“Federal Reserve System”


“In 1951 during the Korean conflict, President Truman also faced another battle, between the Federal Reserve and the treasury, over financing the war. How would it be resolved? In 1965, Lyndon Johnson’s administration was spending on both a war and a great society without raising taxes. The Fed was left to fight the resulting inflation alone.”

“Just before Christmas of 1913, President Wilson signed the Federal Reserve Act. It created a Federal Reserve System. Though its real operating powers resided in 12 regional banks, it’s official headquarters was in Washington, D.C. Merritt Sherman, active with the Fed since 1926, describes one of its early tools to regulate banking activity – the discount rate.”


“That was the first tool used when the Fed was created, the discount rate being the rate that is charged to member banks when they need to come in to get additional reserves. And it is raised to restrain their borrowing, lowered to encourage their borrowing.” 


“Through World War I, through the roaring twenties, most bankers believed the system was safe and went about their business. Then one day, it all went tumbling down. October 24, 1929, the greatest stock market crash in history marked the beginning of years of economic devastation. Banks failed by the thousands. The Fed failed its major test.” 

“We asked economist Lester Chandler for an explanation. Professor Chandler, the Fed was set up to prevent bank failures an avoid depressions, all of which happened in the 1930s.”

“What went wrong? Within the Federal Reserve System, nobody knew who was to do what where the Federal Reserve Act was concerned. They had turned down the Aldrich Plan for one General Bank with branches and adopted a system of 12 independent banks.”

“On Top of that they put a Federal Reserve Board that was supposed to do something centrally, but they couldn’t decide who was to do what. I’ll put it this way. We didn’t have very many central bankers in this country in 1914.” 

“Central banking was not a recognized profession. Fearful that the United States was not a safe harbor, foreign investors withdrew their gold deposits from American Banks. In a short time, $30 million went overseas.”

“Why gold alarmed the Fed? Dr. Brimmer, in 1931, foreign investors were pulling their gold out of American Banks. Reserves were being depleted. What does that do to a bank? What does the reserve do to try to combat it? For the Banking System as a whole, if there is a significant reduction in reserves, from whatever source, it has to cut back on loans and the extension of credit unless it can get some relief. Only the Federal Reserve, acting as a Central Bank, can provide more relief. So, in 1932, as the gold flowed to Europe so on, that was a loss in reserves the Central Bank had to make it up. The Fed would not stand by.”

“Industries like housing and commercial construction. The crunch in the credit crunch of 1966 was for real. Monetary policy, it seemed, was a lot stronger tool than many had imagined. There was a general rethinking of the whole subject of money and its relationship to the economy. Perhaps money mattered in depressions as well as inflations. The Keynesian consensus that emerged from the 1930s was beginning to break up. The Fed was created as a banker’s bank, but it has developed over the years into an institution with a much broader mandate.”

