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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 
institutions, for a fee, certain services 
that the Federal Reserve had previously 
provided without explicit charge and 
only to member banks. As the act 
requires, the cost of providing these ser-
vices includes all direct and indirect 
costs, the interest on items credited 
before actual collection (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 private 
business firm. 

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 bud-
gets. To assist depository institutions in 
their planning to provide or use corre-
spondent 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 
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 estimated by 
applying the current federal funds rate to 
the level of float expected in the coming 
year. Estimates for income taxes and the 
return on capital are based on tax and 
financing rates derived from a model of 
the fifty largest U.S. bank holding com-
panies; these rates are applied to the 
assets the Federal Reserve expects to use 
in providing priced services in the coming 
year. The other components of the PSAF 
are derived from the budgets of the 
Reserve Banks: the imputed sales tax 
(based on budgeted outlays for materials, 
supplies, and capital assets); the assess-
ment for insurance by the Federal De-
posit Insurance Corporation (FDIC) on 
expected clearing balances and on de-
ferred funds for items deposited for 
collection with the Reserve Banks; 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 to that in the 
private sector, and the discipline of the 
market ensures that the prices charged 
will be no higher than necessary. 

Calculation of the PSAF for 1990 
In 1989 the Board approved a 1990 
private sector adjustment factor of $79.4 

1. See appendix B, note 2, for a description of 
the position of product director and of the Pricing 
Policy Committee. 
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million, an increase of $9.7 million, or 
13.9 percent, from the PSAF of $69.7 
targeted for 1989. 

Asset Base 
The estimated value of Federal Reserve 
assets to be used in providing priced 
services in 1990 is $6,714.2 million 
(table C.l) . The value of assets assumed 
to be financed through debt and equity is 
$487.7 million in 1990, an increase of 
$42.7, or 9.6 percent, from 1989 (table 
C.2). This increase results largely from 

capital expenditures for bank premises 
planned by the Reserve Banks next year 
and from an increase in the proportion of 
Reserve Bank premises required for 
priced services operations.2 

Cost of Capital and Taxes 
For imputing the 1990 cost of equity 
capital in the PSAF, the Board in 1989 

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, 1989-901 

Millions of dollars 

Asset or liability 1989 1990 

ASSETS 

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

Materials and supplies2 

Prepaid expenses2 

Items in process of collection3 

Total short-term assets 

283.3 
2,077.9 

29.6 
7.1 
6.2 

3,701.8 

Long-term assets 
Premises2-4 

Furniture and equipment2 . 
Capital leases 

Total long-term assets 

Total assets 

259.9 
142.6 

1 . 1 

LIABILITIES 
Short-term liabilities 
Clearing balances and balances arising 

from early credit of uncollected items 
Deferred-credit items 
Short-term debt5 

Total short-term liabilities 

2,794.0 
3,269.0 

42.8 

Long-term liabilities 
Obligations under capital leases . 
Long-term debt5 

Total long-term liabilities .. 

1 . 1 
156.8 

Total liabilities 

Equity5 

Total liabilities and equity 

6,105.9 

403.6 

6,509 .5 

6,105.9 

158.0 

6,263.9 

245.6 

6 ,509 .5 

286.3 
2,099.4 

32.0 
7.1 
9.6 

3,838.9 

297.5 
141.5 

1.9 

2,838.7 
3,385.9 

48.7 

2.0 
139.1 

6,273.3 

440.9 

6,714 .2 

6,273.3 

141.0 

6,414.3 

299.9 

6 ,714 .2 

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

factor; other assets are self-financing. 
3. For 1989, restated to be consistent with the modifica-

tions to the calculation of the private sector adjustment 
factor approved by the Board in May 1989. 

4. Includes allocations of Board of Governors' assets to 
priced services of $0.4 million for 1989 and $0.3 million 
for 1990. 

5. Imputed figures representing the source of financing 
for certain priced-service assets. 
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approved the use of a five-year average of 
rates of return on equity earned by the 
fifty largest U.S. bank holding com-
panies . The number of firms in the sample 
for 1989 was twenty-five. The five-year 
interval was chosen to reduce the variabil-
ity of imputed costs caused by fluctua-
tions in the earnings of bank holding 
companies. Also for the calculation of 
the cost of capital, the Board ended the 

practice of deleting from the sample the 
holding companies with the highest and 
lowest returns on equity. The imputed 
pretax return on equity for 1990 is 15.5 
percent. 

Other Imputed Costs 
Other required PSAF recoveries for 
1990—imputed sales taxes, FDIC insur-
ance, and Board expenses—total $15.9 

Table C. 2 
Derivation of the Private Sector Adjustment Factor, 1989-90 
Millions of dollars, except as noted 

Item 1989 1990 

Assets to be financed1 

Short-term 
Long-term2 

Total 

PSAF 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 costs 5 

Short-term debt 
Long-term debt 
Equity 

Total 

REQUIRED PSAF 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 . 

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 

48.7 
439.0 
487.7 

7.3 
9.6 

15.5 
13.6 

10.0 
28.5 
61.5 

100.0 

27.8 

3.5 
13.3 
46.6 
63.5 

9.9 
4.3 
1.7 

15.9 

79.4 
16.3 
14.2 

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, 32 percent 
are assumed to be financed by long-term debt and 68 
percent by equity in 1990. 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 1990 figures for pretax equity is based on the average 
of these rates for the five years 1984-88. 

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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million, up from $11.4 million approved 
for 1989 (table C.2). A large portion of 
the increase, $2.4 million, is attributable 
to another change in the methodology 
approved by the Board earlier this year: 
The imputed FDIC insurance assessment 
now covers a measure of deposits 
including deferred credit items com-
puted on a basis comparable to that used 
for a commercial bank. In addition, 
imputed sales taxes are projected to 
increase by $1.9 million, largely as a 
result of an anticipated increase in 
expenditures by the Reserve Banks from 
1989 to 1990. 

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 de-
preciation 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 Accounting Office, which 
governs accounting procedures in the 
federal government, specifies in title 2 
the use of depreciation accounting for 
business types of operations and for 
activities that recover costs from re-
imbursements 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 performance. 

The Banks capitalize and depreciate all 
assets that cost $1,500 or more; they can 
either capitalize or expense 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 useftil lives of the assets, 
the amounts and percentage changes vary 
widely from year to year. 

Special Projects 
For 1990 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 authorized the testing of digi-
tal technologies to record check images 
for use in various check processing 
functions. The applications chosen for 
the testing were the archiving of check 
payment information for the Department 
of the Treasury and the processing of 
return items. These check processes had 
the strictest requirements of all, involving 
the storage of large amounts of data and 
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requiring a high level of quality in the 
retrieved image. The Treasury applica-
tion is the largest user of microfilm in the 
Federal Reserve System, and one goal of 
the test is to determine whether digital 
technology can provide image quality 
that is at least equal to microfilm at lower 
cost. I f successful, the technology could 
also help speed the processing of return 
items. Total 1990 expenses associated 
with this project are estimated to be $1.6 
million. 

In 1990 the project will complete the 
testing of a prototype system integrated 
with existing high-speed check proces-
sors at two Federal Reserve Bank sites. 
Given the positive results to date, the 

Table C. 3 
Total Outlays of the Federal Reserve System, 
Federal Government Accounting Method, 1985-901 

Millions of dollars, except as noted 

Year and entity Operating 
expenses 

Depreciation Capital 
outlays 

Total 
outlays 

Percentage 
change 
from 

previous 
year 

Year and entity Operating 
expenses 

Equipment Property 

Capital 
outlays 

Total 
outlays 

Percentage 
change 
from 

previous 
year 

(1) (2) (3) ( l ) - ( 2 ) + (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 
Reserve Banks 1,262.4 77.3 28.4 167.1 1,323.8 7.8 
Board of Governors 90.5 5.9 1.6 3.3 86.3 3.0 

Total 1,352.9 83.2 30.0 170.4 1.410.1 7.5 

1989 estimate 
Reserve Banks 1,341.4 82.5 30.9 217.8 1,445.8 9.2 
Board of Governors 96.3 4.3 1.6 4.0 94.4 9.4 

Total 1,437.7 86.8 32.5 221.8 1,540.2 9.2 

1990 budget 
Reserve Banks 1,419.0 92.7 35.0 274.9 1,566.2 8.3 
Board of Governors 104.9 4.2 1.6 4.0 103.2 9.3 

Total 1,523.8 96.9 36.6 278.9 1,669.4 8.4 

1. Excludes costs of special projects and currency and 
includes costs of the Board's Office of Inspector General. 

project will continue to focus on govern-
ment checks and return items. A request 
for proposals will be issued in late 1990 
for the Systemwide installation of check 
image processing. 

A group of commercial banks has been 
exploring the new technology, primarily 
for use within a single Federal Reserve 
District, since December 1986. These 
institutions believe that in evaluating this 
technology, the Federal Reserve plays an 
important role, similar to the one the it 
played in evaluating magnetic ink char-
acter recognition (MICR) in the 1950s. 
That is, the System can assure that the 
technology can support functions across 
Districts at the required speeds while 
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producing acceptable images and that the 
legal issues associated with image capture 
are addressed. The commercial bank 
effort might not have developed without 
the Federal Reserve's involvement. 

Authentication of Currency 
In 1988 the Federal Reserve initiated a 
special project for the development of an 
optical counterfeit-detection system 
(OCDS). During 1989 the project was 
expanded to include other means of 
authentication. The 1990 special project 
budget includes $3.2 million in support 
of these developmental efforts. 

In 1990 the Federal Reserve will 
request proposals from vendors to share 
the costs of continued development and 
testing of a prototype OCDS. This and 
several other efforts, both long-term and 
short-term, are designed to produce 
counterfeit detection devices to be placed 
on the Federal Reserve's high-speed cur-
rency processing equipment. 

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 April 1990 the Federal Reserve will 
complete its testing of equipment, known 
as the Electronic Payments Processor 
(EPP), to satisfy these requirements, at a 
1990 cost of $1.9 million. The EPP is a 
nonstop, fault-tolerant processor of the 
type used in networks of automatic teller 
machines and in payments processing at 
commercial banks. 

The Federal Reserve, which installed 
the equipment at three Reserve Banks, is 
also developing software for the auto-
mated clearinghouse service and demon-
strating the use of EPP 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. The Federal Reserve Act 
stipulates that the costs of producing cur-
rency, as well as the costs of putting it 
into circulation and destroying it, are to 
be assumed by the Federal Reserve 
System (table C.4). 

New currency is printed to replace 
worn notes and to accommodate in-
creases in the demand for circulating 
currency (table C.5). Notes are also 
required for inventories held by the 
Reserve Banks to meet changes in de-
mand. 

To minimize the number of new notes 
ordered and the cost of their printing, the 
Board consults with the Bureau of Engrav-
ing and Printing to ensure that it uses 

Table C.4 
Currency in Circulation, New Notes Issued, 
and Notes Destroyed, 1989 Estimate 
Millions of pieces 

Dollar 
denomination 

Notes 
in 

circulation1 

New 
notes 
paid 
out2 

Notes 
destroyed2 

1 4,616 3,096 3,003 
2 396 23 4 
5 1,132 856 835 

10 1,155 756 773 
20 3,092 1,557 1,499 
50 600 141 107 

100 1,148 184 98 

Total 12,139 6,613 6,319 

1. As of September 1989. 
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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efficient methods, maintains System notes prematurely. The Board and the 
guidelines on the quality of notes, and Banks also monitor all related costs, such 
sees that Reserve Banks do not destroy as those for transportation and packaging. 

Table C. 5 
Costs to the Federal Reserve of New Currency, 1988-90 
Millions of dollars, except as noted 

Item 1988 
actual 

1989 
actual 

1990 
budget 

Percent 
change, 
1989-90 

Printing1 158.0 168.2 182.0 8.2 
Shipping from Washington2 5.2 4.2 4.7 11.9 
Reimbursement to the Treasury 

for issuance and retirement 1.8 2.0 2.0 0.0 

Total costs of currency 165.0 174.4 188.7 8.2 

1. Based on 6.0 billion notes in 1988,6.3 billion notes in 2. Includes purchase of seals and labels for Bureau of 
1989, and 7.0 billion notes in 1990. 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 
institutions, for a fee, certain services 
that the Federal Reserve had previously 
provided without explicit charge and 
only to member banks. As the act 
requires, the cost of providing these ser-
vices includes all direct and indirect 
costs, the interest on items credited 
before actual collection (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 private 
business firm. 

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 bud-
gets. To assist depository institutions in 
their planning to provide or use corre-
spondent 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 
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 estimated by 
applying the current federal funds rate to 
the level of float expected in the coming 
year. Estimates for income taxes and the 
return on capital are based on tax and 
financing rates derived from a model of 
the fifty largest U.S. bank holding com-
panies; these rates are applied to the 
assets the Federal Reserve expects to use 
in providing priced services in the coming 
year. The other components of the PSAF 
are derived from the budgets of the 
Reserve Banks: the imputed sales tax 
(based on budgeted outlays for materials, 
supplies, and capital assets); the assess-
ment for insurance by the Federal De-
posit Insurance Corporation (FDIC) on 
expected clearing balances and on de-
ferred funds for items deposited for 
collection with the Reserve Banks; 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 to that in the 
private sector, and die discipline of the 
market ensures that the prices charged 
will be no higher than necessary. 

Calculation of the PSAF for 1991 
In 1990 the Board approved a 1991 
private sector adjustment factor of $85.8 

1. See appendix B, note 2, for a description of 
the position of product director and of the Pricing 
Policy Committee. 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

1990-1991



50 Annual Report: Budget Review, 1989-90 

million, an increase of $6.4 million, or 
8.1 percent, from the PSAF of $79.4 
targeted for 1990. 

Asset Base 
The estimated value of Federal Reserve 
assets to be used in providing priced 
services in 1991 is $6,203.0 million 
(table C. 1). The value of assets assumed 
to be financed through debt and equity 
is $530.7 million in 1991, an increase 
of $43.0, or 8.8 percent, from 1990 

(table C.2). This increase results largely 
from capital expenditures for bank prem-
ises planned by the Reserve Banks next 
year and from an increase in short- and 
long-term prepayments of equipment 
maintenance costs. 

Cost of Capital and Taxes 
and Other Imputed Costs 
For 1991, a pretax rate of return on 
equity of 14.5 percent is planned. Other 
required PSAF recoveries for 1991 — 

Table C.l 
Pro Forma Balance Sheet for Federal Reserve Priced Services, 1990-911 

Millions of dollars 

Asset or liability 1990 1991 

ASSETS 

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

Materials and supplies2 

Prepaid expenses2 

Items in process of collection3 

Total short-term assets 

286.3 
2,099.4 

32.0 
7.1 
9.6 

3,838.9 

Long-term assets 
Premises2'3 

Furniture and equipment2 

Leasehold improvements and long-term prepayments2 

Capital leases 
Total long-term assets 

295.5 
141.5 

2.0 
1.9 

Total assets 

LIABILITIES 
Short-term liabilities 
Clearing balances and balances arising 

from early credit of uncollected items 
Deferred-credit items 
Short-term debt4 

Total short-term liabilities 

2,838.7 
3,385.9 

48.7 

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

Total long-term liabilities .. 

2.0 
139.1 

6,273.3 

440.9 

6,714.2 

6,273.3 

141.0 

244.1 
1.790.4 

32.8 
8.2 
13.7 

3.637.5 

305.3 
146.8 
23.9 

.3 

2,466.7 
3,205.3 

54.7 

.3 
154.8 

5,726.7 

476.3 

6,203.0 

5,726.7 

155.1 

Total liabilities 

Equity4 

Total liabilities and equity 

6,414.3 

299.9 

6,714.2 

5,881.8 

321.2 

6,203.0 

1. Data are averages for the year. 
2. Financed through the PSAF; other assets are self-

financing. 
3. Includes allocations of Board of Governors' assets to 

priced services of $0.3 million for 1990 and $0.5 million 
for 1991. 

4. Imputed figures representing the source of financing 
for certain priced-service assets. 
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imputed sales taxes, FDIC insurance, 
and Board expenses—total $19.9 million, 
up from $15.9 million approved for 1990 
(table C.2). The increase in the PSAF of 
$4.9 million is attributable primarily to a 
rise in the rate assessed against deposits 
in computing the imputed FDIC insur-
ance assessment. It is offset partially by a 
reduction of $ 1.2 million in imputed sales 
taxes because of a lower assumed rate of 
capital investment. 

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 

Table C.2 
Derivation of the Private Sector Adjustment Factor, 1990-91 
Millions of dollars, except as noted 

Item 1990 1991 

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 PSAF 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 . 

48.7 
439.0 
487.7 

7.3 
9.6 

15.5 
13.6 

10.0 
28.5 
61.5 

100.0 

27.8 

3.5 
13.3 
46.6 
63.5 

9.9 
4.3 
1.7 

15.9 

79.4 
16.3 
14.2 

54.7 
476.0 
530.7 

8.6 
9.4 

14.5 
12.9 

10.3 
29.2 
60.5 

100.0 

30.5 

4.7 
14.5 
46.7 
65.9 

8.7 
9.2 
2.0 

19.9 

85.8 
16.2 
14.7 

1. The asset base for priced services is directly deter-
mined. 

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

3. Al l short-term assets are assumed to be financed by 
short-term debt. Of the total long-term assets, 33 percent 
are assumed to be financed by long-term debt and 67 
percent by equity. 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, adjusted by the 
effective tax rate to yield the pretax rate of return on equity 
for each bank holding company for each year. These data 
are then averaged over the five years 1985-89 to yield the 
pretax return on equity for use in the PSAF. 

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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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 
performance. 

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

Special Projects 
For 1990 the Board of Governors has 
approved research and development for 
two 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 authorized the testing of digital 

technologies to record check images for 
use in various check processing func-
tions. The applications chosen for the 
testing were the archiving of check 
payment information for the Department 
of the Treasury and the processing of 
return items. These check processes 
involve the storage of large amounts of 
data and require a high level of quality in 
the retrieved image. 

The research and development project 
on the processing of check images will 
continue to build upon the first five years 
of results. The focus during 1991 will be 
on the systems development of a high-
speed government-check archival sys-
tem; of personal computer systems for 
potential applications such as return item 
processing; and of low-speed systems 
that will be efficient in very low-volume 
applications in the near term. The 1991 
budget for these efforts is $3.7 million. 

Authentication of Currency 
In 1988 the Federal Reserve initiated 
a special project for the development 
of an optical counterfeit-detection sys-
tem (OCDS). During 1989 the project 
was renamed "Development of Cur-

TableC.3 
Currency in Circulation, New Notes Issued, 
and Notes Destroyed, 1990 Estimate 
Millions of pieces 

Dollar 
denomination 

Notes 
in 

circulation1 

New 
notes 
paid 
out2 

Notes 
destroyed2 

1 4,776 3,185 3,061 
2 415 16 4 
5 1,170 889 834 

10 1,172 792 791 
20 3,249 1,704 1,632 
50 643 176 128 

100 1,327 319 112 

Total 12,752 7,081 6,562 

1. As of September 1990. 
2. Based on actual levels through November 1990 and 

expected levels for December 1990. Notes paid out do not 
include additions to inventory at the Reserve Banks. 
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rency Authentication Systems" because 
research efforts included not only 
OCDS but also other alternatives for 
authentication. 

OCDS is an effort to improve capabil-
ities for counterfeit detection for enhanc-
ing the currency service provided to 
financial institutions and the public. Other 
development efforts under way in coun-
terfeit deterrence include long- and short-
term authentication alternatives that are 
expected to increase the Federal Re-
serve's ability to detect counterfeit cur-
rency. All of these efforts should produce 
counterfeit detector devices to be placed 
on the Federal Reserve's high speed 
currency-processing equipment. 

The 1991 special project budget in-
cludes $3.9 million in support of these 
efforts. 

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. The Federal Reserve Act 
stipulates that the costs of producing cur-
rency, as well as the costs of putting it 
into circulation and destroying it, are to 
be assumed by the Federal Reserve 
System (table C.3). 

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 
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, maintains Sys-
tem guidelines on the quality of notes, 
and sees that Reserve Banks do not 
destroy notes prematurely. The Board 
and the Banks also monitor all related 
costs, such as those for transportation 
and packaging. 

Table C.4 
Costs to the Federal Reserve of New Currency, 1989-91 
Millions of dollars, except as noted 

Item 1989 
actual 

1990 
estimated 

1991 
budget 

Percent 
change, 
1990-91 

Printing1 168.2 183.7 252.0 37.2 
Shipping from Washington 4.0 5.0 5.5 10.0 
Reimbursement to the Treasury 

for issuance and retirement 2.0 1.4 1.7 21.4 

Total costs of currency 174.4 190.1 259.2 36.3 

1. Based on 6.3 billion notes in 1989, 7 billion notes in 
1990, and 8 billion notes in 1991. 
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Appendix C 

Special Categories of System Expense 

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

Priced Services 
The Monetary Control Act of 1980 
(MCA) requires the Federal Reserve 
to make available to all depository 
institutions, for a fee, certain services 
that the Federal Reserve had previously 
provided 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 collection (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 private 
business firm. 

To meet the requirement for the full 
recovery of costs, the Federal Reserve 
has developed an annual pricing process 
involving a review of Reserve Bank 
expenses in addition to the review 
required by the budget process. Use of 
the budgets is an integral part of the 
pricing exercise because most of the 
recoverable costs of priced services are 
direct and indirect costs as determined 
by the budgets. To assist depository 
institutions in their planning 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 
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 
announces the rationale. 

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. Estimates of income 
taxes and the return on capital are based 
on tax and financing rates derived from 
a model of the fifty largest U.S. bank 
holding companies; these rates are 
applied to the assets the Federal Reserve 
expects to use in providing priced ser-
vices in the coming year. The other 
components of the PSAF are derived 
from the budgets of the Reserve Banks 
and the Board: the imputed sales tax 
(based on budgeted outlays for materials, 
supplies, and capital assets); the imputed 
assessment for insurance by the Federal 
Deposit Insurance Corporation (FDIC) 
(based on expected clearing balances 
and amounts deferred to depository in-
stitutions for items deposited for 
collection with the Reserve Banks); and 
an estimate of the direct and indirect 
expenses of the Board of Governors that 
is related to the development of priced 
services. 

The inclusion of all these costs means 
the Federal Reserve offers its priced 
services on a basis comparable with that 
in the private sector, and the discipline 
of the market ensures that the prices 
charged will be no higher than necessary. 

1. See appendix B, note 2, for a description of 
the position of product director and of the Pricing 
Policy Committee. 
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Calculation of the PSAF for 1992 

In 1991 the Board approved a 1992 
private sector adjustment factor of $79.9 
million, a decrease of $5.9 million, or 
6.8 percent, from the PSAF of $85.8 
targeted for 1991. 

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

services in 1992 is $6,531.8 million 
(table C.l). The value of assets assumed 
to be financed through debt and equity 
in 1992 is $563.6 million, an increase of 
$32.9 million, or 6.2 percent, over 1991 
(table C.2). This increase results largely 
from capital expenditures for bank prem-
ises planned by the Reserve Banks next 
year and from an increase in long-term 
prepayments of equipment maintenance 
costs. 

Table C.l 
Pro Forma Balance Sheet for Federal Reserve Priced Services, 1991-921 

Millions of dollars 

Asset or liability 1991 1992 

ASSETS 

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

Materials and supplies2 

Prepaid expenses2 

Items in process of collection3 

Total short-term assets 

244.1 
1.790.4 

32.8 
8.2 

13.7 
3.637.5 

Long-term assets 
Premises23 

Furniture and equipment2 

Leasehold improvements and long-term prepayments2 

Capital leases 
Total long-term assets 

305.3 
146.8 
23.9 

.3 

Total assets 

LIABILITIES 
Short-term liabilities 
Clearing balances and balances arising 

from early credit of uncollected items 
Deferred-credit items 
Short-term debt4 

Total short-term liabilities 

2,466.7 
3,205.3 

54.7 

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

Total long-term liabilities . 

.3 
154.8 

5,726.7 

476.3 

6,203.0 

5,726.7 

155.1 

372.0 
2.728.0 

32.7 
5.6 

11.2 
2.868.1 

341.0 
139.2 
33.9 

.1 

3,511.4 
2,456.7 

49.5 

.1 
170.4 

6,017.6 

514.2 

6^31.8 

6,017.6 

170.5 

Total liabilities 

Equity4 

Total liabilities and equity 

5,881.8 

321.2 

6,203.0 

6,188.1 

343.7 

6,531.8 

1. Data are averages for the year. to priced services of $0.5 million for 1991 and $0.3 
2. Financed through the PSAF; other assets are self- million for 1992. 

financing. 4. Imputed figures representing the source of financing 
3. Includes allocations of Board of Governors' assets for certain priced-service assets. 
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Cost of Capital and Taxes 
and Other Imputed Costs 
For 1992, a pretax rate of return on 
equity of 10.7 percent is planned. Other 
required PSAF recoveries for 1992— 
imputed sales taxes, imputed FDIC 
insurance assessment, and Board ex-
penses—total $23.5 million, up from 

$19.9 million approved for 1991 (table 
C.2). The decrease in the PSAF of $5.9 
million is due primarily to a decrease in 
the pretax return on equity rate from 
14.5 percent in 1991 to 10.7 percent in 
1992 attributable to the weaker 1990 
financial performance of bank holding 
companies included in the model relative 

Table C.2 
Derivation of the Private Sector Adjustment Factor (PSAF), 1991-92 
Millions of dollars, except as noted 

Item 1991 1992 

Assets to be financed1 

Short-term 
Long-term2 

Total 

PSAF 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. 

REQUIRED PSAF RECOVERIES 
Capital costs5 

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 

54.7 
476.0 
530.7 

8.6 
9.4 

14.5 
12.9 

10.3 
29.2 
60.5 

100.0 

30.5 

4.7 
14.5 
46.7 
65.9 

8.7 
9.2 
2.0 

19.9 

85.8 
16.2 
14.7 

49.5 
514.1 
563.6 

7.9 
9.2 

10.7 
10.2 

30.2 
61.0 

100.0 

29.4 

3.9 
15.7 
36.8 
56.4 

10.2 
11.4 

1.9 
23.5 

79.9 
14.2 
13.2 

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, 33 percent 
are assumed to be financed by long-term debt and 
67 percent by equity. 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, adjusted by the 
effective tax rate to yield the pretax rate of return on 
equity for each bank holding company for each year. 
These data are then averaged over the five years 1986-90 
to yield the pretax return on equity for use in the PSAF. 

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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to the 1985 performance included in 
the 1991 calculation. The decrease is 
partially offset by an increase in the 
asset base and by a rise in the imputed 
FDIC insurance assessment of $2.2 
million resulting from an increase in 
clearing balances maintained as well as 
an increase in the FDIC assessment rate. 

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 for depreciation ac-
counting exists, 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 
Accounting Office, which governs 
accounting procedures in the federal 
government, specifies in title 2 the use 
of depreciation accounting for business 
types of operations and for activities that 
recover costs from reimbursements or 
user charges. Certain activities of the 
Federal Reserve meet both 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 performance. 

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

purchases of assets to the Board for 
further review and approval. The Board 
of Governors reviews capital expendi-
tures for the Board. 

Special Projects 
For 1992 the Board of Governors has 
approved research and development for 
three projects intended to provide long-
range benefits to the Federal Reserve 
and the banking industry. Because the 
spending on such projects is relatively 
high and short-term, the Federal Reserve 
accounts for it separately from its 
operating expenses. 

Check Image Processing 
In 1988, the Conference of First Vice 
Presidents of the Reserve Banks ap-
proved the concept of testing digital 
technologies to record images for use in 
processing checks. The application that 
provided the strictest parameters was 
archiving information on government 
check payments for the Department of 
the Treasury. This application involves 
storage of a large amount of data and 
retrieval of high-quality data, require-
ments similar to those for processing 
return items. Consequently, it was 
decided to explore both applications 
to determine the feasibility of the 
technology. 

The Check Image Processing special 
project will continue to build on the first 
four years of results. The focus during 
1992 will be on developmental work in 
preparation for sustained tests of high-
speed image-capture systems for the 
government check application, continued 
developmental work on low-speed 
personal computer-based systems for the 
return item application, and leadership 
of efforts to develop industry standards 
for interchange of check images between 
Banks (using different systems). The 
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1992 budget for these efforts is $4.3 
million. Including 1992 expenses, Sys-
tem expenditures on Check Image 
Processing to date total $13.6 million. 

Development of Currency 
Authentication Systems 
In 1989, the Federal Reserve initiated a 
special project for development of an 
Optical Counterfeit Detection System 
(OCDS). Later that year the project was 
renamed Development of Currency 
Authentication Systems because research 
efforts included development not only 
of an OCDS, but also of other authen-
tication alternatives. 

OCDS is an effort to improve 
counterfeit-detection capabilities that will 
enhance the currency service provided 
to financial institutions and the public. 
Other activities include development of 
both long- and short-term authentication 
alternatives that are expected to improve 
the Federal Reserve's ability to detect 
counterfeit currency. All these efforts 
should produce counterfeit detector de-
vices to be placed on the Federal Re-
serve's high-speed currency-processing 
equipment. 

The 1992 project budget includes 
$9.3 million in support of these efforts. 
Including 1992 expenses, expenditures 
on this special project to date total 
$15.8 million. 

Automation Consolidation 

In 1992, the Federal Reserve System 
will incur its first expenditures for the 
Automation Consolidation special 
project. The project wil l result in 
consolidation of all mainframe computer 
operations at three sites within the 
System. The three sites, selected in late 
1991, are Richmond, Dallas, and New 
York. The 1992 project budget of $6.5 
million covers staffing of the project 

team and development of a detailed plan 
for achieving a consolidated automation 
environment within the Federal Reserve 
System. 

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. The Federal Reserve Act 
stipulates that the costs of producing 
currency, as well as the costs of putting 
it into circulation and destroying it, are 
to be assumed by the Federal Reserve 
System (table C.3). 

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 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 
Engraving and Printing to ensure that it 
uses efficient methods, maintains System 

Table C.3 
Currency in Circulation, New Notes Issued, 
and Notes Destroyed, 1991 Estimate 
Millions of pieces 

Dollar 
denomination 

Notes 
in 

circulation1 

New 
notes 
paid 
out2 

Notes 
destroyed2 

1 4,928 3,209 2,818 
2 432 18 3 
5 1,194 779 751 

10 1,184 733 695 
20 3,301 1,682 1,431 
50 677 175 140 

100 1,506 417 223 

Total 13,222 7,013 6,061 

1. As of September 1991. 
2. Based on actual levels through October and expected 

levels for November and December. Notes paid out do not 
include additions to inventory at the Reserve Banks. 
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guidelines on the quality of notes, and 
sees that Reserve Banks do not destroy 
notes prematurely. The Board and the 

Banks also monitor all related costs, 
such as those for transportation and 
packaging. 

Table C.4 
Costs to the Federal Reserve of New Currency, 1990-92 
Millions of dollars, except as noted 

Item 1990 
actual 

1991 
estimated 

1992 
budget 

Percent 
change, 
1991-92 

Printing1 185.7 253.3 317.0 25.1 
Shipping from Washington and western facility 5.3 5.2 6.8 30.8 
Reimbursement to the Treasury 

for issuance and retirement2 1.9 1.7 2.0 17.6 

Total cost of currency 192.9 260.2 325.8 25.2 

1. Based on 7 billion notes in 1990, 8 billion notes in 1991, and 9 billion notes in 1992. 
2. Includes intrasystem shipment of fit currency, purchase of currency pallets, and ship-

ment of currency pallets to the Bureau of Engraving and Printing. 
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Appendix A 

Special Categories of System Expense 

This appendix discusses System ex-
penses for priced services, capital out-
lays, special projects, and currency 
printing. 

Priced Services 
The Monetary Control Act of 1980 
requires the Federal Reserve to make 
available to all depository institutions, 
for a fee, certain services that the 
Federal Reserve had previously pro-
vided 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 collection (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 private 
business firm. 

To meet the requirement for the full 
recovery of costs, the Federal Reserve 
has developed an annual pricing process 
involving a review of Reserve Bank 
expenses in addition to the review 
required by the budget process. Use of 
the budgets is an integral part of the 
pricing exercise because most of the 
recoverable costs of priced services are 
direct and indirect costs as determined 
by the budgets. To assist depository 
institutions in their planning 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 direc-
tor for the respective service, by the 

Pricing Policy Committee, and ulti-
mately 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 announces the rationale. 

The cost of float is estimated by 
applying the current federal funds rate to 
the level of float expected to be gener-
ated in the coming year. Estimates of 
income taxes and the return on capital 
are based on tax and financing rates 
derived from a model of the fifty largest 
U.S. bank holding companies; these 
rates are applied to the assets the Federal 
Reserve expects to use in providing 
priced services in the coming year. The 
other components of the PSAF are 
derived from the budgets of the Reserve 
Banks and the Board: the imputed sales 
tax (based on budgeted outlays for 
materials, supplies, and capital assets); 
the imputed assessment for insurance by 
the Federal Deposit Insurance Corpora-
tion (FDIC) (based on expected clearing 
balances and amounts deferred to depos-
itory institutions for items deposited for 
collection with the Reserve Banks); and 
the portion of the expenses of the Board 
of Governors that is directly related to 
the development of priced services. 

The inclusion of all these costs means 
the Federal Reserve offers its priced 

1. The product directors are the first vice 
presidents at selected Reserve Banks with respon-
sibility for day-to-day policy guidance over 
specific Systemwide priced services. The Pricing 
Policy Committee comprises one governor, the 
Board's staff director for Federal Reserve Bank 
activities, and presidents of two Reserve Banks, 
and the first vice presidents of two other Reserve 
Banks. 
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services on a basis comparable with that 
in the private sector, and the discipline 
of the market ensures that the prices 
charged will be no higher than necessary. 

Calculation of the PSAF for 1993 

In 1992 the Board approved a 1993 
private sector adjustment factor for 

Reserve Bank priced services of 
$91.4 million, an increase of $11.5 mil-
lion, or 14.4 percent, over the PSAF of 
$79.9 targeted for 1992. 

Asset Base 
The estimated value of Federal Reserve 
assets to be used in providing priced 
services in 1993 is $10,483.5 million 

Table A. 1 
Pro Forma Balance Sheet for Federal Reserve Priced Services, 1992 and 19931 

Millions of dollars 

Item 1992 1993 

ASSETS 

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

Materials and supplies2 

Prepaid expenses2 

Items in process of collection 
Total short-term assets 

372.0 
2.728.0 

32.7 
5.6 

11.2 
2.868.1 

Long-term assets 
Premises23 

Furniture and equipment2 

Leasehold improvements and long-term prepayments2 

Capital leases 
Total long-term assets 

341.0 
139.2 
33.9 

.1 

6,017.6 

534.8 
5,465.2 

32.6 
5.4 
9.3 

3,826.4 

359.0 
201.0 

49.8 
.0 

9,873.7 

514.2 609.8 

Total assets 

LIABILITIES 
Short-term liabilities 
Clearing balances and balances arising 

from early credit of uncollected items 3,511.4 
Deferred-credit items 2,456.7 
Short-term debt4 49.5 

Total short-term liabilities 

6,531.8 

6,017.6 

6,652.4 
3,174.1 

47.3 

10,483.5 

9,873.7 

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

Total long-term liabilities . 

. 1 
170.4 

170.5 

.0 
201.8 

201.8 

Total liabilities 

Equity4 

6,188.1 

343.7 

10,075.5 

408.0 

Total liabilities and equity 6,531.8 10,483.5 

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

factor; other assets are self-financing. 
3. Includes allocations of Board of Governors' assets 

to priced services of $0.3 million for 1992 and $0.4 
million for 1993. 

4. Imputed figures representing the source of financing 
for certain priced-service assets. 
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(table A.l). The value of assets assumed 
to be financed through debt and equity 
in 1993 is $657.1 million, an increase 
of $93.5 million, or 16.6 percent, over 
1992 (table A.2). This increase is 
primarily the result of assets acquired by 
the Federal Reserve for the automation 
consolidation initiative. 

Cost of Capital, Taxes, 
and Other Imputed Costs 
For 1993, a pretax rate of return on 
equity of 8.6 percent is planned. Other 
required PSAF recoveries for 1993— 
imputed sales taxes, imputed FDIC 
insurance assessment, and Board 
expenses—total $35.0 million, up from 

Table A.2 
Derivation of the Private Sector Adjustment Factor (PSAF), 1992 and 1993 
Millions of dollars, except as noted 

Item 1992 1993 

Assets to be financed1 

Short-term 
Long-term2 

Total 

P S A F COMPONENTS 

Cost of capital (percentp 
Short-term debt 
Long-term debt 
Pretax return on equity4 

Weighted average long-term cost of capital 

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

Tax rate (percent) 

Capital costs 5 

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 percentage of capital .. 
As a percentage of expenses 

49.5 
514.1 
563.6 

7.9 
9.2 

10.7 
10.2 

30.2 
61.0 

29.4 

3.9 
15.7 
36.8 
56.4 

10.2 
11.4 

1.9 
23.5 

79.9 
14.2 
13.2 

47.3 
609.8 
657.1 

6.2 
9.0 
8.6 

7.2 
30.7 
62.1 

29.5 

2.9 
18.2 
35.3 
56.4 

11.4 
21.3 

2.3 
35.0 

91.4 
13.9 
15.1 

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, 33 percent 
are assumed to be financed by long-term debt and 
67 percent by equity. 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, adjusted by the 
effective tax rate to yield the pretax rate of return on 
equity for each bank holding company for each year. 
These data are then averaged over the five years 1987-91 
to yield the pretax return on equity for use in the PSAF. 

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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$23.5 million approved for 1992 (table 
A.2). The $11.5 million increase in 
PSAF recoveries is attributable to a 
higher premium rate and higher clearing 
balances held by depository institutions 
with Reserve Banks. 

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 for depreciation 
accounting exists, the cost of fixed 
assets is typically recorded as an 
expense at the time of purchase. How-
ever, the Policy and Procedures Manual 
for Guidance of Federal Agencies of the 
General Accounting Office, which gov-
erns accounting procedures in the fed-
eral government, specifies in title 2 the 
use of depreciation accounting for busi-
ness types of operations and for activi-
ties that recover costs from reim-
bursements or user charges. Certain 
activities of the Federal Reserve meet 
both 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 
performance. 

The Banks capitalize and depreciate 
all assets that cost $1,500 or more; they 
can either capitalize or expense 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 proposals 
for major purchases of assets to the 

Board for further review and approval. 
The Board of Governors reviews capital 
expenditures for the Board. 

Special Projects 
For 1993 the Board of Governors has 
approved three special research and 
development projects intended to pro-
vide long-range benefits to the Federal 
Reserve and the banking industry. 
Because spending on such projects is 
relatively high and short-term, the Fed-
eral Reserve accounts for these expen-
ditures separately from its operating 
expenses. 

Check Image Processing 
In 1988, the Conference of First Vice 
Presidents of the Reserve Banks approved 
the concept of testing digital technolo-
gies to record images for use in process-
ing checks. The application that pro-
vided the strictest parameters was 
archiving information about government 
check payments for the Department of 
the Treasury. This application involves 
storage of a large amount of data and 
retrieval of high-quality data, require-
ments similar to those for processing 
return items. Consequently, it was de-
cided to explore both applications to de-
termine the feasibility of the technology. 

Since the inception of the Check 
Image Processing special project, each 
major initiative has been a first-of-its-
kind effort to learn what image technol-
ogy can do and how it can be applied to 
the processing and collection of checks. 
The areas of high-, low-, and medium-
speed check processing, standards for 
the interchange of check images, and 
calibration of check image quality have 
been explored. During 1993 the basic 
research in these areas will be con-
cluded, bringing the Federal Reserve 
and the banking industry to the thresh-
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old of a multiyear effort to apply check 
image technology to interbank func-
tions. The $3.1 million 1993 budget will 
make it possible to begin implementing 
high-speed image archival applications 
in processing government checks, postal 
money orders, and savings bonds and 
other areas. Including budgeted 1993 
expenses, expenditures on this special 
project to date total $16.7 million. 

Development of Currency 
Authentication Systems 
In 1989, the Federal Reserve initiated a 
special project for development of an 
Optical Counterfeit Detection System 
(OCDS). Later that year the project 
was renamed Development of Currency 
Authentication Systems because re-
search efforts included development not 
only of an OCDS, but also of other 
authentication alternatives. 

OCDS is an effort to improve 
counterfeit-detection capabilities that will 
enhance the currency service provided 
to financial institutions and the public. 
Other activities include development of 
both long- and short-term authentication 
alternatives that are expected to improve 
the Federal Reserve's ability to detect 
counterfeit currency. All these efforts 
should produce counterfeit-detector de-
vices to be placed on the Federal Re-
serve's high-speed currency-processing 
equipment. 

The 1993 project budget is $4.2 mil-
lion. Including 1993 budgeted expenses, 
expenditures on this special project to 
date total $20.0 million. 

Automation Consolidation 
In 1992, the Federal Reserve System 
began to incur expenses for the Automa-
tion Consolidation special project. The 
project will result in consolidation of all 
mainframe computer operations at three 
data centers within the System. During 

1992, the project focused on developing 
a project plan and staffing and equipping 
the data centers. In 1993, emphasis will 
be on the conversion of District work-
loads, specifically on two major project 
milestones: transition of Richmond and 
Dallas District mainframe applications 
and migration of District-unique work-
loads from Atlanta, St. Louis, and 
Kansas City; and transition of District 
Electronic Payment Systems (EPS) 
images to the production environment 
by November 1993. The 1993 project 
budget is $73.0 million. 

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. New currency is printed to 
replace worn notes and to accommodate 
increases in the demand for circulating 
currency (table A.3). Notes are also 
required for inventories held by the 
Reserve Banks to meet changes in 
demand. 

Table A.3 
Currency in Circulation, New Notes Issued, 
and Notes Destroyed, 1992 Estimate 

Millions of pieces 

Dollar 
denomination 

Notes 
in 

circulation1 

New 
notes 
paid 
out2 

Notes 
destroyed2 

1 5,121 3,401 3,515 
2 449 18 4 
5 1,238 835 898 

10 1,220 746 838 
20 3,432 1,682 1,754 
50 722 344 401 

100 1,687 424 286 

Total 13,869 7,450 7,696 

1. As of September 1992. 
2. Based on actual levels through October and 

expected levels for November and December. Notes paid 
out do not include additions to inventory at the Reserve 
Banks. 
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The Federal Reserve Act stipulates 
that the costs of producing currency, as 
well as the costs of putting it into 
circulation and destroying it, be assumed 
by the Federal Reserve System (table 
A.4). 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 prematurely. 
The Board and the Banks also monitor 
all related costs, such as the costs of 
transporting and packaging the currency. 

Table A.4 
Costs to the Federal Reserve of New Currency, 1991-93 
Millions of dollars, except as noted 

Item 1991 
actual 

1992 
estimated 

1993 
budget 

Percentage 
change, 

1992 to 1993 

Printing1 253.6 286.2 337.5 17.9 
Shipping from Washington and western facility 5.6 5.6 7.0 25.0 
Reimbursement to the Treasury 

for issuance and retirement 2.1 2.0 2.0 .0 
Other2 1.3 .8 -38.5 

Total cost of currency 2613 295.1 3473 17.7 

1. Based on 8 billion notes in 1991, 8.5 billion notes in 1992, and 9 billion notes in 1993. 
2. Includes intrasystem shipment of fit currency, purchase of currency pallets, and ship-

ment of currency pallets to the Bureau of Engraving and Printing. 
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Appendix A 

Special Categories of System Expense 

Fees for priced services and treatment of 
capital outlays are explained in this 
appendix. Also described are Reserve 
Bank special projects for 1994 and 
Federal Reserve expenses for currency 
printing. 

Priced Services 

The Monetary Control Act of 1980 
requires the Federal Reserve to make 
available to all depository institutions, 
for a fee, certain services that the 
Federal Reserve had previously pro-
vided without explicit charge and only 
to member banks. As the act requires, 
the fees charged for providing these 
priced services are based on the cost of 
providing the services, including all 
direct and indirect costs, the interest on 
items credited before actual collection 
(float), and the private sector adjust-
ment factor (PSAF). The PSAF takes 
into account the return on capital that 
would have been provided, and the 
taxes that would have been paid, had 
the services been furnished by a private 
business firm. 

Annual Pricing Process 

To meet the requirement for the full 
recovery of costs, the Federal Reserve 
has developed an annual pricing process 
involving a review of Reserve Bank 
expenses in addition to the review 
required by the budget process. Use of 
the budgets is an integral part of the 
pricing exercise because most of the 
recoverable costs of priced services are 
direct and indirect costs as determined 
by the budgets. To assist depository 
institutions in their planning 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 direc-
tor for the respective service, by the 
Pricing Policy Committee, and ulti-
mately 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 announces the rationale. 

The cost of float is estimated by 
applying the current federal funds rate to 
the level of float expected to be gener-
ated in the coming year. Estimates of 
income taxes and the return on capital 
are based on tax and financing rates 
derived from a model of the fifty largest 
U.S. bank holding companies; these 
rates are applied to the assets the Federal 
Reserve expects to use in providing 
priced services in the coming year. The 
other components of the PSAF are 
derived from the budgets of the Reserve 
Banks and the Board: the imputed sales 
tax (based on budgeted outlays for 
materials, supplies, and capital assets); 
the imputed assessment for insurance 
by the Federal Deposit Insurance Cor-
poration (FDIC) (based on expected 
clearing balances and amounts deferred 
to depository institutions for items de-

1. The product directors are the first vice 
presidents at selected Reserve Banks with respon-
sibility for day-to-day policy guidance over 
specific Systemwide priced services. The Pricing 
Policy Committee comprises one Board governor, 
the Board's staff director for Federal Reserve 
Bank activities, the presidents of two Reserve 
Banks, and the first vice presidents of two other 
Reserve Banks. 
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posited for collection with the Reserve 
Banks); and the portion of the expenses 
of the Board of Governors that is 
directly related to the development of 
priced services. 

The inclusion of all these costs means 
the Federal Reserve offers its priced 
services on a basis comparable with 
that in the private sector, and the 
discipline of the market ensures that the 
prices charged will be no higher than 
necessary. 

Calculation of the PSAF for 1994 

In 1993 the Board approved a 1994 
private sector adjustment factor for 
Reserve Bank priced services of 
$103.6 million, an increase of $12.2 mil-
lion, or 13.3 percent, over the PSAF of 
$91.4 targeted for 1993. 

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

Table A.l 
Pro Forma Balance Sheet for Federal Reserve Priced Services, 1993 and 1994' 
Millions of dollars 

Item 1993 1994 

ASSETS 

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

Materials and supplies2 

Prepaid expenses2 

Items in process of collection 
Total short-term assets 

534.8 
5,465.2 

32.6 
5.4 
9.3 

3,826.4 

Long-term assets 
Premises2-3 

Furniture and equipment2 

Leasehold improvements and long-term prepayments2 

Capital leases 
Total long-term assets 

359.0 
201.0 
49.8 

.0 

9,873.7 

609.8 

593.6 
5,342.3 

64.3 
5.5 

16.1 
3,198.9 

349.9 
183.1 
32.1 

.6 

9,220.7 

565.6 

Total assets 

LIABILITIES 
Short-term liabilities 
Clearing balances and balances arising 

from early credit of uncollected items 6,652.4 
Deferred-credit items 3,174.1 
Short-term debt4 47.3 

Total short-term liabilities 

Long-term liabilities 
Obligations under capital leases .0 
Long-term debt4 201.8 

Total long-term liabilities 

Total liabilities 

10,483.5 9,786.4 

9,873.7 

5,935.9 
3,198.9 

85.9 
9,220.7 

201.8 

10,075.5 

408.0 

.0 
174.1 

174.1 

9,394.8 

391.5 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 allocations of Board of Governors' assets 

10,483.5 9,786.4 

to priced services of $0.4 million for 1993 and $0.4 
million for 1994. 

4. Imputed figures representing the source of financing 
for certain priced-service assets. 
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1994 is estimated at $9,786.4 million 
(table A.l). The value of assets assumed 
to be financed through debt and equity 
in 1994 is $651.5 million, a decrease 
of $5.6 million, or 0.9 percent, from 
1993 (table A.2); the decrease is due 
primarily to lower priced asset base 
levels at the Reserve Banks. 

Cost of Capital, Taxes, 
and Other Imputed Costs 
For 1994, a pretax rate of return on 
equity of 12.7 percent is planned. Other 
required PSAF recoveries for 1994— 
imputed sales taxes, imputed FDIC 
insurance assessment, and Board 
expenses—total $35.0 million (table A.2). 

Table A.2 
Derivation of the Private Sector Adjustment Factor (PSAF), 1993 and 1994 

Millions of dollars, except as noted 

Item 1993 1994 

Assets to be financed1 

Short-term 
Long-term2 

Total 

PSAF COMPONENTS 

Cost of capital (percent)3 

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

Weighted average long-term cost of capital 

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

Tax rate (percent) 

Capital costs 5 

Short-term debt 
Long-term debt 
Equity 

Total 

REQUIRED PSAF RECOVERIES 

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

Total 

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

47.3 
609.8 
657.1 

6.2 
9.0 
8.6 

7.2 
30.7 
62.1 

29.5 

2.9 
18.2 
35.3 
56.4 

11.4 
21.3 

2.3 
35.0 

91.4 
13.9 
15.1 

85.9 
565.6 
651.5 

4.3 
8.7 

12.7 
11.5 

13.2 
26.7 
60.1 

30.4 

3.7 
15.2 
49.7 
68.6 

12.5 
19.8 
2.7 

35.0 

103.6 
15.9 
17.0 

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, 31 percent 
are assumed to be financed by long-term debt and 
69 percent by equity. The data are average rates paid by 
the 50 largest bank holding companies (determined by 
size). 

4. The pretax rate of return on equity is based on 
average after-tax rates of return on equity, adjusted by the 
effective tax rate to yield the pretax rate of return on 
equity for each bank holding company for each year. 
These data are then averaged over the five years 1988-92 
to yield the pretax return on equity for use in the PSAF. 

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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The $12.2 million increase in PSAF 
recoveries is attributable to a higher cost 
of equity planned for 1994. 

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 for depreciation 
accounting exists, the cost of fixed 
assets is typically recorded as an 
expense at the time of purchase. How-
ever, the Policy and Procedures Manual 
for Guidance of Federal Agencies of the 
General Accounting Office, which gov-
erns accounting procedures in the fed-
eral government, specifies in title 2 the 
use of depreciation accounting for busi-
ness types of operations and for activi-
ties that recover costs from reim-
bursements or user charges. Certain 
activities of the Federal Reserve meet 
both 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 
performance. 

The Banks capitalize and depreciate 
all assets that cost $1,500 or more; they 
may either capitalize or expense 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 proposals 
for major purchases of assets to the 
Board for further review and approval. 
The Board of Governors reviews capital 
expenditures for the Board. 

Special Projects 
For 1994 the Board of Governors has 
approved two special research and de-
velopment projects intended to provide 
long-range benefits to both the Federal 
Reserve and the banking industry as a 
whole. Because spending on such 
projects is relatively high and short-
term, the Federal Reserve accounts for 
these expenditures separately from its 
operating expenses. 

Development of Currency 
Authentication Systems 

In 1989, the Federal Reserve initiated a 
special project for development of an 
Optical Counterfeit Detection System 
(OCDS). Later that year the project 
was renamed Development of Currency 
Authentication Systems because re-
search efforts included development not 
only of an OCDS, but also of other 
authenticat ion alternatives. 

OCDS is an effort to improve 
counterfeit-detection capabilities that will 
enhance the currency service provided 
to financial institutions and the public. 
Other activities include development of 
both long- and short-term authentication 
alternatives that are expected to improve 
the Federal Reserve's ability to detect 
counterfeit currency. All these efforts 
should produce counterfeit-detector de-
vices to be placed on the Federal Re-
serve's high-speed currency-processing 
equipment. 

The 1994 project budget is $1.3 mil-
lion. Including 1994 budgeted expenses, 
expenditures on this special project to 
date total $18.1 million. 

Automation Consolidation 

The Automation Consolidation special 
project will result in consolidation of the 
Federal Reserve System's mainframe 
computer operations at three sites. Dur-
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ing 1992, the project focused on devel-
oping a project plan and staffing and 
equipping the data centers. In 1993, 
emphasis was on conversion of District 
workloads, specifically on two major 
milestones: transition of Richmond and 
Dallas District mainframe applications 
and migration of the District-unique 
workloads from Atlanta, St. Louis, and 
Kansas City; and transition of District 
EPS (electronic payment system) im-
ages to the production environment by 
year-end. The 1994 budget of $66.9 mil-
lion will support these efforts. Including 
1994, System expenditures on this spe-
cial project total $161.2 million. 

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. New currency is printed to 
replace worn notes and to accommodate 
increases in the demand for circulating 
currency (table A.3). Notes are also 
required for inventories held by the 
Reserve Banks to meet changes in 
demand. 

The Federal Reserve Act stipulates 
that the costs of producing currency, as 
well as the costs of putting it into 

Table A.3 
Currency in Circulation, New Notes Issued, 
and Notes Destroyed, 1993 Estimate 
Millions of pieces 

Dollar 
denomination 

Notes 
in 

circulation1 

New 
notes 

issued2 

Notes 
destroyed2 

1 5,445 3,932 3,453 
2 468 22 3 
5 1,294 968 883 

10 1,250 855 790 
20 3,586 2,051 1,850 
50 777 239 167 

100 1,947 453 181 

Total 14,767 8,520 7,327 

1. As of September 1993. 
2. Based on actual levels through November and 

expected levels for December. Figures for new notes 
issued do not include additions to inventory at the Reserve 
Banks. 

circulation and destroying it, be assumed 
by the Federal Reserve System (table 
A.4). 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 prematurely. 
The Board and the Banks also monitor 
all related costs, such as the costs 
of transporting and packaging the 
currency. • 

Table A.4 
Costs to the Federal Reserve of New Currency, 1992-94 

Millions of dollars, except as noted 

Item 1992 
actual 

1993 
estimated 

1994 
budget 

Percentage 
change, 

1993 to 1994 

Printing1 286.1 346.1 355.3 2.7 
Shipping from Washington and western facilities 5.6 7.0 8.3 18.6 
Reimbursement to the Treasury 

for issuance and retirement 2.0 2.3 2.4 4.3 
Other2 1.3 .7 .9 21.03 

Total cost of currency 295.0 356.1 366.9 3.0 

1. Based on 7.9 billion notes in 1992, 8.4 billion notes in 1993, and 9 billion notes in 1994. 
2. Includes intrasystem shipment of fit currency, purchase of currency pallets, and ship-

ment of currency pallets to the Bureau of Engraving and Printing. 
3. Percentage calculated from unrounded dollars. 
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