How the banks create money?

New York 1907 one of its major banks, the Knickerbockers Trust, closes one man commits suicide the banking system is nearly collapses. What is it about banking that could lead to such tragedy, in the 1920s the banking system helped spread wealth? In the 19030s it dragged America down. How could a holiday put end to the deepening crisis?

Banking deregulation cost taxpayers almost a half trillion dollars. Did banks need more regulations or less? Our nation has long tried to protect the banking business, but we’ve never eliminated all the risks. The banking system; why must it be protected?

America’s business man and women know how dependent they are on a friendly bank for their success the growth of their communities. America’s banking system has provided that success and growth for more than a century. Although most banks are healthy and long-lived, historically we have faced bank failures. Even though we can accept other businesses failing with a shrug, a bank closing.

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. And most of the money the NY create came from the banks, fro the powerful national firms On wall street to the more modest, like the knickerbockers trust, which served the city’s neighborhoods. It’s people, working class families kept their savings in the knickerbockers. Storekeepers dropped off daily receipts there and borrowed there to buy merchandise.

America’s banking system has provided that success and growth for more than a century. Although most banks are healthy and long-lived, historically we have faced bank failures. While we can accept other businesses failing with a shrug, a bank closing is another matter.

 Captains of industry invested their corporate profits at the knickerbockers trust. As banks have done for centuries, the knickerbockers reserved a fraction of deposits and loaned out the rest. Banks tended to earn money the same way as they do today, in a general way, by making loans and investments. There was, in those days, in hindsight, a somewhat greater risk-taking than has tended to occur within the last 40 years or so in the United States or in banking in modern times. There was an inadequate governmental supervision. Charles Barney, the knickerbockers’ president, was one of those entrepreneurs ambitious for his bank’s success. 

The economy was overheating. People took their gold out of the banks. People knew the knickerbockers were connected with United Copper, which started to collapse. Depositors started to appear, and the money started flowing out. J.P. 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, Morgan would not even see him. For Barney, disaster was now inescapable. Panicked depositors withdrew their savings. The problem spread to other banks until 246 banks across the country closed, their customers out of luck. J.P. 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 played solitaire at his desk until they made their decision. Morgan had saved the day, as a grateful nation acknowledged, but the panic’s costs were high. 

The Knickerbockers Trust was not a bad bank. It reopened five months later. The people who frantically lined up at the bank got most of their money back. The nation’s bankers faced two important realities. The bankers turned to the Federal Government. They accepted the need for a central bank. The other important reality was that despite all its inherent instability, the bankers would not give up fractional-reserve banking. 

Banks make money by lending. If they did not make money on loans, they would charge us hefty fees on deposits. Most of us would regard this as even more sinful. The Knickerbockers case was a bit alarming, but most of the time, fractional-reserve banking works well. A bank’s balance sheet show two columns, one is the asset, which are what the bank owns; the other one are the liabilities, which are what it owes. In this stripped-down case, the bank’s assets consist of money we have deposited and its loans to businesses. Against the assets, we have what the bank owes to its depositors, what we call demand deposits, since they are payable whenever we write a check on them. What fractional-reserve banking means is not that assets exceed liabilities; but that the bank’s demand deposit liability exceeds the bank’s cash reserves. 

The Knickerbockers case shows that there is an inherent vulnerability in this kind of banking. If this bank’s loans turn bad, it can get into trouble. If everybody wants their cash back, obviously our bank cannot satisfy them. But this same principle also explains why the system usually works just fine. Believing our money is safe makes it so. Most of us never think about our bank’s balance sheet. We have no need to, usually.

