How the banks create money




New York in 1907, one of the cities major banks, the knickerbockers trust, closes. One man commits suicide and the banking system almost collapses. But what is it about banking that could lead to such a calamity? In the 1920 the banking system helped spread prosperity, but in 1930 it dragged America down. Although most banks are healthy and long-lived historically we have faced banks failures. Banks to earn money by making loans and investment. The president of the Knickerbockers bank Charles Barney had a chance to take a high risk with the banks money. Barney along with Morse and Hines had the opportunity to manipulate the price of copper. They could do this by opening up United Copper and selling their shares on Wall Street.” An historian Robert Sober explained further, “Once they had enough banks behind them, they would create a copper company (United Copper) and push up the stock, squeezing out the others and make a bundle, which was legal at the time. When people started putting two and two together that Barney was part of this scheme and then when United Copper collapsed people started going to the bank to collect their money out of fear. On Sunday October 20th Barney went to JP Morgan for help but Morgan refused to speak with him. By Tuesday at noon all the money in the bank was gone and the panic spread by Wednesday 246 banks across the nation closed and their customers were out of luck. At this point JP Morgan stepped in to stop the panic of 1907 and set up a large reserve fund. The costs of the 1907 panic were high and for Charles Barney very high because he committed suicide. 
The Knickerbockers bank reopened 5 months later. The bankers soon realized they could not rely on JP Morgan because what if one day he was not there. So the bankers turned to the federal government and accepted the need for a central bank. The bankers did not want to give up fractional reserve banking. Richard Gill explains, “The banks did not want to give up fractional reserve banking because they make money on the money they loan out. Fractional reserve is that the demand deposit exceeds the cash if the loans turn out to be bad loans the bank can run into trouble. Also if people believe there is a problem it can cause the bank problems as well so as long as people believe our money is safe in the bank the fractional reserve banking works well. The federal reserve supplied the reassurance that was needed by the people.” Henry Kaufman explains, “During an expansion banking system can aggravate problems by becoming to liberal in their loans and allowing liberalization in credit standards. This drives the economy sharply but in time this adds problems.” When the stock market crashed, our country went into the great depression. The money in circulation was drying up and the economy hurt the banks but at the same time the banks hurt the economy.” Eugene White says, “The banks feed the fire by giving out so many loans and then contracting the amount of loans given out. The Federal Reserve played a neutral role and let the economy slide into chaos.” At this time Roosevelt promised a strong banking system and safeguards and he created a banking holiday. Merritt Sherman explains, “The holiday gave a period when the whole banking system could be reviewed. Then the banks that were reopened would be safe and backed by the government. The banks that reopened had stricter policies and the FDIC was created which would put a guarantee on the money deposited up to $10,000.” Richard Gill explains, “From 1929-1933 the money supply shrank drastically. The money is created through a multiple expansion of money by using the factional reserve system. Of the money deposited a portion is put into reserves and the rest is lent out then the money that is lent is put into the bank and a portion of that money is put into reserve and the rest lent out and so forth. This is how the money supply is created. The same process can work in reverse causing a multiple contraction of money, which would reduce the money that is in the system. This is what happened in the great depression.” Schoumacher explains, “In the 70’s and 80’s the S & L’s gambled with money and lost which taxpayers paid almost a half trillion dollars. Commercial banks lost too, they looked to the government for help.” There must be a business judgment made and not a decision of the government. The economists view regulation and deregulation differently. In conclusion we can see that just by believing our money is safe can lead to the stability of the banking system. The Federal Reserve System will continue to work as long as there are no panics and as long as the government continues to monitor the decisions made.

