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Audits of the Federal Reserve System

The Board of Governors, the Federal
Reserve Banks, and the Federal Reserve
System as a whole are all subject to
several levels of audit and review. The
Board’s financial statements, and its
compliance with laws and regulations
affecting those statements, are audited
annually by an outside auditor retained
by the Board’s Office of Inspector Gen-
eral. The Office of Inspector General
also audits and investigates the Board’s
programs and operations, as well as
those Board functions delegated to the
Reserve Banks.

The Reserve Banks’ financial state-
ments are audited annually by an inde-

pendent outside auditor retained by the
Board of Governors. In addition, the
Reserve Banks are subject to annual
examination by the Board. As discussed
in the chapter ““Federal Reserve Banks,”
the Board’s examination includes a wide
range of ongoing oversight activities
conducted on and off site by staff of the
Board’s Division of Reserve Bank
Operations and Payment Systems.
Federal Reserve operations are also
subject to review by the Government
Accountability Office. "
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Board of Governors Financial Statements

The financial statements of the Board for 2005 and 2004 were audited
by KPMG LLP, independent auditors.

oo

KPMG LLP
2001 M Street, N\W
Washington, DC 20036

Independent Auditors’ Report on Financial Statements

To the Board of Governors of the Federal Reserve System:

We have audited the accompanying balance sheets of the Board of Governors of the Federal Reserve
System (the Board) as of December 31, 2005 and 2004, and the related statements of revenues and

and changes in lative results of operations, and cash flows for the years then ended. These
financial statements are the responsibility of the Board’s management. Our responsibility is to express an
opinion on these financial statements based on our audits.

We conducted our audits in dance with auditi dards generally pted in the United States of
America and the standards applicable to financial audits contained in Government Auditing Standards,
issued by the Comptroller General of the United States. Those standards require that we plan and perform
the audits to obtain reasonable assurance about whether the financial statements are free of material

i An audit includes consideration of internal control over financial reporting as a basis for
designing audit procedures that are appropriate in the circumstances, but not for the purpose of expressing
an opinion on the effectiveness of the Board’s internal control over financial reporting. Accordingly, we
express no such opinion. An audit also includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of the Board of Governors of the Federal Reserve System, at December 31, 2005 and
2004, and the results of its operations, and its cash flows, for the years then ended, in conformity with
accounting principles generally accepted in the United States of America.

In accordance with Government Auditing Standards, we have also issued reports dated May 31, 2006, on
our consideration of the Board’s internal control over financial reporting and our tests of its compliance
with certain provisions of laws, regulations, contracts, and other matters. The purpose of those reports is to
describe the scope of our testing of internal control over financial reporting and compliance and the results
of that testing, and not to provide an opinion on the internal control over financial reporting or on
compliance. Those reports are an integral part of an audit performed in accordance with Government
Auditing Standards and should be read in conjunction with this report in assessing the results of our audits.

KPMme Lo

May 31, 2006

KPMG LLP, a U.S. Iimited liability partnership, is the U.S.
member firm of KPMG International, a Swiss cooperative.
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BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

BALANCE SHEETS

As of December 31,

2005 2004
ASSETS
CURRENT ASSETS
Ca8h $ 45,970,435 $ 60,107,292
Accounts receivable .. ... .. 3,345,446 1,696,480
Prepaid expenses and other assets ..o 2,728,486 4,015,067
Total CUITENt ASSELS . . ..o\ttt ittt et et e e e e 52,044,367 65,818,839
NONCURRENT ASSETS
Property and equipment, net (Note 3) ...t 155,441,553 149,028,686
Art collections (NOtE 2) ..ottt e e
Total NONCUITENt ASSELS ...t \vut ittt et 155,441,553 149,028,686
TOtAl @SSELS ..o v ettt ettt e $207,485,920 $214,847,525
LIABILITIES AND CUMULATIVE RESULTS OF OPERATIONS
CURRENT LIABILITIES
Accounts payable and accrued liabilities ................ ..o $ 16,906,350 $ 13,891,861
Accrued payroll and related taxes ...............cooiiiiiiiiiiii i 4,860,572 4,552,039
Accrued annual leave ... 15,456,484 14,195,910
Capital lease payable (current portion) ...............c.veiiuiiniunenenennn 270,167 250,794
Unearned revenues and other liabilities ............ ..., 783,711 467,664
Total current liabilities ........... ... ...ttt 38,277,284 33,358,268
LONG-TERM LIABILITIES
Capital lease payable (non-current portion) ................c.oooeeiiiininn.. 406,188 675,271
Accumulated retirement benefit obligation (Note 4) ......................... 813,497 594,169
Accumulated postretirement benefit obligation (Note 5) ...................... 6,237,290 5,789,566
Accumulated postemployment benefit obligation (Note 6) ................... 5,111,365 5,308,565
Total long-term liabilities ............ ..o 12,568,340 12,367,571
Total Habilities .. .......vet e 50,845,624 45,725,839
CUMULATIVE RESULTS OF OPERATIONS
Working capital ......... ... 14,037,250 32,711,365
Unfunded long-term liabilities ............. ... i (12,162,152) (11,692,300)
Net investment in property and equipment .................c.oooiuiiiininn. 154,765,198 148,102,621
Total cumulative results of operations .................cooooiuiinin.. 156,640,296 169,121,686
Total liabilities and cumulative results of operations .................. $207,485,920 $214,847,525

See accompanying notes to financial statements.
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BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

STATEMENTS OF REVENUES AND EXPENSES
AND CHANGES IN CUMULATIVE RESULTS OF OPERATIONS

For the years ended December 31,

2005 2004
BoARD OPERATING REVENUES
Assessments levied on Federal Reserve Banks for Board
operating expenses and capital expenditures......................... $265,742,100 $272,331,500
Other revenues (NOLE 7). .o .v vttt e 8,520,342 8,336,581
Total Operating reVenUES ... .........ouueuunirneineenneenaaennn.. 274,262,442 280,668,081
BOARD OPERATING EXPENSES
SALATIES . . . ettt 174,523,825 166,797,724
Retirement and iNSUTANCE . ... ....ovirini e 31,847,951 30,850,441
Contractual services and professional fees.....................coooiu... 24,695,564 24,835,904
Depreciation and net losses on disposals. ...t 12,954,506 12,445,708
UHIEES . e ettt e et e e e e e et e 9,065,329 8,273,801
TIAVEL Lo 7,794,483 7,088,444
SOFIWAIE . . ettt et e et 6,052,617 6,302,695
Postage and Supplies . ........oouiiii i 7,169,829 6,116,355
Repairs and maintenance . .................oooiiiiiiiiiiiiiiii 3,361,179 3,954,263
Printing and binding ......... ... 1,973,594 1,944,552
Other expenses (NOE 7). ... .vu ittt 7,304,955 6,515,129
Total Operating eXpPenSes .. ... ...o.uuenerenenneanaeenannannn. 286,743,832 275,125,016
RESULTS OF OPERATIONS ...ttt ett et et et et et e et e eee e aeeeeaeas (12,481,390) 5,543,065
ISSUANCE AND REDEMPTION OF FEDERAL RESERVE NOTES
Assessments levied on Federal Reserve Banks
FOr CUITENCY COSES . ..ottt e 477,087,471 503,784,304
Expenses for currency printing, issuance,
retirement, and shipping .......... ... ... . i 477,087,471 503,784,304
CURRENCY ASSESSMENTS OVER (UNDER) EXPENSES .. .....ovuiviinininnnn.. 0 0
TOTAL RESULTS OF OPERATIONS . .. ttttteteteteeeeeeeaeanenananannns (12,481,390) 5,543,065
CUMULATIVE RESULTS OF OPERATIONS, Beginning of year .................. 169,121,686 163,578,621
CUMULATIVE RESULTS OF OPERATIONS, End of year ........................ $156,640,296 $169,121,686

See accompanying notes to financial statements.
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BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

STATEMENTS OF CASH FLOWS

For the years ended December 31,

2005 2004
CasH FLOWS FROM OPERATING ACTIVITIES
RESULTS OF OPERATIONS . ..o\ttt e et e et e et e et e e e e $(12,481,390) $ 5,543,065
Adjustments to reconcile results of operations
to net cash provided by (used in) operating activities:
Depreciation and net losses on disposals ...t 12,954,506 12,445,708
Increase in assets:
Accounts receivable, prepaid expenses, and other assets ................ (362,385) (1,846,076)
Increase (decrease) in liabilities:
Accounts payable and accrued liabilities ................... ...l 3,014,489 (1,455,529)
Accrued payroll and related taxes ............. ... 308,533 (504,608)
Accrued annual leave ......... ... ... 1,260,574 766,917
Unearned revenues and other liabilities ............................... 316,047 76,966
Accumulated retirement benefit obligation ................ .. ... 219,328 (1,432)
Accumulated postretirement benefit obligation .................. . ... 447,724 467,513
Accumulated postemployment benefit obligation ...................... (197,200) 358,673
Net cash provided by operating activities ........................... 5,480,226 15,851,197
CasH FLOWS FROM INVESTING ACTIVITIES
Proceeds from disposals ......... ... 2,850 4,005
Capital eXpenditures . ... ......ouie ittt (19,370,223) (11,715,861)
Net cash used in investing activities .................coiiiinien... (19,367,373) (11,711,856)
CAsH FLOWS FROM FINANCING ACTIVITIES
Capital lease payments . .............oeueuiuininiinariiiiiiiaiiianann.s (249,710) (211,703)
Net cash used in financing activities ...................... ... (249,710) (211,703)
NET INCREASE (DECREASE) TN CASH ... tvtttiteteteeeeeeaaeeeaanenss (14,136,857) 3,927,638
CASH BALANCE, Beginning of year ..., 60,107,292 56,179,654
CASH BALANCE, End of year .......... ..o $ 45,970,435 $ 60,107,292
SUPPLEMENTAL DISCLOSURE OF CASH FLOW INFORMATION
Capital lease obligations incurred ..............oooiuiuiiiiiiinneneeeeeii. $ 0 $ 190,538

See accompanying notes to financial statements.



Board of Governors Financial Statements 301

BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

NOTES TO FINANCIAL STATEMENTS
AS OF AND FOR THE YEARS ENDED
DECEMBER 31, 2005 AND 2004

(1) STRUCTURE

The Federal Reserve System was established by Con-
gress in 1913 and consists of the Board of Governors
(Board), the Federal Open Market Committee, the twelve
regional Federal Reserve Banks, the Federal Advisory
Council, and the private commercial banks that are mem-
bers of the System. The Board, unlike the Reserve Banks,
was established as a federal government agency and is
supported by Washington DC based staff numbering
approximately 1,800, as it carries out its responsibilities
in conjunction with other components of the Federal
Reserve System.

The Board is required by the Federal Reserve Act to
report its operations to the Speaker of the House of
Representatives. The Act also requires the Board, each
year, to order a financial audit of each Federal Reserve
Bank and to publish each week a statement of the finan-
cial condition of each such Reserve Bank and a consoli-
dated statement for all of the Reserve Banks. Accord-
ingly, the Board believes that the best financial disclosure
consistent with law is achieved by issuing separate finan-
cial statements for the Board and for the Reserve Banks.
Therefore, the accompanying financial statements include
only the results of operations and activities of the Board.
Combined financial statements for the Federal Reserve
Banks are included in the Board’s annual report to the
Speaker of the House of Representatives.

(2) SIGNIFICANT ACCOUNTING POLICIES

Basis of Accounting—The financial statements have
been prepared on the accrual basis of accounting.

Revenues—Assessments for operating expenses and
additions to property are based on expected cash needs.
Amounts over or under assessed due to differences
between actual and expected cash needs flow in to or out
of “Cumulative Results of Operations” during the year.

Issuance and Redemption of Federal Reserve Notes—
The Board incurs expenses and assesses the Federal
Reserve Banks for currency printing, issuance, retire-
ment, and shipping of Federal Reserve Notes. These
assessments and expenses are separately reported in the
statements of revenues and expenses because they are
passed through Board accounts and are not Board operat-
ing transactions.

Property and Equipment—The Board’s property, build-
ings, and equipment are stated at cost less accumulated
depreciation. Depreciation is calculated on a straight-line
basis over the estimated useful lives of the assets, which
range from 3 to 10 years for furniture and equipment and
from 10 to 50 years for building equipment and struc-
tures. Upon the sale or other disposition of a depreciable
asset, the cost and related accumulated depreciation are
removed from the accounts and any gain or loss is
recognized.

Art Collections—The Board has collections of works
of art, historical treasures, and similar assets. These col-
lections are maintained and held for public exhibition in
furtherance of public service. Proceeds from any sales of

collections are used to acquire other items for collections.
As permitted by Statement of Financial Accounting Stan-
dards Number 116, Accounting for Contributions
Received and Contributions Made, the cost of collections
purchased by the Board is charged to expense in the year
purchased and donated collection items are not recorded.
The value of the Board’s collections has not been
determined.

Estimates—The preparation of financial statements in
conformity with accounting principles generally accepted
in the United States of America requires management to
make estimates and assumptions that affect the reported
amounts of assets and liabilities and the disclosure of
contingent assets and liabilities at the date of the financial
statements and the reported amounts of revenues and
expenses during the reporting period. Actual results could
differ from those estimates.

Reclassifications—Certain 2004 amounts have been
reclassified to conform with the 2005 presentation.

(3) PROPERTY AND EQUIPMENT

The following is a summary of the components of the
Board’s property and equipment, at cost, net of accumu-
lated depreciation.

As of December 31,

2005 2004
Land ................. $ 18,640,314 $ 18,640,314
Buildings and
improvements ... 135,152,735 132,891,551
Furniture and
equipment ....... 39,926,270 44,450,522
Software ............. 12,990,050 12,207,125
Construction in
Process .......... 13,928,149 4,380,259
220,637,518 212,569,771

Less accumulated
depreciation .....

Property and
equipment, net ...

(65,195,965)  (63,541,085)

$155,441,553  $149,028,686

Furniture and equipment includes $1,230,000 each year
for capitalized leases as of December 31, 2005 and
2004. Accumulated depreciation includes $612,000 and
$356,000 for capitalized leases as of December 31, 2005
and 2004, respectively. The Board paid interest related
to these capital leases in the amount of $83,000 and
$104,000 for 2005 and 2004, respectively.

Construction in process includes costs incurred in 2005
and 2004 for long-term security projects and building
enhancements.

The future minimum lease payments required under
the capital leases and the present value of the net mini-
mum lease payments as of December 31, 2005, are as
follows:
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Year
ending
December 31  Amount
2006 $ 417,358
2007 416,274
2008 138,279
Total minimum lease
payments ............. 971,911
Less: Amount representing
maintenance included
in total amounts above . (207,125)
Net minimum lease
payments ............. 764,786
Less: Amount representing
interest ............... (88,431)
Present value of net
minimum lease
payments ............. 676,355
Less: Current maturities
of capital lease
obligations ............ (270,167)
Long-term capital lease
obligations ............ $ 406,188

(4) ACCUMULATED RETIREMENT BENEFITS

The following information provides disclosure require-
ments contained in Statement of Financial Accounting
Standards No. 132, Employers’ Disclosures about Pen-
sions and Other Postretirement Benefits.

Substantially all of the Board’s employees participate
in the Retirement Plan for Employees of the Federal
Reserve System (System Plan). The System Plan is a
multi-employer plan which covers employees of the
Federal Reserve Banks, the Board, and the Office of
Employee Benefits.

Employees of the Board who became employed prior
to 1984 are covered by a contributory defined benefits
program under the System Plan. Employees of the Board
who became employed after 1983 are covered by a non-
contributory defined benefits program under the System
Plan. Contributions to the System Plan are actuarially
determined and funded by participating employers. Based
on actuarial calculations, it was determined that employer
funding contributions were not required for the years
2005 and 2004, and the Board was not assessed a contri-
bution for these years. Because the plan is part of a
multi-employer plan, information as to vested and non-
vested benefits, as well as plan assets, as it relates solely
to the Board, is not readily available.

A relatively small number of Board employees partici-
pate in the Civil Service Retirement System (CSRS) or
the Federal Employees’ Retirement System (FERS).
These defined benefit plans are administered by the U.S.
Office of Personnel Management, which determines the
required employer contribution levels. The Board’s con-
tributions to these plans totaled $324,000 and $330,000 in
2005 and 2004, respectively. The Board has no liability
for future payments to retirees under these programs and
is not accountable for the assets of the plans.

Employees of the Board may also participate in the
Federal Reserve System’s Thrift Plan. Board contri-
butions to members’ accounts are based upon a fixed
percentage of each member’s basic contribution
and were $8,617,000 and $8,314,000 in 2005 and 2004,
respectively.

Effective January 1, 1996, Board employees covered
under the System Plan are also covered under a Benefits
Equalization Plan (BEP). Benefits paid under the BEP are
limited to those benefits that cannot be paid from the
System Plan due to limitations imposed by Sec-
tions 401(a)(17), 415(b), and 415(e) of the Internal Reve-
nue Code of 1986. Activity for the BEP for 2005 and
2004 is summarized in the following table:

2005 2004

Change in projected

benefit obligation

Benefit obligation at
beginning of year .. $

Service cost ............

Interest cost ............

Plan participants’
contributions ...... 0 0

Plan amendments ....... 0

Actuarial (gain)/loss .... 168,027

Benefits paid ........... (1,814)

140,953 $
193,209
35,964

74,956
23,239
6,170

0
36,588
0

Benefit obligation at

endof year ........ $ 536,339 $ 140,953

Change in plan assets
Fair value of plan assets
at beginning
ofyear ............ $ 0o 3
Actual return on plan
assets ........o.... 0
Employer contributions . 1,814
Plan participants’
contributions ......
Benefits paid ...........
Fair value of plan assets
atend of year ...... $ 0o $

0
(1,814)

o oo oo o©

Reconciliation of funded
status at end of year
Funded status ..........
Unrecognized net

actuarial (gain)/

loss ..o.oiiiiiiatn.
Unrecognized prior

service cost ........
Unrecognized net

transition

obligation .........
Retirement

benefit liability ....

$(536,339) $  (140,953)

(15,728) (177,773)

(701,125) (817,732)

439,695 542,289

$ (813,497)  $ (594,169)

Information for pension
plans with an
accumulated benefit
obligation in excess of
plan asset:
Projected benefit
obligation .........
Accumulated benefit
obligation .........

$ 536,339 $ 140,953

278,252 33
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2005 2004
Weighted-average
assumptions used to
determine benefit
obligation as of
December 31
Discountrate ...........
Rate of compensation
increase ...........

5.75% 5.75%

4.50% 4.25%

Components of net
periodic benefit cost
Service cost—benefits

earned during the

period ............. $
Interest cost on

projected benefit

obligation .........
Expected return

on plan assets ...... 0 0
Amortization of

prior service cost ..
Amortization of

(gains)/losses ......
Amortization of initial

(asset)/obligation ..
Net periodic benefit

cost (credit) .......

193,209 $ 23239

35,964 6,170

(116,607) (116,607)
5,982 (16,828)

102,594 102,594

$ 221,142 $ (1432

Weighted-average
assumptions used to
determine net periodic
benefit cost for years
ended December 31
Discountrate ...........
Rate of compensation
increase ...........

5.75% 6.25%

4.25% 4.00%

(5) ACCUMULATED POSTRETIREMENT BENEFITS

This following information provides disclosure require-
ments contained in Statement of Financial Accounting
Standards No. 106, Employers’ Accounting for Postretire-
ment Benefits Other Than Pensions.

The Board provides certain life insurance programs for
its active employees and retirees. Activity for 2005 and
2004 is summarized in the following table:

2005 2004

Change in benefit
obligation
Benefit obligation at

beginning of year .. $ 8,404,552  $ 7,166,146
Service cost ............ 217,421 203,229
Interest cost ............ 437,320 443,043
Plan participants’

contributions ...... 0 0
Plan amendments ....... (196,970) 0
Actuarial (gain)/loss .... (304,006) 845,851
Benefits paid ........... (284,485) (253,717)
Benefit obligation

atend of year ...... $ 8,273,832 $ 8,404,552

2005 2004
Change in plan assets
Fair value of plan

assets at beginning

ofyear ............ $ 0 $ 0
Actual return on

plan assets .........
Employer contribution ..
Plan participants’

contributions ......
Benefits paid ...........
Fair value of plan

assets at end

ofyear ............ $ 0 $ 0

0 0
284,485 253,717

0 0
(284,485) (253,717)

Reconciliation of

funded status

at end of year

Funded status .......... $(8,273,832)

Unrecognized net
actuarial
(gain)/loss .........

Unrecognized prior
service cost ........

Prepaid/(accrued)
postretirement
benefit liability .... $(6,237,290)

$(8,404,551)

2,145,920 2,537,211

(109,378) 71,774

$(5,789,566)

Components of net
periodic cost
for year
Service cost ............ $ 217,421
Interest cost ............ 437,320
Amortization of prior
service cost ........
Amortization of
(gains)/losses ......
Total net periodic
COSt i, $ 732,209

$ 203,229
443,043
(9,818) 6,073

87,286 68,885

$ 721,230

The liability and costs for the postretirement benefit
plan were determined using discount rates of 5.75 percent
as of December 31, 2005 and 2004. Unrecognized losses
of $2,145,920 as of December 31, 2005 and $2,537,211
as of December 31, 2004 result from changes in the
discount rate used to measure the liabilities. Under
Statement of Financial Accounting Standards No. 106,
Employers’ Accounting for Postretirement Benefits Other
Than Pensions, the Board may have to record some of
these unrecognized losses in operations in future years.
The assumed salary trend rate for measuring the increase
in postretirement benefits related to life insurance was an
average of 4.25 percent.

The above accumulated postretirement benefit obliga-
tion is related to the Board sponsored life insurance
programs. The Board has no liability for future payments
to employees who continue coverage under the federally
sponsored life and health programs upon retiring. Contri-
butions for active employees participating in federally
sponsored health programs totaled $8,933,000 and
$8,223,000 in 2005 and 2004, respectively.
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(6) ACCUMULATED POSTEMPLOYMENT BENEFIT PLAN

This following information provides disclosure require-
ments contained in Statement of Financial Accounting
Standards No. 112, Employers’ Accounting for Postem-
ployment Benefits.

The Board provides certain postemployment benefits
to eligible former or inactive employees and their depen-
dents during the period subsequent to employment but
prior to retirement. Costs were projected using the same
discount rates as were used for projecting postretirement
costs. The accrued postemployment benefit costs recog-
nized by the Board for the years ended December 31,
2005 and 2004, were $155,800 and $733,000,
respectively.

(7) OTHER REVENUES AND OTHER EXPENSES

The following are summaries of the components of
Other Revenues and Other Expenses.

For the years ended

December 31,
2005 2004

Other revenues
Data processing

revenue .. .. $3,788,217 $3,984,610
Rent ................. 2,433,833 2,332,089
Subscription

revenue ......... 782,743 787,053
Reimbursable

services to

other agencies ... 664,755 673,730
Board sponsored

conferences ..... 250,650 0
Miscellaneous ........ 600,144 559,099
Total other

revenues ........ $8,520,342 $8,336,581
Other expenses
Tuition, registration,

and membership

fees ............. $2,573,028 $2,048,610
Contingency

operations ....... 956,476 782,052
Public transportation

subsidy ......... 691,264 800,724
Subsidies and

contributions .... 656,150 635,336
Meals and

representation ... 518,640 377,963
Equipment and

facilities rental ... 336,342 307,999
Administrative

law judges ....... 268,228 492,155
Security

investigations . ... 184,880 286,711
Former employee

related

payments . .. 319,461 205,627
Miscellaneous ........ 800,486 577,952
Total other

€XPenses ........ $7,304,955 $6,515,129

(8) COMMITMENTS AND CONTINGENCIES
Leases

The Board has entered into several operating leases to
secure office, training, and warehouse space for remain-
ing periods ranging from one to four years. In addition,
the Board has entered into an agreement with the Federal
Deposit Insurance Corporation and the Office of the
Comptroller of the Currency, through the Federal Finan-
cial Institutions Examination Council (the “Council”) to
fund a portion of enhancements for a central data reposi-
tory project through 2013.

Mimimum annual payments under the operating leases
having an initial or remaining noncancelable lease term in
excess of one year are $71,991 for 2006.

Rental expenses under the operating leases were
$157,000 in 2005 and $156,000 in 2004.

Benefit Obligations

The Board is subject to potential liabilities for a supple-
mental benefit for certain employees that participate in
CSRS and who meet certain other criteria. Based on
information currently available, the exact amount of the
additional pension liability as of December 31, 2005 is
unknown. It is management’s opinion that the additional
liability, if any, will not have a materially adverse effect
on the financial statements.

Litigation

The Board is subject to contingent liabilities which
include litigation cases. These contingent liabilities arise
in the normal course of operations and their ultimate
disposition is unknown. Based on information currently
available to management, it is management’s opinion that
the expected outcome of these matters, individually or in
the aggregate, will not have a materially adverse effect on
the financial statements. Management believes the Board
has substantial defenses and that the likelihood of an
adverse judgement is small.

One action pending in the United States District Court
for the District of Columbia under Title VII of the Civil
Rights Act of 1964, as amended, alleges discrimination
on behalf of a class of African American secretaries at the
Board. The case is a successor to an earlier lawsuit that
was dismissed for failure to exhaust administrative rem-
edies. Following a period of discovery on the issue of
exhaustion of administrative remedies, the Board has
moved to dismiss the action; that motion is pending.
Should the case proceed beyond the motion to dismiss the
Board believes it has substantial defenses and intends to
defend the case vigorously.

Seven additional matters alleging employment dis-
crimination are currently pending administrative resolu-
tion or have been resolved recently and could be the
subject of an administrative appeal or a judicial action.
The chances that any of these cases will result in court
litigation cannot reasonably be estimated at this time. In
five of these cases, there has not yet been an investigative
report. Therefore, management is unable at this time to
determine the potential for a materially adverse effect on
the financial statements. Management believes the likeli-
hood of an unfavorable outcome in the remaining two
cases is remote.



Board of Governors Financial Statements 305

(9) FEDERAL FINANCIAL INSTITUTIONS
EXAMINATION COUNCIL

The Board is one of the five member agencies of
the Council, and currently performs certain management
functions for the Council. The five agencies which are
represented on the Council are the Board, Federal Deposit
Insurance Corporation, National Credit Union Adminis-
tration, Office of the Comptroller of the Currency, and
Office of Thrift Supervision. The Board’s financial state-
ments do not include financial data for the Council.
Activity related to the Board and Council for 2005 and
2004 is summarized in the following table:

2005 2004

Board paid to the

Council:

Assessments for
operating expenses
of the Council ...... $

Central Data
Repository .........

Uniform Bank
Performance
Report .............

Total Board
paid to the
Council .........

83,811 $ 112,020

1,096,062 326,640

202,666 199,230

$1,382,539  $ 637,890

Council paid to the
Board:
Data processing
related services ....
Administrative
services ...........
Total Council
paid to the
Board ...........

3,572,816 3,360,055

175,000 133,500

$3,747,816 $3,493,555

(10) FEDERAL RESERVE BANKS

The Board performs certain functions for the Reserve
Banks in conjunction with its responsibilities for the
Federal Reserve System, and the Federal Reserve Banks
provide certain administrative functions for the Board.
Activity related to the Board and Reserve Banks for 2005
and 2004 is summarized in the following table:

2005 2004

Board paid to the
Reserve Banks:
Assessments for
employee benefits ..
Data processing and
communication ....
Contingency site ........
Total Board paid
to the Reserve
Banks ...........

$ 2,072,595 $ 2,151,078

2,106,850
956,476

1,920,996
1,481,452

$ 5,135921 $ 5,553,526

Reserve Banks paid
to the Board:
Assessments for
currency costs . .....
Assessments for
operating expenses
of the Board .......
Data processing .........
Total Reserve Banks
paid to the
Board ...........

$477,087,471  $503,784,304

265,742,100
516,433

272,331,500
686,312

$743,346,004 $776,802,116
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KPMG LLP
2001 M Street, NW
Washington, DC 20036

Independent Auditors’ Report on Internal Control over Financial Reporting

To the Board of Governors of the Federal Reserve System:

We have audited the balance sheets of the Board of Governors of the Federal Reserve System (the Board)
as of December 31, 2005 and 2004, and the related statements of revenues and expenses and changes in
cumulative results of operations, and cash flows for the years then ended, and have issued our report
thereon dated May 31, 2006. We conducted our audits in accordance with auditing standards generally
accepted in the United States of America and the standards applicable to financial audits contained in
Government Auditing Standards, issued by the Comptroller General of the United States.

In planning and performing our 2005 audit, we considered the Board’s internal control over financial
reporting by obtaining an understanding of the Board’s internal control, determining whether internal
controls had been placed in operation, assessing control risk, and performing tests of controls in order to
determine our auditing procedures for the purpose of expressing our opinion on the financial statements.
We limited our internal control testing to those controls necessary to achieve the objectives described in
Government Auditing Standards. The objective of our audit was not to provide assurance on the Board’s
internal control over financial reporting. Consequently, we do not provide an opinion thereon.

Our consideration of internal control over financial reporting would not necessarily disclose all matters in
the internal control over financial reporting that might be reportable conditions. Under standards issued by
the American Institute of Certified Public Accountants, reportable conditions are matters coming to our
attention relating to significant deficiencies in the design or operation of the internal control over financial
reporting that, in our judgment, could adversely affect the Board’s ability to record process summarize,
and report financial data consistent with the assertions by in the fi Material
weaknesses are reportable conditions in which the design or operation of one or more of the internal
control components does not reduce to a relatively low level the risk that misstatements, in amounts that
would be material in relation to the financial statements being audited, may occur and not be detected
within a timely period by employees in the normal course of performing their assigned functions. Because
of inherent limitations in any internal control, misstatements due to error or fraud may occur and not be
detected.

In our 2005 audit, we noted certain matters, discussed in Exhibit I, involving the internal control over
financial reporting and its operation that we consider to be a reportable condition. However, the reportable
condition is not believed to be a material weakness. Management’s responses to our findings are also
included in Exhibit I.

KPMG LLP, a U.S. limited liability partnership, is the LS.
member firm of KPMG Intemational, a Swiss cooperative




Board of Governors Financial Statements

307

A

We also noted certain additional matters that we reported to the management of the Board in a separate
letter dated May 31, 2006.

This report is intended solely for the information and use of the Board and its management, the Office of
Inspector General, the Government Accountability Office, and the U.S. Congress and is not intended to be
and should not be used by anyone other than these specified parties.

KPMme P

May 31, 2006
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Exhibit I

BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

Reportable Condition
December 31, 2005

Improvement Is Needed in Internal Con-
trols over Financial Reporting

Management is responsible for developing
and maintaining effective internal controls to
provide assurance that the Board has the
ability to record, process, summarize, and
report financial data consistent with the
assertions of management in its financial
statements.

The following paragraphs discuss weak-
nesses noted in the Board’s internal control
over financial reporting that could adversely
affect the Board’s ability to produce accurate
and timely financial statements.

Controls over Accounts and

Accrued Liabilities

Payable

During our audit, we noted that the Board
recorded material post closing entries
amounting to $1,957,836 to reduce liabili-
ties, prepayments, and the related expenses
as of December 31, 2005. Issues we identi-
fied that resulted in post closing entries
included:

* Recording transactions as liabilities and
prepaid expenses, although the Board did
not receive the related goods/services prior
to December 31, 2005.

Recording transactions in both accounts
payable and accrued liabilities. Therefore,
these liabilities were duplicated in the
financial statements.

Recording transactions based on incorrect
supporting documents or estimates pro-
vided by the operating divisions that dif-
fered significantly from the actual
invoices.

We also noted that the Board received an
invoice from the General Services Adminis-
tration (GSA) in April 2006 for $275,100
that might include some expenses for steam
provided in 2005. The Board recorded an
accrual for $50,000 at December 31, 2005.
However, management is unable to deter-
mine if an additional accrual is required for

2005 as the invoices received from GSA
during 2005 and 2006 did not provide suffi-
cient details on the billing period.

Control of Census Data

During our audit, we coordinated with the
Office of Inspector General (OIG) to per-
form an analysis of the accuracy of the cen-
sus data used by the Board’s actuary in the
pension benefit liability and noted that there
were discrepancies between the Board’s
Human Resources database and the data used
by the actuary. We noted that the Board has
not established controls to verify the accu-
racy of the underlying data used by the actu-
ary in the pension liability calculation.
Specifically, we noted the following:

Of the 176 employees included in the

Benefits Equalization Plan (BEP) liability:

— One individual was retired and cov-
ered under the CSRS plan; accordingly
he/she should not have been included
in the BEP population. Also, the gen-
der of the individual was reported
incorrectly.

— One individual was covered under the
FERS plan and therefore does not
qualify for the BEP.

— One individual was included twice in
the BEP calculation.

— Two individuals did not have retire-
ment service credit dates in People-
Soft.

— Sixteen individuals had incorrect ser-
vice credit dates in the data used by the
actuary.

— For two individuals, the total pay used
in the actuarial calculations was incor-
rect because their variable pay amounts
were not included.

The 930 employees included by the actu-

ary in the Board Postretirement Welfare

Benefits Plan (BEGLI) calculation

included two retired individuals who

should not have been in the active file.

e Of the 1,777 employees included in the
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Board Postemployment Benefit Plan

(Long-term disability):

entries and supporting documents before
they are recorded. Management should
also perform a review of the year-end
accounts payable listings and subsequent
disbursements to ensure that the transac-
tions reported at year end are appropri-
ately stated. Further, a reconciliation of
the GSA account should be performed
timely, to identify any discrepancies on
the invoices received.

. Confirm the data used by the actuary in
the pension liability calculation prior to
recording the entries in the general ledger.

. Implement recommendations made by the
OIG in their report titled “Evaluation of
Service Credit Computations.” This
would include performing periodic recon-
ciliations of the census data between the
Board’s system and the data used by the
actuary; reducing or eliminating the num-
ber of data transcriptions; requiring auto-
mated verifications for all census data
transmissions; and updating the existing
service credit form to clearly document
all prior government service.

Management Response

— Three individuals who retir.ed prior to L SCt;)enncgut% en li\zlsanafreéilzgltl res “E)li
January .1’ 2005 were {n_correctly review and approval of year-end
1n§1(;1dsed in the actuarial liability calcu- transactions for accounts payables
AHONS. and year-end accruals. In addition

— Thirty individuals in the Board Plan o Styrengthening our procedurcs
had dlffe.rences over ,30 daYS that organizational changes have been
related to incorrect service cyedlt dates. made to enhance supervision in this

We also not§d that the gctuary 1ncorre.ct1y area and additional resources will

included vanab}e pay in the calculations be devoted to this time-sensitive

for long-term disability. process. Accounting staff will pro-
Recommendations: vide additional training for division
staff responsible for reporting year-
We recommend that the Board: end aczruals and zl:pprofa%/ of
1. Establish policies and procedures for pro- accruals will require more senior
cessing year-end accounts payables and staff approval both in the divisions
accruals to include the requirements for and Accounting.
management to review and approve all 2. & 3. Concur. We support the recommen-

dation and work is underway to
enhance controls over these data.
Management is working with the
Office of Employee Benefits, the
Federal Reserve’s actuary, and the
Federal Reserve’s pension adminis-
trator to ensure data accuracy and
the presence of appropriate con-
trols over the exchange of census
data among the various entities.
The Office of Inspector General
will review the work of the group
and, where appropriate, provide
comments to management on inter-
nal control issues. This same group
is working to implement fully the
recommendations provided by the
Office of Inspector General in its
report titled Evaluation of Service
Credit Computations, and manage-
ment has directed the pension
administrator to implement appro-
priate changes to its automated sys-
tems and supporting processes.
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KPMG LLP
2001 M Street, NW
Washington, DC 20036

Independent Auditors’ Report on Compliance and Other Matters

To the Board of Governors of the Federal Reserve System:

We have audited the balance sheets of the Board of Governors of the Federal Reserve System (the Board)

as of December 31, 2005 and 2004, and the related of and exp and changes in

lative results of operati and cash flows, for the years then ended, and have issued our repon
thereon dated May 31 2006. We conducted our audits i m d with auditi dard ly
accepted in the United States of America and the d. licable to fi ial audits ined in

Government Auditing Standards, issued by the Comptroller General of the United States.

The management of the Board is responsible for complying with laws, regulations, and contracts applicable
to the Board. As part of obtaining reasonable about whether the Board’s 2005 financial
statements are free of material misstatement, we performed tests of the Board’s compliance with certain
provisions of laws, lati and noncompli with which could have a direct and material
effect on the determination of financial statement amounts. We limited our tests of compliance to the
provisions described in the preceding sentence, and we did not test compliance with all laws, regulations,
and contracts applicable to the Board. However, providing an opinion on compliance with laws,
regulations, and contracts was not an objective of our audit and, accordingly, we do not express such an
opinion.

The results of our tests of compliance described in the precedi ph, disclosed no i of
noncompliance or other matters that are required to be reponed under G Auditing Standards.

This report is intended solely for the information and use of the Board and its management, the Office of
Inspector General, the Government Accountability Office, and the U.S. Congress and is not intended to be
and should not be used by anyone other than these specified parties.

KPme P

May 31, 2006

KPMG LLP, a U.S. limited liability partnership, is the U.S.
member firm of KPMG Intemational, a Swiss cooperative
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Federal Reserve Banks
Combined Financial Statements

The combined financial statements of the Federal Reserve Banks were audited by
PricewaterhouseCoopers LLP, independent auditors, for the years ended
December 31, 2005 and 2004.

PRICEWATERHOUSE(QOPERS

REPORT OF INDEPENDENT AUDITORS

To the Board of Governors of the Federal Reserve System
and the Board of Directors of the Federal Reserve Banks:

We have audited the accompanying combined statements of condition of the
Federal Reserve Banks (the “Reserve Banks’’) as of December 31, 2005 and 2004,
and the related combined statements of income and changes in capital for the years
then ended, which have been prepared in conformity with the accounting prin-
ciples, policies, and practices established by the Board of Governors of the Federal
Reserve System. These combined financial statements are the responsibility of the
Reserve Banks’ management. Our responsibility is to express an opinion on these
combined financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally
accepted in the United States of America. Those standards require that we plan and
perform the audit to obtain reasonable assurance about whether the combined
financial statements are free of material misstatement. An audit includes examin-
ing, on a test basis, evidence supporting the amounts and disclosures in the
financial statements. An audit also includes assessing the accounting principles
used and significant estimates made by management, as well as evaluating the
overall financial statement presentation. We believe that our audits provide a
reasonable basis for our opinion.

As described in Note 3, these combined financial statements were prepared in
conformity with the accounting principles, policies, and practices established by
the Board of Governors of the Federal Reserve System. These principles, policies,
and practices, which were designed to meet the specialized accounting and report-
ing needs of the Federal Reserve System, are set forth in the Financial Accounting
Manual for Federal Reserve Banks and constitute a comprehensive basis of
accounting other than accounting principles generally accepted in the United States
of America.

In our opinion, the combined financial statements referred to above present
fairly, in all material respects, the combined financial position of the Reserve
Banks as of December 31, 2005 and 2004, and the combined results of their
operations for the years then ended, on the basis of accounting described in Note 3.

March 23, 2006 e
Washington, D.C. &//L’%% 2L 7=
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FEDERAL RESERVE BANKS
COMBINED STATEMENTS OF CONDITION
December 31, 2005 and 2004

(in millions)

ASSETS 2005 2004
GOId CEItIfICAES . ..ottt sttt ettt $ 11,039 $ 11,041
Special drawing rights certificates . .......... ... i 2,200 2,200
) 686 728
Items in process of collection .......... 5,930 6,233
Loans to depository institutions 72 43
Securities purchased under agreements toresell ......... ... ... .. . i 46,750 33,000
U.S. government SECUTIties, NEL ... .. ...u ittt ettt eens 750,202 725,584
Investments denominated in foreign currencies .......... ..o 18,928 21,368
Accrued interest receivable ....... ... .. 5,874 5,104
Bank premises and equipment, Nt ..............oo.iiiiiiii i 2,252 2,216
Other @SSELS .. ..ttt 3,394 3,350
TOLAL @SSELS - . . e v vt ettt et et e e e e e e $847,327 $810,867
LIABILITIES AND CAPITAL

LIABILITIES
Federal Reserve notes outstanding, net ................ooiiiiiiiiiiiiiiiiaiann.. $758,359 $719,437
Securities sold under agreements to repurchase .................coiiiiiiiiiiiiiiin. 30,505 30,783

Deposits
Depository INSHUHONS .. ...ttt et e e 19,043 24,043
U.S. Treasury, general aCCOUNE . ...........uiuuiiuniiniiiiiiiieiiiaiaiiaeanes 4,573 5912
Other dePOSIES ...ttt ettt ettt et e e 393 332
Deferred credit items ..........ouuiiuiii i 5,039 5,306
Interest on Federal Reserve notes due U.S. Treasury ..................cooiiiiiin... 1,784 329
Accrued benefit COSES .. ... i e 913 891
Other THaDIIES . . ... e ettt et et 281 290
Total labilities ..........oooiii 820,890 787,323

CAPITAL

Capital paid-in . ....oo 13,536 11,914
SUIPIUS . ettt ettt et 12,901 11,630
Total capital .. ...t 26,437 23,544
Total liabilities and capital ............uuuuiir ettt $847,327 $810,867

The accompanying notes are an integral part of these combined financial statements.
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FEDERAL RESERVE BANKS
COMBINED STATEMENTS OF INCOME
for the years ended December 31, 2005 and 2004

(in millions)

2005 2004
Interest income
Interest on U.S. ZOVErNMENL SECUTTHES .. ...t e e ettt ettt e e e eeeeeeeans $28,959 $22,344
Interest on investments denominated in foreign currencies ................ ... .. ... 283 269
Interest on loans to depository InSttUtIONS . ..........ouiuiii it 7 3
Total interest iNCOME ... .....ouutiit it 29,249 22,616
Interest expense
Interest expense on securities sold under agreements to repurchase ..................... 809 303
Net INtEreSt INCOME . . ..ottt ittt ettt e e e e et e e 28,440 22,313
Other operating (loss) income
INCOME fTOM SEIVICES .o\ttt ettt et ettt et e e e 901 866
Reimbursable services to government agencies ...................oooiiiiiiiiiiiiao. 396 370
Foreign currency (10SS€S) SaiNS, NE ... ...ttt ette ittt ettt (2,723) 1,230
Other INCOME ...ttt ettt ettt e ettt et e et 131 89
Total other operating (108S) INCOME .. ... ... ouiin ittt (1,295) 2,555
Operating expenses
Salaries and other benefits ....... ... .. ... . i 1,709 1,604
OCCUPANCY EXPEISE ... vvete et et et e et e e et e et et e e et ie s 228 222
EqQUIPMENt EXPENSE . . ..ottt t ettt e ettt e 198 245
Assessments by the Board of GOVEINOrs ..............oouviiiiiniiiniiniiniinennn. 743 776
OhET EXPENSES . . oottt ettt ettt e et et e e 747 578
Total OPErating EXPENSES .. ... vttt ettt et ettt e et e e e 3,625 3,425
Net income prior to diStribution .............ooiiiietii i $23,520 $21,443
Distribution of net income
Dividends paid to member banks ......... ... $ 781 $ 382
Transferred to SUIPIUS . ....... oo 1,271 2,783
Payments to U.S. Treasury as interest on Federal Reserve notes ........................ 21,468 18,078
Total distribUtion .. ... .....outt e e e e $23,520 $21,443

The accompanying notes are an integral part of these combined financial statements.
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FEDERAL RESERVE BANKS
COMBINED STATEMENTS OF CHANGES IN CAPITAL
for the years ended December 31, 2005 and 2004

(in millions)

Balance at January 1, 2004

(176 million shares) ...........coooviiiiiinnnen...
Transferred to surplus ...

Net change in capital stock issued

(61 million shares) ..............coiiiiiinin..

Balance at December 31, 2004

(238 million shares) ................coiiiiiiiin....
Transferred to surplus ...........coiiiiiiiiiiiiiiin.,

Net change in capital stock issued

(32 million shares) ..............cooiiiiiiiiin...

Balance at December 31, 2005

(270 million shares) ...t

Capital Total

paid-in Surplus capital
............... $ 8,847 $ 8,847 $17,694
............... R 2,783 2,783
............... 3,067 3,067
............... $11,914 $11,630 $23,544
............... R 1,271 1,271
............... 1,622 1,622
............... $13,536 $12,901 $26,437

The accompanying notes are an integral part of these combined financial statements.

NOTES TO THE COMBINED FINANCIAL STATEMENTS OF THE FEDERAL RESERVE BANKS

(1) STRUCTURE

The twelve Federal Reserve Banks (Reserve Banks) are
part of the Federal Reserve System (System) created by
Congress under the Federal Reserve Act of 1913 (Federal
Reserve Act), which established the central bank of the
United States. The Reserve Banks are chartered by the
federal government and possess a unique set of govern-
mental, corporate, and central bank characteristics.

In accordance with the Federal Reserve Act, supervi-
sion and control of each Reserve Bank is exercised by a
Board of Directors. The Federal Reserve Act specifies the
composition of the Board of Directors for each of the
Reserve Banks. Each board is composed of nine members
serving three-year terms: three directors, including those
designated as Chairman and Deputy Chairman, are
appointed by the Board of Governors, and six directors
are elected by member banks. Banks that are members
of the System include all national banks and any state-
chartered banks that apply and are approved for member-
ship in the System. Member banks are divided into three
classes according to size. Member banks in each class
elect one 