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Explain the structure and function of the Federal Reserve System.
1. Origins and Purpose
e When and why was the Federal Reserve created?
» What economic problems was it designed to solve?
2. Structure and Governance
e How is the Federal Reserve organized and governed?

o What are the roles of the Board of Governors and regional Federal Reserve
Banks?

3. Relationship to the United States Department of the Treasury and the U.S.
Government

 How does the Federal Reserve interact with the Treasury?

» How does it support government financing, monetary policy, and
economic stability?

e In what ways is it independent from political control?
4. Role in the U.S. Economy

» How does the Federal Reserve maintain financial stability, control inflation,
and influence employment and growth?

o What tools does it use (interest rates, reserve requirements, open market
operations, liquidity facilities)?

5. International Comparison
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e Do other countries have similar central banking systems?

o Compare with institutions such as the European Central Bank and the Bank
of Japan.

 How do governance, mandates, and policy tools differ globally?
6. Balance Sheet and Capitalization
 What is meant by the Federal Reserve's capitalization and balance sheet?

o What are its current assets and liabilities, and how do these compare with
other major central banks?

7. Application to Personal Finance

e Translate the relationship between the Federal Reserve and the Treasury
into practical insights for personal financial management.

 How do interest rates, inflation control, and monetary policy affect savings,
investments, borrowing, and long-term financial stability?

Here is a clear, structured, and comprehensive explanation of the Federal Reserve
System and its role in the economy.

1. Origins and Purpose
Created: 1913 via the Federal Reserve Act, signed by Woodrow Wilson.
Why it was created:

The U.S. experienced repeated financial crises in the late 1800s and early 1900s,
culminating in the Panic of 1907. The country lacked a central authority to stabilize
banks and currency.

Problems it was designed to solve:
e Bank runs and financial panics
» Lack of emergency liquidity during crises
e Unstable currency supply
e Fragmented banking system

o Absence of coordinated monetary policy
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Core mission today:
e Promote maximum employment
» Maintain stable prices
» Moderate long-term interest rates
o Ensure financial system stability

This is often called the dual mandate: employment and price stability.

2. Structure and Governance

The Fed is a hybrid system blending public oversight with regional representation.

A. Board of Governors (Washington, D.C.)
e 7 members appointed by the U.S. President and confirmed by the Senate
e Serve 14-year staggered terms
o Chair serves 4-year renewable term

o Sets reserve requirements and supervises banks

B. 12 Regional Federal Reserve Banks
Located in cities including New York, Chicago, San Francisco, and Dallas.
Functions:
» Provide banking services to financial institutions
o Distribute currency and coin
e Supervise regional banks
o Collect economic data
The Federal Reserve Bank of New York plays a key role in financial markets and

implementing monetary policy.

C. Federal Open Market Committee (FOMC)

The Fed's main monetary policy body.
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Members:
e 7 Board Governors
e New York Fed President (permanent)
e 4 rotating regional presidents

Primary role: Set interest rate policy and guide money supply.

3. Relationship to the United States Department of the
Treasury and Government

How the Fed interacts with the Treasury
e The Treasury manages government finances and debt issuance.
e The Fed acts as the government'’s bank and fiscal agent.

o The Fed processes Treasury payments and auctions government bonds.

Supporting government financing & stability
e Helps maintain liquid markets for U.S. Treasury securities.
o Can purchase Treasuries in open market operations to stabilize markets.
e Provides emergency lending during crises (e.g., 2008 financial crisis, 2020

pandemic).

Independence from political control
Independent in:

o Setting interest rates

e Conducting monetary policy
Accountable through:

» Congressional oversight

o Public reporting and transparency

o Presidential appointment of Board members
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This independence protects policy from short-term political pressure.

4. Role in the U.S. Economy

Key Responsibilities
Financial stability
e Supervises banks
o Acts as lender of last resort
o Provides liquidity in crises
Inflation control
o Adjusts interest rates to regulate demand and price pressures
Employment & growth
o Lower rates encourage borrowing and investment

o Higher rates prevent overheating and inflation

Tools of Monetary Policy
1. Federal Funds Rate

o Influences borrowing costs economy-wide.
2. Open Market Operations
e Buying securities — increases money supply
o Selling securities — reduces money supply
3. Reserve Requirements
e Amount banks must hold in reserve (used less today).
4. Interest on Reserve Balances
o Encourages or discourages bank lending.
5. Emergency Lending & Liquidity Facilities

o Stabilize markets during crises.
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5. International Comparison

Most countries have central banks performing similar roles.

European Central Bank

e Governs monetary policy for Eurozone countries
e Primary mandate: price stability

e More centralized than the Fed

Bank of Japan

* Known for aggressive monetary easing
e Long battle against deflation

e Uses yield curve control

Key Differences Globally

Feature Federal Reserve ECB Bank of Japan
Mandate Employment + inflation Inflation Inflation & growth
Structure Regional + federal Centralized Centralized
. Conventional + crisis . Includes yield curve
Policy Tools Similar tools y
tools control

6. Balance Sheet and Capitalization

What “capitalization” means

Unlike private banks, the Fed does not operate for profit. Its balance sheet reflects
assets used to manage the economy.
Assets (approximate)

o U.S. Treasury securities

» Mortgage-backed securities

» Emergency lending facilities
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Liabilities
o U.S. currency in circulation
e Bank reserves held at the Fed
o Treasury deposits
Size:
Following pandemic stimulus, the Fed's balance sheet peaked near $9 trillion and
remains several trillion dollars.
Comparison with other central banks
o ECB and Bank of Japan also expanded balance sheets dramatically.

e Bank of Japan'’s balance sheet is proportionally the largest relative to its
economy.

7. Application to Personal Finance

Understanding the Fed helps you anticipate economic shifts.

Interest Rates

When rates rise:
e Loans, mortgages, and credit cards become more expensive
e Savings yields improve
e Bond prices fall
When rates fall:
o Borrowing becomes cheaper
o Asset prices often rise

o Savings yields decline

Inflation Control

e High inflation erodes purchasing power
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» Fed tightening protects long-term savings value

Employment & Economic Cycles
o Easy policy - growth & hiring

» Tight policy — slower growth but price stability

Practical Personal Finance Insights
Borrow strategically
e Lock in fixed rates when rates are low.
Protect against inflation
e Investin real assets, equities, inflation-protected securities.
Adjust savings strategy
e Move cash to higher-yield accounts when rates rise.
Diversify investments
e Monetary policy shifts can affect stocks, bonds, and real estate differently.
Think long-term

o Fed policy cycles are normal; avoid reacting emotionally.

If you want, | can also:

{4 explain the Fed using a simple analogy

"4 connect Fed policy to your retirement & longevity planning

"4 discuss how Fed actions affect Philippine markets and global investors
{74 explain the 2008 crisis or pandemic response

Just tell me.

Here are (A) a simple analogy to make the Federal Reserve System easy to
visualize, and (B) how its policies connect to retirement and longevity planning.

A. Simple Analogy: The Federal Reserve as the
Nation’s “Heart & Thermostat”
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Think of the U.S. economy as a living body.

@ Heart — keeps money circulating

Just as the heart pumps blood, the Fed ensures money flows through banks,
businesses, and households.

e Pumps liquidity during crises
e Prevents “circulatory collapse” (financial panic)
o Keeps credit flowing

Example: During financial crises, the Fed injects liquidity so banks continue
lending.

j Thermostat — keeps the temperature stable

The economy can overheat (inflation) or get too cold (recession).
o Raises interest rates — cools inflation
e Lowers rates — stimulates growth

Goal: Maintain a comfortable “economic temperature.”

J Immune System — protects financial health

The Fed monitors risks and stabilizes the system.
e Supervises banks
o Prevents contagion during crises

e Acts as lender of last resort

i5i Bank for Banks & Government

The Fed is the banker's bank and the government'’s fiscal agent.
» Holds reserves for banks
e Processes payments for the United States Department of the Treasury

e Helps maintain stability in Treasury markets
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Traffic Controller of Credit
Too many loans - bubbles
Too few loans — stagnation

The Fed adjusts interest rates to keep credit flowing smoothly.

B. How Federal Reserve Policy Connects to Retirement
& Longevity Planning

Since you are planning for long-term health, financial resilience, and retirement
stability, Fed policy directly affects your strategy.

1. Interest Rates Shape Your Retirement Income
When rates rise:
"4 Higher yields on savings, bonds, and time deposits
| Bond prices fall (short-term losses if selling)
| Borrowing costs increase
Strategy:
» Ladder bonds for stable income
e Increase fixed-income exposure when yields rise

o Delay locking long-term bonds until rates stabilize

2. Inflation Is the Silent Retirement Risk
Inflation erodes purchasing power over time.
Example:
If inflation averages 4%, money loses ~50% value in ~18 years.
Fed tightening helps control inflation, protecting long-term savings.
Protection strategies:
o Equities for growth

o Real assets (property, infrastructure)
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 Inflation-protected securities

o Dividend growth investments

3. Market Cycles and Policy Shifts
Fed easing — markets rise, liquidity abundant
Fed tightening - volatility, corrections likely
Longevity strategy:

e Maintain diversified portfolio

e Avoid panic selling during tightening cycles

» Rebalance during downturns

4. Healthcare & Longevity Costs
Medical inflation often rises faster than general inflation.
When the Fed tightens to control inflation:

e Healthcare cost growth may moderate

» Insurance premiums may stabilize over time
Planning tip:

Maintain a medical reserve fund and inflation-adjusted coverage.

5. Housing & Real Estate Decisions
Interest rates determine mortgage costs and property prices.

Higher rates:
» Lower property prices
e Higher mortgage costs
Lower rates:
o Higher property values

o Cheaper borrowing

Al-03491 Federal Reserve Overview

11



Retirement insight:
e Lock fixed rates during low-rate cycles

o Downsize or acquire property during high-rate price corrections

6. Sequence of Returns Risk

Early retirement losses can permanently damage portfolios.
Fed tightening cycles often cause market declines.
Protection:

e Maintain 2-3 years of living expenses in safe assets

» Avoid withdrawing from equities during downturns

7. Psychological Advantage: Understanding the Cycle
Knowing the Fed's role helps you:

v/ Avoid reacting emotionally to market swings

v/ Recognize cycles as normal

v/ Stay disciplined with long-term planning

Bottom line
Think of the Fed as:
o @ Circulation manager (money flow)
e 3 Inflation thermostat
e J Financial immune system
For retirement and longevity planning:
v/ Protect against inflation
v/ Use interest rate cycles to optimize income
v/ Maintain diversification and liquidity

v/ Plan healthcare and housing strategically
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v/ Stay calm through policy cycles

If you want, | can next:

{74 tailor this to your age (late 50s) and active retirement lifestyle

"4 explain how Fed policy affects Philippine investors & global portfolios
"4 provide a longevity-focused asset allocation model

"4 explain what to watch in 2026 Fed policy trends

Just tell me.

Explain and how: During financial crises, the Fed injects liquidity so banks
continue lending.

During crises, confidence can vanish quickly: depositors withdraw funds, banks
stop trusting each other, credit markets freeze, and even healthy institutions may
struggle to obtain cash. The Federal Reserve System prevents this freeze by
injecting liquidity — supplying readily usable money and credit so banks can
keep lending and the financial system continues to function.

Below is a clear explanation of what this means, why it matters, and how it
works.

What “injecting liquidity” means
Liquidity = immediate access to cash or cash-equivalents.

A bank may be solvent (its assets exceed liabilities) but still fail if it cannot access
cash quickly.

During crises:
e depositors withdraw funds,
« financial markets stop trading,
e banks hoard cash,
e lending freezes.
Liquidity injection ensures banks have cash to:

¢ meet withdrawals,
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o settle payments,

e continue loans to households and businesses.

Why liquidity dries up in a crisis
Common triggers:
e bank failures or rumors
e sudden asset price collapses
e economic shutdowns
e market panic and uncertainty
Banks become afraid to lend because they don't know who might fail next.

This creates a credit freeze, which can rapidly deepen a recession.

How the Fed injects liquidity

1. Open Market Operations (OMO)
The Fed buys U.S. Treasury securities from financial institutions.
How it works:

1. Fed buys securities.

2. Payment is credited to bank reserves.

3. Banks now have more cash to lend.

Result: Money supply increases and lending capacity expands.

2. Discount Window Lending (Lender of Last Resort)
Banks can borrow directly from the Fed.
Purpose:

e provide emergency short-term funding

e prevent bank runs
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« ensure payment systems continue

This function was central to stopping systemic collapse during crises.

3. Emergency Lending Facilities

During severe crises, the Fed creates special programs to support critical credit
markets.

Examples:
o Commercial paper funding (supports corporate payroll & operations)
o Corporate credit facilities
e Municipal liquidity programs

These were widely used during the 2008 crisis and the COVID-19 pandemic.

4. Lowering Interest Rates

Reducing the federal funds rate:
o lowers borrowing costs,
e encourages banks to lend,

o stimulates business and consumer borrowing.

5. Quantitative Easing (QE)

When standard tools aren't enough, the Fed purchases large amounts of longer-
term securities.

Effects:
 injects large liquidity into financial markets,
» lowers long-term interest rates,
o stabilizes asset prices,

e restores investor confidence.

6. Swap Lines with Foreign Central Banks
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The Fed provides U.S. dollars to foreign central banks, which lend them to banks
in their countries.

Why this matters:

Global trade and finance rely on U.S. dollars. Dollar shortages abroad can
destabilize global markets.

What happens if liquidity is not injected?
Without intervention:

X banks stop lending

X businesses cannot finance operations

X layoffs increase

X asset prices collapse

X recession deepens into depression

This occurred during the early years of the Great Depression before modern
central bank tools were fully deployed.

Real-world examples

2008 Global Financial Crisis
The Fed:
e provided emergency loans,
e guaranteed credit markets,
 initiated quantitative easing.

Result: prevented collapse of the global financial system.

2020 Pandemic Crisis
The Fed:

 injected trillions in liquidity,
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o stabilized bond markets,
e ensured businesses could access funding.

Result: credit markets continued functioning despite economic shutdown.

Simple analogy

Think of the financial system like a city's water system.
e Banks = homes and businesses
 Money = water
e Crisis = sudden drop in water pressure

» Fed = emergency water reservoir

When pressure drops, the Fed releases water so the system keeps flowing.

Why this matters to everyday people
Liquidity support helps ensure:

v/ ATMs and banking systems keep working

v/ mortgages and business loans continue

v/ employers can make payroll

v/ markets stabilize and retirement savings recover

Without it, financial panic could disrupt daily life and long-term savings.

If you want, | can next:

"4 explain the difference between liquidity and solvency

"4 describe how liquidity injections can cause inflation later
"4 explain quantitative easing in simple terms

"4 connect this to your retirement portfolio risk management

Just tell me.
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