How Banks Create Money
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New York’s Knickerbockers Trust
New York’s Knickerbockers trust closed in 1907.  It was New York’s Major Bank.  It was so bad that one man committed suicide.  The banking system nearly collapses.  In the 1920s, the banking system helped spread prosperity, but in the 1930s, it dragged America down.  Banking deregulation cost taxpayers almost a half trillion dollars.  Did banks need more regulation or less?  Our nation has long tried to protect the banking business, but we’ve never eliminated all the risks.

America’s businessmen and women know how dependent they are on a friendly bank for their success and the growth of their communities.  America’s banking system has provided success and growth for more than a century.  Although most banks are healthy and long-lived historically we have faced bank failures.  New York, early in the century, was the financial capital of America.  It was money that kept New York moving and growing; money that built its elevated trains and skyscrapers.  Working class families kept their savings in the Knickerbockers.  Every one rich to poor invested with the Knickerbockers.  They kept a fraction of deposits and loaned out the rest.  How does a bank make money?  Generally by making loans and investments, the banks make money.  Charles Barney, the Knickerbockers President, was one of those entrepreneurs ambitious for his bank’s success.  Barney knew a speculator named Charles Morse.  Morse and a partner, Frederick Hines, put together a plan to manipulate Copper’s price on Wall Street.  In 1907, Hines came to NY where he met Morse; a small-time speculator.  Their plan was to get several banks behind them and use the bank’s assets to create a new Copper Company.  United Copper, pushes the stock up, and squeezes those people who sold the stock thinking it would go down. What happened was that the stock market then was heading downward because of a money crunch.  The economy was overheating.  Many people were frightened of a crash.  The panic caused them to take their gold out of the banks.
On October 20th 1907, Charles Barney left his home on Park Avenue to appeal to the only source that he knew could save him--JP Morgan.  Morgan had helped banks in trouble before.  He was one of the few men with the resources and reputation to do it. But when Barney got to Morgan’s headquarters here at his library Morgan wouldn’t even see him.  For Barney, disaster was now inescapable. Rumors took on a life of their own.  Monday, the runs on the Knickerbockers began.  Panicked depositors withdrew their savings.  Tuesday at noon, the Knickerbockers cash was gone.  The panic spread to other banks until 246 banks across the country closed.  Their customers found themselves out of luck.  JP Morgan, realizing the entire system was threatened, not to mention his holdings, finally stepped in to end the panic of 1907. Under his leadership, a large reserve fund was put together. Then facing appeals from banks, trust companies, and brokerage firms, Morgan met with a group of bankers in his library.  Together they often worked through the night.  It is said that at one point, Morgan locked them in while they argued over which firms to save.  Morgan saved the day but the panic’s costs were high.  It affected banks, businesses, and personal lives, including that of a disgraced and distraught Charles Barney, who killed himself.  Ironically, the Knickerbockers trust was not a bad bank.  It reopened five months later.  The people who frantically lined up here got most of their money back.  The nation‘s bankers faced two important realities.  Could they allow the power to save the banking system to remain in the hands of a JP Morgan?  The bankers turned to the federal government.  They accepted the need for a central bank.  However, the bankers wouldn‘t give up fractional-reserve banking. 
