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Investing the Treasury's M oney

The Administration asked Con
gress last month for authority to 
invest the Treasury's operating 
cash for periods up to 90 days in 
length. In view of the record 
level of interest rates in recent 
years, it is not at all surprising that 
the Treasury, as the nation's largest 
holder of cash balances, would 
attempt to improve its cash man
agement in this way. The proposal 
directly concerns the several 
billion dollars in daily demand 
balances which the Treasury 
maintains in tax-and-loan (T&L) 
accounts at commercial banks.

The proposed legislation would 
permit the U.S. Government to 
place its cash balances in earning 
assets while retaining the efficient 
collection system which the 
commercial-banking system now 
operates for the Treasury. (Spe
cifically, it would permit the Treas
ury either to lend to banks any 
balances in T&L accounts in excess 
of its operating needs, or to invest 
those funds in U.S. Government or 
agency obligations.) In addition, the 
shift is designed to facilitate the 
execution of Federal Reserve 
short-run policy targets and to 
ease the disruptive impact of short- 
run swings in Treasury balances on 
banks and the money markets.

Earnings from T&L
The Wilson Administration origi
nated the system of tax-and-loan 
accounts during World War I, and 
today over 13,000 banks act as 
depositaries in this system. 1

Corporate-tax payments, withheld 
income-tax receipts, proceeds 
from savings-bond sales, payments 
for securities with T&L privileges, 
and other miscellaneous Federal 
receipts—all are directly credited 
to T&L accounts. With the amounts 
involved, the management task is 
substantial, and so too is the 
potential of these funds as earning 
assets.

The Administration proposal stems 
from a study which the Treasury 
made last year of the operation of 
T&L accounts. That study persuaded 
the Treasury to reverse a long- 
held position and—in agreement 
with Congressional critics—to 
conclude that "the implicit costs to 
the Treasury of tax-and-loan ac
counts have risen substantially 
beyond the value to the Treasury of 
the services associated with such 
accounts." In other words, poten
tial earnings on these cash assets 
were going to the banks rather than 
to the Treasury.

The study estimated that 
commercial-bank net earnings 
on T&L accounts reached $261 mil
lion in 1972, after adjustment for 
bank reserve requirements, Federal 
tax-deposit processing, savings- 
bond processing, and other servic
ing costs. The study assumed a 5.5- 
percent rate of return from the 
temporary investment of these 
funds, which means that bank 
earnings at the record 1974 level of 
interest rates might have ap
proached $400 million.
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Opinions expressed in this newsletter do not 
necessarily reflect the views of the management of the 
Federal Reserve Bank of San Francisco, nor of the Board 
of Governors of the Federal Reserve System.

Reducing cash balances
On the basis of its findings, the 
Treasury has taken a number of 
steps in the past year to reduce the 
cash balances held in T&L ac
counts, largely through accelerat
ed “ calls”  on these accounts. Com
mercial banks consequently have 
had to speed up the transfer of 
these Government deposits from 
T&L accounts to the Treasury's 
account at the Federal Reserve 
Banks, thus reducing the normal 
time period in which the banks 
could use these funds. The Treas
ury increasingly has resorted to 
100-percent calls on “ same-day” 
deposits, which means that banks 
have acted only as a transfer agent 
for funds, with no potential earn
ings at all from such transactions. 
The Treasury also has reduced its 
T&L balances by ceasing to offer 
securities which carry the privi
lege of payment to T&L accounts.

Between January-April 1974 and 
January-April 1975, the daily average 
balance in T&L accounts dropped 
from $4.5 billion to less that $1.4 
billion, as the Treasury shifted 
more and more of its cash balances 
from the commercial banks to the 
Federal Reserve Banks. (The latter 
now hold two-thirds of such bal
ances, compared with only one- 
third a year ago.) Nonetheless, the 
Treasury has benefited only in a 
minor way from this shift, because

of current statutory limitations on 
its management of funds. The 
Treasury may invest temporarily 
surplus cash only in time depos
its, which by virtue of their 30-day 
minimum maturity fail to provide 
a useful vehicle for short-term 
investing. Hence the Treasury's 
request for new investment 
authority.

Treasury’s plan
The Treasury's objectives include 
maximum yield on investment, 
minimum disruption of the money 
markets, and sufficient incentive 
for depositaries to remain a part of 
the revenue-collection system. To 
accomplish these objectives, it 
would like authority not only to 
lend T&L funds to depositary 
banks but also to invest such funds 
in Treasury and agency securities.

When lending these funds to depos
itary banks, the Treasury would 
compensate them for handling 
T&L accounts and related depos
its either through the earnings 
value of the account or through a 
credit against the interest on the 
loans made to the banks. Also, it 
would compensate banks for 
handling savings bonds through 
the payment of fees from ap
propriated funds.

Under the Treasury's plan, it would 
obtain most of its income from T&L 
accounts by following the com
mercial banks' example and mak-
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ing Federal-funds loans to the 
banks holding its accounts. (Fed- 
funds transactions are overnight 
loans of unused bank reserves.) 
Some Congressmen would go fur
ther and require banks to pay 
interest on all U.S. Government 
deposits in T&L accounts. Com
menting on this subject, Federal 
Reserve Chairman Burns support
ed the plan (later officially pro
posed by the Treasury) “ to invest 
temporarily surplus funds in 
short-term money-market instru
ments, such as Federal-funds 
loans.”  He objected to the Con
gressional plan, however, since 
direct payment of interest on T&L 
accounts would violate the prohibi
tion regarding payment of inter
est on demand deposits. He ar
gued that that broader question 
should be tackled in the studies that 
will be developed under the pro
posed Financial Institutions Act.

Possible consequences
Adoption of the Treasury's plan 
would ease the Federal Reserve's 
operating problems, since the Fed 
is now faced with wide swings in 
bank reserves caused by the Treas
ury's rapid withdrawals of balances 
in T&L accounts and by the large 
fluctuations in its balances at 
Federal Reserve Banks. The soar
ing Treasury deficit and special 
anti-recession spending programs 
have also influenced the massive 
intra-month fluctuations recently 
noted in the Treasury's balances.

However, the increasing percent
age of Treasury balances held at 
the Reserve Banks has further 
complicated the Fed's difficult 
operating problems in meeting 
bank-reserve and money-supply 
targets.

Commercial banks might welcome 
the adoption of the Treasury's 
investment proposal, at least in 
comparison with the present 
situation. Bank-asset expansion 
would be encouraged if banks were 
able to retain Treasury deposits 
by paying interest on them or (the 
Treasury's plan) if banks were 
able to borrow some of the receipts 
now credited to T&L accounts 
with a Fed-funds type of collateral
ized loan. Also, in this case the 
Treasury would probably shift its 
balances back toward the private
banking system, and banks then 
would be cushioned from the 
abrupt withdrawal of Treasury 
balances such as is now occurring.

Taxpayers also might welcome 
the Treasury proposal. At a time of 
mounting deficits, the Treasury 
should have the authority to handle 
its cash-management task in a 
manner which would maximize its 
interest-earning assets. Although 
the amounts involved would be 
small in relation to total Treasury 
income, they could still ease the 
tax burden to a modest extent.

Ruth Wilson
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BANKING DATA—TWELFTH FEDERAL RESERVE DISTRICT
(Dollar amounts in millions)

Selected Assets and Liabilities 
Large Commercial Banks

Amount Change Change from
Outstanding from year ago

6/11/75 6/04/75 Dollar Percent

Loans (gross, adjusted) and investments* 86,676 + 1,791 + 2,924 + 3.49
Loans (gross, adjusted)—total 65,372 + 971 + 52 + 0.08

Security loans 2,355 + 984 + 532 + 29.18
Commercial and industrial 23,437 - 64 + 184 + 0.79
Real estate 19,559 + 20 + 257 + 1.33
Consumer instalment 9,799 - 3 + 453 + 4.85

U.S. Treasury securities 8,996 + 905 + 3,824 + 73.94
Other securities 12,308 - 85 - 952 - 7.18

Deposits (less cash items)—total* 85,642 + 356 + 6,567 + 8.30
Demand deposits (adjusted) 23,942 + 722 + 1,369 + 6.06
U.S. Government deposits 350 - 118 + 20 + 6.06
Time deposits—total* 60,078 + 217 + 5,156 + 9.39

States and political subdivisions 7,126 - 158 + 212 + 3.07
Savings deposits 20,126 + 56 + 2,251 + 12.59
Other time deposits:): 29,262 + 213 + 1,861 + 6.79

Large negotiable CD ’s 15,864 + 289 + 1,726 + 12.21

Weekly Averages Week ended Week ended Comparable
of Daily Figures 6/11/75 6/04/75 year-ago period

Member Bank Reserve Position
Excess Reserves 12 125 21
Borrowings 0 1 72
Net free (+) /  Net borrowed (-) + 12 + 124 - 51
Federal Funds—Seven Large Banks
Interbank Federal fund transactions 

Net purchases (+) /  Net sales (-) + 2,883 + 2,113 + 1,963
Transactions of U.S. security dealers 

Net loans (+) /  Net borrowings (-) + 1,472 + 819 + 904

in c lu d es  items not shown separately. ^Individuals, partnerships and corporations.

Information on this and other publications can be obtained by calling or writing the Public 
Information Section, Federal Reserve Bank of San Francisco, P.O. Box 7702, San Francisco 94120. 
Phone (415) 397-1137.
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