
What is the Federal Reserve?
By Andrew Rushford

The Fed is a central bank, which means it 
controls the amount of money and credit 
in circulation.  Its job is to create dollars 
whenever banks need them, no matter 
what.

Wait a minute, if it's not owned by the 
government, then who owns it?

For the most part it is owned nominally by 
a group of banks.  They usually get loans 
from the Fed whenever they want by 
promising worthless assets such as credit 
derivatives as collateral.  It would be like a 
bank giving you a $100,000 loan with only 
your old, beat-up car as collateral.

Where does the Fed get the money to make 
these loans?

When the Fed makes loans to member 
banks it just adds a few zeros to their 
accounts.  Since gold reserves are no 
longer required to make money, it is 
possible for the Fed to create money out of 
thin air.  If you did the same thing at your 
bank you would go to jail.

What do the banks do with this money?

According to Fed and government o!cials, 
they©re supposed to lend it out at interest 
to businesses and consumers.

Does that mean the interest people pay on loans 
from banks is really just the cost of providing free 
money to banks?

Yes, and the interest you pay on loans also 
includes pro"t for the banks.  Since they 
borrow from the Fed at a lower rate than you 
borrow from them, banks get to pocket the 
di#erence.

So the Fed exists to make sure banks remain 
pro!table by charging them super low rates on 
loans?

Yes, and it also allows banks to lend out 
multiples of the money they have on hand.  
For instance, if a bank has $10 on hand, it can 
make $100 worth of loans.

Can they do that with my money?

Yes.  In fact, it`s the law.  Banks are allowed to 
owe much more money than they have on 
hand.  This means they have a lot of money to 
make bad investments, which they often do 
because there are only so many good invest-
ments one can make with all that money.  
When bad investments fail, banks lose a lot of 
money and there is an economic recession.

But what if  too many people go to the bank at 
the same time because of this, will I get my 
money from the bank?

No.  This is a standard bank run.  The bank 
cannot pay for all the credit its promised nor 
can it give money back to the people who 
have accounts with it.  

And the Fed is responsible for this?

Yes.  The truth is the Fed©s policies give banks 
money to play with and this is bad news for 
everyone.  Its easy credit policies set banks up 
for bank runs and bad loans.

So the Fed is a problem itself because it creates 
the problems it©s supposed to solve?

Exactly.

Does it create any other problems?

Yes.  The Federal Reserve creates in%ation.

Increased prices, that's in"ation, right?

Close.  In%ation is an increase in the supply of 
money and credit, which the Fed controls.  
This, in turn, causes prices to increase.  
In%ation doesn't create any more goods for 
people to buy.  It just gives people more 
money to try to outbid each other for the 
goods that already exist.  This ªoutbiddingº is 
re%ected in higher prices.  The housing 
bubble was created in this way. 

But why don©t businesses use the extra money 
they get from raising prices to create new jobs 
and new goods?

In%ation doesn©t just create higher prices for 
consumers, it also creates higher prices for 
businesses.  The extra income businesses take 
in due to increased prices must go to pay 
business expenses, which are also increasing 
in price due to the Fed's in%ation.
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