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Executive Summary 

Purpose Treasury collects the majority of the government’s tax revenue using the 
Treasury Tax and Loan (IT&L) program, which is administered by the 
Federal Reserve Banks (FRBS) through almost 14,000 financial institutions 
designated as federal depositaries allowed to accept federal tax deposits. 
During tical year 1991, Treasury collected over $876 billion through ‘IT&L 
accounts. Another $1.3 billion was earned in interest from these deposits. 
GAO believes that recent facial institution failures underscore the 
importance of securing mBtL accounts through sufficient collateral to 
protect the government from substantial losses. Therefore, GAO examined 
the security of IT&L accounts at 6 of the 12 FRBS to determine whether 
(1) FRBS adequately review, value, and monitor IT&L collateral and 
(2) Treasury’s TML account collateral valuation method places enough 
emphasis on a security’s inherent risk. 

Background If a TIXL depositary fails, GAO believes that the government could incur a 
potentially large loss. Treasury requires IT&L depositaries to pledge enough 
collateral to secure TTdkL accounts, thus protecting the government’s 
interest. 

Treasury specifies (1) categories of securities that are acceptable as 
collateral and (2) the percentage of a security’s face (or principal) value 
that may be used as collateral for each category. FRBS are responsible for 
seeing that TUBAL account collateral is reviewed fully and promptly, valued 
correctly, and monitored properly. 

Results in Brief GAO found that FREU (1) valued similar securities differently, (2) did not 
adequately monitor collateral to ensure that its value does not diminish, 
and (3) accepted as TML collateral securities that were not allowed by 
Treasury’s guidelines. These problems which tend to increase Treasury’s 
risk of loss were attributable to (1) reviews of IT&L collateral that were 
often incomplete and late, (2) valuation procedures that were inconsistent 
among FXBS, and (3) monitoring practices that were weak and based on 
inaccurate data contained in automated systems. As GAO made the FRBS 
aware of these problems, they initiated corrective actions. 

Although Treasury told GAO it had not lost funds due to insufficient ‘IT&L 
account collateral, Treasury’s prescribed method for valuing the collateral 
did not place enough emphasis on a security’s inherent risk and was 
difficult for FRES to administer. Treasury’s objective of protecting the 
government’s interest would be more fully met if the Federal Reserve 
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implemented additional measures. GAO pointed out that Treasury could 
heighten its focus on a security’s risk by revising its TIU account collateral 
valuation method. FRB officials agreed that adopting a TN.L account 
collateral valuation method that gives greater emphasis to risk would be 
feasible, not be difficult to implement, and better meet Treasury’s 
objective. 

Principal Flndings 

FRBs’ Security Reviews FRB reviews of securities before accepting them as TT&L account collateral 
Were Not Always Timely or were not always timely or thorough. As a result, millions of dollars 

Thorough pledged as collateral were either (1) unallowable by Treasury’s guidelines 
or (2) undocumented, making them difficult to sell in the event of 
depositary failures. The procedures used to review collateral for 
acceptance varied at the FREES included in GAO'S review. In total, GAO'S 
sample identified $160 million in securities which were not allowable 
under Treasury regulations but which had been accepted by FRBS. Also, the 
sample identified 194 securities valued at over $1.2 billion which were 
accepted by FREM but were not adequately documented. This result 
indicated that Treasury was not assured that FRBS had accepted only 
allowable and documented securities as TML account collateral, thereby 
increasing the risk that depositaries’ W&L accounts were under 
collateralized. 

FRB$ Did Not Value 
Collateral Consistently 

FRB proceduresforvaluing ~~&~accountcollaterdwerenotconsistent. 
For example, one FRB maintained a list of companies whose commercial 
loans were acceptable as TML account collateral and assigned a rating that 
was uniformly applied in determining collateral values. Another FRB 6 

applied Treasury’s guidelines to value commercial loans after first 
considering the loan risk assigned by TEU depositaries’ own loan risk 
rating systems, but without reviewing these systems. In one case, a 
depositary’s loan risk rating system was not adequate. The depositary later 
failed but without loss to Treasury. 

F’RBs Did Not Have FRB automated systems that provide information to monitor W&L account 

Complete and Accurate collateral had inaccurate data, and other practices designed to help 

Infotiation for Monitoring monitor collateral values were weak. GAO'S sample showed over 400 

Collateral instances, involving securities valued at more than $3 billion, where the 
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FRBSI’ automated records were in error, thus limiting their usefulness in 
monitoring the value of TML account collateral. Also, the sample identified 
instances where (1) FRBS could not locate trust receipts documenting 
securities held by others, (2) collateral held by third party custodians was 
not properly verified, and (3) FRBS did not know the face amount of 
securities. GAO believes that fundamental control information and 
procedures, such as knowing and verifying the location and face amount 
of TT&L account collateral, are essential to ensure that collateral exists and 
are necessary to ensure that its value has not deteriorated. 

n‘&L Collateral Method 
Needs to Place Greater 
Emphasis on Risk 

GAO believes that Treasury’s prescribed method for valuing TW account 
collateral is difficult for FREES to administer because, for example, it 
requires them to subjectively decide the level (that is, percentage of face 
or principal value) at which a security is to be valued. In practice, the 
maximum allowable collateral percentages are used and no substantive 
risk evaluation is made for the vast majority of TTIBL account collateral. 
GAO'S review of 3,706 securities showed that over 86 percent had collateral 
percentages equal to the maximum Treasury allows. Thus, FF& 
implementation of Treasury W&L account collateral guidelines has evolved 
into a formula-based process which does not emphasize a security’s risk or 
fully meet Treasury’s objective to value collateral at not more than its 
related risk. 

Further, the method of valuing IT&L account collateral is not working well 
or consistently. For example, Treasury’s prescribed percentages do not 
recognize varying credit risks within the same category of collateral. Also, 
some FIW value almost all marketable commercial loans at 90 percent 
while other FRBSI perform a credit analysis of individual securities. 

A Revised Risk-Based 
Vqluation Method Is 
F&sible 

& 

The problems associated with Tressury’s ‘IT&L account collateral valuation 
method can be overcome by requiring that FRBS value individual securities 
and rate them based on their risk. GAO proposed a method for doing this 
and made related improvement suggestions, such as (1) valuing Treasury 
and federal agencies’ securities based on estimated fair market value and 
(2) using automated information from security risk rating agencies. By 
making these revisions, Treasury could have greater assurance that TML 
accounts are not undercollateralized. These revisions should also ensure 
accurate collateralization amounts for the pledged securities. 
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Executive Summary 

Recommendations To help ensure that ?TB~L account collateral is sufficient to protect the 
government’s interest, GAO recommends a number of actions to improve 
F'RB review, valuation, and monitoring practices. These actions would 
include (1) accepting depositaries’ securities prior to review only when 
prudent and warranted, (2) rejecting undocumented collateral, and 
(3) performing comprehensive monthly collateral assessments. 

Also, GAO recommends that Treasury revise its prescribed TTB~L account 
collateral valuation method to better emphasize the risk associated with 
the collateral. 

Agency Comments The Department of the Treasury and the Board of Governors of the 
Federal Reserve System provided written comments on a draft of this 
report. Both stated their belief that the program was reasonably managed 
and agreed with the thrust of GAO'S recommendations. Nevertheless, the 
Federal Reserve characterized the problems GAO identified as isolated 
instances. GAO disagreed, stating that collectively, the problems it found 
showed that TML account collateral review, valuation, and monitoring can 
be improved. GAO'S review found that 20 percent of the definitive securities 
reviewed, representing 28 percent of the collateral value sampled, had one 
or more of the problems discussed in this report (see appendix III). 
Therefore, GAO stated that these conditions are serious and require 
attention. The Federal Reserve said that it was pursuing an alternative to 
GAO’S proposed approach for valuing TIXL collateral and expressed 
reservations about whether monthly evaluations of collateral would be 
cost effective. Although the Federal Reserve did not agree with GAO'S 
specific recommendation regarding monthly revaluation of collateral 
values, it did agree with the intent of the recommendation and will explore 
cost-effective alternatives. 
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Chapter 1 

Introduction 

The Department of the Treasury collects the majority of the government’s 
tax revenue through the Treasury Tax and Loan (YML) program. During 
fiscal year 1991, over $876 billion was collected through this program, 
which earned about $1.3 billion in interest from deposits held in TT&L 
accounts. If a W&L depositary fails, the government could incur a large 
loss. To avoid this possibility, Treasury requires ‘IX&L depositaries to 
pledge enough collateral to secure their W&L accounts, thus protecting the 
government’s interest. 

The IXL program is administered by the Federal Reserve system through 
its Board of Governors and 12 Federal Reserve Banks (FRELS). The FRIM 
have designated almost 14,000 financial institutions as federal depositaries 
allowed to accept federal tax deposits. These tax deposits come from a 
variety of sources, including collection of social security, income, and 
excise taxes. ‘IT&L depositaries can include commercial banks, credit 
unions, and savings and loan institutions throughout the country. 

As permitted by Public Law 9b147, Treasury also deposits operating funds 
in excess of its immediate needs in IT&L accounts. As funds are needed by 
Treasury to pay for goods and services, TML depositaries are notified 
through FIW to transfer funds from TI%L accounts to the Treasury FRB 
accolmls. 

TIT&L Account 
Collateral 

According to IT(&L Depositaries Regulations (31 CFR 203.16), depositaries 
must pledge securities of sufficient value to secure the anticipated 
balances in TM, accounts before accepting deposits. Securities pledged as 
collateral can either be electronic securities or definitive securities. 
Definitive securities are supported by paper-based documentation, 
whereas electronic securities, commonly referred to as book entry 
securities, are not substantiated though paper-based transactions. 

The collateral must be deposited with an FFIB or ~n-designated custodian. 
Treasury specifies to FRBS (1) the categories of securities that are 
acceptable as W&L account collateral and (2) the collateral value, 
expressed as a percentage, that may be applied to a security’s face value 
for each category.’ (See table 3.1 in chapter 3 for the Treasury guidelines.) 
Treasury’s guidelines provide, for example, that (1) federal government 
securities are generally valued at 100 percent of face value, (2) state 
government securities may be valued up to 90 percent of face value, and 

‘The face value for some securities, such as commercial loans, is the principal amount due the lender. 
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(3) local government securities may be valued up to 80 percent of face 
value. 

For commercial loans pledged by a depositary as IT&L account collateral, 
FRBE~ determine the actual collateral percentage to be applied based on a 
review of the risk associated with the particular security. Treasury relies 
on FRBS, in their capacity as fiscal agents, to ensure that collateral pledged 
is consistent with Treasury requirements and adequate to secure all na 
accounts. Treasury officials stated that, to their knowledge, Treasury hss 
not, to date, lost funds due to insufficient IT&L account collateral. 
Normally, the amount of collateral pledged by an institution is in excess of 
the TL%L account balance which further reduces Treasury’s risk of loss. 

Objectives, Scope, 
and Methodology 

We believe that recent financial institution failures underscore the 
importance of Treasury’s requirement that collateral pledged to secure 
TI’&L accounts be sufficient to avoid potentially large losses if a IT= 
depositary fails. Thus, our objectives were to determine whether FRBS 
(1) adequately review securities pledged by IT&L depositaries before 
accepting the securities as TrBtL account collateral, (2) properly value 
collateral in accordance with Treasury guidelines upon acceptance, and 
(3) monitor collateral after acceptance to assure that its value has not 
diminished. An additional objective was to determine whether Treasury’s 
prescribed ‘IT&L account collateral valuation method adequately considers 
a security’s inherent risk. 

To examine IT&L account collateral review, valuation, and monitoring 
practices, we visited FREH located in Boston, New York, Philadelphia, 
Richmond, Chicago, and San Francisco. These six FRBS were selected 
because they provide geographic coverage and include the three largest of 
the Federal Reserve’s 12 banks. Also, the FRBS where we did our work L 
processed about 70 percent of the funds collected through TIXL accounts 
during calendar year 1991. 

At the time we selected securities for examination, which was between 
January 16,1991, and March 28,1991, the six FRBS we visited held 18,646 
seewljties, valued at over $21 billion, as TIXL account collateral. At each 
FRB visited, we picked for examination all high-dollar value securities 
pledged as TI%L account collateral. (We judgmentally determined the 
high-dollar value cut off, which differed for each FRB and ranged from 
$100,000 at FRB Philadelphia to $2 million at FRB New York.) In addition, 
we chose a random sample of 16 securities of lesser value at each bank. 
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In total, we selected 3,976 securities for examination. We examined 3,706 
securities, which were valued at almost $17 billion and represented 78 
percent of the total collateral pledged to the FRBS included in our review.2 
Appendix I includes specific information on the sample selected for each 
bank and appendix II shows a listing of the type, number, and value of 
collateral examined. The securities we examined were selected from the 
data provided by the FRBS. To satisfy ourselves ss to the reliability of the 
data base used, we performed substantive testing of the data during our 
examination of the securities. 

We determined whether each of the securities in our sample was in a 
category acceptable to Treasury and valued in accordance with Treasury’s 
guidelines. We compared the information in FRB collateral records to the 
securities held at the banks to determine if the FRBS’ securities records 
were accurate in areas such as maturity dates, principal amounts, and 
collateral amounts. Also, we determined the FRBS’ process for valuing 
collateral and whether documentation supporting the authenticity of 
securities pledged as collateral was readily available and adequate. 

For book entry collateral, we accepted the amounts shown in FRB records 
as accurate because FRBS do not have documentation on this type of 
collateral, which is comprised of federal securities and securities issued or 
fully guaranteed by either the World Bank, Inter-American Development 
Bank, Asian Development Bank, or the African Development Bank. Also, 
for items in our sample that were held by third party custodians, we 
limited our review to nrB-held custody receipts because further review 
would have involved work at 60 custodians which we considered to be 
impractical. Further, the absence of readily available market values for 
commercial loans prevented us from determining if IT&L account collateral 
values accurately reflected the current realizable value of these securities. 

We discussed TT&L account collateral procedures with cognizant 
representatives at Treasury’s Financial Management Service, the Board of 
Governors of the Federal Reserve System, and the FRBS we visited. We also 
discussed with these organizations’ representatives efforts to improve TNL 
account collateral processes, including a new system to control and 
monitor collateral being developed by FRB Philadelphia. We discussed 
whether the system will address the problems we identified and what, if 
any, additional enhancements may be required. 

we did not examine 270 items in the sample because they had been redeemed by fmancial 
iMWUtlOllS. 
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We performed our field work from January 1991 through May 1992. Our 
audit was performed in accordance with generally accepted government 
auditing standards. We requested comments on a draft of this report from 
the Department of the Treasury. Treasury in turn requested comments 
from the Board of Governors of the Federal Reserve System. We have 
included both sets of comments in the report. They are evaluated in 
chapters 2 and 3 and are presented in appendixes V and VI. 

Chapter 2 discusses weaknesses in TIBtL account collateral review, 
valuation, and monitoring practices and the corrective actions taken by 
the Treasury and the Federal Reserve. Chapter 3 discusses an approach 
Treasury can use to ensure that the collateral valuation process is based 
on the risks associated with the accepted securities. 
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Sufficient Collateral to Secure TT&L 
Accounts Is Not Assured 

To adequately protect the government’s interest if a TNL depositary fails, 
FRBB are responsible for seeing that TIBEL account collateral is reviewed 
fully and promptly, valued correctly, and monitored properly. However, 
~~89 do not always review TTB~L account collateral before it is accepted. 
And when it is reviewed, the reviews are often not complete. Also, FRBS are 
inconsistent in their valuation procedures, which allows the same types of 
securities to be valued differently. In addition, FREES monitor accepted 
collateral using information that may be inaccurate, which precludes 
effective monitoring to ensure that collateral values do not diminish. We 
believe that unless improvements are made in these areas, Treasury does 
not have assurance that 199 percent of the billions of dollars it invests in 
TM, accounts is secured by sufficient collateral. FBBS have efforts 
underway to improve their m& collateral practices. 

Overall, our sample found 916 discrepancies, involving errors such as 
accepting unallowed securities and misapplying Treasury’s valuation 
method, related to 769 securities held as TT%L account collateral valued at 
$4.7 billion. A summary of the sample results is shown in appendix III. 

Collateral Review Is FRBS do not always review securities in a timely or thorough manner 

Often Incomplete and 
before accepting them as T-ML account collateral. As a result, hundreds of 
millions of dollars in unallowable and undocumented securities are being 

Late pledged as collateral. To protect the government’s interest, Treasury 
requirements preclude FRES from accepting certain types of securities, 
such as foreign commercial loans, as TIXL account collateral. Although 
F+RJB are not specifically required to do so by Treasury, we believe they 
should examine the documentation supporting a pledged security to 
determine whether it is allowable before accepting it as collateral. We also 
believe that without timely and thorough advance review of securities 
pledged as R&L account collateral, Treasury risks =&L depositaries’ l 

accounts being secured by unallowable collateral and containing 
undocumented securities, which would make liquidation of collateral 
difficult in csse a depositary fails. 

The procedures used to review collateral for acceptance varied widely at 
the six FXBS we reviewed. Only three of the six FRBS reviewed the 
commercial loans before they were accepted from TML depositaries as 
collateral. Three FRBS accepted some securities as collateral before their 
review. Two of these FRBS accepted commercial loans as collateral before 
performing a credit review. In some cases a credit review was not 
performed. For example, one FRB accepted securities with a principal 
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value of over $1.1 billion as collateral and assigned a collateral value of 
over $1 billion even though it does not routinely perform credit reviews. 
Another FRB established a procedure whereby the collateral of several 
depositaries was reviewed on a sample basis once a year rather than in full 
prior to acceptance, as was done with the collateral of this FRB’S other 
depositaries. 

Regardless of when reviews were performed, they were not always 
completed in a manner that assured the collateral was allowable and 
documented. For instance, one FXB accepted a foreign commercial loan, 
which is not permitted by Treasury regulations, from a depositary as 
collateral valued at over $12.8 million. In another case, a $4.3 million 
domestic commercial loan pledged to secure a TML account had a 
maturity date of September 30,1996, which was 3 years beyond Treasury’s 
a-year maturity limitation for such loans1 In total, our sample identified 
$160 million in securities which were not allowable under Treasury 
regulations but which had been accepted by FRBS. 

We identified 194 securities valued at over $1.2 billion which were 
accepted by banks but were inadequately documented. For example, one 
FBB accepted collateral with a TNLL account value of over $264 million 
without requiring the depositary to submit the original notes, which are 
necessary to assure the FRB that the notes had not been redeemed and to 
dispose of the pledged assets if the pledging depositary fails, Subsequently, 
this FRB changed its procedures to require pledging depositaries to submit 
original loan agreements and documentation supporting all loans used as 
collateral. 

In addition, we identified 43 securities valued at $88.9 million that were 
not properly documented or had transfer restrictions preventing their 
assignment to an FRB. In these cases, the securities did not show that they l 

were pledged as security to the FRB, or powers of attorney executed by the 
depositaries were not documented. We believe that without such 
documentation, it would be difficult for an FRB to obtain a realistic 
valuation of these securities and sell them to a third party should the 
institution fail. We also believe that a third party would require original 
loan documentation before it purchased a security that had been used as 
collateral. Thus, the FRBS control of collateral would be improved if 
Treasury required that undocumented collateral be rejected. 

Qn February 13,1O92, Treasury removed the requirement that limited the acceptance of commerdal 
paper with a mahuity date of 2 years or less. 
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Suflicient cOllatmal t41 Secure !IT&L 
AcconnU le Not Awured 

We believe that the timeliness and quality of FRB reviews of collateral 
securing IT&L accounts could also be enhanced if Treasury required that 
FRBS only accept depositaries’ collateral prior to review when 
circumstsnces warrant, such as when a depositary has capital ratios 
exceeding a threshold consistent with that of a healthy financial 
institution. In such cases, a timely subsequent review, such as within 6 
days, could also be required. 

Similar Securities Are TLU account collateral is not always consistently valued. FRBS use 

Valued Differently 
different methods for valuing commercial loans such as promissory notes 
because Treasury has not required consistent valuation of similar 
securities. Also, ERB representatives told us they have difficulty valuing 
Treasury securities at market. We believe that one reason the objective of 
valuing Treasury securities at market has not been achieved is that FRBS 
are attempting to value these securities individually, whereas an overall 
estimate would suffice. In our opinion, when TTB~L account collateral is 
inconsistently or improperly valued, FREE+ cannot be assured that IT&L 
depositaries pledging collateral are treated fairly, and Treasury cannot be 
assured that 'IT&L account collateral is being correctly valued. 

Treasury assists FRBS in valuing V&L account collateral through general 
guidelines, such as those which prescribe the extent, usually expressed as 
a percentage, to which the face amount of various categories of securities 
are to be valued. (See table 3.1 in chapter 3.) Treasury has not prescribed 
specific procedures for FRBS to follow in establishing values for TT(B;L 
account collateral below the maximum allowed. Thus, individual FXBS use 
local procedures for valuing ITAIL account collateral. Although 46 percent 
of the TML account collateral held by the FR~B we visited was commercial 
loans, the FREB used different procedures to accept and value this type of 
collateral. For example, one FRB maintains a list of companies reviewed by 
the credit department. These companies are assigned a rating which is 
used to apply an overall 'IT&L collateral value to each company’s 
commercial loans. 

Another FRB applied Treasury’s percentages to value commercial loans 
after first considering the loan risk assigned by T-ML depositaries’ own loan 
risk rating systems. However, we were told that the FXB did not review the 
depositaries’ systems, although the Office of the Comptroller of the 
Currency cautioned that one depositary’s loan risk rating system was 
inadequate. This depositary later failed. 
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We were told by several FRB representatives that Treasury securities are 
another type of Trti account collateral that is difncult to value. The 
Federal Reserve has proposed a policy to value these securities at market. 
This proposed policy has been partially implemented. In our opinion, the 
FRBS’ present manual process for valuing Treasury securities at market is 
time consuming, error prone, and costly. For example, in order to 
determine the market value for a portfolio of Treasury securities, the 
market value for each security must be determined manually. Officials at 
four FRBS told us that as a result, they applied the policy only to identified 
troubled depositaries. Officials at one FRB told us that aglustments were 
made to bring a depositary’s total ITBCL account collateral to market value 
for Treasury securities, rather than adhr&ing values of individual collateral 
items. 

Treasury and Federal Reserve Board officials told us that in the near 
future, FREU will be required to value all forms of ITBU. account collateral at 
market. We believe that this will be difficult for FREH to achieve, 
considering their experience in applying the market value concept to 
Treasury securities. To help meet this requirement, FRFH plan to obtain 
automated information on security market values from national rating 
services for those securities for which the information is available. 
Subscribing to an automated security rating system from a recognized 
rating agency would help FRBS value securities consistently and facilitate 
determining market value for many, but not all, types of securities. 

FRBS plan to use a manual approach to determine market values for 
securities-Including Treasury and federal agencies’ securities and 
commercial loans-that cannot be obtained in an automated form. In our 
opinion, changing interest rates are the principal risk for Treasury and 
federal agency securities. Therefore, the market value for these securities 
could be estimated by comparing a security’s stated interest rate and 
maturity date to the current market interest rate for comparable securities 
and, using standard formulas, calculating the change routinely. We 
presented the details of using such an estimating techmque to FRB officials, 
who readily agreed that this approach would be easier and more 
economical than the planned method. (Chapter 3 discusses how market 
values would be determined for the other types of securities.) 
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chapter 2 
Suffldent Collataral to Secure IT&L 
Accounte Is Not Annred 

Effectiveness of The value of many types of securities pledged as TML account collateral 

Monitoring Collateral 
changes, as would be the case for loans involving monthly payments of 
principal and interest. Accordingly, monitoring their value is a vital part of 

Is Reduced by ensuring that accounts are adequately collateralized. We found that FREM 

Inaccurate Data and do not have a complete and accurate picture of m&r, account collateral 

Other Problems 
values. Although FRBS monitor the value of IT& account collateral to help 
ensure that these accounts are sufficiently collateralized, the ERBS’ 
automated systems that provide information as a basis for monitoring 
individual securities pledged as collateral contain inaccurate data, and 
other practices designed to help monitor collateral values are weak. We 
believe that the government’s risk increases if the value of TML account 
collateral is not examined using current and correct financial information 
and other strong monitoring practices. 

Automated systems contain data on each security pledged as IT&L account 
collateral and, thus, provide a primary source of information for carry&j 
out FRBS’ monitoring responsibility. These systems contain an array of 
pertinent records, such as (1) the outstanding principal on a loan pledged 
as collateral, (2) the percentage of a pledged security’s face value 
allowable by Treasury, and (3) a security’s maturity date. 

Our sample showed over 400 instances, involving securities valued at more 
than $3 billion, where the FREEI’ automated records contained erroneous 
data, thus limiting the records’ usefulness in monitoring the value of T-I-& 
account collateral. We identified the following problems with data in FIZB 
automated TML account collateral data bases. 

. The outstanding principal on $740 million in loans pledged as collateral 
was overstated. Based on information provided by depositaries, FRB 
records of the outstanding principal amounts on its collateral are to be 
adjusted, at least semiannually, when debtors repay principal to TN b 
depositaries, thereby ensuring that FRB TTU account collateral records do 
not show a value greater than the value of a security. However, we found, 
for instance, that in February 1991 one FRB had recorded no principal 
reductions on a mortgage with collateral value of over $18 million, despite 
the underlying loan requiring principal repayments beginning 6 months 
earlier in September 1990.2 The procedures used by this FRB required such 

lf principal repaymenta had been made by the debtor to the ‘lT&L depositary, as required by the terms 
of the mortgage, but the FRB had not reduced its records of the outstanding balance related to this 
collateral, the FRB’s records of the outstanding balance would have been overstated, possibly resulting 
in the depositary’s ‘lT&L account being undercollatemlized Conversely, if the principal repayments 
had not been made, the loan would have been in default and, therefore, we believe should no longer be 
eligible for ‘lT%L collateral. 

Page 18 GAO/~-92-54 Treasury Tax and Loan Aaxonnta 



claptar a 
hfricientcollatenltosecumlT&L 
Acumnta ls Not Anured 

securities to be revalued monthly. In another case, an FRB'S records of a 
revolving line of credit, in which a IT&L depositary shared an interest along 
with other financial institutions, was overstated by $14.6 million on 
December 31,199O. Because the line of credit required the debtor to make 
principal repayments in specified amounts and on particular dates, the 
IT&L depositary’s interest in the line of credit should have been reduced 
from $69.7 million to about $46.2 million. 

l Our sample identified 68 securities, with a total IT&L account collateral 
value of about $847 million, for which the allowable collateral percentages 
were erroneously shown on FRB automated records. (Table 3.1 identifies 
maximum allowable percentages related to various categories of 
securities.) When this information is incorrect, collateral values will be 
overstated or understated because these percentages are used, along with 
the face values of securities, to calculate collateral values. For instance, 
one FRB'S automated records showed that 100 percent of a $477 million 
commercial loan pledged by a depositary had been accepted as collateral 
to secure a IT&L account. Treasury requirements allow a maxhnum of 90 
percent of the face value of a commercial loan to be eligible as collateral; 
thus, in this case, the collateral’s value was overstated by $47.7 million. 

l For 202 securities valued at about $1.6 billion, a review of the FRB data 
bases showed incorrect or omitted maturity dates or securities that had 
matured which Treasury does not allow to be pledged as collateral. 
Matured securities have either been redeemed or are in default. We believe 
that maturity errors in the data bases seriously diminish the value of 
automated systems to ensure that TNL account collateral does not include 
matured or other ineligible securities, which would cause the overall value 
of collateral to be overstated. 

In addition to inaccuracies in the data bases, other problems further 
reduce the FRBS’ ability to adequately monitor TIXL account collateral 
value. For example, one FRB could not locate trust receipts documenting 
that others held TML account collateral of $9 million in securities pledged 

l 

by a depositary. Also, although collateral held by third party custodians 
represents about 37 percent of TrBtL account collateral, FRBs used 
inconsistent procedures for independently confirming the existence and 
verifying the value of this type of collateral. According to FRB officials, two 
FRBS required monthly confirmations, two others performed semi-annual 
or annual confirmations, and the remaining two FREH required no 
confirmations. Further, we found instances where two FRBS did not know 
the face amount of securities. Basic information, such as knowing a 
security’s location and face value and confirming its existence if third 
parties are involved, is fundamental to exercising adequate control over 
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‘IT&L account collateral and necessary to facilitate the sale of collateral if 
the depositary were to fail. 

FRBs Are Taking 
Corrective Actions 

FRB ofYicials at each of the six banks we visited agreed that the 
discrepancies we identified constituted review, valuation, and monitoring 
problems. The FRBS were extremely responsive and, almost concurrently 
with our audit, began to address these issues. For example, each of the 
FRBS took immediate actions to correct problems related to specific 
securities included in our sample. Also, two FRBS completely verified 
selected portions of their data bases, and two others made significant 
changes to their procedures for processing collateral. 

In addition, FRB Philadelphia is developing a new system to provide 
information to help value and monitor definitive securities. The system, 
which was under development before our review, would address several 
of the problems we identified. For example, FRB officials explained that the 
system, if implemented as intended, would automatically identify 
(1) collateral that provides for principal repayments and (2) incorrect 
percentages assigned to pledged securities. According to FRB officials, 
most FFUB plan to implement the new system during 1992 and 1993. 

Even with the new system for definitive securities and the corrective 
actions initiated by FRBS, some of the inconsistencies we noted may 
continue. We believe that while standardized TLSL account collateral 
review, valuation, and monitoring procedures would not be necessary, 
there may be opportunities for more uniform FXB practices in some areas. 
For example, the benefits and protection afforded by timely reviews could 
be communicated among FRJB. 

Conclusions FREB can improve TML account collateral review, valuation, and 
& 

monitoring and have begun making improvements. Review of securities 
pledged as TNL account collateral is not timely or thorough, even though 
prompt and complete reviews would help ensure that FRJM accept only 
‘IT&L account collateral that is allowable and properly documented. Also, 
FXBCI are not consistent in valuing pledged securities, which is necessary to 
help ensure that depositaries’ IT&L accounts are not undervalued. Further, 
the effectiveness of monitoring practices to ensure that the value of 
accepted T&IL account collateral does not diminish is reduced by 
automated systems that contain inaccurate information. Accurate data on 
the collateral are fundamental to determining whether TML account 
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collateral is maintained at a level to avoid losses in case of depositary 
failures. 

Recommendations To help ensure that TIXL accounts are secured by sufficient collateral to 
protect the government’s interests, we recommend that the Secretary of 
the Treasury direct the Federal Reserve Banks to 

l review securities offered as collateral prior to acceptance, accept 
depositaries’ securities as collateral prior to its being reviewed only when 
circumstances indicate that delayed review is prudent and warranted, and 
reject collateral when FXB reviews show that pledged securities are not 
allowable or adequately documented; 

l use automated information from security rating services to determine the 
market value of those securities for which such information is available; 

l estimate the market value for Treasury and federal agency securities 
pledged as W&L account collateral by comparing the securities’ stated 
interest rates and maturity dates to the current market interest rate for 
comparable securities; 

l perform monthly collateral assessments, which would include veriiying 
the accuracy of records used to monitor collateral and confiig the 
location of securities pledged as collateral; and 

l share among FRBs information on effective IT&L account collateral review, 
valuation, and monitoring practices. 

Agency Comments 
and Our Evaluation 

In commenting on a draft of this report, the Department of the Treasury 
and Federal Reserve agreed with the thrust of our recommendations and 
referred to their on-going efforts to maintain the quality, flexibility, and 
viability of the W&L collateral program. Overall, Treasury found our 
recommendations valuable for improving what it considers a reasonably 
managed collateral program. 

l 

The Federal Reserve stated that the problems we reported characterized a 
small percentage of TNL collateral pledged, occurred randomly in a few of 
the FRBS visited, and did not represent prevailing conditions. It noted that 
corrections had already been made or that the collateral in question had 
been reconsidered and subsequently accepted. We disagree. Our review 
found that 20 percent of the definitive securities reviewed, representing 28 
percent of the collateral value sampled, had one or more of the problems 
discussed in this chapter (see appendix III), The problems our analysis of 
TTE~L collateral identified (1) involved 6 of the 12 FRBS, including 3 of the 
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largest, (2) represented the highest dollar value definitive securities 
pledged as collateral at each of the FREM, and (3) covered about 20 percent 
of the securities the FRBS held as collateral and 78 percent of the total 
collateral dollar value at the time of our work. While problems of a 
particular nature did not involve all the securities reviewed at every 
location visited, the weaknesses we found show that TMJ. account 
collateral review, valuation, and monitoring can be improved. Thus, 
notwithstanding the IWB’ prompt actions to correct the individual 
problems we brought to their attention, the existence of these problems 
demonstrates that changes in TIU collateral practices could reduce the 
federal government’s risk of loss. 

While expressing the view that the FRBS’ procedures for valuing 
commercial loans protect Treasury balances overall, the Federal Reserve 
agreed that the FRBS did not use uniform valuation procedures and stated 
that it would explore with Treasury whether a uniform approach is 
feasible. As this chapter points out, we believe that a uniformly applied 
valuation process would help ensure that depositaries’ IT&L accounts are 
properly collateralized. 

The Federal Reserve did not agree with our recommendation for the 
monthly revaluation of collateral values. The Federal Reserve expressed 
concern that the efforts to verify the accuracy of records used to monitor 
collateral and confirm the location of securities pledged as collateral 
should not cost more than the benefit derived from the assessment. 
Variations of detailed monthly assessments are possible and could be 
explored to find an appropriate cost-benefit approach. 
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Chapter 3 

Alternative Collateral Valuation Method Cm 
Better Assess Risk 

Treasury’s objective is that IT&L collateral values not exceed the related 
risk, thus assuring that the government’s interests are fully protected. 
However, Treasury’s prescribed method for valuing TM.L account collateral 
does not adequately protect the government because (1) it does not 
recognize varying risks within categories of collateral, (2) it is difficult to 
administer, and (3) the FRBS’ implementation of the method has evolved 
into a formula-based process. Using Treasury’s prescribed method for 
valuing mu account collateral can result in TML account securities being 
undercollateralized. By revising its method to emphasize a more risk-based 
valuation approach, Treasury could have greater assurance that IT&L 
account collateral values fully recognize risk associated with the 
underlying securities, Also, securities with similar risks would be valued 
consistently among the Fnas. 

~easury’s 
Formula-Based 
Valuation Process 
Does Not Adequately 
Consider Risk 

Treasury’s prescribed method of valuing IT&L account collateral based on 
risk is not working well. In practice, the maximum collateral valuation 
percentages prescribed by Treasury are used and no substantive risk 
evaluation is made for the vast majority of TTti account collateral. Our 
review of 3,706 securities showed that over 86 percent were assigned 
collateral percentages that equaled the maximum collateral percentage 
allowed for that type of security. Thus, it appears that the FRIN generally 
use the prescribed formula and do not analyze the risk associated with a 
specific security. 

We believe that a key to maintaining acceptable levels of collateral lies in 
analyzing the risks of securities that are presented by depositaries as 
collateral. In addition, analyzing a security’s risk is a complex matter 
which demands that the security’s value as collateral not be placed (1) too 
high, in which case the government could lose in the event a depositary 
forfeits collateral, or (2) too low, in which case a depositary’s assets could 6 

be needlessly restricted through FFtB requests for additional collateral. As 
discussed in chapter 2, we found examples where collateral was 
overvalued. We also found cases where similar securities were valued 
differently among the FRBEL For example, municipal bonds issued by one 
entity had collateral percentages ranging from 60 to 80 percent although 
the bond ratings did not justify the difference. 

Table 3.1 shows the Treasury guidelines in effect when our review was 
performed and specifies the maximum percentages that may be applied. 
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Table 3.1: CMgorlw of Collatwal 
Acceptabk for Troarury Tax and Loan 
Accountr and tha Rolatod Maximum 
Value8 

Maxlmum collateral 
socurlty category valuatl& (Porcantage) 
Securities issued, or fully insured or guaranteed, by the U.S. 

government or a U.S. government agency or obligations of 
government-sponsored corporations 100 

Securities issued or fully guaranteed by the World Bank, 
Inter-American Development Bank, Asian Development 
Bank, or African Development Bank 100 

Securities partially insured or guaranteed by a federal 
agencv loob 

Student ioansC 
General obligations issued by states 
General obligations of Puerto Rico 
Obligations of counties, cities, and other governmental 

authorities 
Obligations of domestic corporations and private 

mortgage-backed securities which may be purchased by 
national and state-chartered Federal Reserve member 
banks as investment securities for their investment portfolios 

Commercial and agricultural paper and bankers’ 
acceptances 

100 
90 
90 

80 

80 

90 
Zero-coupon U.S. government obligations 1006 

‘Percent of face value except where noted. Face value is defined as the principal amount of the 
security less principal payments made. 

bBased on 100 percent of insurance or guarantee amount. 

OFederal Student Loan Guarantee Program. These loans can only be held until payment begins. 

dBased on the value determined by Treasury. 

On February 13,1992, Treasury revised its guidelines and generally 
lowered its maximum allowable percentages. This action was taken to b 
ensure that the ma collateral valuations were consistent with Federal 
Reserve System guideUnes for valuing the same types of securities pledged 
to secure borrowings from the FRBs. The maximum percentages in both 
sets of guidelines appear to be based on the risks associated with the 
categories of security. 

FRBS have discretion in deciding appropriate percentages for individual 
securities up to and including the maximum valuation authorized. 
However, Treasury’s guidelines do not provide guidance on how to 
consider a particular security’s risk in deciding on the appropriate 
percentage to be used. 
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For example, Treasury’s percentages do not inherently recognize that 
varying credit risks exist within the same category of collateral. Securities 
issued by counties, cities, and other municipal authorities have different 
investment grades, ranging from a ti rating for the least risky to BBB for 
those with greater risk. See appendix IV for a description of the various 
investment grade ratings. In our opinion, therefore, each FRB must decide 
the extent to which, or whether, these securities’ investment ratings will 
be a factor in assigning a value. 

Further, state securities can be valued at Treasury’s maximum percentage 
provided the securities are based on the full faith and credit of the state. 
However, not all state securities carry such a provision and, without 
considerable research, it can be difficult for an FRB to determine whether 
such a provision exists. Rather than judging how this risk factor might 
lessen a security’s value, FRBS applied the maximum percentage for all 
state securities in our sample. 

Also, Treasury’s method gives FRFLS latitude in valuing commercial loans. 
Some FRBS value almost all commercial loans at 90 percent of the principal 
amount. Other FRBS perform a credit analysis of individual securities and, 
based on anticipated risk, choose a percentage to apply, with 90 percent as 
a maximum. 

In addition to the subjective nature of Treasury’s TIBL account valuation 
method, a further problem is presented in using a security’s face (or 
principal) value in the valuation formula. A failed ‘IT&L depositary’s 
collateral would be sold (1) in market conditions that prevail at the time of 
sale and (2) with the possibility that potential buyers may be unwilling to 
assume the risks of an unfamiliar borrower. To compensate for this 
situation, Treasury and Federal Reserve officials told us that the Federal 
Reserve Board plans to require FRBS to begin determining and using fair l 

market value as the basis for applying the prescribed percentages to value 
securities. 

We believe that at least for commercial loans, the federal government 
probably could not recover a security’s fair market value as shown on the 
institution’s books. Our reviews have found that the flexibility of current 
accounting rules contributes to inflated values when an institution is 
experiencing financial difficulties and when regulators are required to 
dispose of a failed institution’s assets. As a rule, regulators dispose of 
those assets under existing market conditions, which result in much lower 
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fair market values than those that result from using the hypothetical fair 
market value definition in existing accounting standards.’ 

A Revised Valuation 
Method Is Feasible 

We believe that many of the problems associated with valuing TM. 
account collateral based on Treasury’s prescribed method can be 
overcome by valuing individual securities using only three functional 
areas, along with the valuation improvements recommended in chapter 2. 
Table 3.2 outlines the functional areas and related valuation rates and 
bases which provide an alternative to Treasury’s current TML account 
collateral valuation process. 

Tablo 3.2: Alternatlvo Functional Areas 
for Valulng Treasury Tax and Loan 
Collateral Functlonal area 

Assigned collateral 
rate Value bash 

Treasuw and federal aaencv securities8 90 or 100 percentb Fair market 
Securities rated by rating services Variable Fair market 
Other securities Variable Principal 

‘This category Includes Treasury issued securities and securities issued or guaranteed by a U.S. 
government agency. 

These collateral percentages are consistent with Treasury’s present ll&L account valuation 
method. 

The following discussion further explains this option, which would 
improve the FRBS’ IT&L account collateral valuation by providing for more 
consistency in valuing collateral based on a security’s inherent risk. In 
addition, simplifying and automating the valuation of some security types 
could allow resources to be diverted to valuing other types of securitia 
that require individual analysis. 

Officials of all six FFUM we visited agreed that these functional areas are 
a 

reasonable and risk-based and that implementation would not be difficult 
Other alternative methods, functional areas, or valuation rates may be 
feasible as well. However, in revising the TML account collateral valuation 
method, we believe the key is to place greater emphasis on a security’s 
risk. 

‘Ihqasury and Federal 
Agpncy Securities 

In our opinion, Treasury and federal agencies’ securities could be valued 
at 90 or 100 percent of fair market value, essentially the same as is done 

lComprehensive Deposit Insursnce Reform and Taxpayer Protection Act of 1991: Observations on 
Accounting Reforms and Funding for the Bank Insurance Fund (GAopT-AFMD-O23 * De cember 11, 

1). 
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under Treasury’s current procedures. However, Treasury’s present 
procedures bases the valuation of these securities on their face values, 
which does not consider the risk associated with changing interest rates. 
To allow for this risk, Treasury and the Federal Reserve Board are 
planning to require that these securities’ valuation be based on their fair 
market values. We believe that the fair market value of these securities 
could be estimated in a manner such as the one we recommended in 
chapter 2. This category would also include loans which are guaranteed by 
the federal government, international banks, or governmentxponsored 
corporations. 

Securities Rated by Rating We believe that securities rated by rating services, such as many types of 
Services municipal securities, would have different valuation percentages applied 

depending on the risk rating assigned by the rating service. As noted in 
chapter 2, FRBS plan to value securities using automated information, as 
available, from security rating services. This information will include a 
security’s market value and risk rating factors, which will allow FRBSJ to 
identify a security’s investment grade.” Once the security’s rating is 
identified, such as a AAA rating, it can be translated into an appropriate 
collateral valuation percentage, such as 90 percent. As security ratings 
become lower, so would the valuation percentages assigned to them. For 
example, a 6 percentage point decrease for each lower rating would result 
in a 76 percent Tr&+L account collateral valuation rate assigned to the 
lowest acceptable investment grade rating. 

Applying the approach outlined in table 3.2 to a particular security can 
yield a much different result than that resulting from the current method. 
For example, as illustrated in figure 3.1, a state-issued security backed by 
the full faith and credit of the state with a fair market value of $100,000 
and the lowest investment grade rating would have a collateral value of l 

$QO,OOO using the current method. Under the suggested alternate method, 
assuming that only investment grade securities are acceptable, its value 
would be reduced to $76,000. 

*Actcow to an FRB oftlcial, wNe the market value reported by a rating agency theoretically reflecta 
relative risk, FRBe should not uee thee market valuee exclusively to value ‘IT&L account collateral 
because many securities in this functional area are not actively traded and, therefore, may not carry 
realistic market values. 
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Flgun 3.1: Comparloon ol Valuation Mothodr for a Stab Socurlty 
Current method Alternate method 

Is the state 
security an Investment 

grade security? 
Not acceptable 

‘:;:;:;:>::: :.:,:.:.::: 
I I ;:::::;:::. Is securtty backed 
. . . . . . . .,.: ::::::p:: by full falth and 
:$;iff$;f credit of the state? I 

Collateral value 

Collateral valur 
Is 90 percent 
of face value 

Is the state 
security an investment 

grade security? 

Does security have 
the highest 

investment grade? 

No 

-1 Does security have the 
second highest 

investment grade? 

No 
I 

Collateral value 
is 90 percent of 

fair market value 

Collateral value 
is 85 percent of 

fair market value 

Collateral value is 
75 percent of fair 

market value 

Other Securities 

Y 

Other securities, such as commercial loans, make up over 61 percent of 
the $17 billion of n&L account collateral in our sample. We are unaware of 
any risk rating service data which could be directly used to value these 
securities. Therefore, we believe the FRBS would need to evaluate them 
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individually to assess their associated risk. The FXEN should also use the 
examination results from the institution’s regulators to assist them in this 
process. Treasury and the Federal Reserve Board could develop a 
standard rating system and methodology for the FRBS to use for valuing 
individual securities inthis functional area. Once a security’s risk rating 
was determined, this evaluation approach would be similar to that for 
securities rated by rating services. For example, a security receiving an 
FRB’S highest rating might be valued at 00 percent of its principal amount, 
with a 6 percentage point decrease for each lower rating. Assuming that 6 
different loan categories would be acceptable, this approach would result 
in a 70 percent IT&L account collateral valuation rate assigned to the 
securities with the lowest acceptable rating. The difference in collateral 
valuations resulting from a rating procedure of this nature and Treasury’s 
prescribed IT&L account collateral method would be similar to that 
illustrated in figure 3.1. 

Conclusions Treasury’s method for valuing collateral is difficult to administer and 
results in inconsistent collateral valuations for securities with similar risk. 
The present methodology emphasizes subjective decisions made in a 
formula-driven environment rather than on risk. Coupled with the 
valuation improvements presented in the preceding chapter, it is feasible 
for Treasury to revise its TNL account collateral valuation method to one 
which stresses a security’s risk. Making this change would provide greater 
assurance to Treasury that TNL accounts are not overcollateralized, which 
can needlessly restrict depositaries’ assets, or undercollateralized, which 
can leave the government unnecessarily vulnerable to loss. 

Redommendations We recommend that the Secretary of the Treasury direct the Chairman, 
Board of Governors of the Federal Reserve System, to implement a revised & 

IT&L account collateral valuation method which would increase the focus 
on the risk associated with the collateral. In revising its prescribed 
method, Treasury should consider adopting a method which uses market 
values for securities in functional areas that include (1) Treasury and other 
federal agencies’ securities, (2) securities rated by rating services, and 
(3) all other securities. Along with adopting these functional areas, 
Treasury should develop (1) collateral percentages for securities rated by 
rating services that are based on the risk ranking assigned by the services 
and (2) a uniform methodology for rating other types of securities. 
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Agency Comments 
and Our Evaluation 

Treasury said that the valuation method this chapter presents is worth 
consideration and will be explored with the Federal Reserve. The Federal 
Reserve agreed with the intent of our recommendation but indicated that 
it is pursuing an alternative remedy. The FRBS are developing new 
definitive and book-entry security safekeeping systems, which will include 
the ability to value collateral at market. The Federal Reserve said that, in 
some cases, this will provide a more precise and efficient method of 
valuing collateral than our proposal. While we believe that the option we 
set forth would increase the FRBSJ’ focus on the risk associated with 
collateral value, other options could conceptually accomplish this same 
objective. 
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Appendix I 

Comparison of Judgmental Sample and 
Universe of Definitive Securities 

Dollars in millions 

Federal Reserve Bank 
Boston 
Chicago 
New York 2,275 435 7.543.6 6.910.5 

Securities Dollars 
Total Sampled Total Sampled 
1,816 528 $ 1,585.6 $944.5 
7,445 770 6,053.6 4,459.7 

Philadelphia 1,489 546 1,440.2 1,277.5 
Richmond 3,111 1,024 2,373.6 1,946.7 
San Francisco 2,410 672 2,371.3 2.020.6 

Total 18,546 3,975 $21,367.9 $17,559.5 
Notes: Securities sampled represented 21.4 percent of the total securities and 82.2 percent of the 
total dollar value. 

For securities sampled, we did not examine 270 collateral items that had been redeemed by the 
financial Institutions. 
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Collateral Examined in Judgmental Sample 
of Definitive Securities 

Dollars in milllons 
Type of collateral Quantity Value 
Promissory notes, revolving lines of credit, and 

bankers acceptance 
Municipal securities 
Collateral held by third party custodians 
Federal agency and federal agency guaranteed 

securities 
Real estate mortgages and construction loans 
Trade notes (notes backed by accounts 

receivable/inventories) 
Collateralized mortgage obligations and similarly 

based securities 
Municipal-industrial and economic development 

revenue bonds 

1,155 $7,032.1 
1,015 1,668.O 

628 4667.2 

355 508.9 
192 900.2 

137 620.2 

114 1,104.9 

109 182.4 

Total 3,7o!Y $16,689.9 

.We did not examine 270 collateral items that had been redeemed by the financial institutions. 
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Discrepancies in the Judgmental Sample of 
Collateral 

Dollars in millions 

Typo of dlrcropancy 
Improper security classification codes 

Value of 
Numkr of collatoral 

orron wlth l rrora 
188 $1,072.3 

Unallowable securities pledaed as collateral 21 160.1 

Inadequate documentation 
Improper assignment or transfer restrictions 
Principal payments reaulred but not made or posteda 

194 1,208.6 

43 88.9 
123 739.6 

Principal amount greater than face amount 

Improper collateral percentages 
Maturity date errors 

33 371.9 

58 646.8 

202 1.470.3 

Inadequate audit trail to locate securities 12 
Other errors 41 

Total a16 

9.1 
303.6 

‘Treasury requires FRBs to adjust the collateral balances whenever conditions warrant or at least 
semiannually to reflect principal payments. All FRBs had procedures which also required 
principal payments to be posted. Three of the FRBs were required to post principal payments 
monthly, two required quarterly postings, while the remaining FRB require principal payments to 
be posted a8 they were made. 

The 915 errors applied to 759 securities valued at $4.7 billion. Some securities had more than 
one error. 
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Range of Investment Grades Acceptable for 
TT&L Account Collateral 

The following information describes bond rating categories based on 
Standard & Poor’s and Moody’s rating systems. 

Rating Dercrlptlon 

This category has the highest rating for a debt obligation. 
The securities carry the smallest degree of investment 
risk, interest payments are protected by a large and 
exceptionally stable margin, and the principals are 
secure. The capacity to pay interest and repay principal 
is extremely strong. 

AA 

A 

BBB 

Securities In this category differ from AAA rated securities 
because the margins of protection are not as large and 
other elements may be present that make long- term risks 
appear somewhat larger than the highest rated securities. 
These securities have a very strong capacity to pay 
interest and repay principal. 

These securities possess many favorable investment 
attributes, The capacity to pay interest and repay 
principal is strong. However, elements may be present 
which suggest susceptibility to impairment and have a 
greater impact on securities than those rated AAA or AA. 

This category is the lowest rating of investment grade 
securities. Adverse economic conditions or changing 
circumstances are more likely to lead to a weakened 
capacity than for AAA, AA, or A rated securities. These 
securities lack outstanding investment characteristics. 
The capacity to pay interest and repay principal is 

Investment grade ratings are generally regarded as eligible for bank 
investment under commercial bank regulations issued by the Comptroller b 
of the Currency, Standard and Poor’s has six other rating categories below 
investment grade. Securities falling in these categories are regarded as 
predominantly speculative with respect to capacity to pay interest and 
repay principal. The characteristics of securities in these categories 
include large uncertainties or mqior risk exposures to adverse conditions 
and protection of interest and principal payments is moderate to 
nonetitent. The lowest category, for example, represents bonds in 
default. 
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Comments From the Department of the 
Treasury 

Note: GAO comments 

See comment 1. 

Now on p. 9. 

Now on p. 9, 

supplementing those in the 
report text appear at the 
end of this appendix. 

DEPARTMENT OF THE TREASURY 
WASHlNGTON 

July 24, 1992 

Mr. Donald H. Chapin 
Assistant Comptroller General 
U.S. General Accounting Office 
441 G Street, N.W. 
Washington, D.C. 20548 

Dear Mr. Chapin: 

We appreciate the opportunity to review the June 1992 draft 
report, q'Tfeasury Tax and Loan Accounts*' (GAO/AFMD-92-54), which 
you sent to Secretary Brady on June 12. Our comments deal with 
the llResults in Brief" and 'Principal Findings" sections of the 
Executive Summary and the series of recommendations included in 
the body of the report. 

We do not agree with the statement that: "Treasury does not 
have assurance that the billions of dollars it collects in TT&L 
accounts are secured by sufficient collateral.qq Current practic- 
es in the TT&L program provide for overlapping coverage. First, 
for the greater part of the year the balances available for 
investment are well below the collateral levels pledged by banks. 
Your draft report acknowledges this on page 10, stating that, 
"Normally, the amount of collateral pledged by an institution is 
in excess of the TT&L account balance which further reduces 
Treasury's risk of 10ss.*~ Second, the bulk of funds deposited 
tend to be in more secure banks. Third, the Federal Reserve 
System applies special handling to banks known to be in trouble, 
by requiring more stringent collateral requirements in these 
ca8e5. Fourth, although the audit discovered errors, on balance, 
we remain confident that the Federal Reserve Bank review of 
collateral is carried out in significant depth and by experienced 
FRB staff. Further, in your draft report on page 26, you state, 
"The FRBs were extremely responsive and, almost concurrently with 
our audit, began to address these issues.o1 

Finally, there is another way of evaluating risk and that is 
looking at the level of loss experienced in the operation of a 
program. In the body of your draft report, but not in the 
Executive Summary, you refer to this result. On page 10, you 
note, "Treasury officials stated that, to their knowledge, 
Treasury has not, to date, lost funds due to insufficient TT&L 
account collateral." That is true. Based on information sup- 
plied to us by the Federal Reserve, we believe that the experi- 
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ence of the last 12 years is a significant measure of successful 
performance of the collateral program. During that period, 1,417 
banks with $256 billion in assets failed. Under Treasury and 
Federal Reserve System management, the TT&L program incurred 11p 
losees. During that entire period, only on one occasion, was it 
necessary to seize and sell collateral to protect the Treasury's 
account. The collateral seized in that one case was sold and did 
cover the Treasury account. 

We request that the Results in F&&& section reflect both 
the w of the past 12 years and your view of risk for the 
future. 

This section describes the findings of the audit team while 
on site in the Federal Reserve Banks selected for review. The 
Office of the Fiscal Assistant Secretary sent staff members to 
observe some portions of the GAO reviews and concluding discus- 
sions with several banks. Based on observations of GAO's initial 
findings, OFAS asked the Federal Reserve System to improve the 
document handling function and to make the Philadelphia collater- 
al examination check list available to all banks. Based on 
comments in your draft report, it appears the banks have improved 
the handling of collateral documentation. 

There is, however, disagreement over the significance of the 
findings related to the overall condition of collateral manage- 
ment. In your report, on page 26, you state that Reserve Bank 
officials agreed that the discrepancies constitute significant 
review, valuation, and monitoring problems. In a July 17 letter 
to Deputy Fiscal Assistant Secretary Page, commenting on the 
draft report, the Federal Reserve Board takes the position that, 
while errors were found, they do not represent a systemic set of 
problems. We are enclosing a copy of the Federal Reserve Board 
letter. They have suggested a meeting with your audit staff to 
resolve this difference of opinion. We would be happy to arrange 
such a meeting. 

While we do not agree with the characterization of the 
program contained in the "Results in Brief" section, we do find 
the recommendations valuable for improving what is currently a 
reasonably managed collateral program. We feel that the audit 
team highlighted several areas that needed a good shake and has 
offered an imaginative alternative for collateral valuation. 

(1) Recommendation: 

Review securities offered as collateral prior to accep- 
tance, accept depositaries' securities as collateral 



Commenta From the Depertment of the 
flreurvr 

See comment 3. 

See Comment 4. 

prior to its being reviewed only when circumstances 
indicated that delayed review is prudent and warranted, 
and reject collateral when FRR reviews show that 
pledged securities are not allowable or adequately 
documented. 

Response: 

We agree with this recommendation. While the intent of 
established policy is similar, application of it needs 
periodic reinforcement. 

(2) Recommendation: 

Use automated information from security rating services 
to determine the market value of those securities for 
which such information is available. 

Response: 

We agree with this recommendation. It is our under- 
standing that information from security rating services 
is currently used by several banks for troubled deposi- 
taries. In addition, the Federal Reserve has two 
automation projects underway which will facilitate this 
for all FRBs. 

(3) Recommendation: 

Estimate the market value for Treasury and Federal 
agency securities pledged as TT&L account collateral by 
comparing the securities' stated interest rates and 
maturity date8 to the current market interest rate for 
comparable securities. 

Response: 

The current valuation method of using a standard sched- 
ule of haircuts to collateral classes has served Trea- 
sury well for many years. We would agree that as 
collateral classes and variations have expanded and the 
number of financial institution failures has increased, 
there is a need to select a more effective valuation 
system. Over a year and a half ago, Treasury and the 
Federal Reserve began talking about an improved valua- 
tion system. As an initial move, the Federal Reserve 
began to apply marked to market valuation to collateral 
for troubled banks. Additional targets, depending on 
completion of automation project8 include marked to 
market for definitive Treasury securities by 1993 and 
Treasury book entry by 1995. The alternative method 
that you present in Chapter 3 is worth consideration 
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and will be explored by Treaeury and the Federal Re- 
serve. 

(4) Recommendation: 

Perform monthly collateral assessments, which would 
include verifying the accuracy of records used to 
monitor collateral and confirming the location of 
securities pledged as collateral. 

Response: 

We would agree that collateral that remains pledged for 
longer periods should be periodically re-evaluated. We 
will explore this follow-up evaluation as well with the 
Federal Reserve. 

(5) Recommendation: 

Share among FRBs information on effective TT&L account 
collateral review, valuation and monitoring practices. 

Response: 

We agree. The same sort of information sharing that 
happened as a result of the audit should continue. All 
of the banks can benefit from the experiences of indi- 
vidual banks particularly in dealing with new varia- 
tions of collateral papers. 

Sincerely, 

Enclosure 

WAFMD-92-54 Treaeury Tax and Lmn Accounta 
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The following are GAO’S comments on the Department of the Treasury’s 
letter dated July 24,lQQZ. 

GAOComments 1. We have modified the executive summary to reflect Treasury’s 
comments and recognize that no losses have been incurred. 

2. The Federal Reserve’s comments are discussed in the “Agency 
Comments and Our Evaluation” sections of chapters 2 and 3 and are 
included in full in appendix VI. 

3. Discussed in “Agency Comments and Our Evaluation” section of 
chapter 2. 

4. Discussed in “Agency Comments and Our Evaluation” section of 
chapter 3. 
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Comments From the Board of Governors of 
the Federal Reserve System to the 
Department of the Treasury 
Note: GAO comments 
supplementing those in the 
report text appear at the 
end of this appendix. 

See comment 1, 

BOAR0 OF GOVERNORS 
OF THE 

FEDERAL RESERVE SYSTEM 
WASWIUGTDN, Cl. c. 20551 

Mr. Marcus W. Page 
Deputy Fiscal Assistant Secretary 
Department of the Treasury 
1500 Pennsylvania Ave., NW 
Washington, DC 20220 

Dear Marc: 

I am responding to your letter of June 18 to Dave Frost 
inviting us to comment on the General Accounting Office (GAO) draft 
report, VRRASURY TAX AWD LOAW ACC0DWTS.w The comments that follow 
were prepared by Board staff with the cooperation of all 12 
Districts' Treaaury Tax and Loan (TT&L) operations officers, 
securities collateral experts, and internal auditors. 

The GAO's reviews of a sampling of definitive TTLL 
collateral held at six Federal Reserve Bank8 were thorough and the 
discussions held with those six Reserve Banks were constructive. 
We share the GAO's concern that Treasury balances be adequately 
protected and were therefore pleasod that the GAO's observations 
and questions led to further improvements by Treasury to the TTPL 
collateral program, to some modifications by the Reserve Banks in 
their administration of the details of that program, and to some 
corrective measures with respect to specific collateral deposits 
held at the Reserve Banks. Federal Reserve personnel deemed the 
recommendations discussed with them by GAO to be a conscientious 
attempt on the part of the GAO to address some OS the difficult 
problems inherent in any collateral program. 

Ths GAO's draft report, however, does not reflect, in 
tone or content, the prevailing conditions in the Reserve Banks 
with respect to collateral, the GAO’s discussions held with Reserve 
Bank officials following each review, or the Federal Reserve@8 
strong, on-going commitment to ensuring the quality, integrity, and 
safety of the TT&L program. Questions thought to have been 
adequately addressed during on-site discussions have reemerged in 
the GAO report as problems. The written aseeesment of conditions 
in the Reserve Banks and of the Reserve Banks* handling of TT&L 
collateral is, very different from the highly complimentary 
assessment presented by the GAO to the Reserve Banks in the cloeing 
discussions. And, the GAO’s overall conclusion as presented in 
those closing discussions, namely that further modiiication to the 
TTLL collateral program is appropriate, appears to have evolved in 
the draft written report to an assertion that Reserve Bank 
administration of that program is problematic and the overriding 
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See comment 2, 

See comment 3. 

See comment 1. 

See comment 2. 

188W. The draft report i8 di8appointing; the executive 8ummary in 
particular lack8 balance and perepective and is not reflective of 
discu88ions with or overall conditionn in the Reserve Bank8. 
Perhaps further discussion with the GAO before the report is 
finalired will re8olvo these formidable inconoistencie8; we would 
wolcomo the opportunity. 

Ths comment8 that follow addresm the portion8 of the 
report ae pre8ented in the Executive Summary; these are the 
Background, Result8 in Brief, Principal Pinding8, and the 
Recommndations. 

The Background section does not reflect the on-going 
effort8 of the Federal Re8erv8 and the Treasury Department to 
maintain the quality, flaxibility, and thus viability of the TTLL 
collateral program over the years. 
background i8 presented a8 

The following supplesental 
further evidence of the Federal 

Remerve's on-going commitment to this program. 

Since the late 19708 and early 19808, the nusber of new 
and creative financial in8trument8 has mushroomed and the i88uerm 
of the8e inetrussnt8 and the depo8itory institution8 (DIs) that 
purchased them have rushed to qualify these instruments a8 TTLL 
collatsral. The Federal Reserve and the Treasury Departssnt have 
worked clo8ely through ths yaar8 asae88inq the eligibility of the 
new in8truments a8 lT&L collateral and determining the appropriate 
haircut8 for each one. Federal Reserve and Treasury effort8 are 
on-going to ennure that 0~~888 Trea8ury fund8 can bs placed in 
intareet bearing accounts at depository in8titutione without 
putting thou8 funds at risk and without placing undue burden on the 
depository institution8. 

In 1901, there were 10 bank failures; in 1904, there were 
80 bank failures. Am bank failure8 increased, the Faderal Re8erve 
bscame increasingly concerned that the stated haircut8 for TTLL 
collateral did not eneurs adequate protection for TT&L balances. 
Resarva Districts where bank failure8 ware especially problamatic 
began to require additional collateral from the seriouely troubled 
TTLL depomitorha. With bank failure8 continuing, tha Federal 
Reoerva and the Treasury formalized procedure8 that now place more 
atringentcollat8ral requirements on TT&L depositories that, due to 
changing financial condition, havs moved into the category of 
%overadn, i.e. troubled, institutions. 

The conclusion in Rsmulto in Brief, that 8Troasury doe8 
not have assurance that the billions of dollars it collect8 in TT&L 
accounts are secured by sufficient collateraln im not a fair 
statement. A program for collateralizing TT&L balance8 i8 in 
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place, that program ham evolved am aondition8 warranted, and the 
experience of the past twelve years Confirm8 that the ReSerVe Banks 
have adPrini8terSd that program effectively. Elsewhere in the 
report, a passing reference is made to the fact that Treasury ham 
incurred no 108888 due to inadequately collateralized TTLL 
balances. We believe that the Federal ReSOrve and the Treasury can 
be proud of the fact that the TTLL prograor incurred no 108808 in 
twelve year8 despite 1,417 bank failure8 involving $256 billion in 
aSSQt8. We also beliOV8 that the vigilance and diligence of the 
Reserve Banks and their judicious administration of the TTLL 
program is re8poneible for this 8ucce88ful record. 

The GAO, baaing its blanket conclusion on a 8ampling of 
definitive collateral pledged to TTLL (definitive collateral 
represented 36.6 percent of the dollar value pledged to TTLL at 
that time), supports it8 conclusion as follows: VRBo (1) accept am 
TTLL collateral 8ecuritie8 that are not allowed by Tre88ury'e 
guidelinea, (2) value Similar 8ecuritie8 differently, and (3) do 
not adequately monitor collat8ralto ensure that its value does not 
diminish.8 The GAO attribute8 theme problems to: "(1) reviews of 
TT&L collateral that are often incomplete and late, (2) valuation 
prooeduree that are inconsi8tent among FRRe, and (3) monitoring 
practices that are weak and baaed on information from automated 
l y8teme with inaccurate data.8 We do not believe that the 
fregUOnCy or SSVSrity Of the GAO18 Ob@etvation@ Support their 
conclusion; Ob88~atiOnS are di8ou888d in the Principal Findings 
SSCtiOn, which fOllOW8. 

1. “-8’ fhautity Review8 1LtS Rot Tkoly Of Thorough.mw specific 
referenaee related to depositing the collateral (a) before 
ch8cking eligibility for pledge and (b) before checking 
accompanying documentation. 

This Statement 8UggePt8 Systemic problems, but in fact 
represents random occurrences in a minority of the R888P?e Bank8 
vimited. It is the policy of the Federal Reserve to examine 
collateral to the extent noceoeary before accepting it me 
collateral. The GAO did identify one Reserve Bank that was failing 
to reexamine some collateral pledged to the discount window before 
permitting it to b8 tranaferred to TTLL; this was a recurring 
problem which was correated immediately. Lacking more l pecifio 
information in the GAO report, we reviewed the comments made to tha 
Reserve Banks in the GAOLO’m closing di8ou8siono and must conclude 
that the other occurrences referenced represented isolated 
instances of clerical error which were corrected. 

In summarizing this category, the draft report states 
that "In total, our sample idantified $160 million in securities 
which were not allowed under Treasury regulations...~ and 194 
8eauritie8 I... which were acoepted by bank8 but inadequately 
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documented." The $160 million represented 0.9 percent of the total 
dollar valua sampled; interestingly, this total al80 include8 
securities that the Treasury has since reconsidered and decided to 
accept am collateral, namely, commercial notes with maturity 
periods longer than two years. However, we agree that some of the 
collateral sampled was ineligible1 and had been accepted because 
of clerical error. 

The GAO cited 194 securities as inadequately documented. 
We cannot agre8 that GAO’s citations, which represented 4.9 percent 
of the securities sampled, are valid in all instances. 
Specifically, the GAO questioned the fact that some commercial 
loans were accepted a8 collateral without all of the customary 
supporting documentation and individual review. The Reserve Bank8 
explained that there is a Treasury-approved, formal program wherein 
a loan, pledged by a larger dapository institution with an internal 
credit grading system, does not have to receive the same detailed 
review aa other loans being pledged as long as the Reserve Bank and 
the primary regulator of that institution have reviewed the 
adequacy of the institutions internal grading eystem and found it 
to be acceptable and if annual reexamination8 of that grading 
system are conducted. Even though Treasury-approved, the GAO did 
not agree with this program and reflected these items among its 
findings. 

All errors were immediately corrected; some Reserve Banks 
also concluded that procedural changes were needed in their 
individual oparations to prevent a recurrence and changes were 
instituted. The collateral examination checklist developed by the 
Philadelphia Reserve Bank and modified based on GAO suggestions was 
also circulated to the Reserve Banks for their consideration. 
Finally, Reeerve Bank staff responsible for TT&L collateral are now 
working more closely with the Banks' credit experts. 

Further, 
first finding, 

to summarize our position with respect to this 
we agree that some problems were noted, we believe 

that they represented isolated occurrences which warranted, and 
received, immediate attention. Corrective measures have been taken 
in those instances where a problem axisted, and, the corrective 
actions taken have been confirmed either by GAO itself or by 
Reserve Bank auditors. 

2. VxtBe Do Not value collateral consi8tently.~~ GAO indicates 
that FRBs use different methods for valuing commercial loan8. 

The GAO is correct. Reserve Banks' procedure8 for 
valuing commercial loans are not uniform, but do achieve the goal 

' In the event of a bank failure, the ineligible collateral 
would have been liquidated and the proceeds credited to the 
Treasury Department. 
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of protecting TrSaSUry balances by taking into account the 
financial condition of the pledging institution and the quality of 
the institution~e rating system. Collateral policing is not an 
exact ncience, but one that requires judgement, expertise, and some 
flexibility to deal with changing circumstances. The differing 
vractices alluded to in the draft report represent the iudsemente 
bf the Sy8t8m~8 collateral experts. -Whethe; theme practicecr, for 
TTLL pledges, should be identical is a question that the Federal 

See comment 4. 

See comment 1 I 

Reserve will discuss in depth with the Treasury Department. Any 
approach to this issue, particularly one that lacks flexibility, 
should be carefully considered in that it could have unintended 
effects on credit availability and might also reduce the pool of 
TTLL collateral without any meaningful reduction in risk. However, 
if one, best way to handle commercial loans pledged to TTLL can be 
identified by the Federal Reserve and the TreaSUry, we will fully 
support a change and we look forward to examining this issue with 
Treaoury in a systematic, coordinated manner through the System 
TT&L and collateral groups on which Treasury participates. 

3. @VXBe Do Not Rave Complete and Aoourete Information for 
WOnitOring COl~StSrSl." 

The GAO's third and final point is that monitoring 
practices are weak and baaed on information from automated systems 
with inaccurate data. We agree that collateral monitoring 
practices for collateral of fluctuating or declining value pledged 
at some of the Reserve Banks could be improved and were improved am 
a result of the GAO visit. We also agree that some dOpOSit 
information reflected on the automated systems of some of the 
Reserve Banks was in error. However, these occurrences were not 
the result of systemic problems. 

The specific problems cited by the GAO in this'izateqory 
were overstated principal amounts, erroneous collateral 
percentaqen, incorrect or omitted maturity dates, and inconeietent 
procedures for confirming collateral pledged with third-party 
cu8todians. Regarding overstated principal amounts, the GAO noted 
that 33 d6pO8it8, or 0.8 percent of the sample, reflected 
overstated principal amounts. Some of these resulted because 
revised information, regarding principal amounts on fluctuating 
value securiti88, was being received in groups from the pledging 
in8titutione and was being entered into the automated record 
keeping system over a two- to three-day period; this lag has been 
eliminated. The GAO cited 50 instanc88, 1.5 percent of the sample, 
when depOSit8 had been assigned incorrect collateral percentage8. 
Corrective measuree were taken immediately. Working more closaly 
with Reserve Bank credit per8onnel when reviewing certain 
collateral deposit8 should further reduce the frequency of clerical 
errors 8uch as these. The GAO al80 cited 202 maturity date errors, 
representing 5.1 percent of the sample; a few of these involved 
clerical oversight, but moat involved notes with a maturity date of 
"due on demand". The Reserve Bank8 take different approache8 to 
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reflecting these items on their record keeping systems; each of 
these alternatives has advantages. We will review the alternativea 
for recordina demand notes to see if there is a best alternativs 
that all Reskve Banks should use. 

Finally, reference is made to one Reserve Bank that could 
not locate 12 collateral trust receipts. The Reserve Bank involved 
wan in the process of updating its trust receipts at the time of 
the GAO's review; the receipts were not missing, but had been 
removed from their usual location in the files. New, updated trust 
receipts were received shortly thereafter and placed in the files. 

Our consents regarding the specific recommendations are 
as follows: 

1. “revieu seouritiem offer04 as aollateral prior to aoaeptanae, 
8aaept depositaries' seauritiem as aolleteral prior to it8 
being reviewed only when airauwt8noos india8te that delsyed 
review im prudmnt l n4 wsrr8nte4 , mn4 rmjeat aollmter81 when 
rhB reviswm l how thmt pledgod seauritiem mra not l llowsblo or 
l 4egustely 4oausente4;s 

Response: We agree. This recommendation is consistent with 
established policy. 

2. **us0 8utosate4 iniormation from l eaurity rating smrviaem to 
4etermine the mmrket v8lue of those l eauritiem For whioh muah 
informstion is svailsble;s 

Response: We agree. Two automation development efforts underway 
prior to the GAO reviews, one for book-entry securities and-one for 
definitive securities, will have the capability to mark to market. 

3. ggemtbmte the market VslUe for Treasury an4 federal agenay 
l eauritiem pledgad 88 TTLL 8oaountaollatormlby aomparing the 
meauriti*m* l tmte4 interest r8tms 8x14 maturity date8 to the 
aurrent msrkot interest rmtm for aomparable meauritiem;@g 
a, . ..Treamury l hou14 aOn8ibsr 84opting a msthod whiah use8 
msrkot valusm for l eaurities in funafional areas that include 
(1) Treasury an4 other federal agenaiem' seouritiem 
l eauritiom rmted by rating merviosm, ad (3) 811 l otE 
l eourities. Along vith adopting these functional areas, 
Tremmury 8houl4 davelop (1) aoll8teral peraenteges for 
l oaurities rmted by rating senriaem thmt are base4 on the risk 
rating smsigamd by the sorvioem 8n4 (2) 8 uniform mmtho4ology 
for r8ting othmr types of l eouritiom.@* 

Response: We agree in part. As noted previously, the Reserve Bank8 
are in the process of developing new definitive and book-entry 
security safekeeping systems. These new applications will include 
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the ability to mark collateral to market. For all l ecurities 
falling into category (1) and most of the securities coming under 
category (21, mark-to-market is a more precise and efficient method 
of valuing collateral than the alternative proposed by GAO. Other 
securities that cannot readily be marked to market, for oxample 
small municipal imsues for which market information is not 
available, would warrant individual credit review or sufficient 
analysis to make some dstermination of credit quality. customer 
notes are not technically securitiem because they lack certain 
genorio gualitiem, and they present different issues. We agree 
that the application of a fixed margin without consideration of 
credit quality, whiah can vary greatly, is not appropriate. Assats 
that are not considered to be of banking quality (thaw that would 
be classified by regulators) are not taken for TTLL pledge. A 
common approach to this quality assessment offering a variety of 
acceptable methods, such as individual analysim of asset8 or 
validation of loan rating systems, is preferred. While it could be 
argued that application of a graduated margin grid to customer 
notes of varying credit quality would produce e more accurate 
result, the primary objective should be to assure that notes taken 
are of banking quality. The benefit of a more refined approach 
should be assessed. 

4. ggperform monthly aollateral ssmessmentm, whiah would inalube 
verifying the aaouraoy Of reaords use4 to monitor oollatual 
an4 confirming the location of seourities pXedge4 em 
oollater81;mm 

Response: Requires further study, particularly in light of the 
definitive and book-entry system changes being made. It is not 
clear to us what the GAO means by monthly collateral nassessmentsn, 
but, if broadly defined, the cost of such'an undertaking could be 
considerable. Rven taken in its narrowest definition, i.e. 
confirming the dollar value of fluctuating-value collateral and 
confirming the location of off-premises collateral monthly, could 
increase the cost and reporting burden for depository institutions; 
these must be weighed against the benefits to be realized from such 
a change. 

5. "share among RRBS information on l ffeative TTLL l oaount 
oollatmral revieu, valuation, and monitoring praatioas.@@ 

Response: We agree. As the GAO reviews have demonstrated, there 
are further opportunities to share information among Reserve Banks. 
System-wide initiatives are underway to increase communication, 
explore collateral valuation methodologies, an4 to improve the 
collateral-related education tools used by the System. 

In conclusion, we believe that the GAO reviews were 
constructive and useful. The GAO identified some collateral 
errors; these were corrected immediately and, where needed, 
procedural changes ware implemented to prevent a recurrence. We 

Page 46 GAOAFMD-92-64 Treaauy Tax md Loan Account8 



commente From the Bawd of Governom of 
the Federal Btmtrvt Bpttn~ to the 
Deputment of the Treamry 

Se0 comment 2. 

See comment 3. 

appreciatsd the complimentary assessments the GAO made in their 
closing meetings regarding Reserve Banks~ administration of the 
TTLL collateral program. We belisve that the GAO’s conclusion in 
those closing meeting&, namely that the TT&L collateral program can 
be improved, is a valid one and that the recommendations they have 
made to achieve that end, with only one exception, merit careful 
consideration by the Treasury and the Federal Reserve. 

Pinally, to repeat our earlier concern, we do not believe 
that ths executive summary in the draft report fairly represents 
conditions in the Reserve Banks. The Treasury's balances have not 
been at risk at any time before, during, or after the GAO reviews 
and to state otherwise contradicts twelve years of banking history. 
We again would ofier to meet with the GAO before its report is 
finaliced. 

Thank you for the opportunity to comment on the draft 
report. 

Sincerely, 

Charles W. Bennett 
Assistant Director 
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Commante From the Board of Govemo~ of 
the Federal Jhervt Symtam to the 
Dtpulment of the Trtuury 

The following are GAO’S comments on the Board of Governors of the 
Federal Reserve System’s letter to the Department of the Treasury dated 
July 17,1992. 

GAOComments 1. Discussed in “Agency Comments and Our Evaluation” section of 
chapter 2. 

2. We have modified the report to reflect the Federal Reserve’s comments. 

3. We met with Federal Reserve representatives to discuss their comments 
and have incorporated their oral comments where appropriate. 

4. We did not characterize these errors as resulting from systemic failures 
that would require a redesign of the F+RJ%’ automated IT&L account systems. 
The Federal Reserve cited a number of corrective actions that had been 
taken or were underway to improve the reliability of these systems. For 
example, the lag time associated with entering some information has been 
eliminated and alternatives for recording demand notes will be reviewed. 
These actions are consistent with the intent of our recommendations and, 
if properly implemented, should address our concerns. 

6. The important point is not whether the FRB was able to locate these 
receipts, but whether the receipts were readily available upon request. We 
gave the FRB 2 weeks to give us these receipts before determining that the 
receipts were not readily available. 

6. Discussed in “Agency Comments and Our Evaluation” section of 
chapter 3. 
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Appendix VII 

Major Contributors to This Report 

Accounting and John C. Martin, Asdstsnt Director 

Financial 
Louise E. Mullen, Senior Auditor 
Norma J. Samuel, Auditor 

Management Division, 
. 

Washington, D.C. 

Norfolk Regional 
Office 

Everett 0. Pace, Auditor-in-Charge 
Joseph J. Radosevich, Senior Auditor 

Cincinnati Regional Deborah Y. Smith, Evaluator 

Office 
Barbara L. Centers, Evaluator 

Philadelphia Regional 
Office 

San Frwlcisco 
Regional Office 

Kenneth J. Townsend, Evaluator 
Gerard C. Vroomman, Evaluator 

Atlanta Regional 
Office 

Michelle E. Malone, Auditor 
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