
PICKET FENCE FINANCIAL 	 www.picketfencefinancial.com

Saving You From Wal l  Street

Federal Reserve 101

After my last newsletter discussing 
how the Federal Reserve’s (Fed) 
policy affects the markets, I 
received a few inquiries on the 
Fed. I believe a misunderstanding 
of  the Federal Reserve exists. 
Most people assume that the Fed 
is a federal bureau that has 
existed for our nation’s entire 
history. Nothing could be further 
from the truth. So in this edition, 
I will provide an overview of  the 
Fed and how it affects you. 

First, it is important to 
understand the history of  
banking. Originally, banks did not 
loan money. Banks were nothing 
more than a storage vault. People 
would take their money, gold, and 
other valuables to a bank to 
securely store. The banks charged 
a fee for this service, and the 
patrons could access their assets, 
in full, at any time (or during 
those annoying bankers hours). 
No interest was paid on the 
accounts, and the banks did not 
lend money to others. 

Eventually, the bankers realized 
few people withdrew their entire 
account value at any one time. 
Usually, patrons only requested a 
small portion of  their total cash, 
gold or valuables. The vast 
majority of  the deposits just sat in 
the vault. This got the hamster in 

bankers heads running on that 
treadmill they call a brain. Why 
not lend a portion of  the deposits 
that sit in the vault and collect 
interest. Banks became an 
institution to store valuables and 
borrow money, and the bankers 
loved it. They charged a fee to 
store assets and a fee to lend. It 
was good to be a banker. 

At some point, the patrons 
realized they were getting a raw 
deal. Why shouldn’t they get a 
portion of  the interest since it was  
their assets the bankers were using 
to make money? So the bankers 
reluctantly began paying interest 
to depositors. This upset the 
bankers. They needed a way to 
increase their profits. The banks 
developed a system to amplify its 
lending profits: fractional reserve 
banking. 

Fractional reserve banking allows 
banks to create new money out of 
thin air. It works like this: you 
deposit a $1,000 into your bank. 
The bank must keep a fraction 
(hence, the fractional in fractional 
reserve banking) on site in case 
you need to get cash. Currently, 
that reserve requirement is 10%, 
which means the bank can lend 
$900 of  your $1,000. 

THIS MONTH

WHAT IS THE FED?

After last month’s review of the 
Federal Reserve’s two-step, 
questions popped up about the 
Fed. Here are some quick 
answers.

ALTERNATIVE TO 
MONEY MARKETS

Not too many people are happy 
with the paltry yields from 
money markets and CDs, 
especially retirees. Here is 
another savings vehicle you may 
like.

THE LAWYERS SAY 
HELLO:

Please remember that all material 
contained in this newsletter is 
the opinion of Kirk Kinder, CFP® 
or Picket Fence Financial and 
should not be construed as 
financial or investment advice.
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This $900 in lending goes to a new homeowner 

or business owner, who then deposits this money in his  

or her bank. That bank only needs to keep 10% of  

the $900, or $90, as reserves and lends out the 

remaining $810. This process continues until your 

original $1,000 creates $10,000 in lendable money. 

This is extremely profitable for banks when times 

are good. The banks magically create money that they 

pays them interest. However, with only 10% in 

reserves, it doesn’t take much to create a credit crisis. 

If  10% of  the loans default or the depositors demand 

more than 10% of  their balances, the banks suddenly 

become insolvent. This means banks go bust, and the 

bankers find their net worth damaged (in olden times, 

bankers would even be sent to jail if  they mismanaged 

bank assets - a far cry from today’s world). 

Historically, the US would experience a banking 

panic every thirty years or so, usually following a 

military event.  During a banking panic in 1907, JP 

Morgan, the man, not the bank, was forced to step in 

with his own money to re-liquify the banks. After this 

event, the bankers decided to change the game. They 

were tired of  having to risk their own capital when 

their poor lending decisions caused a banking panic. 

They wanted the taxpayer to backstop the banks. 

Thus, the creation of  the Federal Reserve. 

A Little History

The United States had a central bank before the 

Fed’s creation in 1913. In 1791, George Washington 

created the First Bank of  United States at the behest 

of  Alexander Hamilton. That bank lasted twenty 

years until President Madison authorized the Second 

Bank of  the United States in 1816. When the Second 

National Bank’s charter came up again under Andrew 

Jackson’s Presidency, Old Hickory killed the central 

bank. The US operated without a central bank until 

1913. And, we operated quite well experiencing our 

greatest economic growth as a nation.

Publicly, the Federal Reserve claims its job is to 

ensure full employment and steady prices, but the 

reality is the Fed exists to backstop the banks during a 

panic. When the banks become insolvent, the Fed will 

print money and loan it to the banks at low rates 

(today, the Fed’s fund rate is 0.25%, which explains 

why you get next to nothing on your banking 

deposits). This provides the banks with an infusion of  

capital so it can keep operating. Many wonder, what is 

wrong with this? We protect the banking sector to 

avoid a banking panic, which affects everyone. Well, 

two reasons exist why this is bad for the common 

taxpayer. One, this backstop prevents the free market 

from clearing away bad debts and exacerbates debt 

accumulation. The two worst banking panics in our 

nation’s history happened while we had the Fed 

(Great Depression and 2008). Second, the Fed’s 

money printing creates inflation. Inflation is a stealth 

tax that robs you of  your wealth.

A dollar’s worth of  goods and services in 1800 

only cost a person 51 cents at the Fed’s creation in 

1913. This may seem absurd that costs dropped over 

this 113 year period, but this happened due to 

productivity. The computer industry is a great 

example how productivity reduces prices over time. In 

1985, you would have spent $1,500 for an Apple 

computer. Today, you can buy an Apple iPhone that 

has 10 times the computing power of  that 1985 Apple 

computer for just $199. This productivity dynamic is 

present in every facet of  our economy. Improvements 

in technology, distribution, manufacturing, etc. lead to 

increased purchasing power for consumers. 

Since the Fed’s creation in 1913, the dollar has 

lost 95% of  its purchasing power. Rather than being 

able to buy more goods and services than we did in 
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in 1913, we get substantially less. Inflation is a 

nefarious tax. In theory, it shouldn’t be. Prices go up 

along with your wages or investments so inflation 

should be a zero sum game, but it isn’t. 

If  we have a 5% inflation rate this year on gas, 

groceries, etc., you won’t get a 5% increase in your 

wages or social security immediately. A change in 

prices is only adjusted in your wages or social security 

in future years. You are always behind the inflation 

dynamic. Your standard of  living is lower than if  we 

had no inflation or even deflation due to productivity 

gains. 

Inflation also affects your investments. If  you 

deposit money into the bank and earn 1%, your 

money is likely losing purchasing power. You may not 

lose principal, but your paltry 1% is well below the 

rate of  inflation. Let’s assume inflation is 5% and 

savings accounts pay 1%. If  you spent $1,000 today, 

you get $1,000 of  goods and services. If  you put your 

money in the bank at 1%, you would have $1,010 at 

the end of  next year, but inflation caused the price of  

a $1,000 of  goods and services to rise to $1,050. You 

just lost $40 of  purchasing power.

Along with a lowering your standard of  living, 

you pay taxes on inflation. A portion of  all gains on 

real estate, stocks, and other assets comes from 

inflation. If  Coca-Cola’s sales rise in any given year, a 

portion of  that gain is due to inflation. If  the stock 

rises alongside the revenue gain, which stocks tend to 

do, then any capital gain paid on the sale of  Coke 

stock is partially inflation.  Home prices rise over time 

due to inflation so any tax you pay on that is a tax on 

inflation, not a true increase in your wealth. Another 

example of  inflation eroding your purchasing power. 

OPERATION

As previously mentioned, the Fed is not a 

government organization. Many call it a public-

private entity, but that is a generous categorization. 

The only government activity is the approval of  the 

Fed’s charter and the selection of  the Fed 

Chairperson by the President with confirmation by 

the Senate. Beyond that, the Fed is a private bank 

owned by the owners of  the twelve regional member 

banks. For example, the New York Fed is one of  the 

twelve regional Federal Reserve banks. The New York 

Fed is owned by the banks in that region such as JP 

Morgan, Goldman Sachs, etc. The Federal Reserve of 

Atlanta has Bank of  America as one of  its owners 

since Bank of  America is housed in Charlotte, NC. So 

this pseudo-government organization is owned by the 

banks. It is safe to say the Fed works on its owners 

behalf  and not the taxpayers even though the Fed 

controls the US dollar supply.

The Fed controls the US money supply through 

three primary methods. The first is the reserve 

requirement. The Fed sets the percentage of  deposits 

that banks must maintain in the vault. Currently, the 

reserve requirement is 10% so banks must keep 10% 

of  your deposits in reserves and not lend those monies  

out. If  the Fed wants to remove money from the 

economy, it can raise the reserve requirement, which 

forces banks to store more money in its vaults and 

lend less out. When the Fed wants to increase the 

money supply, the opposite happens.  It is rare for the 

Fed to alter the money supply with this tactic. 

The second method to control the money supply 

is through purchasing bonds, usually Treasuries. 

When the Fed wants to reduce the money supply, it 

sells a portion of  its bond holdings. This forces banks 

and other entities to provide cash for the bonds. If  it 

want to increase the money supply, the Fed becomes a 

buyer of  bonds.
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Finally, the Fed controls the money supply 

through its Federal Funds Rate. This is the Fed’s 

primary method of  controlling the money supply. The 

Federal Funds Rate is the rate that the Fed charges 

banks to borrow from the Federal Reserve. To reduce 

the amount of  money in the economy, the Fed will 

raise its Federal Funds Rate, which makes it more 

expensive for banks to borrow money from the Fed. 

The banks then have a harder time lending the 

money to businesses or individuals and earning a 

healthy profit on its lending. Conversely, the Fed 

lowers its Fed Funds Rate to spur money in the 

economy. Today, the Fed’s Fund Rate is 0.25%, a 

historic low, in hopes of  spurring lending and debt to 

offset the economic downturn.

So this is a general overview of  the Federal 

Reserve. As you can probably tell, I am not a fan of  

the Federal Reserve. It exists to help the banking 

sector at the expense of  the average American 

through inflation. However, it is important to 

understand the Fed is a major player in the economy 

and markets so an understanding of  its history and 

actions is important.
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Alternatives To Paltry Money Markets

Last month, we discussed how government I-

bonds could be an ideal tool to get a higher return on 

your cash holdings without taking additional risk. 

This month, we will look at a second method: foreign 

CDs through Everbank.

Let me begin by saying I have no affiliation with 

Everbank. Everbank is located out of  Jacksonville, FL, 

but they operate as an internet bank so branches don’t 

exist around the country. This allows them to pay 

higher rates. The reason I like them is they offer 

FDIC backed CDs denominated in foreign currencies. 

Not only that, but the interest rate is based on the 

foreign country’s money market rates. For instance, 

the Australian 3 month CD pays 2% while the 

Brazilian Real pays 3.5% for a 3 month CD. These 

rates beat the pants off  of  the sub-1% offered through 

US banks. You can even buy CDs with a basket of  

foreign currencies if  you want to diversify your 

holdings. The baskets are built around themes: 

commodity based basket, economic based baskets, 

and geographic based baskets. If  you wanted to invest 

in countries that are exporters of  commodities, you 

would use a basket with the Australian dollar, New 

Zealand dollar, South African rand, and Norwegian 

krone. You could invest in countries with low debt and 

hold the Australian, Singapore, Brazilian and Swiss 

currencies. 

This is a unique tool with FDIC insurance. The 

downside is your return fluctuates with the currencies. 

If  the US dollar strengthens relative to the foreign CD 

currency, your return will be lower than the stated 

interest rate and vice-versa. This is a sizable risk if  

you don’t take a long term view towards the 

investment. However, currency fluctuations tend to 

zero out over time so it shouldn’t affect you if  you 

dedicate a portion of  your cash to this investment. 

Also, many pundits are calling for the dollar to 

continue to lose value as the Federal Reserve prints 

money. If  true, Everbank foreign CDs make sense.
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PICKET FENCE 
FINANCIAL
Picket Fence Financial strives to 
save our clients from Wall Street 

by offering objective, commission 

free advice with minimal expense 
and tax consequences.

Of the 600,000 financial advisors 
in the United States, only 2,000 

are truly fee-only, meaning they 

don’t accept compensation from 
commissions.

Our Saving You From Wall Street 
newsletter attempts to show you 

the inside scoop that Wall Street 

does not want you to know.  This 
newsletter exposes the high 

costs and tricks of Wall Street 
and provides information you 

won’t see on the main stream 

media venues.

Offices:
1 Bel Air South Parkway
Bel Air, MD 21014

2706 Alt. 19 North
Palm Harbor, FL 34683

Phone (Toll Free):
866-832-1154

Email:
kirk@picketfencefinancial.com

Website:
www.picketfencefinancial.com
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Upcoming Webinars
We have three webinars coming up over the next month. You can 

register for them below. If  you cannot attend the live event, a 

replay will be available shortly after at 

www.picketfencefinancial.com/education/webinars

Market Outlook, the Federal Reserve, and Foreign CDs

We will be taking a look at the moves I made in client portfolios 

and my view of  the near term market conditions. We will also 
discuss the items discussed in this newsletter. You can sign up 

here: https://www3.gotomeeting.com/register/707114462

Finding a Medicare Supplemental Policy

Medicare expert and insurance agent John Basmajian will teach us 

how to navigate the maze knows as Medicare Supplemental 

insurance. John will show you how to find the right policy for you 

amongst the multitude offered. Reserve your spot here: https://

www3.gotomeeting.com/register/505362070

End of  Year Estate Planning Tactics

With major changes possibly taking place in the tax law at the end 

of  2012, Howard Stross will discuss some estate planning ideas to 

undertake before year end. He will also discuss if  you should put 

your children on the deed of  your real estate holdings. Sign up 

here: https://www3.gotomeeting.com/register/880590758
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