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The Federal Reserve System
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! I ! he Federal Reserve, the central bank in the Unites States was founded by
Congress in 1913, to provide the nation with a safer, more flexible and stable

monetary system. Over the years, it’s role in banking and the economy has expanded.
Today the Federal Reserve’s duties fall into four general areas:

e Conducting the nation’s monetary policy by influencing the money and credit

conditions in the economy in pursuit of full employment and stable prices.

e Supervising and regulating banking institutions to ensure the safety of the nation’s

banking and financial system and protecting the credit rights of the consumers.

e Maintaining the stability of the financial system and containing systemic risk that

may arise in financial markets.

e Providing certain financial services to the U.S government, to the public, to
financial institutions, and to foreign official institutions, including playing a major

role in operating the nation’s payments system (Brauddus 5-7).

Background of the Federal Reserve

Before Congress created the Federal Reserve System, periodic financial panics
had plagued the nation. These panics had contributed to many bank failures, business
bankruptcies, and general economic downturns. A particularly severe crisis in 1907
prompted Congress to establish the National Monetary Commission, which put forth
proposals to create an institution that would counter financial disruptions of these kinds.
After considerable debates, Congress passed the Federal Reserve Act, which President

Woodrow Wilson signed into law on December 23, 1913. The act stated that its purpose
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was “to provide for the establishment of Federal reserve banks, to furnish an elastic
currency, to afford means of rediscounting commercial paper, to establish a more

effective supervision of banking in the United States, and for other purposes”.

Structure Of The System

The Federal Reserve System has a structure designed by Congress to give it a
broad perspective on the economy and on economic activity in all parts of the nation. It is
a federal system, composed basically of a central, governmental agency—the Board of
Governors —in Washington, D.C., and twelve regional Federal Reserve Banks located in
major cities throughout the nation. These components share responsibility for supervising
and regulating certain financial institutions and activities; for providing banking services
to depository institutions and to the federal government; and for ensuring that consumers
receive adequate information and fair treatment in their business with the banking
system.

A major component of the System is the Federal Open Market Committee
(FOMC), which is made up of the Board of Governors, the president of the Federal
Reserve Bank of New York, and presidents of four other Federal Reserve Banks, who
serve on a rotating basis. The FOMC oversees open market operations, which is the main
tool used by the Federal Reserve to influence money market conditions and the growth of

money and credit (Clifford 21).

Two other groups play roles in the way the Federal Reserve System works:
depository institutions, through which the tools of monetary policy operate, and advisory
committees, which make recommendations to the Board of Governors and to the Reserve

Banks regarding the System’s responsibilities (Mayer 26).

Board of Governors

The Board of Governors of the Federal Reserve System was established as a
federal government agency. It is made up of seven members appointed by the President
of the United States and confirmed by the U.S. Senate. The full term for a Board member

is fourteen years; the appointments are staggered so that one term expires on January 31
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of each even-numbered year. After serving a full term, a Board member may not be
reappointed. If a member leaves the Board before his or her term expires, however, the
person appointed and confirmed to serve the remainder of the term may later be

reappointed to a full term (Woodward 25-29).

The Chairman and the Vice-Chairman of the Board are also appointed by the
President and confirmed by the Senate. The nominees to these posts must already be
members of the Board or must be simultaneously appointed to the Board. The terms for

these positions are four years.

The Board of Governors is supported by a Washington staff numbering about
1,700. The Board’s responsibilities require thorough analysis of domestic and
international financial and economic developments. The Board carries out those
responsibilities in conjunction with other components of the Federal Reserve System. It
also supervises and regulates the operations of the Federal Reserve Bank and their
Branches and the activities of various banking organizations, exercises broad
responsibility in the nation’s payments system, and administers most of the nation’s laws

regarding consumer credit protection (Groseclose 33-34).

The Federal Reserve System conducts monetary policy using 3 major tools:

e Open market operations—the buying and selling of U.S. government (mainly
Treasury) securities in the open market to influence the level of reserves in the

depository system.

e Reserve requirements—requirements regarding the amount of funds that
commercial banks and other depository institutions must hold in reserve against

deposits.

e The discount rate—the interest rate charged commercial banks and other
depository institutions when they borrow reserves from a regional Federal

Reserve Bank.
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Policy regarding open market operations is established by the FOMC. However,
the Board of Governors has sole authority over changes in reserve requirements, and it
must also approve any change in the discount rate initiated by a Federal Reserve Bank

(Thoren 13).

The Federal Reserve also plays a major role in the supervision and regulation of
the U.S. banking system. Banking supervision—the examination of institutions for safety
and soundness and for compliance with law—is shared with the Office of the
Comptroller of the Currency, which supervises national banks, and the Federal Deposit
Insurance Corporation, which supervises state banks that are not members of the Federal
Reserve System. The Board’s supervisory responsibilities extend to the roughly 1,000
state banks that are members of the Federal Reserve System, all bank holding companies,
the foreign activities of member banks, the U.S. activities of foreign banks, and Edge Act

and agreement corporations (institutions that engage in a foreign banking business).

Some regulations issued by the Board apply to the entire banking industry,
whereas others apply only to member banks, that is, state banks that have chosen to join
the Federal Reserve System and national banks, which by law are automatically members
of the System. The Board also issues regulations to carry out major federal laws
governing consumer credit protection, such as Truth in Lending, Equal Credit
Opportunity, and Home Mortgage Disclosure; many of these regulations apply to various

lenders outside the banking industry as well as to banks (42).

Members of the Board of Governors are in continual contact with other
policymakers in government. They frequently testify before congressional committees on
the economy, monetary policy, banking supervision and regulation, consumer credit
protection, financial markets, and other matters. Under the Humphrey—Hawkins Act, the
Board of Governors must submit a report on the economy and the conduct of monetary
policy to Congress by February 20 and July 20 of each year. The Chairman of the Board

of Governors is called to testify on the report before the Senate Committee on Banking,
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Housing, and Urban Affairs, and the House Committee on Banking, Finance, and Urban

Affairs (Groseclose 44).

The Board has regular contact with members of the President's Council of
Economic Advisers and other key economic officials. The Chairman meets from time to
time with the President of the United States and has regular meetings with the Secretary

of the Treasury (53-54).

The Chairman has formal responsibilities in the international area as well. For
example, he is the alternate U.S. member of the Board of Governors of the International
Monetary Fund. He is a member of the board of the Bank for International Settlements
(BIS). The chairman is also a member, along with the heads of other relevant U.S.
agencies and departments, of the National Advisory Council on International Monetary
and Financial Policies. He is also a member of U.S. delegations to key international
meetings, such as those of the finance ministers and central bank governors of the seven
largest industrial countries—the Group of Seven, or G-7.He, other Board members, and
Board staff members share many international responsibilities, including representing the
Federal Reserve at meetings at the BIS in Basle and at the Organization for Economic

Co-operation and Development in Paris (Johnson 7).

One member of the Board of Governors serves as the System’s representative to
the Federal Financial Institutions Examination Council (FFIEC), which is responsible for
coordinating, at the federal level, examinations of depository institutions and related
policies. The FFIEC has representatives also from the Federal Deposit Insurance
Corporation, the National Credit Union Administration, the Office of the Comptroller of
the Currency, and the Office of Thrift Supervision.

The Board publishes detailed statistics and other information about the System’s
activities and the economy in publications such as the monthly Federal Reserve Bulletin,

special announcements of Board actions, and separate statistical releases. Through the
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Federal Reserve Regulatory Service, it provides materials relating to its regulatory and

supervisory functions (Greider 64).

Federal Reserve Banks

A network of twelve Federal Reserve Banks and their twenty-five branches
carries out a variety of System functions. It includes operating a nationwide payments
system, distributing the nation’s currency and coins, supervising and regulating member
banks and bank holding companies, and serving as banker for the U.S. Treasury. A letter
and a number identify each Reserve District. All U.S. currency carries the letter and
number designation of the Reserve Bank that first put it into circulation. Besides carrying
out functions for the System as a whole, such as administering nationwide banking and
credit policies, each Reserve Bank acts as a depository for the banks in its own District

and fulfills other District responsibilities (Mayor 78).

The Board of Governors exercises broad authority over the operations and
activities of the Federal Reserve Banks and their Branches. This authority includes
oversight of the Reserve Banks’ services to banks and other depository institutions and of

their examination and supervision of various banking institutions (84).

Each Federal Reserve Bank must submit its annual budget to the Board of
Governors for approval. The Reserve Banks are the operating arms of the central banking
system, and they combine both public and private elements in their makeup and
organization. As part of the Federal Reserve System, the Banks are subject to oversight
by Congress; and like the Board members, Reserve Bank presidents may testify before
congressional committees. Each Reserve Bank has a staff of full-time officers and
employees that manages and operates it. Each Reserve Bank has its own board of nine

directors chosen from outside the Bank as provided by law (Moore 95-97).

Boards of directors of the Reserve Banks and Branches provide the Federal
Reserve System with a wealth of information on economic conditions in virtually every

corner of the nation. The FOMC and the Board of Governors in reaching major decisions
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about monetary policy use this information. Information from directors and other sources
gathered by the Reserve Banks is also shared with the public in a special report—
informally called the Beige Book, which is issued about two weeks before each meeting
of the FOMC. In addition, every two weeks, the board of each Bank must recommend to
the Board of Governors a discount rate for its Bank; a recommendation for a change

cannot take effect unless the Board of Governors approves it (Thoren 48).

The income of the Federal Reserve System is derived primarily from the interest
on U.S. government securities that it has acquired through open market operations. Other
major sources of income are the interest on foreign currency investments held by the Sys-
tem; interest on loans to depository institutions (the rate on which is the so-called
discount rate); and fees received for services provided to depository institutions, such as

check clearing, funds transfers, and auto-mated clearinghouse operations.

After it pays its expenses, the Federal Reserve turns the rest of its earnings over to
the U.S. Treasury. About 95 percent of the Reserve Banks’ net earnings have been paid
into the Treasury since the Federal Reserve System began operations in 1914. (Income
and expenses of the Federal Reserve Banks from 1914 to the present are included in the
Annual Report of the Board of Governors.) If a Reserve Bank were liquidated for any
reason, all proceeds after the payment of bills would also be turned over to the Treasury

(Humprey 149).

The Board of Governors audits the Reserve Banks every year; and its staff
periodically reviews operations in key functional areas. The Reserve Banks, like the
Board, are subject to audit by the GAO, but certain functions, such as transactions with
foreign central banks and open market operations, are excluded from the audits

(Brauddus 65).

Each Reserve Bank has an internal auditor who is responsible to the Bank’s board

of directors (67-68).
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Federal Open Market Committee

The FOMC is charged under law with overseeing open market operations, the
principal tool of national monetary policy. These operations influence the amount of
reserves available to depository institutions. The FOMC also sets ranges for the growth of
the monetary aggregates and directs operations undertaken by the Federal Reserve in

foreign exchange markets (Griffin 72).

The FOMC is composed of the seven members of the Board of Governors and
five of the twelve Reserve Bank presidents. The president of the Federal Reserve Bank of
New York is a permanent member; the other presidents serve one-year terms on a
rotating basis. All the presidents participate in FOMC discussions, contributing to the
Committee's assessment of the economy and of policy options, but only the five
presidents who are members of the Committee vote on policy decisions. The FOMC
under law determines its own internal organization and by tradition elects the Chairman
of the Board of Governors as its chairman, and the president of the Federal Reserve Bank
of New York as it’s vice chairman. Formal meetings are held eight times each year in

Washington (76).

Member Banks

The nation’s banks can be divided into three types - according to which
governmental body charters them and whether or not they are members of the Federal
Reserve System. Those chartered by the federal government (through the Office of the
Comptroller of the Currency in the Department of the Treasury) are national banks; by
law, they are members of the Federal Reserve System. Banks chartered by the states are
divided into those that are members of the Federal Reserve System (state member banks)

and those that are state non-member banks (Benston 85).

State banks are not required to join the Federal Reserve System, but they may
elect to become members if they meet the standards set by the Board of Governors. At

the end of 1993, 4,338 banks were members of the Federal Reserve System, 3360
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national banks, and 978 state banks—out of 11,212 commercial banks nationwide

(Moore 187).

Member banks must subscribe to stock in their regional Federal Reserve Bank in
an amount equal to 3 percent of their capital and surplus. The holding of this stock,
however, does not carry with it the control and financial interest conveyed to holders of
common stock in for-profit organizations: It is merely a legal obligation that goes along
with membership, and the stock may not be sold or pledged as collateral for loans (Gause

90).

Adyvisory Committees

The Federal Reserve System uses advisory and working committees in carrying
out its varied responsibilities. Three of these committees advise the Board of Governors

directly:

e Federal Advisory Council. The Federal Reserve Act established the council,
which consists of one member—traditionally a commercial banker—from each
Federal Reserve District. The council is required by law to meet four times each
year with the Board of Governors in Washington, D.C., to discuss economic and

banking matters.

e Consumer Advisory Council. This statutory council, which has thirty members,
meets with the Board three times a year on matters concerning consumers and the
consumer credit protection laws administered by the Board. The council consists
of academics, legal specialists in consumer matters, and members representing the

interests of consumers and the financial industry.

o Thrift Institutions Advisory Council. After the passage of the Depository
Institutions Deregulation and Monetary Control Act of 1980, which extended to
thrift institutions the Federal Reserve's reserve requirements and access to the

discount window, the Board of Governors established this council to obtain
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information and opinions on the needs and problems of thrift institutions. The
council is made up of representatives of savings and loan associations, savings

banks, and credit unions (Greider 98).

At last, the Federal Reserve Banks also use advisory committees. Perhaps the
most important are the committees (one for each Reserve Bank) that advise the Banks on
matters of agriculture and small business. Two representatives of each committee meet

once a year in Washington, D.C., with the Board of Governors.
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