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Memorandum

To: Members of the Board
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From: Wendy M. Payne, Executive Director 7
Melissa Loughan, Assistant Director

Subj: Federal Reporting Entity — Federal Reserve Questions’ - Tab A

MEETING OBJECTIVES

= To provide an educational session and respond to questions posed by a member
regarding the Federal Reserve System

BRIEFING MATERIAL

Board member Sam McCall submitted questions regarding the Federal Reserve System
to staff shortly before the June board meeting. The attached memo presents Mr.
McCall’s questions followed by staff responses. Attachments also provide (1) summary
information describing the Federal Reserve System, (2) relevant excerpts from the
publication The Federal Reserve System-Purposes and Functions, and (3) Sections 1
through 19 of the Federal Reserve Act.

BACKGROUND

Mr. Donald V. Hammond, Deputy Director, Division of Reserve Bank Operations and
Payment Systems, Federal Reserve Board of Governors, will join us at the meeting. In
addition to his role at the Federal Reserve, Mr. Hammond represented Treasury on the
Board during his tenure as fiscal assistant secretary. This provides an excellent
opportunity for those members who were not serving on the Board during prior visits by
Federal Reserve staff to learn more about the Federal Reserve.

If you have any questions before the meeting, please contact staff.

! The staff prepares Board meeting materials to facilitate discussion of issues at the Board meeting. This material is
presented for discussion purposes only; it is not intended to reflect authoritative views of the FASAB or its staff. Official
positions of the FASAB are determined only after extensive due process and deliberations.
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MEMO WITH STAFF RESPONSES

To: Wendy Payne

From: Sam McCall

Re: Federal Reserve Banks
Date: June®6, 2012

As you are aware, there have been several discussions about the Federal Reserve Board and Federal Reserve
Banks over the last several months. As the most recent member to join the Board, | have tried to get a feeling
about how the Federal Reserve Board and Banks relate to the federal government from the FRB
representatives attending FASAB meetings and from other Board members that have more background on the
topic from discussions before | came on the Board in January 2012.

| believe at this point the Federal Reserve Banks meet the inclusion principles in at least two areas. Where we
go from here as to whether they are core or non-core and how that information and relationship is to be
reported will be further addressed and refined as we go forward. Even so, | have the following questions that |
would like to have input on as follows:

1. In David Mosso’s January 23, 2012 paper prepared for the Fordham Conference on “The Question —
Representation Without Accountability,” he observes that if the Federal Reserve Banks were
consolidated into the US Financial Report, total accrual basis liabilities would increase by $2.0 trillion
dollars. If possible, | would like for staff to provide to me a worksheet that shows the financial
statements (balance sheet presentations may be all that is necessary) of the US Government in one
column at a high level and the Federal Reserve Banks in another column at a high level and then the
entries that would be made if the Banks were consolidate with the US Government financial
statements.

Response: See condensed worksheet on the following page.



Combined Federal Reserve Banks

Consolidated Fin Report of the US Government

Amounts are provided solely to illustrate materiality. Because the dates do not align a one for one match is not possible.
Ended September 30, 2011 (millions)
Assets:

Ended December 31, 2011 (millions)
ASSETS

Gold certificates 5 11,037 Cash and other monetary assets 4 177,000
Special drawing rights certificates 5,20[]’1\ Accounts and taxes receivable, net (Note”

Coin 2,306 I| 3) 106,300
All Loans 9,255 I'I Loans receivable and mortgage-backed 772,100
System Open Market Account: \ securities, net (Note 4)

Treasury securities, net 1,750,277 TARP direct loans and equity i

Government-sponsored enterprise debt securities, net 107,828 80,100
Federal agency and government-sponsored enterprise mortgage-

backed securities, net 848,258

Other 164,999 10,900
Accrued interest receivable 19,710 1,560,900
Total azsets 2,918,870 2,707,300
LIABILITIES AND CAPITAL

Federal Reserve notes outstanding, net S 1,034,052 63,400
System Open Market Account:

Securities sold under agreements to repurchase 99,900 10,174,100
Deposits:

Depaository institutions 1,562,253 Ilpayable (Note 15) 5,792,200
Treasury, general account 85,737 “Other liabilities (Notes 10 and 19) 1,463,000
Accrued interest on Federal Reserve notes 900 Total liabilities 17,492,700
Other liabilities 82,230 Contingencies (Note 22) and Commitments (Note 23)
Total liabilities 2,865,072 MNet position:

Capital paid-in 26,899 Earmarked funds (Note 24) 748,200
Surplus 26,899 Non-earmarked funds (15,533,600)
Total capital 53,798 Total net position (14,785,400}

Total liabilities and capital

$ 2,918,870

Total liabilities and net position S 2,707,300

Eliminated

Portion would eliminate.

Largest New Item on CFR Balance Sheet

Payable to Treasury - may eliminate




| would also like to see the entries (with explanation) that would be made to address all points made in
Mr. Mosso’s paper (if correct) relating to the Federal Reserve Banks (pages 10-11 of his paper). With
due respect to Mr. Mosso, if there are weaknesses in his observations relating to consolidation of the
Federal Reserve Banks with the US Governments financial statements, please provide the alternative
viewpoints. However, at this point, his comments seem worthy of further consideration.

Response: See Mr. Mosso’s comments followed by staff comments.

Excerpt David Mosso’s Comments relating to entries:

Consolidating the Federal Reserve throws light on the money creation process, commonly called the
printing press. It works like this. The Treasury sells securities to finance the federal deficit. That is
roughly neutral with respect to the money supply — what the Treasury takes out of the money supply
by borrowing, it puts back in with deficit spending. Now if the Federal Reserve buys Treasury
securities in the market, the effect in the consolidated balance sheet is a reduction in Treasury
securities held by the public and an increase in member bank reserves, the base of the money supply.

The net effect of those transactions — selling Treasuries with deficit spending, and buying Treasuries
with credit to member bank reserves —is that the Treasury securities transactions cancel out in
consolidation leaving an increase in deficit spending and an increase in the money supply. The printing
press transforms federal debt from one form of federal liability, Treasury securities held by the public,
to another form of federal liability, member bank reserves. Thus consolidation brings clarity to the
mysterious printing press process by taking away two cards from the three card monte kind of shuffle
involved in fragmented reporting. *

Presently, when a Federal Reserve Bank purchases Treasury securities in the open market the entry to
FRB accounts is:

Debit — Treasury Securities
Credit — Deposits (Depository Institutions)

The credit to a depository institution’s account increases the funds available to that bank (and member
bank reserves). The debit to Treasury Securities recognizes the FRB now has an asset. (Note the effect
on deposits is generally the same if the purchase is from an individual rather than a bank. Money
supply increases in either case.) (See page 13 for an excerpt from the Federal Reserve System’s
Purposes and Functions document.)

! For the complete text of Mr. Mosso’s remarks see - http://fordhamcorporatecenter.org/files/2012/01/David-
Mosso-Conference-Remarks-1.23.122.pdf (last accessed August 15, 2012).
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| believe Mr. Mosso’s point regarding presentation under consolidation is the US government would
no longer report the amount of securities held by the FRBs as Treasury Securities (debt held by the
public in the consolidated financial statements of the US Government) and would instead show the full
amount of “deposits-depository institutions” and the Federal Reserve Notes outstanding as liabilities.
(The total amount of deposits and reserve notes is not necessarily equal to Treasury Securities — so
there would be an increase in the total liabilities upon consolidation.)

Mr. Mosso refers to the FRB acquisition of Treasury Securities as the ‘printing press.” Others
sometimes refer to this as “monetizing the debt.” Monetization of government debt generally is the
practice of a government issuing debt that is ultimately purchased by the central bank. This may be
viewed as the government creating money - through the central bank - to meet its needs.

This concept can be difficult to understand when one removes the central bank role — that is, moves
from a two step process to a single step (as consistent with the goal of consolidated financial
statements intended to show activity of components as if the actions were those of a single economic
entity).” | found the following example helpful. If taxpayer refunds were settled by the government
simply increasing the taxpayer’s bank account balance by the amount of the refund then the entry on
the government’s books might look like this:

Debit — Liability for tax refunds
Credit — Deposits (Depository Institutions)

| believe the above explains the mechanics of the possible effect on a government’s balance sheet if
the central bank were consolidated but it does not explain the information’s significance to a user. |
have not explored deeply the underlying concept of monetization of debt and whether consolidation
of central bank activities (especially monetary policy) with general government activities would lead to
a more useful and understandable presentation. | gather the presentation of the liability as “deposits-
depository institutions” instead of “debt” on a government’s balance sheet is intended to provide
information useful in forming expectations regarding future inflation. The federal financial reporting
objectives do not explicitly address informing users’ expectations regarding inflation. A further effect
noted in Mr. Mosso’s illustration is that the overall liability balance would increase since Federal
Reserve Notes Outstanding and Deposits together generally exceed the Federal Reserve Bank holdings
of Treasury securities.

If the Board wishes to explore options for improving the balance sheet’s usefulness in this regard, |
advise that we invite participation of experts in this area. My initial reading suggests, not surprisingly,
there are competing views among economists regarding whether meeting a government’s cash needs
through increases in debt or deposits (increasing the money supply) would lead to different inflation
outcomes. Further, considering how the inclusion of Federal Reserve Notes Outstanding and Deposits

? Note that the Federal Reserve Act, Section 14, authorizes purchases of Treasury Securities in the open market (rather
than directly from the Treasury).



on the consolidated balance sheet of the US government might support meeting the federal financial
reporting objectives would be advisable.
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2. In my review of the on-line 2011 FRB (Banks) financial statements, liabilities total $2.865 trillion. Of
this amount, $1.562 trillion is shown as a liability for Depository Institution Deposits. This $1.562
trillion liability seems to relate directly to the operation of the Banks. The bulk of the remaining
liabilities are for Federal Reserve Notes Outstanding.

What is the entry and explanation for this amount?

Response: “Federal Reserve Notes Outstanding” (FRNO) represents currency in circulation. The FRNO
balance is affected when a member bank requests a shipment of currency. The Deposits - Depository
Institution balance decreases (because they use their deposits to “pay” for currency) and the FRNO
balance increases. As the economy grows, there is an expectation that the FRNO balance will grow to
facilitate the increased cash transactions needed to support more economic activity. The entry is:

Debit — Deposits (Depository Institutions)
Credit — Federal Reserve Notes Outstanding

This shows that the depository institution exchanged its reserve balances (deposits at the FRB) for
currency. (See page 12-13 of this memo for an excerpt from the Federal Reserve System Purposes and
Functions document for further explanation of the entries.? Note that the Purposes and Functions
document also provides explanations of the actions the Fed may take to adjust the federal funds rate
or the money supply. The document is helpful in understanding the changes in the Federal Reserve
Banks’ combined balance sheet in the context of monetary policy.)

The Federal Reserve Banks combined financial statements describe the liability for Federal Reserve
notes as follows:

k. Federal Reserve Notes
Federal Reserve notes are the circulating currency of the United States. These notes, which are

identified as issued to a specific Reserve Bank, must be fully collateralized.

All of the Reserve Banks’ assets are eligible to be pledged as collateral. The collateral value is equal to
the book value of the collateral tendered with the exception of securities, for which the collateral value is
equal to the par value of the securities tendered. The par value of securities sold under agreements to
repurchase is deducted from the eligible collateral value.

The Board of Governors may, at any time, call upon a Reserve Bank for additional security to
adequately collateralize outstanding Federal Reserve notes. To satisfy the obligation to provide
sufficient collateral for outstanding Federal Reserve notes, the Reserve Banks have entered into an

agreement that provides for certain assets of the Reserve Banks to be jointly pledged as collateral for

® http://www.federalreserve.gov/pf/pf.htm - last accessed August 7, 2012.
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the Federal Reserve notes issued to all Reserve Banks. In the event that this collateral is insufficient,
the Federal Reserve Act provides that Federal Reserve notes become a first and paramount lien on all
the assets of the Reserve Banks. Finally, Federal Reserve notes are obligations of the United States
government.

“Federal Reserve notes outstanding, net” in the Combined Statements of Condition represents the
Federal Reserve notes outstanding, reduced by the Reserve Banks’ currency holdings of $180 billion
and $193 billion at December 31, 2010 and 2009, respectively.

At December 31, 2010 and 2009, all Federal Reserve notes issued to the Reserve Banks were fully
collateralized. At December 31, 2010, all gold certificates, all special drawing right certificates, and $925
billion of domestic securities held in the SOMA were pledged as collateral. At December 31, 2010, no

investments denominated in foreign currencies were pledged as collateral.

From where does the amount come?

Response: The amount accumulates as currency is distributed to the public through depository
institutions and may contract as currency is destroyed (e.g., damaged notes not exchanged for new
notes).
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To what entity is the amount owed?
Response: The obligation is to the holder of each Federal Reserve note.

Currency is used as legal tender. An individual Federal Reserve note may be exchanged for a new
Federal Reserve note(s) of equal amount. The federal accounting concepts define a liability as follows:

A liability is a present obligation of the federal government to provide assets or services to
another entity at a determinable date, when a specified event occurs, or on demand.

From the federal government’s perspective, it is obligated to accept Federal Reserve notes in exchange
for assets. An example is that the federal government must accept Federal Reserve notes in settlement
of taxes owed (an asset of the government).
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In the notes to the financial statements for the Federal Reserve Banks (starting on page 8), the FOMC
is identified as the entity “authorizing and directing” the FRBNY and the FRB (Banks) to purchase
significant amounts of Treasury securities and GSE debt securities and federal agency and GSE MBS. If
the FOMC can direct the Federal Reserve Bank to purchase significant sums of Treasury securities, then
how independent are the Federal Reserve Banks from the federal government? If you are not
comfortable answering this question, then please provide or obtain comments on thoughts on who
might be able to respond to this question as it relates to the control inclusion principle.




Response: We have provided principle-based standards for the Board’s consideration and have
avoided directly naming organizations that meet the inclusion principles. | believe it is consistent
with a principle-based approach to allow each member to form a judgment regarding whether
the Federal Reserve Banks and/or the Board of Governors (and the Federal Open Market
Committee) meet an inclusion principle.

To support your consideration, | have included summary information regarding the Federal
Reserve System as attachment 1 to this memo. The attachment provides a chart staff created and
is followed by text from the Federal Reserve Bank of Atlanta. Discussion among members may
help answer your question. An important consideration is whether you believe the principles are
clear enough to be applied by the preparer and auditor to individual entities such as those
comprising a central banking system. Attachment 3 also provides a portion of the Federal Reserve
Act. You may find this helpful in considering whether the inclusion principles can be applied as
written without undue ambiguity.

Note that the process envisioned in the draft standards is to first assess whether the organization
meets at least one of the inclusion principles (in the budget, owned, or controlled). If the
organization does meet an inclusion principle, then assess whether consolidation (core) or
disclosure (non-core) is more appropriate. This assessment includes consideration of the degree
of independence —in a relative rather than an absolute sense — of the organization. For example,
it is possible to determine that an organization is controlled by elected officials but also permitted
relative independence (to insulate it from political influence). Such an entity might then be more
appropriate for disclosure rather than consolidation (that is, a non-core entity). Staff has
developed the following table and would be interested in whether you believe this would be
helpful to readers in understanding the process. It is simpler than the flow chart and may be a
useful preamble to the flow chart.

Organizations to Include in the General Purpose Federal Financial Reports

- to provide accountability
Entities in the budget, owned or controlled

Entities to be Consolidated Entities to be Disclosed
Taxpayer supported Not taxpayer supported
Governed by elected officials Not governed directly by elected officials
Imposes risks and rewards on taxpayers Limited risks/rewards posed on taxpayers
Provides goods and services on a non-market basis Provides goods and services on a market basis
Dol R R i R |
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Thank you and please contact me if any of my questions are not clear or require further discussion.




Attachment 1 — Federal Reserve System

12 Federal

Federal Reserve
Board of Open Banks - Each

Governors Market : .
. with Nine
Committee )
Directors

Three Class A - Elected by
Banks as Industry
Representatives

Board of Governors

Three Class B - Elected by
Member Banks (Cannot be
officers, directors, or

Seven Members (14-year employees of a bank)

terms)

Appointed by the President p
and Confirmed by the Senate Three Class C - Appointed by the

Board of Governors (Cannot be
officers, directors, employees or
stockholders of a bank)

President of FRB-NY and four
other FRB Presidents

President and Vice President
Appointed by Bank Directors




Overview - From the Federal Reserve Bank of Atlanta

http://www.frbatlanta.org/pubs/frstructurefunctions/structure.cfm#fomc?printable

The Fed's Structure

To safeguard the Federal Reserve from short-term political pressures, the Fed was set up to
be “independent” within the government. The Fed operates on its own earnings rather than
on congressional appropriations, and the members of its Board of Governors are appointed
for long, staggered terms, limiting the influence of day-to-day political considerations.

But the Federal Reserve works within the government in the sense that it formulates
monetary policy to achieve overall goals set by Congress and the president. Although the
Federal Reserve's specific decisions do not have to be approved by the president or the
executive branch, the Fed must report to Congress, which created it. Congress has the
power to alter or even abolish the Federal Reserve at any time.

The Fed's unique structure also provides internal checks and balances, ensuring that its
decisions and operations are not dominated by any one part of the system.

The Board of Governors

The Board of Governors, located in Washington, D.C., is a federal government agency. It
consists of seven members appointed by the president and confirmed by the Senate for
staggered 14-year terms. The chairman and vice chairman are designated by the president,
with Senate approval, for four-year terms (renewable during their board-member terms).

The Board of Governors regularly reports to Congress, giving an annual report on operations
and semiannual reports on the state of the economy and the Fed's objectives for the growth
of money and credit. The chairman meets regularly with the president and the secretary of
the Treasury. Board members testify

frequently before congressional committees and meet frequently with the president's Council
of Economic Advisers and other key economic officials.

Board members participate in formulating monetary policy, along with Reserve Bank
presidents, through the Federal Open Market Committee (see below). The Board has sole
responsibility for setting reserve requirements for depository institutions and approves
discount rate changes proposed by Reserve Bank directors.

The Board establishes and administers financial safety and soundness and consumer
protection regulations and administers regulations regarding bank consolidation. The Board
also oversees Reserve Banks' services to depository institutions, bank supervision functions,

and accounting procedures and approves Reserve Banks' budgets.
9
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Federal Reserve Banks

Federal Reserve Banks are the decentralized element of the U.S. central bank. The 12
Reserve Banks are located in Boston, New York, Philadelphia, Cleveland, Richmond, Atlanta,
Chicago, St. Louis, Minneapolis, Kansas City, Dallas, and San Francisco. Branches are
located in 25 other cities, and all but two Reserve Banks have at least one branch.

Minneapalis

Cleveland

Kansas City

5t. Lovis

Each Federal Reserve Bank is separately incorporated, with a board of nine directors.
Reserve Banks generate their own income, which comes mainly from interest on government
securities acquired through open market operations. Each year, Reserve Banks turn over to
the U.S. Treasury earnings in excess of the amount they need to pay expenses and
dividends to member banks, to maintain a surplus equal to paid-in capital, and to pay
operating expenses.

Reserve Bank directors, under the Board of Governors' supervision, oversee their bank's
operations and appoint and recommend salaries of the bank's president and first vice
president. Of the nine directors, six—three class A, representing the banking industry, and
three class B—are elected by member banks, including all nationally chartered banks and
state-chartered banks that meet certain requirements. Three class C directors, including the
chairman and deputy chairman, are appointed by the Board of Governors. Class B and C
directors represent agriculture, commerce, industry, labor, and services in the Federal
Reserve District; they cannot be officers, directors, or employees of a bank, and class C
directors cannot be bank stockholders.

10



Advisory Committees
Three committees advise the Board of Governors, providing information on various
groups affected by Fed policies.

e The Federal Advisory Council confers with the Board of Governors at least four
times a year on economic and banking issues.

e The Consumer Advisory Council, representing consumers and institutions that
finance them, meets with the Board three times a year.

e The Thrift Institutions Advisory Council meets with the Board three times a year
to share information and views on the special needs and problems of thrift
institutions.

Advisory committees at the individual Reserve Banks advise the banks on these and
other interests at the regional level.

Branch banks' boards have five or seven directors; the majority are appointed by head-office
directors and the rest by the Board of Governors.

Reserve Banks monitor national and international economic conditions and provide
information on their districts that is used in formulating monetary policy. Reserve Banks hold
reserve balances for and serve as “lender of last resort” to depository institutions. Directors
establish the discount rate charged on such loans, subject to approval by the Board of
Governors.

Reserve Banks also examine and supervise certain types of depository institutions and
provide payment services to depository institutions and the U.S. Treasury.

Federal Open Market Committee

The Federal Open Market Committee (FOMC) directs open market operations, the most
important tool of monetary policy. The committee meets in Washington, D.C., eight times a
year and holds additional meetings or telephone consultations as needed.

11



The FOMC comprises 12 members—the seven members of the Board of Governors and five
Reserve Bank presidents, one of whom is the president of the Federal Reserve Bank of New
York. Other presidents serve one-year terms on a rotating basis, and all presidents
participate in each meeting.
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Attachment 2: Excerpt from the Federal Reserve System Purposes and Functions

Issuing Federal Reserve Notes:
'h{Debit - Deposits (Dep. Inst.)
5| Credit - Federal Reserve notes

3.2).
R eserv

are Federal Reserve notes, the Treasury’s balance at the Federal Reserve,

eral Reeserve float.

The laggest autonomous factor 15 Federal Reserve notes. When a deposi-
tory inftitution needs currency, it places an order with a Federal Reserve
Bank. When the Federal Reserve fills the order, it debits the account of
the depository institution at the Federal Reserve, and total Federal Re-
serve balances decline. The amount of currency demanded tends to grow
over time, in part reflecting increases in nominal spending as the economy
grows. Consequently, an increasing volume of balances would be extin-
guished, and the federal funds rate would rise, 1f the Federal Reserve did
not offset the contraction in balances by purchasing securities. Indeed, the
expansion of Federal Reserve notes is the primary reason that the Federal
Reeserve’s holdings of securities grow over time.

Table 3.2

Consolidated balance sheet of the Federal Reserve Banks,
December 31, 2004

Millions of dollars

- .

Securities 717,819 Federal Reserve notes 719,436

Repurchase agreements 33,000 Reverse repurchase agreements 30,783

Loans 43 Balance, U.S. Treasury account 5912
Float 927  Other liabilities and capital 27,745
All other assets 56,130 Balances, all depository institutions 24,043

Another important factor is the balance in the U.S. Treasury’s account at
the Federal Reeserve. The Treasury draws on this account to make pay-
ments by check or direct deposit for all types of federal spending. When
these payments clear, the Treasury’s account is reduced and the account of
the depository institution for the person or entity that receives the funds is
increased. The Treasury is not a depository institution, so a payment by
the Treasury to the public (for example, a Social Security payment) raises
the volume of Federal Reeserve balances available to depository institutions.
Movements in the Treasury’s balance at the Federal Reserve tend to be less
predictable following corporate and individual tax dates, especially in the
weeks following the April 15 deadline for federal income tax payments.
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Attachment 2: Excerpt from the Federal Reserve System Purposes and Functions

The Implementation of Monetary Policy

Purchase of securities:
Debit - Treasury Securities
operations, and Credit - Deposits (Depository

agreements. Purchases or sales of securities by the Federal Re
whether outright or temporary, are called open ma
they are the Federal Reserve’s principal t r influencing the suppl Institutions)

of balances at the Federal Reserve-Banks. Open market operations ar
conducted to align the supply of balances at the Federal Reserve with
demand for alances at the target rate set by the FOMC.

Sale of Securities:
Debit - Deposits (Dep. Inst.)
Credit - Treasury Securities

Purchasing securities or arranging a repurchase agreement increases the

quantity of balances because the Federal Reserve creates balances when it

credits the account of the seller’s depository institution at the Federal Re-

serve for the amount of the transaction; there is no corresponding offset in

another institution’s account. Conversely, selling securities or conducting

a reverse repurchase agreement decreases the quantity of Federal Reserve

balances because the Federal Reserve extinguishes balances when it debits

the account of the purchaser’s depository institution at the Federal Re-

serve; there is no corresponding increase in another institution’s account. The 51{}}1}{'}; of
In contrast, when financial institutions, business firms, or individuals buy
or sell securities among themselves, the credit to the account of the seller’s
depository institution is offset by the debit to the account of the purchas-  balances increases
er’s depository institution; so existing balances held at the Federal Re-
serve are redistributed from one depository institution to another withour
changing the total available. institutions borrow

from the Federal
Reserve’s discount

Federal Reserve

when depository

Discount Window Lending

The supply of Federal Reserve balances increases when depository institu- window.
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Attachment 3 — Federal Reserve Act
Federal Reserve Act (Sections 1 through 19)

As accessed at hitp://www.federalreserve.gov/aboutthefed/fract.htm on August 15, 2012
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