing 
produces currency; the Federal Re-
serve Banks put it into circulation 
through depository institutions and 
destroy it as it wears out. New currency 
is printed to replace worn notes and to 
accommodate increases in the demand 
for circulating currency (table C.4). 
Notes are also required for Federal 
Reserve Bank inventories, which are 
held to meet changes in demand. The 
Federal Reserve Act stipulates that the 
costs associated with these activities be 
assumed by the Federal Reserve Sys-
tem (table C.5). 

To minimize the number of new 
notes ordered and the cost of their 
printing, the Board consults with the 
Bureau of Engraving and Printing to 
ensure that it uses efficient methods, 
maintains System guidelines on the 
quality of notes, and sees that Reserve 
Banks do not destroy notes prema-
turely. The Board and the Banks also 
monitor all related costs, such as those 
for transportation and packaging. 
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Table C. 5 
Costs to the Federal Reserve of New Currency, 1986-88 
Millions of dollars, except as noted 

Item 1986 
actual 

1987 
estimate 

1988 
budget 

Percent 
change 
1987-88 

174.8 164.2 156.3 - 4 . 8 
4.6 4.9 4.3 -12.2 

1.6 1.6 1.6 0 
2.2 0 0 0 

183.2 170.7 162.2 - 5 . 0 

Shipping from Washington2 

Reimbursement to the Treasury 
for issuance and retirement 

System-Treasury programs to deter counterfeiting 

Total costs of currency 

174.8 164.2 156.3 - 4 . 8 
4.6 4.9 4.3 -12.2 

1.6 1.6 1.6 0 
2.2 0 0 0 

183.2 170.7 162.2 - 5 . 0 

1. Based on 6.5 billion notes in 1986, 6.6 billion 2. Includes purchase of pouches and seals for Bureau 
notes in 1987, and 6.0 billion notes in 1988. of Engraving and Printing. 
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Appendix C 

Special Categories of System Expense 

This appendix discusses System expenses 
for priced services, capital assets, special 
projects, and currency. 

Priced Services 
The Monetary Control Act of 1980 
(MCA) requires the Federal Reserve to 
make available to all depository institu-
tions, for a fee, certain services that the 
Federal Reserve had previously provided 
without explicit charge and only to mem-
ber banks. Under the act, the fees must 
recover the full costs of providing the 
services, including all direct and indirect 
costs, the interest on items credited 
before collection (float), and the return 
on capital and the taxes that would have 
been paid had the services been furnished 
by a private business firm. The cost of 
capital and taxes is referred to as the 
private sector adjustment factor (PSAF). 

The Federal Reserve has developed an 
annual pricing process, which involves a 
review of Reserve Bank expenses in 
addition to the one required by the budget 
process, to meet the requirements for the 
full recovery of costs. Use of the budgets 
is an integral part of the pricing exercise 
because most of the recoverable costs of 
priced services consist of direct and 
indirect costs as determined by the 
budgets. 

Generally, fees are set only once a 
year, in the fourth quarter for the next 
calendar year, so that depository institu-
tions can more easily plan their own 
correspondent banking services. The 
Federal Reserve temporarily deviated 
from this schedule in June 1988, when it 
announced explicit fees for check collec-
tion return items to be effective in Sep-
tember. These new fees are part of the 

Board's implementation of the Expedited 
Funds Availability Act. The Federal 
Reserve anticipates resuming its normal 
schedule, announcing prices for 1990 in 
the fourth quarter of 1989. 

Fees for Federal Reserve services must 
be approved by the Product Director for 
the respective service, by the Pricing 
Policy Committee, and ultimately by the 
Board of Governors.1 If fees for any 
service are set so that the full recovery of 
costs is not anticipated, the Board an-
nounces the rationale. 

The cost of float is determined by 
applying the current rate for federal funds 
to the level of float expected in the coming 
year. Income taxes and the return on 
capital are determined by applying tax 
and financing rates to the assets the Fed-
eral Reserve expects to use in its priced 
services operations in the coming year. 
The tax and financing rates are derived 
from a model of the nation's 25 largest 
bank holding companies. The other com-
ponents of the PSAF are derived from the 
budgets of the Reserve Banks: the im-
puted sales tax (based on budgeted out-
lays for materials, supplies, and capital 
assets); the assessment for FDIC insur-
ance on expected clearing balances main-
tained with the Federal Reserve to settle 
transactions; and the portion of the 
expenses of the Board of Governors that 
is related directly to the development of 
priced services. 

The inclusion of all these costs means 
the Federal Reserve offers its priced ser-
vices on a basis comparable with that in 
the private sector, and the discipline of 

1. See appendix B, note 1, for a description of 
the position of Product Director and of the Pricing 
Policy Committee. 
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the market ensures that the prices charged 
will be no higher than necessary. 

Calculation of the PSAF for 1989 
In 1988 the Board approved a 1989 
private sector adjustment factor of $69.7 
million, a decrease of $6.5 million, or 
8.5 percent, from the PSAF of $76.2 
million targeted for 1988. 

Asset Base 
The estimated value of Federal Reserve 
assets to be used in providing priced 

services in 1989 is $3,240.3 million 
(table C.l). The value of assets assumed 
to be financed through debt and equity is 
$445.2 million in 1989, an increase of 
$28.0 million, or 6.7 percent, from 1988 
(table C.2). The rise is attributable 
largely to capital expenditures for bank 
premises, furniture, and equipment.2 

2. Short-term assets are assumed to be financed 
by short-term liabilities; long-term assets are 
assumed to be financed by a combination of equity 
and long-term debt. 

Table C.l 
Pro Forma Balance Sheet for Federal Reserve Priced Services, 1988-891 

Millions of dollars 

Asset or liability 1988 1989 

ASSETS 

Short-term assets 
Imputed reserve requirement on clearing balances 
Investment in marketable securities 
Receivables2 

Materials and supplies2 

Prepaid expenses2 

Net items in process of collection (float) 
Total short-term assets 

268.2 
1,967.0 

28.0 
6.4 
5.8 

438.3 

Long-term assets 
Premises23 

Furniture and equipment2 . 
Capital leases 
Leasehold improvements2. 

Total long-term assets. 

245.4 
129.5 

2.5 
2.2 

2,713.7 

379.6 

283.3 
2,077.9 

29.6 
7.1 
6.2 

432.8 

259.9 
137.9 

1 . 1 
4.7 

2,836.8 

403.6 

Total assets 

LIABILITIES 
Short-term liabilities 
Clearing balances 
Balance arising from early credit 

of uncollected items 
Short-term debt4 

Total short-term liabilities 

Long-term liabilities 
Obligations under capital leases 
Long-term debt4 

Total long-term liabilities 

Total liabilities 

Equity4 

Total liabilities and equity 

1. Data are averages for the year. 
2. Financed through the private sector adjustment 

factor; other assets are self-financing. 
3. Includes $0.4 million in allocations of assets of the 

3,093.3 3,240.3 

2,235.2 2,361.2 

438.3 432.8 
40.1 42.8 

2,713.6 2,836.8 

2.5 1.1 
136.4 156.8 

138.9 158.0 

2,852.5 2,994.7 

240.7 245.6 

3,093.2 3,240.3 

Board of Governors to priced services for 1989 and $0.5 
million for 1988. 

4. Imputed figures representing the source of financing 
for certain priced-service assets. 
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Cost of Capital and Taxes 
In 1987 the Board approved the use of a 
three-year average of rates of return on 
equity for calculating the PSAF. Because 
of abnormally low earnings by bank 
holding companies in 1987, however, the 
Board approved the use of five-year 
average rates of return on equity for use 
in the 1989 PSAF computation. Use 
of a three-year average for 1989 would 

have resulted in a PSAF that is signifi-
cantly below the PSAF approved by the 
Board. 

Changes in the relative sizes of bank 
holding companies have changed some-
what the composition of the 25-company 
sample used to calculate the PSAF. As in 
the past, the sampled bank holding com-
panies with the highest and lowest rates 
of return on equity before taxes were 

Table C. 2 
Derivation of the Private Sector Adjustment Factor, 1988-89 
Millions of dollars, except as noted 

Item 1988 1989 

Assets to be financed1 

Short-term 
Long-term2 

Total 

P S A F COMPONENTS 

Cost of capital (percent)3 

Short-term debt 
Long-term debt 
Pretax return on equity4 

Weighted average .. 

Capital structure (percent) 
Short-term debt 
Long-term debt 
Equity 

Total 

Tax rate (percent)4 . 

Capital costs5 

Short-term debt 
Long-term debt 
Equity 

Total 

REQUIRED P S A F RECOVERIES 

Other costs 
Sales taxes 
Assessment for federal deposit insurance. 
Expenses of Board of Governors 

Total 

Total PSAF recoveries 
Millions of dollars 
As a percent of capital... 
As a percent of expenses. 

40.1 
377.1 
417.2 

7.1 
9.7 

20.1 
15.4 

9.6 
32.7 
57.7 

100.0 

32.3 

2.8 
13.3 
48.3 
64.4 

8.2 
1.9 
1.7 

11.8 

76.2 
18.3 
16.3 

42.8 
402.4 
445.2 

6.6 
9.0 

16.9 
13.8 

9.6 
35.2 
55.2 

100.0 

20.5 

2.8 
14.0 
41.4 
58.3 

8.0 
1.9 
1.4 

11.4 

69.7 
15.7 
13.8 

1. The asset base for priced services is directly 
determined. 

2. Total long-term assets less capital leases that are 
self-financing. 

3. All short-term assets are assumed to be financed by 
short-term debt. Of the total long-term assets, 39 percent 
are assumed to be financed by long-term debt and 61 
percent by equity in 1989. The data are average rates paid 
by the bank holding companies included in the sample. 

4. The pretax rate of return on equity is based on 
average after-tax rates of return on equity for the sample of 
bank holding companies, adjusted by the effective tax rate. 
The 1989 figures for pretax equity and the tax rate are based 
on the average of these rates for the five years 1983-87. 

5. The calculations underlying these data use the dollar 
value of assets to be financed, divided as described in note 
3, and the rates for the cost of capital. 
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excluded, and calculations were based on 
the remaining 23 firms. 

Other Imputed Costs 
Other required PSAF recoveries for 
1989—imputed sales taxes, FDIC insur-
ance, and Board expenses—total $11.4 
million, down $0.4 million from 1988 
(table C.2). The reduction is due to a 
decline from 1988 to 1989 in projected 
capital expenditures, which in turn low-
ered imputed sales taxes. The decline is 
also attributable to a reduction in the 
proportion of time Board staff members 
work on the development of priced ser-
vices as the proportion of time spent on 
implementing the Expedited Funds Avail-
ability Act increases. 

Capital Outlays 

In accordance with generally accepted 
accounting principles (GAAP), the Fed-
eral Reserve System depreciates the cost 
of fixed assets over their estimated useful 
lives. In the federal government, where 
no requirement exists for depreciation 
accounting, the cost of fixed assets is 
typically recorded as an expense at the 
time of purchase. However, the Policy 
and Procedures Manual for Guidance of 
Federal Agencies of the General Account-
ing Office, which governs accounting 
procedures in the federal government, 
specifies in title 2 the use of depreciation 
accounting for business types of opera-
tions and for activities that recover costs 
from reimbursements or user charges. 
Certain activities of the Federal Reserve 
meet both of these criteria. Under GAAP, 
the cost of acquiring an asset that is 
expected to benefit an entity over future 
periods should be allocated over those 
periods. Such treatment allows a more 
realistic measurement of operating per-
formance. 

The Banks capitalize and depreciate all 
assets that cost $1,500 or more; they can 

either capitalize or expense those assets 
costing less. The capitalization guideline 
for the Board is $1,000. 

The Banks maintain a multiyear plan 
for capital spending. The Board, in turn, 
requires the Banks to budget annually for 
capital outlays by capital class to estimate 
the effect of total operating and capital 
spending. During the budget year, the 
Banks must submit proposed major pur-
chases of assets to the Board for further 
review and approval. The Board of 
Governors reviews capital expenditures 
for the Board. 

Table C.3 shows total System outlays 
for recent years based on the federal 
government's typical practice of expens-
ing assets. Total outlays for each year are 
derived from operating expenses less 
depreciation costs plus capital outlays. 
Because capital outlays are thus shown in 
total in the year of purchase rather than 
spread over the useful lives of the assets, 
the amounts and percent changes vary 
widely from year to year. 

Special Projects 
For 1989 the Board of Governors has 
approved research and development on 
three projects intended to provide long-
range benefits to the Federal Reserve and 
the banking industry. Because the spend-
ing on such projects is relatively high and 
short-term, the Federal Reserve accounts 
for it separately from its operating 
expenses. 

Digital Imaging of Checks 
In mid-1985 the Conference of First Vice 
Presidents approved the concept of test-
ing the technology for making digital 
images as it might be applied to check 
processing. The archiving of information 
on checks written by the U.S. Treasury 
and the processing of bad checks (return 
items) are the potential applications with 
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the most stringent requirements. The 
information captured from such checks 
must be especially detailed and of high 
quality and therefore requires a large 
capacity for data storage. These two 
check processes were thus selected as the 
most likely to reveal the feasibility of the 
technology. If the technology is success-
ful, it could replace the Federal Reserve's 
current practice of microfilming govern-
ment checks and could speed the handling 
of return items. 

In 1989 the check imaging project, 
building upon the first three years of 
results, will test an imaging system at two 
Reserve Banks with high-speed check 
processors. Total 1989 expenses for the 

Table C. 3 
Total Outlays of the Federal Reserve System, 
Federal Government Accounting Method, 1984-891 

Millions of dollars, except as noted 

Year and entity Operating 
expenses 

Depreciation Capital 
outlays 

Total 
outlays 

Percent 
change 
from 

previous 
year 

Year and entity Operating 
expenses 

Equipment Property 

Capital 
outlays 

Total 
outlays 

Percent 
change 
from 

previous 
year 

(1) (2) (3) ( l ) - ( 2 ) + (3) 
1984 
Reserve Banks 1,067.8 51.4 20.6 88.7 1,084.5 
Board of Governors 76.5 2.0 1.6 7.9 80.8 

Total 1,144.3 53.4 22.2 96.6 1,165.3 

1985 
Reserve Banks 1,117.4 60.3 21.1 148.2 1,184.2 9.2 
Board of Governors 82.0 3.3 1.6 4.2 81.3 .6 

Total 1,199.4 63.6 22.7 152.4 1,265.5 8.6 

1986 
Reserve Banks 1,161.3 68.0 23.5 164.1 1,233.9 4.2 
Board of Governors 84.0 4.2 1.6 16.5 94.7 16.5 

Total 1,245.3 72.2 25.1 180.6 1,328.6 5.0 

1987 
Reserve Banks 1,191.8 75.8 26.1 138.3 1,228.2 - . 5 
Board of Governors 86.3 5.9 1.6 5.0 83.8 -11 .5 

Total 1,278.1 81.7 27.7 143.3 1,312.0 - 1 . 2 

1988 estimate 
Reserve Banks 1,261.3 78.4 28.9 203.3 1,357.3 10.5 
Board of Governors 90.6 6.0 1.6 3.4 86.4 3.1 

Total 1,351.9 84.4 30.5 206.7 1,443.7 10.0 

1989 budget 
Reserve Banks 1,330.5 85.6 32.1 231.7 1,444.5 6.4 
Board of Governors 96.0 5.9 1.6 3.3 91.8 6.3 

Total 1,426.5 91.5 33.7 235.0 1,536.3 6.4 

1. Excludes the costs of special projects and currency. 

project are estimated to be $1.7 million. 
The technology has been under consid-

eration since December 1986 by a group 
of commercial banks, primarily for check 
processing within a single District. These 
institutions believe that, in evaluating 
this technology, the Federal Reserve has 
a role to play similar to the one it played 
in the 1950s in evaluating Magnetic Ink 
Character Recognition (MICR). That is, 
the System can determine whether the 
technology can support inter-District 
functions at the required speeds while 
producing acceptable images; the Fed-
eral Reserve can also address the legal 
issues associated with image capture. 
The effort by the commercial banks might 
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not have developed without the involve-
ment of the Federal Reserve. 

Optical Detection 
of Counterfeit Currency 
The Federal Reserve is using the tech-
nology of digital image processing 
discussed above to develop optical sen-
sors that can detect counterfeit U.S. 
currency. The sensors would be inte-
grated into the new generation of auto-
mated currency processing machines 
to be used at the Reserve Banks (see 
chapter 4). 

In 1989, selected vendors will develop 
a prototype system to be tested against 
prescribed performance standards. The 
Federal Reserve, which will share with 
the vendors the cost of development, has 
budgeted $3.3 million for the project in 
1989. 

Processing Electronic Payments 
A study by the Federal Reserve has 
indicated that, to meet the needs of users, 
the System must extend the number of 
hours it provides electronic payments 
services and that to better control risk in 
the payments system, it must improve the 
reliability of these services. The study 
also indicated that users of electronic 
payments are looking for more flexibility 
in the range of services offered as well as 
cost-effectiveness. 

In 1989 the Federal Reserve will 
complete its testing of equipment to 
satisfy these requirements. The pilot 
program, known as the Electronic Pay-
ments Processor, uses nonstop, fault-
tolerant equipment of the type used in 
networks of automatic teller machines 
and in payments processing at commer-
cial banks. 

The Federal Reserve is installing the 
equipment at three Reserve Banks and 
developing software for the automated 

clearinghouse service. The program, 
budgeted at $6.1 million for 1989, will 
also demonstrate the use of fault-tolerant 
equipment for the transfer of funds and 
securities. 

Currency Printing 
The Bureau of Engraving and Printing 
produces currency; the Federal Reserve 
Banks put it into circulation through 
depository institutions and destroy it as it 
wears out (table C.4). The Federal Re-
serve Act stipulates that the costs of 
producing currency, as well as the costs 
of putting it into circulation and destroy-
ing it, are to be assumed by the Federal 
Reserve System (table C.5). 

New currency is printed to replace 
worn notes and to accommodate in-
creases in the demand for circulating 
currency. Notes are also required for 
inventories held by the Reserve Banks to 
meet changes in demand. 

To minimize the number of new notes 
ordered and the cost of their printing, the 
Board consults with the Bureau of En-
graving and Printing to ensure that it 
uses efficient methods and maintains 

Table C.4 
Currency in Circulation, New Notes Issued, 
and Notes Destroyed, 1988 Estimate 
Millions of pieces 

Dollar 
denomination 

Notes 
in 

circulation1 

New 
notes 
paid 
out2 

Notes 
destroyed2 

1 4,304 3,320 2,857 
5 1,077 906 770 

10 1,169 832 777 
20 3,016 1,544 1,345 
50 578 158 84 

100 1,061 198 73 

Total 11,024 6,958 5,906 

1. As of July. 
2. Based on actual levels through the third quarter and 

expected levels for the fourth quarter. Notes paid out do not 
include additions to inventory at the Reserve Banks. 
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System guidelines on the quality of notes; and the Banks monitor all related costs, 
the Board also sees that Reserve Banks do such as those for transportation and 
not destroy notes prematurely. The Board packaging. 

Table C. 5 
Costs to the Federal Reserve of New Currency, 1987-89 
Millions of dollars, except as noted 

Item 1987 
actual 

1988 
estimate 

1989 
budget 

Percent 
change, 
1988-89 

Printing1 164.2 158.0 164.5 4.1 
Shipping from Washington2 4.3 4.8 4.8 - 2 . 1 
Reimbursement to the Treasury 

for issuance and retirement 1.6 1.6 1.6 0 
System-Treasury programs to deter counterfeiting .6 0 0 0 

Total costs of currency 170.7 164.5 171.0 3.9 

1. Based on 6.6billion notes in 1987,6.0 billion notes in 2. Includes purchase of seals and labels for Bureau of 
1988, and 6.3 billion notes in 1989. Engraving and Printing. 
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