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1. As you read the chapter, formulate answers to the following “big picture” questions:  
BEFORE TACKLING THE CHAPTER 

• Overall, what happened to the money stock and prices from 1914-21?  What factor(s) drove changes in the 
money stock?  What explains movement in these factors?  (Note

• F&S argue the Fed began with a contradictory mandate and clumsy organizational structure.  Explain.  
Later this mandate/structure would contribute to Fed mishandling of the 1930-33 banking crisis.  How did 
the mandate/structure cause problems in the years following World War I?  What other operational 
problems did the Fed struggle with in its early years? 

: F&S are less interested in the behavior of 
velocity and real output, perhaps because it is hard to make sense of output numbers in wartime.) 

• F&S later argue (p. 688) the Fed’s Discount Rate actions in January-June 1920 constitute a good “natural 
experiment” for gauging the potential impact of monetary shocks on the real economy.  What did the Fed 
do and why?  What happened to the real economy and prices?  Do you find this natural experiment 
persuasive?  F&S argue Fed policy actions in January-June 1920 were too much too late.  Explain.   

2. Note F&S emphasize policy errors that occurred because Benjamin Strong was not an active 
participant in the post-war monetary-policy debate.  Strong’s death will play a key role in F&S 
analysis of 1930-33. 

1. Page 191: The real bills doctrine held the money supply should expand and contract with the needs 
of trade.  Such a policy, it was thought, would insure ample money to facilitate exchange but not 
result in too much money (and thereby inflation).  Practically, it would work as follows:  The Fed 
would conduct monetary policy by Discount Loan only.  Discount Loans, in turn, would only be 
made if secured by “eligible paper,” that is, debt created by business activity.  So, for example, 
VaughanCo wants to expand operations to meet an anticipated surge in demand.  To hire the 
necessary workers, VaughanCo borrows $100 from MorganBank (to be repaid with $101 in one 
month).  MorganBank then goes to its Reserve Bank and borrows $99.50 (to be repaid with $100 in 
one month) at the Discount Window, using the VaughanCo $100 loan as collateral.  The Reserve 
Bank takes the “real bill” and credits MorganBank’s Fed account by $99.50 – thereby increasing 
high-powered money by that amount.  
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Note: The Reserve Bank charges interest implicitly by lending 
less than the face value of the loan – hence the term “Discount Window.”  Most eligible paper paid 
interest to the lending bank in the same way – hence the term “rediscounting.”  Adherence to the real 
bills doctrine produces pro-cyclical monetary policy – that is, encouraging booms and intensifying 
contractions. 


