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Remember Bedford Falls 

If you’re familiar with the   classic 

movie “It’s a Wonderful Life,” you’ll 

remember George Bailey, who lived in 

a small town called Bedford Falls. If 

you’re not familiar with the plot, in 

one part, a run on the local bank 

(everyone wanted their money at the 

same time) causes panic, and George 

steps in with a classic speech to calm 

everyone down.  

“Now wait…now listen…now listen to 

me. I beg of you not to do this thing. If 

Potter gets hold of this Building and 

Loan, there’ll never be another de-

cent house built in this town. He’s al-

ready got charge of the bank. … Now, 

we can get through this thing all right. 

We’ve got to stick together, though. 

We’ve got to have faith in each oth-

er.”  

 

As originally intended, the Federal Reserve exists to extend credit 

to banks or other institutions in emergency circumstances like the 

bank run in Bedford Falls (side panel). That’s not the only reason it 

exists, though. This eBook will cover how the Federal Reserve Sys-

tem began, how it’s structured, why it exists, what it does and why 

it should matter to you.  

First things first 

Before we take a look at the beginnings of the Federal Reserve, let’s 

get the definition out of the way.  

The Federal Reserve System is the central bank of the United 

States. The Fed, as it is commonly referred to, has a two-part struc-

ture and regulates the U.S. monetary and financial system. The Fed 

is composed of a central governmental agency in Washington, DC 

called the Board of Governors and 12 regional Federal Reserve 

Banks in major cities throughout the United States. The Board of 

Governors is an independent government agency, while the Federal 

Reserve Banks are set up like private corporations.    

Quick question: Is the Federal Reserve a part of the United States 

federal government?  

Quick answer: Yes, and no.  

Its monetary decisions do not have to be approved by either the 

executive or legislative branches of the government and it does not 

receive funding from Congress. The Fed’s operations are financed 

through its own resources instead of congressional appropriations. 

One of the reasons it has been set up this way is to ensure that po-

litical pressure has no effect on monetary policy. The Fed was 

meant to be insulated from interference from other arms of the 

federal government.  
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However, it is subject to the oversight of Congress, which often reviews the activities of the 

Federal Reserve and has the authority to alter its responsibilities by statute. The Federal Re-

serve chairman testifies regularly to both the Senate and the House on monetary policy and 

other matters. On its own website, the Federal Reserve describes itself as “an independent 

entity within the government.” 

How the Fed Began 

When the Constitution was ratified in 1789, Secretary of the Treasury Alexander Hamilton 

sought to solve the nation’s credit problems by developing a plan for a federal banking sys-

tem. Hamilton’s plan, which would establish a national currency, and called for the creation of 

a federal bank to provide credit to government and businesses, was controversial to say the 

least. The federal bank would act as the government’s fiscal agent and provide a safe place to 

store government funds.  

The plan was opposed by Secretary of State Thomas Jefferson, who represented the agrarian 

interests of the United States at the time, which were very distrustful of the idea of a central 

government bank. However, Hamilton won the debate, and The First Bank of the United 

States was chartered in 1791.  By 1811, fear of the central bank’s power prevented a bill to re-

charter the bank from being renewed.  

Congress attempted to solve the country’s financial problems by chartering the Second Bank 

of the United States in 1816, which only lasted until President Andrew Jackson declared it un-

constitutional and vetoed its re-charter in 1836. This situation likely worsened the severe Pan-

ic of 1837, which was followed by a prolonged economic depression. Repeated banking panics 

would continue to plague the economic and financial development of the country throughout 

the rest of the century. 
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Since the first and second attempts at creating a central banking system failed, what happened 

next? Well, one pivotal event was the Bank Panic of 1907, when the New York Stock Exchange fell 

50% and depositors all tried to get their money via a run on the bank. Due to this particularly in-

tense crisis that threatened to push the weakened economy over the edge, J.P. Morgan secretly 

convened the principal players of Wall Street at his mansion and convinced them to use their capi-

tal to float the banks which were in crisis, which in turn, helped float the struggling businesses until 

the panic was over.  

This episode fueled a reform movement, and after months of hearings, amendments, and debates 

the Federal Reserve Act passed Congress in December of 1913. When President Woodrow Wilson 

signed the act into law, he said he was grateful for “having had a part in completing a work…of 

lasting benefit for the country.” 

How the Fed Is Structured 

We mentioned earlier when defining the Fed that it is comprised of a central governmental agency 

called the Board of Governors and 12 regional Federal Reserve Banks.  

The Board of Governors 

The central government agency is called the Board of Governors. Each of the seven board mem-

bers, appointed by the President and confirmed by the Senate, serve staggered 14-year terms that 

expire in every even-numbered year. The long terms are for the purpose of shielding the Board of 

Governors from political pressure.  

There is also a chairman and vice chairman of the Board, appointed by the President as well. These 

positions are good for a four-year term, subject to Senate approval, and may be renewed as well. 

The person who is the chairman of the Board of Governors serves as the public face of the Fed, tes-

tifying twice a year before Congress and explaining what the Fed thinks about the economy and 

why the Fed is doing what it’s doing. 
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Federal Reserve Banks 

The Federal Reserve System’s day-to-day operations are carried out by the twelve regional 

Federal Reserve Banks, also known as district banks. Responsible for most of the day-to-day 

banking processes, these banks operate like a network and are overseen by the Board of Gov-

ernors.  

FOMC 

The Federal Open Market Committee, also referred to as the FOMC, is the monetary policy-

making part of the Fed. The FOMC consists of seven members of the board of governors of the 

Fed, the president of the Federal Reserve Bank of New York and four of the remaining 11 pres-

idents of their regions. The FOMC has eight regular meetings each year during which they de-

cide whether to lower, raise or maintain its target for the federal funds rate. The FOMC also 

decides on the discount rate. (We’ll explain what these rates are shortly.) 

Why the Fed Exists 

The Federal Reserve System has the following mission statement: "To provide the nation with 

a safer, more flexible, and more stable monetary and financial system. Over the years, its role 

in banking and the economy has expanded." In 1913, The Federal Reserve Act was intended to 

create economic stability through the establishment of the Central Bank, which would be in 

charge of monetary policy in the United States.  

The mandate of the Fed is "to promote sustainable growth, high levels of employment, stabil-

ity of prices to help preserve the 

purchasing power of the dollar and 

moderate long-term interest 

rates." In order to do this, the Fed-

eral Reserve serves as the banker’s 

bank and the government’s bank, 

as well as the nation’s money man-

ager and the regulator of financial 

institutions. 
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What the Fed Does 

So, we’ve established that the Fed exists to create economic stability. How?  

According to Investopedia, “The Federal Reserve's duties can be divided into four general areas: 

conducting monetary policy, regulating banking institutions and protecting the credit rights of con-

sumers, maintaining the stability of the financial system, and providing financial services to the U.S. 

government.” Let’s break this down.  

Monetary Policy 

What does it actually mean, that the Fed conducts monetary policy? Well, it boils down to pro-

moting the economic health of the economy by keeping a close watch on interest rates, and inter-

vening when necessary. The ultimate goals of monetary policy are sustainable economic growth, 

full employment and prices that remain stable. Through monetary policy, therefore, the Fed 

attempts to tweak the economy to the right levels. 

We’re going to zoom in and spend a little extra time on how the Fed goes about conducting mone-

tary policy before we move on to the other three duties. We will see how the Fed uses the discount 

rate, open market operations, reserve requirements and quantitative easing to intervene on behalf 

of the economy’s health.  

The Discount Rate 

The Fed intervenes through the discount rate. When the Fed wants to give the economy a boost, it 

reduces interest rates, and when it wants to slow down the economy to avoid inflation, it raises in-

terest rates. When the Fed lowers the interest rates, it makes credit easy to obtain, and businesses 

are encouraged to create jobs and grow. However, this can lead to an increase in the rate of infla-

tion.  

When the Fed raises the interest rates, this can lead to a decrease in the rate of inflation, which 

slows down the economy, which can cause in an increase in unemployment.  

So the Fed has to choose the lesser of two evils, in a sense – inflation or unemployment. Of course, 

they don’t want inflation or unemployment to rise. The answer is balance. The Fed’s goal is to bal-

ance price stability and maximum employment by lending money to banks and maintaining finan-

cial stability by adjusting reserve ratios and interest rates. If you don’t totally get this yet, hold tight 

– you will. 
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Open Market Operations 

The Fed intervenes through open market operations, or OMO. The federal funds rate is the 

rate at which banks borrow reserves from each other. The Fed's goal is to affect the federal 

funds rate. 

 The FOMC sets a specified target rate and the Fed purchases government bonds on the open 

market in order to adjust the rate to their target.  

This is what news reports are referring to when they talk about the Fed lowering or raising in-

terest rates.  

Incidentally, on Dec. 15, 2015, the Fed raised the target rate to a range of 0.25 to 0.5%, which 

was the first rate hike in almost 10 years.  

Reserve Requirements 

As we’ve already mentioned, the Fed intervenes through reserve requirements. These require-

ments are just what they sound like – they regulate how much a bank has to hold in reserves. 

This tool also controls how much banks are allowed to lend out.  

Quantitative Easing 

The Fed also intervenes through something known as Quantitative Easing (QE), which is an un-

conventional monetary policy in which the Fed tries to increase the money supply by purchas-

ing assets.  

Now that we’ve covered monetary policy, let’s move on to the three remaining duties of the 

Fed.  Just in case you’re growing weary, we’re entering the home stretch. 
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Regulating Banking Institutions and Protecting the Rights of Consumers 

The Federal Reserve Board has regulatory and supervisory responsibilities over banks. Basically, the 

Federal Reserve Board acts as a kind of policeman for banking activities within the U.S. and abroad.  

The Fed also sets margin requirements for investors, which means they place a limit on the amount 

of money that an investor can borrow to purchase securities.  

Maintaining the Stability of the Financial System 

The Fed has the authority to extend credit to banks or other institutions in emergency situations. 

They act as a lender of last resort when these places have no other means of borrowing and when 

their failure to obtain credit would have a drastic effect on the economy. This important function 

serves to protect depositors and prevents widespread withdrawing due to panic from banks who 

have temporary limited liquidity.  

Providing Financial Services to the U.S. Government 

The biggest customer of the Federal Reserve is a big spender, in fact, one of the biggest spenders in 

the world. This particular customer is none other than the U.S. government. In the same way that 

you have a checking account at your local bank, the U.S. Treasury has a checking account with the 

Federal Reserve. The revenue generated by taxes and all outgoing government payments are han-

dled through this account. The Fed also sells and redeems government securities such as savings 

bonds and Treasury bills, notes and bonds.  

The Fed is also in charge of placing the currency you use into circulation, regularly checking bills for 

wear and tear and removing damaged currency from circulation. When the statement is made that 

the Federal Reserve is increasing the money supply, many people erroneously assume that the Fed 

is actually printing paper money. However, the Fed has no control over the printing of physical dol-

lars. This is the responsibility of the U.S. Treasury. Increasing the money supply just means that the 

Fed is having an effect on the money supply through conducting monetary policy. 
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Why the Fed Should Matter to You 

When most people think of the Fed, at least one of the 

following names should come to mind. The chairman of 

the Fed is the face of the Federal Reserve, and a highly 

influential person when it comes to our economy’s 

health. A discussion on why the Fed should matter to 

you would not be complete without touching on a few 

influential people who have filled the position of Chair-

man of the Board of Governors of the Federal Reserve 

System. 
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Alan Greenspan 

First up, Alan Greenspan. Greenspan served as the 

13th Chairman of the Federal Reserve from 1987 to 

2006. Appointed by President Ronald Reagan in 

August 1987, he was re-appointed at successive 

four-year   intervals until his retirement on January 

31, 2006. His was the second  longest tenure as 

Chair of the Fed, being appointed for five consecu-

tive terms.  

He was known for his ability to guide the Board of 

Governors to consensus on policy issues. When he 

made public comments, his words were so power-

fully regarded that they could have a sharp effect 

on financial markets in any direction. Many re-

ferred to him as “The Oracle” because of this.  

Greenspan was appointed to his position right be-

fore one of the worst economic crises in history, 

the crash of 1987, and because of bold decisions to 

slash interest rates, he kept the economy from 

heading into a depression period similar to the one 

in which he was born. 

Ben Bernanke 

Ben Bernanke succeeded Greenspan as Fed Chairman when 

he was nominated by President George W. Bush in 2006. He 

began a second term in 2010 after being nominated by 

President Barack Obama. In 2007, when the economy began 

experiencing problems due to subprime mortgage lending, 

Bernanke used the powers of the Federal Reserve to put out 

fire after fire in the financial markets. In 2008 and beyond, 

he took decisive measures to rescue troubled financial insti-

tutions and to stimulate the economy. 



Ben Bernanke Continued 

“TIME” magazine named Bernanke its 

“Person of the Year 2009.” “TIME” is 

quoted saying that as “the most im-

portant player guiding the world’s 

most important economy, Bernanke’s 

creative leadership helped ensure 

that 2009 was a period of weak 

growth rather than catastrophic de-

pression.”  

His second term ended February 1, 

2014, when he was succeeded by Ja-

net Yellen. 

Janet Yellen 

Janet Yellen was nominated by President Barack Obama and be-

came Chairman of the Board of Governors in 2014. She became the 

first woman to hold this position in the 100-year history of the 

board. 

Yellen fervently believes that the most important mandate of the 

Federal Reserve is to help control unemployment. Upon entering 

her position as chair, Yellen was clearly willing to allow a measure 

of inflation to achieve economic growth and thus reduce unemploy-

ment, which signaled that she might leave interest rates unchanged 

as much as possible for the foreseeable future. She also intended to 

tighten financial and banking regulations to prevent the past from 

repeating itself. 

As of June 6, 2016, Yellen reported at the conclusion of a speech at 

The World Affairs Council of Philadelphia, that “the U.S. economy 

will continue to improve and why I expect that further gradual in-

creases in the federal funds rate will probably be appropriate to 

best promote the FOMC's goals of maximum employment and price 

stability.”  Yellen’s term as Chair will be over February 3, 2018. 
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How the Fed affects everyday life 

All you have to do is mention the term “economy,” and you’ll see that people react in a variety 

of ways with a variety of emotions. To most people, the economy is an outside entity - some-

thing to blame when things go badly, and something to praise if things go well. The reality is, 

though, that the economy is all around us, and the Federal Reserve is a major force that is 

tasked with ensuring that it runs smoothly for the good of all.  

We get jobs and we lose jobs. We deposit our paychecks in the bank, and withdraw money 

that we’ve saved for a special vacation. We take out loans to start a new business. We buy 

houses, sell houses, and refinance loans. When you look at your own portfolio, the actions (or 

lack of actions) of the Federal Reserve has a lot to do with how your portfolio is performing. If 

you own bonds, you need to understand that when interest rates go up, bond prices go down.  

If you’re looking for a job, you need to remember that the Federal Reserve indirectly affects 

the job market when it influences interest rates. Businesses tend to expand and hire more em-

ployees when lending rates are low, and vice versa. 

If you plan to get groceries this week or purchase a new piece of furniture, the Fed’s current 

actions have an effect on the prices you’ll pay. If the Fed has increased the money supply, con-

sumers tend to spend more and it’s easier for businesses to raise prices. If the Fed has tight-

ened the money supply, consumers spend less, and it’s harder for businesses to raise their 

prices.  

If you own a home or plan to purchase a home, the interest rate you pay is affected by the 

Fed’s target rate. Auto loan rates, credit card rates, your home equity line of credit and CD in-

terest rates are also affected by the decisions the Federal Reserve makes.  

We all participate in the economy in countless ways for our entire lives. 
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Back to Bedford Falls 

Although most of us would consider ourselves more 

financially savvy than the townspeople of Bedford Falls, 

the general public seems to have a very basic, and 

sometimes vague knowledge of the Federal Reserve. 

Gaining knowledge of the Federal Reserve System and 

staying aware of how it is affecting the economy will 

help all of us as we go about our day to day lives, earn-

ing, saving, borrowing, purchasing and investing.   

In the words of George Bailey, “Now, we can get 

through this thing all right. We’ve got to stick together, 

though. We’ve got to have faith in each other.” 
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