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turned what had been an ongoing recovery 
into another cyclical disaster. "Inflationary" 
potential came down to -20.5 percent, and all 
the leading indicators of business activity 
turned negative. By September the recession 
was unmistakable. Both the Treasury and the 
Fed undid some small part of their restrictive 
measures in mid-1938, but a state of healthy 
economic activity did not appear again 
until the wartime monetary increases of 
1941-1942. So, to answer the first question 
posed above: No inflation of any size could 
have occurred between 1937 and 1941. What 
did appear as a result of Fed-Treasury policies 
was a sharp recession that further undermined 
confidence in the market system. 

The third question-What was the proba­
bility that commercial bankers would expand 
their loan and deposit accounts to this maxi­
mum?-cannot be answered with monetary 
data. To answer this question, the observer 
must imagine the mindset of a typical banker 
of the time who has survived the Great Con­
traction, many unsavory New Deal shenani­
gans, and now the extraordinary reserve 
requirement increases. 

Cautious Bankers 
Bankers, to begin with, are not by occupa­

tion very radical. They operate institutions that 
have only fractional reserves with which to 
meet liquidity demands. Assume this bank has 
survived eight years of monetary turmoil, and 
now finds its legally required reserves doubled 
in less than a year. Four to six years earlier it 
had perhaps sought accommodation from its 
regional Fed Bank, as anxious depositors filled 
its lobby during one of the banking crises in the 
early 1930s. To extend his reserves and satisfy 
his clients, the banker may have taken some of 
his "eligible paper" to his regional Fed Bank 
for discount. The Fed Banle loan committee 
might well have replied in "shaggy dog" terms 
that his bank's paper "was not eligible enough," 
and refused the loan application. 

This response surely would have condi­
tioned the banker not to rely on the Fed Bank 
to save him from liquidity shortages. Milton 
Friedman, who reviewed this episode in 
minute detail, remarked: "Bitter experience 

during the years from 1929 to 1933 had 
taught banks that it was not enough to keep 
. . . only the minimum amount [of reserves] 
required by law; legally required reserves 
could not be drawn on to meet emergency 
demands without the banks being liable to 
closure [by order of governmental banking 
authorities]. . . . Little wonder that the 
survivors of the holocaust felt it necessary 
to provide their own protection against 
unexpected demands. [Bank] deposits in 
excess of required legal reserves were 
essentially uncovered [bank] liabilities for 
which only the excess of high-powered 
money over required reserves provided an 
effective reserve."12 

The experience of having survived the 
banking crises of the times because he had 
been more conservative in lending opera­
tions than his fellows would have added to 
the banker's conservatism. Now the Federal 
Reserve Board suddenly doubles his reserve 
obligations before his bank has recovered 
any significant fraction of its pre-depression 
income. In addition, the Supreme Court has 
just upheld abrogation of the gold clauses in 
government contracts, labor unions are 
showing increased virulence, and Social 
Security taxes have appeared. What are his 
profitable lending prospects at this point? 
What problem can he next expect from the 
"lender of last resort," who is supposed to be 
his protector? 

Required reserves are not just numerical 
artifacts, and paradoxically they fail in prac­
tice to protect bank obligations. However, 
they have very important side effects on 
banker behavior. Since the horrendous blun­
ders in their implementation during the 
1930s, the Federal Reserve has used them less 
and less for monetary control purposes. 
Today, the Fed relies almost exclusively on 
open-market operations to manage the econo­
my's money stock. Even if not used, however, 
legal reserve requirements should be abol­
ished completely so that the Federal Reserve 
Board could not blunder again into the mone­
tary catastrophe it fostered in the 1930s. 
Banles would manage their own reserves, and 
reserves would once again fulfill their tradi­
tional purpose. D 
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