Why the Federal Reserve System was Created 


The Federal Reserve System is America’s central bank. “Congress created the Federal Reserve through a law passed in 1913, charging it with a responsibility to foster a sound banking system and a healthy economy. The Banking Panic of 1907, the most severe of four national banking panics that had occurred in the past 34 years, was the primary inspiration for major banking reform. Abram P. Andrew, secretary of the National Monetary Commission, the committee assigned in 1908 to study the country's banking problems, collected nearly two hundred samples of various bank currencies created to stem the 1907 panic. The National Monetary Commission's list of banking problems was dominated by two flaws: a banking system prone to panics and a currency that was not responsive to changes in demand. To combat those problems the Commission made an urgent plea for effective lending to banks (referred to as "rediscounting
" in the Federal Reserve Act). Banks in the earlier part of the century needed the flexibility provided by rediscounting if they were to meet the demands of the economy and avoid banking panics. Other problems highlighted by the Commission were inadequate supervision of banks and an inefficient check collection system. The Federal Reserve System, in part, developed as a response to those problems; and, even though legislators and bankers from 1908 to 1913 could agree on the problems, they had a hard time agreeing on the ultimate solution. The Federal Reserve Act was not the first proposal made for banking reform prior to 1913. An earlier plan that was the offshoot of the National Monetary Commission—the National Reserve Association—was politically doomed, in large part, because of its chief sponsor, Sen. Nelson W. Aldrich of Rhode Island. Aldrich was seen as the embodiment
 of the "eastern establishment"—the perception by southern and western states that the wealthy families and large corporations of the northeast ran the country. Hence, the National Reserve Association was derided as giving undue power to the banking industry of the northeast. Indeed, many country bankers, who would seemingly benefit from a Reserve Association controlled by the banking industry, also opposed Aldrich's plan because they believed his plan would mainly benefit northeast banks. Furthermore, with neither party controlling both Houses of Congress prior to 1912 and with the Republican Aldrich unable to muster complete bipartisan
 (or even partisan) support, his banker-oriented plan was politically unfeasible. In 1912, with the election of a Democratic President, Woodrow Wilson, and a Democratic Senate, which gave the Democrats a majority in both Houses of Congress, the stage was set for passage of a comprehensive banking reform bill. The key players then turned to the other side of the political aisle, with Woodrow Wilson and Carter Glass, Democratic Representative of Virginia and chairman of the House Banking Committee, largely acknowledged as the driving forces behind the passage of the Federal Reserve Act. Glass had a plan in the works by the fall of 1912 and was conferring with Wilson before the president-elect was inaugurated. Wilson, who wasn't well-versed in the technicalities of banking reform, was strongly influenced by William Jennings Bryan's populist ideas, and he employed a little Bryan rhetoric of his own during his presidential campaign. About a year before he was elected Wilson said, "The greatest monopoly in this country is the money supply," adding a couple months later that he would not accept "any plan which concentrates control in the hands of the banks." Also, another primary difference in the Federal Reserve Act was the provision that all nationally chartered banks must be members of the Federal Reserve System. Many private banks, obviously, were opposed to certain provisions of the Federal Reserve Act because they reduced the banks' influence. In the end, following years of political and philosophical disagreements (disagreements that existed through the years and continued to shape the structure of the Federal Reserve System), the preamble to the Federal Reserve Act addressed the practical problems facing the country's banking system. An Act to provide for the establishment of Federal reserve banks, to furnish an elastic currency, to afford means of rediscounting commercial paper, to establish a more effective supervision of banking in the United States, and for other purposes. The Federal Reserve Act provided for the establishment of up to 12 Federal Reserve Banks (district banks) to coordinate policy with a seven-member Federal Reserve Board in Washington. Over the years the titles and the length of term of the board members have changed, as have other details involving the Fed's structure. For example, the name of the Federal Reserve Board was changed to the Federal Reserve Board of Governors in the 1930s, and thereafter the members were referred to as governors. The current structure of the Federal Reserve System, then, includes members of the Board of Governors who are selected by the president and confirmed by the Senate for 14-year terms, staggered to expire every two years. The 14-year term was designed to encourage the board of governors to take a long-run view of the economy, as well as reduce the chance that all seven members of the board could be appointed under one administration. One member of the board is appointed to serve as chairman and another as vice chairman, to serve four-year terms. The district banks are headed by a president (prior to the 1930s district banks were headed by two officials: an agent and a governor), who is selected by a board of directors. The board of directors consists of nine members—selected to represent various banking, business and public interests in the district—who share a responsibility to report to the district banks on economic conditions in the region. Six of the district board members are elected by member banks, with three representing stockholding banks; the other three, who are appointed by the Board of Governors, represent the general public. As noted earlier, all nationally chartered banks are required to be members of the Federal Reserve System, with state banks retaining an option to join.” 
� Rediscounting: Commercial paper that is discounted a second time


� Embodiment: a person, being, or thing embodying a spirit, principle, abstraction, etc; incarnation


� Bipartisan: representing, characterized by, or including members from two parties or factions





