
Introduction

Federal Reserve Budget Processes
and Operational Areas

To improve its effectiveness in address-
ing priorities and allocating resources,
the Board of Governors in 1997 con-
verted its annual budgeting and planning
process to a two-year budget cycle and
a four-year planning cycle.

The multiyear process involves the
Board members more actively and earlier
in the discussion of alternative expen-
ditures and thus allows the Board and
the staff to concentrate less on detailed
budgeting and more on planning and the
allocation of resources among activities.
In particular, the Board can now better
define and implement its longer-term
strategies across functional areas. The
longer budget cycle also promises to be
less burdensome to the participants and
more comprehensible to observers. The
first budget produced under the new
system covered calendar years 1998 and
1999.

Given their current business needs,
the Federal Reserve Banks will continue
to maintain an annual budget cycle.

Background on the
Federal Reserve

The Federal Reserve System consists of
the seven-member Board of Governors
in Washington, D.C., the twelve Federal
Reserve Banks with their twenty-five
Branches distributed throughout the
nation, the Federal Open Market Com-
mittee (FOMC), and three advisory
groups—the Federal Advisory Council,
the Consumer Advisory Council, and
the Thrift Institutions Advisory Coun-

cil. The System was created in 1913
by the Congress to establish a safe
and flexible monetary and banking sys-
tem. Over the years, the Congress has
given the Federal Reserve more author-
ity and responsibility for achieving
broad national economic and financial
objectives.

As the nation’s central bank, the
Federal Reserve has many, varied
responsibilities: It acts to ensure that the
nation’s economy grows at a pace
consistent with price stability; it serves
as the nation’s lender of last resort, with
responsibility for forestalling national
liquidity crises; and it is involved in
bank supervision and regulation, with
responsibilities for bank holding com-
panies, financial holding companies
(created under the Gramm–Leach–
Bliley Act, enacted in November 1999),
state-chartered banks that are mem-
bers of the Federal Reserve System, the
foreign activities of U.S. banks, and
the U.S. activities of foreign banks.
The Federal Reserve also administers
the nation’s consumer credit protection
laws.

The Federal Reserve System plays a
major role in the nation’s payment
mechanism. The Reserve Banks dis-
tribute currency and coin, provide wire
and automated clearinghouse transfers
of funds and securities, and process
domestic checks. In addition, the Fed-
eral Reserve Banks serve as the fiscal
agents of the United States and pro-
vide a variety of financial services
for the Treasury and other government
agencies.
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Summary of 1999 Income
and Expenditures

In carrying out its responsibilities in
1999, the Federal Reserve System
incurred an estimated $1.2 billion in net
operating expenses. Total spending of an
estimated $2.4 billion was offset by an
estimated $1.2 billion in revenue from
priced services, reimbursements, and
other income.

The major source of Federal Reserve
income is earnings on the portfolio
of U.S. government securities in the
System Open Market Account, esti-
mated at $28.2 billion in 1999. Earn-
ings in excess of expenses, dividends,
and surplus are transferred to the
U.S. Treasury—in 1999 an estimated
$25.4 billion. (These earnings are treated
as receipts in the U.S. budget accounting
system and as anticipated earnings
projected by the Office of Management
and Budget in the U.S. budget.)

Budget Processes

The following sections give an overview
of the separate budgets and budgeting
processes followed by the Board of
Governors and the Reserve Banks.

Board of Governors

The Board’s budget covers a two-year
period. The first year of the budget
cycle—the even-numbered year—is used
to update the strategic plan for the next
four years, and the second year is used
to develop the budget for the next
two years.

The two-year cycle begins in the fall
(thus, for the 2000–01 budget, the fall of
1998). At that time, the Board’s divi-
sions examine their operating environ-
ments and look for any adjustments to
their priorities, activities, and resources

that might improve the efficiency and
effectiveness of the Board’s operations.

The management of each division
discusses with the appropriate Board
oversight committee the issues that
result from its review. After any adjust-
ment, the results are given to the Staff
Planning Group, a small group of senior
managers with a Boardwide perspective,
for use in their analysis of the Board’s
budget options.

After consulting with the Board-level
Committee on Board Affairs for final
guidance, the Staff Planning Group
updates the strategic plan, which is used
to prepare a preliminary budget objec-
tive that identifies the level and alloca-
tion of resources needed to support the
plan. The Committee on Board Affairs
reviews the plan and preliminary budget
objective, clarifies outstanding planning
issues with the Staff Planning Group and
division directors, and by summer of
odd-numbered years submits the budget
to the Board for its consideration. As
part of this process, individual division
budget objectives are prepared on the
basis of Boardwide priorities and plan-
ning assumptions.

The divisions use the budget objec-
tive approved by the Board to com-
plete their budgeting under the approved
plan. The Board’s Committee on Board
Affairs, under authority delegated by the
Chairman, oversees the process until the
budget is submitted to the Board for
action at an open meeting in November
of the odd-numbered year.

The Board of Governors budgets its
activities across four operational areas
(described below). Direct costs, such as
those for salary, retirement, insurance,
and travel are billed to the operational
areas. Costs for data processing are also
charged as a direct expense to each of
the four areas according to actual usage
(at prices derived from the cost of
resources needed to provide the services
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and agreed upon before the budget year
starts); expenses for other elements of
support and overhead are distributed
among the operational areas in propor-
tion to the share of direct costs attribut-
able to each area.

The Board, in accordance with gen-
erally accepted accounting principles,
capitalizes certain assets and depreciates
their value over appropriate periods
instead of expensing them in their year
of purchase. Hence, the Board has both
an operations budget and a capital
budget.

After it is approved by the Board, the
budget is converted to an operating plan
that allocates expenditures by month;
the operating plan is also the vehicle
for subsequent adjustments within the
budget. Also at this point, the cash
requirement for the first half of the
calendar year is estimated, and the
amount is raised by an assessment on
each of the Reserve Banks in proportion
to its capital stock and surplus. The cash
requirement for the second half of each
year is estimated in June, and another
assessment is made in July.

The Board accounts for extraordinary
items separately from the operations
budget so that unique, one-time require-
ments do not compete with regular
operations and so that expenses in those
operations can be readily compared
across years without distortion. As dis-
cussed more fully in chapter 2, the
extraordinary items budget for 2000–01
consists of funds to support two periodic
surveys, one on consumer finances and
the other on small business finances, and
some remaining century date change
work.

The Board’s Office of Inspector Gen-
eral (OIG), in keeping with its statutory
independence, prepares its proposed
budget apart from the Board’s budget.
The OIG presents its two-year budget
directly to the Chairman for action by

the Board, also at an open meeting in
November.

Reserve Banks

Each year the Federal Reserve Banks
establish major operating goals for the
coming year, devise strategies for their
attainment, estimate required resources,
and monitor results. The process begins
with development of a budget guideline.
The Board of Governors reviews the
proposed level of spending and com-
municates the budget objective to the
Reserve Banks for their guidance. Each
Bank then develops its own budget. The
budgets are reviewed at the Board by a
committee of two governors—the Com-
mittee on Federal Reserve Bank Affairs—
both as separate documents and in light
of Systemwide issues and the plans
of the other Banks, before they are
presented to the full Board of Governors
for final action at an open meeting in
December.

The Banks’ budgets are also structured
in four operational areas (described
below), with support and overhead
charged to these areas. Special projects
are approved separately from the opera-
tions budgets; these projects are long-
range research and development efforts
that have the potential to make major
improvements in the nation’s pay-
ment mechanism or in the Federal
Reserve’s ability to provide services.

The Banks, in accordance with gen-
erally accepted accounting principles,
also capitalize certain assets and depre-
ciate their value over appropriate periods
instead of expensing them in their year
of purchase. Hence, the Banks also
have a capital budget in addition to an
operating budget and a special projects
budget.

The operations and financial per-
formance of the Reserve Banks are
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monitored throughout the year via a
cost-accounting system, the Planning
and Control System (PACS). Under
PACS, the costs of all Reserve Bank
services, both priced and nonpriced,
are grouped by operational area, and
the costs of support and overhead are
charged to the four areas. PACS makes
it possible to compare budgets with
actual expenses and enables the Board
of Governors to compare the financial
and operating performances of the
Reserve Banks.

Operational Areas

The Board of Governors and the Reserve
Banks account for their activities in four
major operational areas. Three of the
areas—monetary and economic policy,
supervision and regulation of financial
institutions, and services to financial
institutions and the public—are com-
mon to the Board and the Banks. The
Banks’ fourth operational area is ser-
vices to the U.S. Treasury and other
government agencies, and the Board’s
fourth area is System policy direction
and oversight.

Monetary and Economic Policy

The monetary and economic policy
operational area encompasses Federal
Reserve actions to influence the avail-
ability and cost of money and credit
in the nation’s economy. These actions
include setting reserve requirements,
setting the discount rate (which affects
the cost of borrowing), and conducting
open market operations.

A vast amount of banking and finan-
cial data flows through the Reserve
Banks to the Board, where it is compiled
and made available to the public. The
research staffs at the Board and the
Reserve Banks use these data, along
with information collected by other

public and private institutions, to assess
the state of the economy and the rela-
tionships between the financial markets
and economic activity. Staff members
provide background information for the
Board of Governors and for each meet-
ing of the FOMC by preparing detailed
economic and financial analyses and
projections for the domestic economy
and international markets. They also
conduct longer-run economic studies
on regional, national, and international
issues.

Supervision and Regulation

The Federal Reserve System plays a
major role in the supervision and regu-
lation of banks and bank holding com-
panies. The Board of Governors adopts
regulations to carry out statutory direc-
tives and establishes System super-
visory and regulatory policies; the
Reserve Banks conduct on-site examina-
tions and inspections of state member
banks and bank holding companies,
review applications for mergers, acquisi-
tions, and changes in control from banks
and bank holding companies, and take
formal supervisory actions. In 1999 the
Federal Reserve conducted 517 exam-
inations of state member banks and
1,427 inspections and 2,058 risk assess-
ments of bank holding companies; it
acted on 3,874 international and domes-
tic applications.

The Board also enforces compliance
by state member banks with the fed-
eral laws protecting consumers in their
use of credit. In 1999 the System
conducted more than 495 compliance
examinations, including 407 covering
state member banks and 88 covering
foreign banking organizations.

The Board’s supervisory responsibili-
ties also extend to the foreign operations
of U.S. banks and, under the International
Banking Act, to the U.S. operations of
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foreign banks. Beyond these activities,
the Federal Reserve maintains continu-
ous oversight of the banking industry to
ensure the overall safety and soundness
of the financial system. This broader
responsibility is reflected in the System’s
presence in financial markets, through
open market operations, and in the
Federal Reserve’s role as lender of last
resort.

Services to Financial Institutions
and the Public

The Federal Reserve System plays a
central role in the nation’s payment
mechanism, which is composed of many
independent systems that move funds
among financial institutions across the
country. The Reserve Banks obtain
currency and coin from the Bureau of
Engraving and Printing and from the
Mint and distribute it to the public
through depository institutions; they
receive deposits of currency and coin
from depository institutions; and they
identify counterfeits and destroy cur-
rency that is unfit for circulation.
In 1999 the Reserve Banks received
$445.6 billion in currency and $4.0 bil-
lion in coin from depository institutions,
distributed $554.6 billion in currency
and $5.8 billion in coin, and destroyed
$82.9 billion in unfit currency.

The Reserve Banks (along with their
Branches and regional centers) also
process checks for collection—
approximately 18 billion commercial
checks in 1999, with a total value of
nearly $15 trillion.

The Federal Reserve also plays a
central role in the nation’s payment
mechanism through its wire funds
transfer system, Fedwire. Through Fed-
wire, depository institutions can draw
on their deposit accounts at the Reserve
Banks and transfer funds anywhere
in the country. In 1999, approximately

102.8 million transfers valued at about
$343 trillion were sent over the Fedwire
funds transfer system, an average of
$3 million per transfer and $1.4 trillion
per day.

The Federal Reserve allows partici-
pants in private clearing arrangements
to exchange and settle transactions on a
net basis through deposit account bal-
ances. Users of net settlement services
include check clearinghouse associa-
tions, automated clearinghouse (ACH)
networks, credit card processors, auto-
mated teller machine networks, and
national and regional funds transfer
networks. The Reserve Banks provide
settlement services to approximately
102 local and national private-sector
clearing and settlement arrangements. In
1999 the Reserve Banks processed
about 361,000 settlement entries for
these arrangements.

The Federal Reserve currently pro-
cesses settlement entries through one of
three types of service: ‘‘settlement
sheet’’; Fedwire-based; and enhanced,
which was introduced in March 1999.
These services vary operationally and
by timing of finality. The Reserve Banks
will continue to offer the Fedwire-based
settlement service. The settlement sheet
service, however, will be phased out by
year-end 2001, when all its participants
must move to the enhanced service.1

1. In the settlement sheet service, the settlement
agent for a clearinghouse provides a settlement
sheet to a Reserve Bank, which in turn posts net
debit and credit entries to the accounts of the
settling participants. The entries are provisional
until the banking day after settlement.

In the Fedwire-based service, the clearinghouse
uses a zero-balance settlement account to receive
and send out Fedwire funds transfers to settle
participants’ obligations. These transfers are final
when processed.

In the enhanced service, settlement files are
submitted through a direct electronic connection
with a Reserve Bank, and settlement is final on
settlement day.
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Approximately 27,700 entities partici-
pate in the Federal Reserve’s ACH
service, which allows them to send or
receive payments electronically instead
of by check. The institutions use the
ACH service for credit and debit trans-
actions. In 1999 the Reserve Banks
processed approximately 4.2 billion
ACH transactions valued at about
$13.1 trillion; approximately 19 percent
of the transactions were for the federal
government, and the rest were for
commercial establishments.

Reserve Banks provide securities ser-
vices for the handling of book-entry
(computer-based) securities and the
physical collection of interest coupons
and miscellaneous items. The book-
entry service, begun in 1968, enables the
holders of Treasury and government
agency securities to transfer the securi-
ties electronically to other institutions
throughout the country. In 1999 the
Reserve Banks processed approximately
13.4 million securities transfers valued
at $179.5 trillion. The noncash collec-
tion service, through which maturing or
called physical coupons and bonds are
presented for collection, processed about
700,000 transactions in 1998 and about
600,000 transactions in 1999.

Services to the U.S. Treasury
and Other Government Agencies

The Reserve Banks provide fiscal agency
and depository services to the U.S. gov-
ernment. Through its deposit accounts
at the Reserve Banks, the government
issues checks, makes payments, and
collects receipts. The Reserve Banks
also process the government’s Fedwire
funds transfers and automated clearing-
house payments and provide the Depart-
ment of the Treasury with daily state-
ments of account activity. Reserve Banks
make claims on the Treasury and other
government agencies for reimbursement

of the full cost of providing these
services; reimbursement was received or
is expected for all but a relatively small
portion of the expenses claimed.

As fiscal agents, Reserve Banks
provide the Treasury with services
related to the federal debt. For example,
Reserve Banks issue, service, and redeem
marketable Treasury securities and sav-
ings bonds; they also process secondary
market Fedwire securities transfers initi-
ated by depository institutions.

The Reserve Banks operate two
book-entry (computer-based) securities
systems for the custody of Treasury
securities—the Fedwire book-entry
securities system and the Treasury
Department’s Treasury Direct. Almost
all book-entry Treasury securities are
maintained on Fedwire, which is also
the nation’s principal securities transfer
mechanism; the remainder are main-
tained on Treasury Direct.

As depositories, Reserve Banks col-
lect and disburse funds on behalf of the
federal government. The Reserve Banks
maintain the Treasury’s funds account,
accept deposits of federal taxes and fees,
pay checks drawn on the Treasury’s
account, and make electronic payments
on behalf of the Treasury. In 1999 the
Treasury continued to encourage elec-
tronic payments to reduce payments
made by check.

The Reserve Banks process the busi-
ness tax payments received by the more
than 10,000 depository institutions
designated to perform this function.
Institutions that receive the tax pay-
ments may place the funds in a Treasury
tax and loan (TT&L) account or remit
the funds to a Reserve Bank. The
depository institutions place collateral
with the Federal Reserve to secure
TT&L deposits and other government
deposits and investments.

The Reserve Banks also provide fiscal
agency and depository services to other
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domestic and international government
agencies. Depending on the authority
under which the services are provided,
the Reserve Banks may maintain book-
entry accounts of government agency
securities; provide custody for the stock
of unissued, definitive (physical) securi-
ties; maintain and update balances of
outstanding book-entry and definitive
securities for issuers; maintain funds
accounts for government agencies; and
provide various payment services,
including the processing and destroying

of redeemed food coupons for the
U.S. Department of Agriculture.

System Policy Direction and
Oversight

This operational area encompasses
activities by the Board of Governors
in supervising Board and Reserve Bank
programs. Expenses for these activities
are considered overhead expenses of the
System and are therefore allocated across
the other operational areas.
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Introduction

Federal Reserve Budget Processes
and Operational Areas

The Federal Reserve System consists of
the Board of Governors in Washington,
D.C., the twelve Federal Reserve Banks
with their twenty-five Branches distrib-
uted throughout the nation, the Federal
Open Market Committee (FOMC), and
three advisory groups—the Federal
Advisory Council, the Consumer Advi-
sory Council, and the Thrift Institutions
Advisory Council. The System was
created in 1913 by the Congress to
establish a safe and flexible monetary
and banking system. Over the years, the
Congress has given the Federal Reserve
more authority and responsibility for
achieving broad national economic and
financial objectives.

As the nation’s central bank, the
Federal Reserve has many, varied
responsibilities: It acts to ensure that the
nation’s economy grows at a pace
consistent with price stability; it serves
as the nation’s lender of last resort, with
responsibility for forestalling national
liquidity crises; and it is involved in
bank supervision and regulation, with
responsibilities for bank holding com-
panies, financial holding companies
(created under the Gramm–Leach–
Bliley Act, enacted in November 1999),
state-chartered banks that are mem-
bers of the Federal Reserve System, the
foreign activities of U.S. banks, and
the U.S. activities of foreign banks.
The Federal Reserve also administers
the nation’s financial consumer protec-
tion laws.

The Federal Reserve System plays a
major role in the nation’s payment
mechanism. The Reserve Banks dis-
tribute currency and coin; process

Fedwire, automated clearinghouse, and
securities transfers; and process checks.
In addition, the Federal Reserve Banks
serve as the fiscal agents of the United
States and provide a variety of financial
services for the Treasury and other
government agencies.

Summary of 2000 Income
and Expenditures

In carrying out its responsibilities in
2000, the Federal Reserve System
incurred an estimated $1.3 billion in net
operating expenses. Total spending of an
estimated $2.5 billion was offset by an
estimated $1.2 billion in revenue from
priced services, reimbursements, and
other income received from services
provided to the Department of the
Treasury.

The major source of Federal Reserve
income is earnings on the portfolio
of U.S. government securities in the
System Open Market Account, esti-
mated at $32.7 billion in 2000. Earn-
ings in excess of expenses, dividends,
and surplus are transferred to the
U.S. Treasury—in 2000 an estimated
$25.3 billion. (These earnings are treated
as receipts in the U.S. budget accounting
system and as anticipated earnings
projected by the Office of Management
and Budget in the U.S. budget.)

Budget Processes

Beginning with the 1998–99 budget, the
Board of Governors has operated on a
two-year budget cycle and a four-year
planning cycle. This multiyear process
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allows the Board to define and imple-
ment long-term strategies across func-
tional areas. Given their current business
needs, the Federal Reserve Banks
maintain an annual budget cycle.

The following sections give an over-
view of the separate budgets and budget-
ing processes followed by the Board of
Governors and the Reserve Banks. The
Federal Reserve System’s intent in the
development and publication of this
document is to provide the reader with
the assumptions and initiatives consid-
ered when the Federal Reserve System
budgets were developed and approved
by the Board of Governors. The informa-
tion contained in this document reflects
the budgets and other information
provided to the Board for approval in
December 2000.

Board of Governors

The Board’s budget covers a two-year
period. The first year of the budget
cycle—the even-numbered year—is used
to update the strategic plan for the next
four years, and the second year is used
to develop the budget for the next
two years.

The two-year cycle begins in the fall
(thus, for the 2000–01 budget, the fall of
1998). At that time, the Board’s divi-
sions examine their operating environ-
ments and look for any adjustments to
their priorities, activities, and resources
that might improve the efficiency and
effectiveness of the Board’s operations.

The management of each division
discusses with the appropriate Board
oversight committee the issues that
result from its review. After any adjust-
ment, the results are given to the Staff
Planning Group, a small group of senior
managers with a Boardwide perspective,
for use in their analysis of the Board’s
budget options.

After consulting with the Board-level
Committee on Board Affairs for final
guidance, the Staff Planning Group
updates the strategic plan, which is used
to prepare a preliminary budget objec-
tive that identifies the level and alloca-
tion of resources needed to support the
plan. As part of this process, individual
division budget objectives are prepared
on the basis of Boardwide priorities and
planning assumptions. The Committee
on Board Affairs reviews the plan and
preliminary budget objective, clarifies
outstanding planning issues with the
Staff Planning Group and division direc-
tors, and by summer of odd-numbered
years submits the budget to the Board
for its consideration.

The divisions use the budget objec-
tive approved by the Board to com-
plete their budgeting under the approved
plan. The Board’s Committee on Board
Affairs, under authority delegated by the
Chairman, oversees the process until the
budget is submitted to the Board for
action at an open meeting in the fall of
the odd-numbered year.

The Board of Governors budgets its
activities across operational areas. Direct
costs, such as those for salary, retire-
ment, insurance, and travel, are billed
to the operational areas. Costs for data
processing are also charged as a direct
expense to each of the areas according
to service-level agreements (at prices
derived from the cost of resources
needed to provide the services and
agreed upon before the budget year
starts); expenses for other elements of
support and overhead are distributed
among the operational areas in propor-
tion to the share of direct costs attribut-
able to each area.

The Board, in accordance with gen-
erally accepted accounting principles,
capitalizes certain assets and depreciates
their value over appropriate periods
instead of expensing them in the year of
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purchase. Hence, the Board has both an
operations budget and a capital budget.

After the budget is approved by the
Board, it is converted to an operating
plan that allocates expenditures by
month; the operating plan is also the
vehicle for subsequent adjustments
within the budget. Also at this point,
the cash requirement for the first half
of the calendar year is estimated, and
the amount is raised by an assess-
ment on each of the Reserve Banks
in proportion to its capital stock and
surplus. The cash requirement for the
second half of each year is estimated in
June, and another assessment is made in
July.

The Board accounts for extraordinary
items separately from the operations
budget so that unique, one-time require-
ments do not compete with regular
operations and so that expenses in those
operations can be readily compared
across years without distortion. As dis-
cussed more fully in chapter 2, the
extraordinary items budget for 2000–01
consists of funds to support two periodic
surveys, one on consumer finances and
the other on small business finances, and
the century date change work completed
in early 2000.

The Board’s Office of Inspector Gen-
eral (OIG), in keeping with its statutory
independence, prepares its proposed
budget apart from the Board’s budget.
The OIG presents its two-year budget
directly to the Chairman for action by
the Board, also at an open meeting in the
fall.

Reserve Banks

Each year the Federal Reserve Banks
establish major operating goals for the
coming year, devise strategies to attain
those goals, estimate required resources,
and monitor results. The process begins
with development of a preliminary

budget projection, which is reviewed by
the Board of Governors. Each Bank then
develops its own budget. The budgets
are reviewed at the Board by a com-
mittee of governors—the Committee on
Federal Reserve Bank Affairs—both
individually and in the context of Sys-
temwide issues and the plans of the
other Banks. The budgets are then
presented to the full Board of Governors
for final action at an open meeting in
December.

The Banks’ budgets are structured
in operational areas (described below),
with support and overhead charged to
these areas.

As is the case with the Board, the
Banks, in accordance with generally
accepted accounting principles, capital-
ize certain assets and depreciate their
value over appropriate periods instead
of expensing them in the year of pur-
chase. Hence, the Banks have a capital
budget in addition to an operating
budget.

The operations and financial per-
formance of the Reserve Banks are
monitored throughout the year via a
cost-accounting system, the Planning
and Control System (PACS). Under
PACS, the costs of all Reserve Bank
services, both priced and nonpriced,
are grouped by operational area, and
the costs of support and overhead are
charged to these areas. PACS makes
it possible to compare budgets with
actual expenses and enables the Board
of Governors to compare the financial
and operating performances of the
Reserve Banks.

Beginning with the 2001 budget,
significant structural changes have been
made to PACS. As a result of these
changes, some expenses were shifted
to different operational areas, thus limit-
ing functional and District comparabil-
ity of 2001 budget data with budget
and expense data from previous years.
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Changes to Federal Reserve Bank
accounting methodology are detailed in
chapter 3 of this book.

Operational Areas

In 2000 the Federal Reserve System
accounted for costs using the following
categories—monetary and economic pol-
icy, supervision and regulation of finan-
cial institutions, services to financial
institutions and the public, services to
the U.S. Treasury and other government
agencies, and System policy direction
and oversight.

Monetary and Economic Policy

The monetary and economic policy
operational area encompasses Federal
Reserve actions to influence the avail-
ability and cost of money and credit
in the nation’s economy.

A vast amount of banking and finan-
cial data flows through the Reserve
Banks to the Board, where it is compiled
and made available to the public. The
research staffs at the Board and the
Reserve Banks use these data, along
with information collected by other
public and private institutions, to assess
the state of the economy and the rela-
tionships between the financial markets
and economic activity. Staff members
provide background information for the
Board of Governors and for each meet-
ing of the FOMC by preparing detailed
economic and financial analyses and
projections for the domestic economy
and international markets. The Board
and the FOMC use these analyses and
projections in setting reserve require-
ments, setting the discount rate (which
affects the cost of borrowing), and
conducting open market operations. Staff
members also conduct longer-run eco-
nomic studies on regional, national, and
international issues.

Supervision and Regulation

The Federal Reserve System plays a
major role in the supervision and regu-
lation of banks and bank holding com-
panies. The Board of Governors adopts
regulations to carry out statutory direc-
tives and establishes System super-
visory and regulatory policies; the
Reserve Banks conduct on-site examina-
tions and inspections of state member
banks and bank holding companies,
review applications for mergers, acquisi-
tions, and changes in control from banks
and bank holding companies, and take
formal supervisory actions. In 2000, the
Federal Reserve conducted 589 exam-
inations of state member banks (some
of them jointly with state agencies) and
1,247 inspections and 2,351 risk assess-
ments of bank holding companies; it
acted on 3,232 international and domes-
tic applications.

The Board also enforces compliance
by state member banks with the fed-
eral laws protecting consumers in their
use of credit. In 2000, the System
conducted 388 compliance examina-
tions, including 284 covering state
member banks and 104 covering for-
eign banking organizations. Procedures
related to the Community Reinvestment
Act were included in 114 of the compli-
ance examinations.

The Board’s supervisory responsibili-
ties also extend to the foreign operations
of U.S. banks and, under the International
Banking Act, to the U.S. operations of
foreign banks. Beyond these activities,
the Federal Reserve maintains continu-
ous oversight of the banking industry to
ensure the overall safety and soundness
of the financial system. This broader
responsibility is reflected in the System’s
presence in financial markets, through
open market operations, and in the
Federal Reserve’s role as lender of last
resort.
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Services to Financial Institutions
and the Public

The Federal Reserve System plays a
central role in the nation’s payment
mechanism, which is composed of many
independent systems that move funds
among financial institutions across the
country. The Reserve Banks obtain
currency and coin from the Bureau of
Engraving and Printing and from the
Mint and distribute them to the public
through depository institutions; they
receive deposits of currency and coin
from depository institutions; and they
identify counterfeits and destroy cur-
rency that is unfit for circulation.
In 2000, the Reserve Banks received
$564.3 billion in currency and $3.9 bil-
lion in coin from depository institutions,
distributed an estimated $527.3 billion
in currency and $6.3 billion in coin,
and destroyed $112.2 billion in unfit
currency.

The Reserve Banks (along with their
Branches and regional centers) also
process checks for collection. In 2000,
the Reserve Banks processed approxi-
mately 17 billion commercial checks for
collection with a total value of nearly
$13 trillion.

The Federal Reserve also plays a
central role in the nation’s payment
mechanism through its funds transfer
system, Fedwire. Through Fedwire,
depository institutions can draw on their
reserve or clearing balances at the
Reserve Banks and transfer funds any-
where in the country. In 2000, approxi-
mately 104.2 million transfers valued at
about $379 trillion were sent over the
Fedwire funds transfer system, an aver-
age of $3.6 million per transfer and
$1.5 trillion per day.

The Federal Reserve allows partici-
pants in private clearing arrangements
to exchange and settle transactions on
a net basis through reserve or clearing

account balances. Users of net settle-
ment services include check clearing-
house associations, automated clearing-
house (ACH) networks, credit card
processors, automated teller machine
networks, and a national funds transfer
network. The Federal Reserve offers
three types of settlement services:
‘‘settlement sheet,’’ Fedwire-based, and
enhanced.1 The Reserve Banks provide
settlement services to approximately
ninety-one local and national private-
sector clearing and settlement arrange-
ments. In 2000, the Reserve Banks
processed more than 390,000 settlement
entries for these arrangements.

The Federal Reserve’s ACH service
allows depository institutions to send or
receive payments electronically instead
of by check. Institutions use the ACH
service for credit and debit transactions.
In 2000, the Reserve Banks processed
approximately 3.8 billion ACH trans-
actions valued at about $11.3 trillion;
approximately 19 percent of the trans-
actions were for the federal govern-
ment, and the rest were for commercial
establishments.

Reserve Banks provide securities ser-
vices for the handling of book-entry
(computer-based) securities and the col-
lection of interest coupons and miscel-
laneous items. The book-entry service
enables the holders of Treasury and
government agency securities to trans-
fer the securities electronically to other
institutions throughout the country. In
2000, the Reserve Banks processed
approximately 14.5 million securities
transfers valued at $190 trillion, an
average of $13 million per transfer and
$754 billion per day. The noncash
collection service, through which matur-
ing or called physical coupons and

1. The settlement sheet service will be phased
out by year-end 2001, when all its participants
must move to the enhanced service.
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bonds are presented for collection,
processed about 508,400 transactions in
2000.

Services to the U.S. Treasury
and Other Government Agencies

The Reserve Banks provide fiscal agency
and depository services to the U.S. gov-
ernment. Through its deposit accounts
at the Reserve Banks, the government
makes payments and collects receipts.
The Reserve Banks provide the Depart-
ment of the Treasury with daily state-
ments of account activity. The Reserve
Banks provide claims for reimburse-
ment to the Treasury and other govern-
ment agencies for the full cost of pro-
viding these services; reimbursement
was received or is expected for all but a
relatively small portion of the expenses
claimed.

As fiscal agents, Reserve Banks pro-
vide the Treasury with services related
to the federal debt. For example, Reserve
Banks issue, service, and redeem mar-
ketable Treasury securities and savings
bonds; they also process secondary
market Fedwire securities transfers
initiated by depository institutions. The
Reserve Banks operate two book-entry
(computer-based) securities systems for
the custody of Treasury securities—the
Fedwire book-entry securities system
and Treasury Direct. Almost all book-
entry Treasury securities are maintained
on Fedwire, which is also the nation’s
principal securities transfer mecha-
nism; the remainder are maintained on
Treasury Direct, which is used by
individuals.

As depositories, Reserve Banks col-
lect and disburse funds on behalf of the
federal government. The Reserve Banks
maintain the Treasury’s funds account,

accept deposits of federal taxes and fees,
pay checks drawn on the Treasury’s
account, and make Fedwire and auto-
mated clearinghouse payments on behalf
of the Treasury. In 2000, the Treasury
continued to encourage electronic pay-
ments to reduce payments made by
check.

The Reserve Banks, as fiscal agents
and depositories of the United States,
collect federal taxes and invest excess
Treasury balances with depository
institutions. Any depository institution
can accept tax deposits and immediately
remit them to the Treasury. Approxi-
mately 1,300 depository institutions
accept tax proceeds as investments and
pay interest on the funds until Treasury
calls the balances. These investments
and other funds held at depository insti-
tutions must be collateralized at all
times. During the fourth quarter of 2000,
the Reserve Banks introduced new
software, called the Treasury Investment
Program (TIP), for collecting and invest-
ing tax proceeds. A principal enhance-
ment of TIP is the real-time monitoring
of collateral and removal of under-
collateralized balances.

The Reserve Banks also provide fiscal
agency and depository services to other
domestic and international government
agencies. Depending on the authority
under which the services are provided,
the Reserve Banks may maintain book-
entry accounts of government agency
securities; provide custody for the stock
of unissued, definitive (physical) securi-
ties; maintain and update balances of
outstanding book-entry and definitive
securities for issuers; maintain funds
accounts for government agencies; and
provide various payment services,
including the processing and destroying
of redeemed food coupons for the
U.S. Department of Agriculture.
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System Policy Direction and
Oversight

This operational area encompasses
activities by the Board of Governors
in supervising Board and Reserve Bank
programs. At the System level, the

expenses for these activities are consid-
ered overhead and are therefore allo-
cated across the other operational areas.
At the Board level, these expenses are
not treated as overhead nor allocated to
other operational areas.
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Introduction

Federal Reserve Budget Processes
and Operational Areas

The Federal Reserve System consists of
the Board of Governors in Washington,
D.C., the twelve Federal Reserve Banks
with their twenty-five Branches distrib-
uted throughout the nation, the Federal
Open Market Committee (FOMC), and
three advisory groups—the Federal
Advisory Council, the Consumer Advi-
sory Council, and the Thrift Institutions
Advisory Council. The System was
created in 1913 by the Congress to
establish a safe and flexible monetary
and banking system. Over the years, the
Congress has given the Federal Reserve
more authority and responsibility for
achieving broad national economic and
financial objectives.

As the nation’s central bank, the
Federal Reserve has many, varied
responsibilities: It acts to ensure that the
nation’s economy grows at a pace
consistent with price stability; it serves
as the nation’s lender of last resort, with
responsibility for forestalling national
liquidity crises; and it is involved in
bank supervision and regulation, with
responsibilities for bank holding com-
panies, financial holding companies
(created under the Gramm–Leach–
Bliley Act, enacted in November 1999),
state-chartered banks that are mem-
bers of the Federal Reserve System, the
foreign activities of U.S. banks, and
the U.S. activities of foreign banks.
The Federal Reserve also administers
the nation’s financial consumer protec-
tion laws.

The Federal Reserve System plays a
major role in the nation’s payment
mechanism. The Reserve Banks dis-
tribute currency and coin; process

Fedwire, automated clearinghouse, and
securities transfers; and process checks.
In addition, the Federal Reserve Banks
serve as the fiscal agents of the United
States and provide a variety of financial
services for the Treasury and other
government agencies.

Summary of 2001 Income
and Expenditures

In carrying out its responsibilities in
2001, the Federal Reserve System
incurred an estimated $1.4 billion in net
operating expenses. Total spending of an
estimated $2.7 billion was offset by an
estimated $1.2 billion in revenue from
priced services, reimbursements, and
other income received from services
provided to the Department of the
Treasury.

The major source of Federal Reserve
income is earnings on the portfolio
of U.S. government securities in the
System Open Market Account, esti-
mated at $30.5 billion in 2001. Earn-
ings in excess of expenses, dividends,
and surplus are transferred to the
U.S. Treasury—in 2001 an estimated
$27.1 billion. (These earnings are treated
as receipts in the U.S. budget accounting
system and as anticipated earnings
projected by the Office of Management
and Budget in the U.S. budget.)

Budget Processes

Beginning with the 1998–99 budget, the
Board of Governors has operated on a
two-year budget cycle and a four-year
planning cycle. This multiyear process
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allows the Board to define and imple-
ment long-term strategies across func-
tional areas. Given their current business
needs, the Federal Reserve Banks
maintain an annual budget cycle.

The following sections give an over-
view of the separate budgets and budget-
ing processes followed by the Board of
Governors and the Reserve Banks. The
Federal Reserve System’s intent in the
development and publication of this
document is to provide the reader with
the assumptions and initiatives consid-
ered when the Federal Reserve System
budgets were developed and approved
by the Board of Governors. The informa-
tion contained in this document reflects
the budgets and other information
provided to the Board for approval in
December 2001.

Board of Governors

The Board’s budget covers a two-year
period. The first year of the budget
cycle—the even-numbered year—is used
to update the strategic plan for the next
four years, and the second year is used
to develop the budget for the next
two years.

The two-year cycle begins in the fall
(thus, for the 2002–03 budget, the fall of
2000). At that time, the Board’s divi-
sions examine their operating environ-
ments and look for any adjustments to
their priorities, activities, and resources
that might improve the efficiency and
effectiveness of the Board’s operations.

The management of each division
discusses with the appropriate Board
oversight committee the issues that
result from its review. After any adjust-
ment, the results are given to the Staff
Planning Group, a small group of senior
managers with a Boardwide perspective,
for use in their analysis of the Board’s
budget options.

After consulting with the Board-level
Committee on Board Affairs for final
guidance, the Staff Planning Group
updates the strategic plan, which is used
to prepare a preliminary budget objec-
tive that identifies the level and alloca-
tion of resources needed to support the
plan. As part of this process, individual
division budget objectives are prepared
on the basis of Boardwide priorities and
planning assumptions. The Committee
on Board Affairs reviews the plan and
preliminary budget objective, clarifies
outstanding planning issues with the
Staff Planning Group and division direc-
tors, and by summer of odd-numbered
years submits the budget objective to the
Board for its consideration.

The divisions use the budget objec-
tive approved by the Board to com-
plete their budgeting under the approved
plan. The Board’s Committee on Board
Affairs, under authority delegated by the
Chairman, oversees the process until the
budget is submitted to the Board for
action at an open meeting in the fall of
the odd-numbered year.

The Board of Governors budgets its
resources by division and accounts for
its activities by division and across
operational areas. Direct costs, such as
those for salary, retirement, insurance,
and travel, are billed to the operational
areas. Costs for data processing are also
charged as a direct expense to each
of the areas according to service-level
agreements (at prices derived from the
cost of resources needed to provide
the services and agreed upon before the
budget year starts); expenses for other
elements of support and overhead are
distributed among the operational areas
in proportion to the share of direct costs
attributable to each area.

The Board, in accordance with gen-
erally accepted accounting principles,
capitalizes certain assets and depreci-
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ates their value over appropriate periods
instead of expensing them in the year of
purchase. Hence, the Board has both an
operations budget and a capital budget.

After the budget is approved by the
Board, it is converted to an operating
plan that allocates funding by month;
the operating plan is also the vehicle
for subsequent adjustments within the
budget. Also at this point, the cash
requirement for the first half of the
calendar year is estimated, and the
amount is raised by an assessment on
each of the Reserve Banks in proportion
to its capital stock and surplus. The cash
requirement for the second half of each
year is estimated in June, and a second
assessment is made in July.

The Board accounts for extraordinary
items separately from the operations
budget so that unique, one-time require-
ments do not compete with regular
operations and so that expenses in those
operations can be readily compared
across years without distortion. As dis-
cussed more fully in chapter 2, the
extraordinary items budget for 2002–03
consists of funds to support planning for
two periodic surveys, one on consumer
finances and the other on small business
finances.

The Board’s Office of Inspector Gen-
eral (OIG), in keeping with its statu-
tory independence, prepares its budget
apart from the Board’s budget. The OIG
presents its two-year budget directly to
the Chairman for action by the Board,
also at an open meeting in the fall.

Reserve Banks

Each year the Federal Reserve Banks
establish major operating goals for the
coming year, devise strategies to attain
those goals, estimate required resources,
and monitor results. The process begins
with development of a preliminary

budget projection, which is reviewed by
the Board of Governors. Each Bank then
develops its own budget. The budgets
are reviewed at the Board by a com-
mittee of Governors—the Committee on
Federal Reserve Bank Affairs—both
individually and in the context of Sys-
temwide issues and the plans of the
other Banks. The budgets are then
presented to the full Board of Governors
for final action at an open meeting in
December.

The Banks’ budgets are structured
in operational areas (described below),
with support and overhead charged to
these areas.

As is the case with the Board, the
Banks, in accordance with generally
accepted accounting principles, capital-
ize certain assets and depreciate their
value over appropriate periods instead
of expensing them in the year of pur-
chase. Hence, the Banks have a capital
budget in addition to an operating
budget.

The operations and financial per-
formance of the Reserve Banks are
monitored throughout the year via a
cost-accounting system, the Planning
and Control System (PACS). Under
PACS, the costs of all Reserve Bank
services, both priced and nonpriced,
are grouped by operational area, and
the costs of support and overhead are
charged to these areas. PACS makes
it possible to compare budgets with
actual expenses and enables the Board
of Governors to compare the financial
and operating performances of the
Reserve Banks.

Beginning with the 2001 budget,
significant structural changes have been
made to PACS. As a result of these
changes, some expenses were shifted
to different operational areas, thus limit-
ing the comparability of budget and
expense data across certain years.
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Operational Areas

In 2001 the Federal Reserve System
accounted for costs using the following
categories—monetary and economic pol-
icy, supervision and regulation of finan-
cial institutions, services to financial
institutions and the public, services to
the U.S. Treasury and other government
agencies, and System policy direction
and oversight.

Monetary and Economic Policy

The monetary and economic policy
operational area encompasses Federal
Reserve actions to influence the avail-
ability and cost of money and credit
in the nation’s economy.

A vast amount of banking and finan-
cial data flows through the Reserve
Banks to the Board, where it is compiled
and made available to the public. The
research staffs at the Board and the
Reserve Banks use these data, along
with information collected by other
public and private institutions, to assess
the state of the economy and the rela-
tionships between the financial markets
and economic activity. Staff members
provide background information for the
Board of Governors and for each meet-
ing of the FOMC by preparing detailed
economic and financial analyses and
projections for the domestic economy
and international markets. The Board
and the FOMC use these analyses and
projections in setting reserve require-
ments, setting the discount rate (which
affects the cost of borrowing), and
conducting open market operations. Staff
members also conduct longer-run eco-
nomic studies on regional, national, and
international issues.

Supervision and Regulation

The Federal Reserve System plays a
major role in the supervision and regu-
lation of banks and bank holding com-

panies. The Board of Governors adopts
regulations to carry out statutory direc-
tives and establishes System super-
visory and regulatory policies; the
Reserve Banks conduct on-site examina-
tions and inspections of state member
banks and bank holding companies,
review applications for mergers, acquisi-
tions, and changes in control from banks
and bank holding companies, and take
formal supervisory actions. In 2001, the
Federal Reserve conducted 534 exam-
inations of state member banks (some
of them jointly with state agencies) and
1,212 inspections and 2,626 risk assess-
ments of bank holding companies; it
acted on 2,696 international and domes-
tic applications.

The Board also enforces compliance
by state member banks with the fed-
eral laws protecting consumers in their
use of credit. In 2001, the System
conducted 346 compliance examina-
tions, including 291 covering state
member banks and 55 covering for-
eign banking organizations. Procedures
related to the Community Reinvestment
Act were included in 219 of the compli-
ance examinations.

The Board’s supervisory responsibili-
ties also extend to the foreign operations
of U.S. banks and, under the International
Banking Act, to the U.S. operations of
foreign banks. Beyond these activities,
the Federal Reserve maintains continu-
ous oversight of the banking industry to
ensure the overall safety and soundness
of the financial system. This broader
responsibility is reflected in the System’s
presence in financial markets, through
open market operations, and in the
Federal Reserve’s role as lender of last
resort.

Services to Financial Institutions
and the Public

The Federal Reserve System plays a
central role in the nation’s payment

4 Annual Report: Budget Review, 2002

2002



mechanism, which is composed of many
independent systems that move funds
among financial institutions across the
country. The Reserve Banks obtain
currency and coin from the Bureau of
Engraving and Printing and from the
Mint and distribute them to the public
through depository institutions; they
receive deposits of currency and coin
from depository institutions; and they
identify counterfeits and destroy cur-
rency that is unfit for circulation.
In 2001, the Reserve Banks received
$550.5 billion in currency and $4.3 bil-
lion in coin from depository institutions,
distributed an estimated $599.6 billion
in currency and $5.8 billion in coin,
and destroyed $86.3 billion in unfit
currency.

The Reserve Banks (along with their
Branches and regional centers) also
process checks for collection. In 2001,
the Reserve Banks processed approxi-
mately 17 billion commercial checks for
collection with a total value of nearly
$15 trillion.

The Federal Reserve also plays a
central role in the nation’s payment
mechanism through its funds transfer
system, Fedwire. Through Fedwire,
depository institutions can draw on their
reserves or clearing accounts at the
Reserve Banks and transfer funds any-
where in the country. In 2001, approxi-
mately 112 million transfers valued at
about $424 trillion were sent over the
Fedwire funds transfer system, an aver-
age of $3.8 million per transfer and
$1.7 trillion per day.

The Federal Reserve allows partici-
pants in private clearing arrangements
to exchange and settle transactions on
a net basis through reserve or clearing
account balances. Users of net settle-
ment services include local check
clearinghouse associations, automated
clearinghouse (ACH) networks, and
credit card processors. In 2001, the
Federal Reserve’s settlement sheet

service was phased out and all partici-
pating arrangements converted to the
national Net Settlement Service (NSS).
The Reserve Banks provide settlement
services to approximately seventy local
and national private-sector clearing and
settlement arrangements. In 2001, the
Reserve Banks processed more than
417,000 settlement entries for these
arrangements.

The Federal Reserve’s ACH service
allows depository institutions to send or
receive payments electronically instead
of by check. Institutions use the ACH
service for credit and debit transactions.
In 2001, the Reserve Banks processed
approximately 5.3 billion ACH trans-
actions valued at about $15.0 trillion;
approximately 17 percent of the trans-
actions were for the federal govern-
ment, and the rest were for commercial
establishments.

Reserve Banks provide securities ser-
vices for the handling of book-entry
(computer-based) securities and the col-
lection of physical interest coupons and
miscellaneous items. The Fedwire securi-
ties transfer system enables the holders
of Treasury and government agency
securities to transfer the securities
electronically to other institutions
throughout the country. In 2001, the
Reserve Banks processed approximately
15 million securities transfers valued at
$212 trillion, an average of $14 million
per transfer and $846 billion per day.
The noncash collection service, through
which maturing or called coupons and
bonds are presented for collection,
processed about 379,000 transactions in
2001.

Services to the U.S. Treasury
and Other Government Agencies

The Reserve Banks provide fiscal agency
and depository services to the U.S. gov-
ernment. Through its deposit accounts
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at the Reserve Banks, the government
makes payments, issues checks, and
collects receipts. The Reserve Banks
also process Fedwire funds transfers and
automated clearinghouse payments and
provide the Department of the Treasury
with daily statements of account activ-
ity. The Reserve Banks provide claims
for reimbursement to the Treasury and
other government agencies for the full
cost of providing these services; reim-
bursement was received or is expected
for all but a relatively small portion of
the expenses claimed.

As fiscal agents, Reserve Banks pro-
vide the Treasury with services related
to the federal debt. For example, Reserve
Banks issue, service, and redeem mar-
ketable Treasury securities and savings
bonds; they also process secondary
market Fedwire securities transfers
initiated by depository institutions. The
Reserve Banks operate two book-entry
(computer-based) securities systems for
the custody of Treasury securities—the
Fedwire book-entry securities system
and Treasury Direct. Almost all book-
entry Treasury securities are maintained
on Fedwire, which is also the nation’s
principal securities transfer mecha-
nism; the remainder are maintained on
Treasury Direct, which is used by
individuals.

As depositories, Reserve Banks col-
lect and disburse funds on behalf of the
federal government. The Reserve Banks
maintain the Treasury’s funds account,
accept deposits of federal taxes and fees,
pay checks drawn on the Treasury’s
account, and make Fedwire and auto-
mated clearinghouse payments on behalf
of the Treasury. In 2001, the Treasury
continued to encourage electronic pay-
ments to reduce payments made by
check.

The Reserve Banks, as fiscal agents
and depositories of the United States,
collect federal taxes and invest excess
Treasury balances with depository
institutions. Any depository institution
can accept tax deposits and immediately
remit them to the Treasury. Approxi-
mately 1,200 depository institutions
accept tax proceeds as investments and
pay interest on the funds until the
Treasury calls the balances. These invest-
ments and other funds held at depository
institutions must be collateralized at all
times.

The Reserve Banks also provide
fiscal agency and depository services to
other domestic and international govern-
ment agencies. Depending on the author-
ity under which the services are
provided, the Reserve Banks may
maintain book-entry accounts of govern-
ment agency securities; provide custody
for the stock of unissued, definitive
(physical) securities; maintain and update
balances of outstanding book-entry and
definitive securities for issuers; maintain
funds accounts for government agen-
cies; and provide various payment ser-
vices, including the processing and
destroying of redeemed food coupons
for the U.S. Department of Agriculture.

System Policy Direction and
Oversight

This operational area encompasses
activities by the Board of Governors
in supervising Board and Reserve Bank
programs. At the System level, the
expenses for these activities are consid-
ered overhead and are therefore allo-
cated across the other operational areas.
At the Board level, these expenses are
not treated as overhead nor allocated to
other operational areas.
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