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 Overview of the Federal Reserve System 1

The Federal Reserve System is the central bank of the United States. It performs five general 

functions to promote the effective operation of the U.S. economy and, more generally, the public 

interest. The Federal Reserve

• conducts the nation’s monetary policy to promote maximum employment and stable prices in 

the U.S. economy;

• promotes the stability of the financial system and seeks to minimize and contain systemic 

risks through active monitoring and engagement in the U.S. and abroad;

• promotes the safety and soundness of individual financial institutions and monitors their 

impact on the financial system as a whole;

• fosters payment and settlement system safety and efficiency through services to the banking 

industry and the U.S. government that facilitate U.S.-dollar transactions and payments; and

• promotes consumer protection and community development through consumer-focused 

supervision and examination, research and analysis of emerging consumer issues and trends, 

community economic development activities, and the administration of consumer laws and 

regulations.

Figure 1.1. The Federal Reserve System

The Federal Reserve is unique among central banks. By statute, Congress provided for a central banking 
system with public and private characteristics. The System performs five functions in the public interest. 
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The Interest Rate Tool and Monetary Transmission

 Conducting Monetary Policy 21

What is monetary policy? It is the Federal Reserve’s actions, as a central bank, to achieve the 

“dual mandate” goals specified by Congress: maximum employment and stable prices in the 

United States.

The Federal Reserve conducts monetary policy by using a variety of tools to manage financial con-

ditions that encourage progress toward its dual mandate objectives. Monetary policy most directly 

affects the current and expected future path of short-term interest rates; the anticipated path of 

short-term interest rates then affects overall financial conditions including longer-term interest 

rates, stock prices, the exchange value of the dollar, and many other asset prices. Through these 

channels, monetary policy influences the decisions of households and businesses, thus affecting 

overall spending, investment, production, employment, and inflation in the United States (figure 3.1).

Conducting monetary policy effectively involves a number of important elements including a basic 

strategy that guides the adjustment of the stance of policy over time, a policy process involving 

the coordinated actions of the Federal Reserve’s two decisionmaking bodies—the Board of Gover-

nors (Board) and the Federal Open Market Committee (FOMC)—a communications effort with the 

public to describe the rationale for the Federal Reserve’s policy decisions, a range of tools used 

to implement the desired stance of policy, and an institutional framework that involves appropri-

ate independence of the Federal Reserve in conducting policy while remaining fully accountable to 

Congress and the American people for its actions.

The Federal Reserve’s Monetary Policy Mandate and 
Strategy and Why It Matters
The Federal Reserve was created by Congress in 1913 to provide the nation with a safer, more 

flexible, and more stable monetary and financial system. In 1977, Congress amended the Federal 

Reserve Act (FRA) to provide greater clarity about the goals of monetary policy. The amended FRA 

directs the Board of Governors and the FOMC to conduct monetary policy “so as to promote  

Figure 3.1. The Fed’s statutory mandate: maximum employment and stable prices

The Federal Reserve conducts monetary policy in pursuit of the goals set for it by Congress. The mandated goals 
are considered essential to a well-functioning economy for households and businesses.
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