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Foreword
BY HENRY HAZLITT

Benjamin M. Anderson, Jr., who died on January 19, 1949, was born on
May 1, 1886, in Columbia, Missouri. At the University of Missouri, from
which he took his A.B. degree in 1906, his interests were predominantly intel-
lectual and logical. He was active in the Athenean debating society and soon
earned a reputation there for his ability to pounce upon a logical or factual weak-
ness in an opponent’s position. He was one of the four presidents of the society
for the year 1905-06. He also developed at this time a passion for chess, which
he retained throughout his life. He became so good at the game in these early
days, indeed, that he seriously thought of making a career of it. Out of this in-
terest came a warm friendship with José Capablanca, the world chess champion
from 1921 to 1927, at whose suggestion he contributed a brilliant twenty-five
page preface to “Capa’s” book, “A Primer of Chess,” published in 1935.

Anderson took his master’s degree at the University of Illinois in 1910, and
his Ph.D. in economics, philosophy, and sociology at Columbia in 1911. The
wide range of knowledge and intellectual interests that he had developed at this
time is indicated not only by the three subjects in which he took his doctorate but
by a glance at his teaching career. He became professor of history at the State
Normal School at Cape Girardeau, Missouri, in 1905. He was professor of
English literature as well as economics at the Missouri Valley College at Mar-
shall, Missouri, in 1906. He was head professor both of history and economics
at the State Teachers College in Springfield, Missouri, between 1907 and 1911.

In the study in his home, when I first knew him, I remember two pictures—
one of John C. Calhoun, and the other of John Bates Clark. He had been deeply
influenced in his political thinking, he told me, by the States’ rights and other
basic doctrines of “the master logician of South Carolina,” while he owed his
greatest debt in economic thought to John Bates Clark, under whom he had
studied, and whom he considered the greatest economic theorist that this country
had ever produced.

The first of his economics teachers to make a deep impression on Benjamin
Anderson was Professor Jesse E. Pope, in whose seminar, in 1904 and 1905, he

il
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began his investigations in the “quantity theory” of money. His “Social Value”
was begun in Dean Kinley’s seminar at the University of Illinois in the term
1909-10. In its first form this monograph won a $400 prize offered by Hart,
Schaffner, and Marx. (The judges were J. Laurence Laughlin, John Bates
Clark, Henry C. Adams, Horace White, and Edwin F. Gay.) This study was
elaborated and completed as a book at Columbia University in 1910-11, and
Anderson submitted it to the Faculty of Political Science as his doctor’s disserta-
tion. His chief obligations at Columbia University in that study, he declared in
a preface, were to Professors Seligman, Seager, John Dewey, and Giddings.

It would be impossible to make even an adequate list of the writers who influ-
enced Anderson’s thought more indirectly. In his early books there are frequent
references to Bohm-Bawerk and Wieser, Urban and Tarde, Jevons and Pareto,
Wicksteed and H. J. Davenport, Wesley C. Mitchell and the sociologist C. H.
Cooley. And among the practical men of the banking world with whom he later
came in contact he always expressed a particular admiration for A. Barton Hep-
burn.

“He that wrestles with us,” wrote Burke, “sharpens our skill. Our antagonist
is our helper.” The two writers whose work chiefly played this role for Ander-
son, by stimulating his criticism, were Irving Fisher and John Maynard Keynes.
It was mainly against the quantity theory of money as formulated by Professor
Fisher that Anderson’s own exposition of “The Value of Money” was directed.
And his criticism of Fisher, vigorous as it was, involved a sort of admiration. He
deliberately chose Irving Fisher’s “Purchasing Power of Money” as the chief
target for his criticisms because it was “the most uncompromising and rigorous
statement of the quantity theory to be found in modern economic literature;
because it followed “the logic of the quantity theory more consistently than any
other work,” and because it had received such enthusiastic recognition “as to
justify one in treating it as the ‘official’ exposition of the quantify theory.”

In later years it was the influence of John Maynard Keynes that most pro-
voked Anderson’s critical opposition. He never, unfortunately, wrote an entire
book analyzing the Keynesian theories. But he replied brilliantly to one central
Keynesian tenet in an 8-page appendix embodied in the symposium “Financing
American Prosperity” (1945) entitled: “A Refutation of Keynes’ Attack on the
Doctrine that Aggregate Supply Creates Aggregate Demand.”

He once told me an amusing story of a conversation with Keynes. In connec-
tion with the latter’s theory of stimulating consumption to cure a slump, Ander-
son asked him: “Why wouldn’t it be a good idea to raise white elephants in a
period of depression?” And the British economist, quite unabashed, replied:
“That would be just the thing.”
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Anderson’s contribution to economic theory is summed up in his two books:
“Social Value” (1911) and “The Value of Money” (1917: reprinted 1922,
1926, and 1936).

He originally thought of his “social value” concept as a rival of or substitute
for the individualistic marginal utility theory as developed by the Austrian school.
It seems to me that it is, rather, an exposition of the social pre-suppositions neces-
sary to the marginal theory. Itis an explanation of the essentially social conditions
which go to form both the individual’s own marginal valuations and prices in the
market. His analysis, in other words, supplements rather than supersedes the
Austrian.

Anderson was clearly right in rejecting the notion of the isolated “individual
monad”; in emphasizing the intimate interrelation of the minds of individuals to
each other, their inextricable interaction and interdependence. The thought
process even within the “individual mind,” as he pointed out, is a social process:
“We think in words, and, indeed, in conversations.” He was right in emphasiz-
ing with Cooley that through the social apparatus of language, literature, music,
custom, tradition, conversation, ‘“‘every thought we have is linked with the
thought of our ancestors and associates, and through them with that of society at
large.”

But the question may be raised whether, in going on to the conclusion that
“there is a mind of society, a psychical organism, a social mind” he was not per-
haps hypostatizing a metaphor, taking a heuristic simile too literally. However that
may be, he made it clear that a purely individualistic concept of marginal utility
was inadequate, and that it was above all not-an adequate tool of thought when
it came to the explanation of the value of money. And he was also explicit in
emphasizing that the unity of the “social mind,” as he conceived it, was “pri-
marily a unity of function.”

Certainly this is an essential key to the understanding of many economic prob-
lems. Even a relatively simple assembly job like an automobile cannot be under-
stood merely by studying its parts individually. The human body cannot be
understood merely as an assemblage of its individual organs or cells.” Both the
automobile and the human body function as a unit. A great society, with its in-
stitutions, mores, values, and elaborately interdependent division of labor, also to
a large extent functions like a single organism and cannot be understood merely
as a collection of the individuals who compose it. It is true, of course, that we
cannot solve many economic problems unless we make it our business to study
the needs, preferences, and actions of these individuals; but in addition we must
understand their functional interrelationships.

Anderson’s great contributions to monetary theory in “The Value of Money”
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have been admirably summarized in Professor Beckhart’s foreword to the 1936
edition. He helped to bring about a much needed unification of monetary theory
with general value theory. He explained, in a clearer way than any previous
writer had done, the role of the guality as well as the quantity of money and
credit in determining the value of the monetary unit. He emphasized the basi-
cally psychological nature of the value of money, with all the subtleties and com-
plexities that this implies. He showed that particular prices as well as the so-called
“general price level” must always be explained from the side of the value of
goods as well as from the side of the value of money. Its simplicity and alluring
mathematical precision have still kept the rigid mechanistic form of the quantity
theory alive, but Anderson subjected its gross over-simplifications to so searching
and devastating a criticism that it has never reconquered the prestige and almost
undisputed sway that it held before he wrote.

““T'he Value of Money,” in brief, is one of the classics of American economic
writing. I can think of few works in the field that are as consistently brilliant,
rigorous, lucid, and engrossing. As a contribution to the theory of money it
stands easily among the foremost half-dozen works ever produced on this con-
tinent,

The present work is destined to take a similar rank among American economic
and financial histories. It is already the outstanding economic and financial his-
tory for the period it covers.

An economic history that does not correctly interpret the events it describes is
usually worse than worthless. A writer who does not know how to interpret
economic causation does not even know what facts to select and present. Ander-
son knew which facts to select and which to emphasize. Few economic histories
have ever interlaced theory and interpretation so completely and successfully with
the record of the facts. The following pages are like a rich fabric in which the
events constitute the warp and the theoretical interpretation the woof, the first
supporting the second, and the second illuminating the first.

Its sense of drama, its unfailing lucidity, its emphasis on basic economic prin-
ciples, its recognition of the crucial roles played by outstanding individuals, its
realistic detailed description of the disastrous consequences of flouting moral prin-
ciples or of trying to prevent the forces of the market from operating, combine
to give this book a sustained readability seldom found in serious economic writing,
in spite of the admirable early model set by Adam Smith. Here is the economic
history of the United States in the fateful period from 1914 to 1946. This his-
tory is quite properly seen not in isolation but as an integral part of world eco-
nomic history; for the true economic liberal, like Anderson, is never an economic
isolationist or nationalist. '
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"Throughout most of the period of which he writes he was the economist of
the Chase National Bank. He made several trips to Europe, and was one of the
American group that negotiated the standstill agreements with the banks of
Germany. This history, therefore, is written by a man uniquely qualified for the
task. He combined a rare grasp of economic theory with an intimate knowledge
of the events of these years gained as a close and privileged observer, and some-
times as an important adviser and participant.

It is a pity that he did not live to see the publication of this volume. But those
of us who wish to understand the economic events of the great period that it
covers can count ourselves fortunate that he lived to complete the composition
of it.
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This book is the outcome of studies which began in 1914 and have been car-
ried through systematically since that date. As Assistant Professor of Economics
at Harvard University, the author taught money and banking from 1914 to
1918 and, both in his lectures and in published articles and books, recorded the
significant economic and financial developments of the First World War. A
summary of these studies appeared in his E fects of the War on Money, Credit
and Banking in France and the United States, published by the Carnegie Endow-
ment for International Peace in 1919. From 1918 to 1939 he acted as Econo-
mist for the National Bank of Commerce in New York (1918-1920), and the
Chase National Bank (1920-1939). During these years he was in intimate
contact with bankers, investment bankers, brokers, and industrialists throughout
the country, and with bankers throughout the world, with the Federal Reserve
System and with foreign central banks, with government officials and leading
journalists of many countries, as well as with academic students in the United
States and abroad.

He wrote down and published az the time—Afirst (1919-1920) in Commerce
Monthly, issued by the National Bank of Commerce in New York, and second,
in the Chase Economic Bulletin (1920-1937), issued by the Chase National
Bank of the City of New York—records and discussions of the period. And he
recorded in confidential memoranda for the use of his associates—many of which
are still too confidential to be used except as background—the information that
came to him from conferences in his own bank and from conferences as he trav-
eled in Europe or to the leading cities of the United States. His banking contacts
in the United States included not merely the chiefs of great banks, but also a mul-
titude of American country bankers (an extraordinarily able group of men) who
kept him informed regarding conditions in American agriculture and the indus-
tries of the smaller places.

As Professor of Economics at the University of California since 1939 he has
retained close contact with American bankers and with men in public life and, to
the extent that communication has been feasible during the war period, also with
foreign bankers and men in public life. And he has continued to publish discus-
sions of the developments of the second great World War and of postwar prob-

vili
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lems, particularly in the Ecomomic Bulletin issued by the Capital Research
Company, Los Angeles, the Commercial and Financial Chronicle, the Hearings
of the Senate Finance Committee and the Senate Committee on Banking and
Curréncy, and in documents issued by the Economists’ National Committee on
Monetary Policy.

There is a great fraternity of bankers both in the United States and in the
world outside. They trust one another. They tell one another the truth regard-
ing highly confidential matters. They go far out of their way to be of service to
one another and to one another’s customers. The author is grateful that they
still include him in this great fraternity.

This book, therefore, represents, not the researches of a scholar remote from
the field of activity, working primarily with the documents and the writings of
other men, but rather, in very considerable measure, the records and recollections
of a participant in the history.

The field of the drama which the present volume undertakes to present is too
vast for any man to say (as Aeneas said to Dido regarding the events of the
Trojan War), “All of which I saw and a great part of which I was.” Certainly
the present writer could make no such statement. But he does feel justified in
saying, “Much of which I saw and of which I was a small part.”

The volume contains a good many disclosures of information confidentially
obtained, in cases where the author feels sure that no harm can be done to the
sources from which he obtained the information. Where references are made to
private conversations with men still living, either their names are not used or the
author has reason to believe that they will not object.

The author is indebted to far too many men, for information and help, over
the years, to make it possible to list them. He has tried to make such a list and
has found it to be a vast catalogue of names in New York, in Washington, in
virtually every other major American city, and in the financial centers and capi-
tals of Europe, Asia, and other parts of the world.

The author is deeply indebted to the President, Vice Presidents and junior
officers of the National Bank of Commerce in New York (1918-1920), who
initiated him into practical banking, taking him into their intimate confidential
relationships and having him sit with them in their conferences with important in-
dustrial and commercial customers and with important visiting American and
foreign bankers..

His greatest debt, of course, is to the great Chase National Bank of the City
of New York. For nineteen years (1920-1939) this institution was his labora-
tory. The successive Chiefs, the Vice Presidents, many of the Directors, most of
the junior officers, and men in virtually every department of the bank supplied
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him with information and opened their records freely to him. He could sample
the routine or leave it alone. He was called into conferences where major ques-
tions of policy were to be determined. Its foreign offices also were his laboratories.
He will always retain a deep affection for this great institution and for the men
in it.

The author gratefully acknowledges the help of his wife, who has given a
critical reading to every page of this book, through its several revisions, as she has
done for virtually everything else he has written for over three decades, and who
has saved him from many errors in form, tone, and substance.

He wishes to acknowledge the help of his colleague at the University of Cali-
fornia at Los Angeles, Professor Warren Scoville, who has read critically every
page of the manuscript of this book and has made very helpful suggestions regard-
ing it, and of Messrs. Melvin D. Brockie and Robert E. Smith, who, as graduate
students in that institution, helped him assemble and check facts and figures. -He
is much indebted also to his associates in the Capital Research Company of Los
Angeles and in the investment companies served by it, particularly Mr. Henry S.
McKee, President of the Pacific American Investors, and Mr. Jonathan" Bell
Lovelace, President of the Investment Company of America, both of whom
have read the manuscript and have given him the benefit of their criticisms. For
the same service he wishes to thank Mr. Henry Hazlitt of Newsweek and Mr.
Dwight W. Michener of the Chase National Bank. He thanks Dr. Ludwig von
Mises, who has been good enough to give a critical reading to the chapter called
“Digression on Keynes.” He is grateful also to Dr. V. Orval Watts of ‘the
Foundation for Economic Education at Irvington-on-Hudson for a critical read-
ing of the whole manuscript and for many helpful suggestions. - k

It goes without saying that none of those who have given him help and infor-
mation and opinions and advice are responsible for the views expressed in this
book or for errors which it may contain.

Errors it must contain. ‘Thirty-four years is too short a time in which to
achieve serene perspective on the financial and economic déevelopments of this
momentous period! Serene perspective, moreover, is not easily achieved by a man
who lived through this period, not merely as an observer but also as 4 fighting
man trying all too ineffectively to alter the course of events. But the alithor has
been well aware of his duty to be objective in his evaluation of the events that he
has recorded, and his friendly critics have helped him to perform this duty. -

" BENJAMIN M. ANDERSON"
University of California, Los Angeles ¢ R
November, 1948
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CHAPTER 1

The Prewar World, 1913

Those who have an adult’s recollection and an adult’s understanding of the
world which preceded the first World War look back upon it with a great
nostalgia. There was a sense of security then which has never since existed.
Progress was generally taken for granted. It was even necessary at times for
scholars in addressing scholarly audiences—as, for example, Leonard T. Hob-
house in an address at Columbia University in 1910—to make the distinction
between progress and evolution and to point out that evolution might not always
be progressive. The theoretical distinction was recognized, but the experience of
the preceding century, so far as social and economic evolution was concerned,
had made the distinction seem unreal. We had had a prolonged period in which
decade after decade had seen increasing political freedom, the progressive spread
of democratic institutions, the steady lifting of the standard of life for the masses
of men. We had even come to the point where some were asserting, incorrectly,
that the problem of production had been solved, that enough was being produced,
and that with better distribution everybody could be made comfortable.

In our economic life we had occasional sharp setbacks. Crises and depressions
alternated with relatively prolonged periods of active prosperity. We thought of
these depressions as severe, but they did not approach in length or depth the de-
pression of 1929-1939, or in depth the much less severe depression of 1921.
Even in the midst of depression, moreover, it was axiomatic that revival would
come again, the question being simply when the bottom would be reached and
when the turn would come.

It was an era of good faith. Men believed in promises. Men believed in the
promises of governments. Treaties were serious matters.

In financial matters the good faith of governments and central banks was
taken for granted. Governments and central banks were not always able to keep
their promises, but when this happened they were ashamed, and they took meas-
ures to make the promises good as far as they could. In the greenback period in
the United States, the Federal Government was unable from January 1, 1862,
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to January 1, 1879, to make good its promise to pay gold on demand for its
paper money. But it did make good its promises to pay interest and principal on.
the public debt in gold, and it did, in 1879, resume payment of gold in redemp-
tion of its paper money. No country took pride in debasing its currency as a
clever financial expedient.

The world was incredibly shocked in 1914 when Bethmann- Hollweg, Chan-
cellor of Germany, characterized the treaty guaranteeing the neutrality of Bel-
gium as a “scrap of paper.” In retrospect, one may say that this was one.of the
most terrible things that has ever been said. The world is full of scraps of paper
today. The reference here is not to the brazen, cynical, contemptuous attitude
of Hitler toward treaties and toward promises. Hitler made many promises with
no intention of keeping them when he made them. But the world united against
Hitler. His level of bad faith obviously could not be tolerated. The reference is,
rather, to the attitude of some of the most decent governments of the world
toward many promises and treaties. Japan and Mussolini could never have
started on their careers of aggression if the great democratic nations had kept
faith with one another. The reference is also to the broken pronii'se of the
British Government and the Bank of England in 1931 to pay gold on demand
for Bank of England notes. If it be objected that Eng]and was forced to this, a
view which is erroneous,! surely no such defense can be made for the Govern-
ment of the United States, when, in 1933, with 3 billion dollars of gold in
Federal Reserve Banks, it suspended gold payment and when, in 1934, with 4
billion dollars of gold in the Federal Reserve Banks, it reduced the dollar to
59.06% of the old gold parity and repudiated the gold clause in its own bonds.
In 1913 men trusted the promises of governments and governments trusted one
another to a degree that is difficult to understand today.

The greatest and most important task of the next few decades must be to re-
build  the shattered fabric of national and international good faith. Men and
nations must learn to trust one another again Political good faith must be
restored. Treaties must again become sacred. .

A world in which all men are uprlght and in which all nations are voluntarily
decent in their international relations is, of course, too much to expect, but a
world in which the ill-intentioned fear the condemnation of the well-intentioned
we can rebuild. The same basic human nature which created the fabric of
national and international good faith on which we relied in the century preced-
ing 1914 exists today—just as we have discovered that the same human nature

1 This point will be discussed at length in Chap. 34.
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which animated the Assyrian conquerors and the hordes of Genghis Khan exists
today. The raw stuff of human nature is immensely plastic and can be turned in
many different directions, depending on the cultural influences which play upon
it. There is no certainty that we can recreate the fabric of good faith which we
have destroyed, but there is no higher duty than to make the effort.

The economic. life of the world in 1913 went on in an atmosphere of good
faith. Men with liquid . capital used the capital themselves confidently in business
enterprises or loaned their capital at market rates of interest to others who would
use it in productive operations. There were no billions of dollars of “hot money”
such as characterized the decade of the 1930’s, moving nervously about from one
financial center to another through fear of confiscation or through fear of further
currency debasement—moving from countries which their owners distrusted
more to countries which they distrusted less, but finding nowhere a place which
they could really trust.

Industry, commerce, and finance depend on credit. Credit was in general
soundly based on movable goods which had dependable markets, on corporate
securities, readily saleable in dependable stock markets, and on governmental
securities, usually moderate in volume, buttressed by balanced budgets.

.Not all the great countries had safely balanced budgets. France, though enor-
mously strong financially, in 1914 had had chronically unbalanced budgets for
many years. The balance in Russia and in Italy was precarious.

But always the statesmen of these countries winced under criticism, and none
of them boasted of their achievements in unbalancing the budgets or termed the
deficit “mvestments :

There were protective tariffs in the Umted States, F rance, Germany, and
many other weaker countrles ‘England held to a free trade pohcy, as did Hol-
land, the Scandinavian countries, and Switzerland.. But the tariffs of those days
were moderate in comparison with postwar tarlﬁs They were subject to infre-
quent change, and trade lines were suﬂic:ently open so that countries under pres-
sure to pay. debts could do so by shipping out an increased volume of commodities.

The head of the Austro-Hungarian National Bank, Popovich, later the head
of the Hungarian National Bank, said 1 1929 that in a prewar crisis Austria-
Hungary had paid her adverse foreign balance of indebtedness by shrppmg out an
increase of timber down the Danube, through the Black Sea, into the Medlter-
ranean, and. up the Atlantic Coast to the Netherlands, at prices which made it

eﬁectwely competltwe with timber from the Scandinavian countries. All that it
was necessary for him to do, as head of the Austro—Hungarlan Bank, was to hold
hlS dlscount rate hlgh compel a moderate liquidation of credit, and rely upon the
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merchants to find markets for Austro-Hungarian goods, which, sold abroad,
would produce foreign cash and turn an adverse balance of payments into a
favorable balance.

London was the financial center, but there were independent gold standard
centers in New York, Berlin, Vienna, Paris, Amsterdam, Switzerland, Japan,
and the Scandinavian countries. There were many other countries on the gold
standard, with some tendency for the weaker countries to substitute holdings of
sterling or other foreign bills for part of their gold, primarily as a means of get-
ting increased earnings. For their purpose the sterling bill was quite as good as
gold. They trusted it. They could turn it into gold. The gold exchange stand-
ard was the primary standard of India. But, in general, the great countries held
their own gold. They relied upon themselves to meet their international obliga-
tions in gold. At times of great crisis a country under very heavy pressure would
seek international codperation and international assistance, and would get it—at a
steep rate of interest.

In 1907, for example, we eased off our own money panic by importing
approximately 100 million dollars of gold from London. At times London
leaned on Paris. The Bank of France had a much larger gold reserve than the
Bank of England, and Paris was always ready to accommodate London—at a
price—in an emergency. But these incidents were infrequent. In general each
country went its own way and made its own financial policies and money market
policies, subject always to the limitation that if it overextended itself the other
great money markets would drain away its gold and force it to reverse its policies.
There was no such thing in prewar days as the kind of international codperation
which we saw in the 1920’s, under which a dangerous boom was prolonged and
turned into an almost uncontrollable inflation through the codperation of the
Bank of England and the Federal Reserve System of the United States.

In the United States, with our inelastic currency system, we had several un-
necessary money panics. The panics of 1873 and 1893 were complicated by
many factors, but the panic of 1907 was almost purely a money panic. Our
Federal Reserve legislation of 1913 was designed to prevent phenomena of this
kind and, wisely handled, could have been wholly beneficent. It is noteworthy,
however, that the money panic of 1907 had nothing hke the grave consequences
of the collapse of 1929. The money stringency of 1907 pulled us up before the
boom had gone too far. There was no such qualitative deterioration of credit
preceding the panic of 1907 as there was preceding the panic of 1929. The very
inelasticity of our prewar system made it safer than the extreme ductility of mis-
managed credit under the Federal Reserve system in the period since early 1924.
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The whole world was, moreover, far safer financially when each of the main
countries stood on its own feet and carried its own gold. In the 1920’ gold in
New York was made the basis of deposits in American banks which served as the
gold exchange reserve of great European banks, and overexpansion in New York
did not lead to the prompt withdrawal of gold by foreign monetary centers.



CHAPTER 2

The Outbreak of the War in 1914

The War Came as a Surprise to Most Informed Men. The war came as a great
shock, not only to the masses of the American people, but also to most well-
informed Americans—and, for that matter, to most Europeans. There had been
no first-rate war since the Franco-Prussian War of 1870. Woars of limited
objectives there had been, as the Spanish-American War of 1898 and the Russc-
Japanese War of 1904-1905. Colonial wars there had been, as the very
important Boer War of 1899-1902. Intermittent fighting in the Balkans had
existed, but the Balkans were looked upon as a special case. But a great war
involving the major nations of Europe was looked upon as something so terrible,
so catastrophic, and so dangerous to everybody involved that few expected it.

The present writer can recall only two men among those of his acquaintance
for whose views he had high respect, who really anticipated that Germany would
force the pace and precipitate world conflict. One of these was Dean David
Kinley of the University of Illinois (later President of the University) who, in
the winter of 1909-1910, analyzing the tendencies in German thought and
policy, expressed the opinion that these tendencies would make inevitably for war
in the near future. The other was Franklin Henry Giddings, the great sociolo-
gist of Columbia University, who, a year or two later, after conversations with
some visiting German professors, expressed himself as aghast at the rapid harden-
ing of the German attitude and as feeling that an-inevitable conflict was close at
hand. But to most of the informed American public the outbreak of the war in
1914 was a bolt from the blue. ‘

A4 Surprise to the Financial W orld—Premonitory Financial Phenomena. To
the banking world and to the international bankers it came as a great surprise.
There had been, indeed, financial phenomena which foreshadowed it. There
had been accumulation of gold by Germany, Russia, and France. The first
manifestation came as early as 1912, as German bankers began to take steps to
increase their gold supply. In order to take gold out of the hands of the people
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and carry it to the reserves of the Reichsbank, fifty- and twenty-mark bank notes
were issued to take the place of the gold in circulation. German agents regularly
appeared as bidders for gold in the London auction rooms. Gold was shipped
from the United States to Germany, and the famous Spandau Treasure was
transferred to the vaults of the Reichsbank. By 1914 Germany ceased to take
much gold, having presumably .decided that her resources were adequate.

France and Russia- made strong efforts to increase their gold reserves during
the spring and summer of 1914. In the eighteen months preceding the outbreak
of the war the gold holdings of the central banks of Germany, France, and
Russia were estimated to have increased by 360 million dollars. The drift of gold
to these great central reservoirs led to a tightening of the money markets of the
rest of the world and to an unusually large drain on the gold supply of the
United States, Co

Recognizéd'by A. D. Noyes. Few, however, even among informed financiers,
saw in this a forécast. of war. One notable exception among American observers
was Mr. A. D. Noyes, then Financial Editor of the New York Evening Post.
In his annual summaries at the end of 1912 and at the end of 1913, he called
attention to the pulling in of gold by European central banks under the appre-
hension of war, and ‘explained the mild recession in business in 1913 in the
United States by this phenomenon Europe had ceased to lend to the United
Statés and had begun withdrawal of funds. We had been accustomed to rely on
European capital for part of the funds needed for our own business expansion.
We were ceasing to get it and were repaying part of it. Our industrial pace
slowed down because of this fact.

The Causes of the War. There are not a few writers, overimpressed by the
economic interpretation of history and especially by Marxist versions of the eco-
nomic interpretation of history, who have seen the war of 1914 as the result of
inevitable economic tendencies. There is no one principle of historical interpreta-
tion and there are few, if any, inevitable economic tendencies. Political, moral,
cultural, and religious forces are coefficients with economic forces in the deter-
mination of historical events; and the influence of outstanding personalities in
strategic posmons is‘'often far more significant than any economic determinist will
concede.

Views of Munroe Smith and Veblen. The two writers who seem to have ex-
plained the outbreak of the war in 1914 most clearly are Munroe Smith, Profes-
sor of Roman Law at Columbia University, and Thorstein Veblen. Munroe
Smith’s explanation appeared in the Political Science Quarterly in March, 1915,
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in an article called “Military Strategy Versus Diplomacy.” Munroe Smith had
previously written a very interesting biography of Bismarck. In the article
referred to he begins by saying that he assumes that he will not be accused of
setting up utopian standards when he judges the course of German diplomacy
immediately preceding the war by the standards of Bismarck. Bismarck had

always respected the “imponderables.”

Bismarck had had a wholesome respect
for world public opinion. He had never gone into war without first seeing to it
that his alliances were dependable, that neutral relations were assured, and that
world opinion was on the side of Germany. He had sometimes used devious
tricks in creating a favorable world opinion, as in his falsification of the telegram
at Ems, but he had had a respect for the opinion of mankind, and he had com-
pelled his generals to wait until public opinion was on his side. In the war with
Austria von Moltke had pleaded with Bismarck to let him strike at once, saying
that every day’s delay meant unnecessary military losses. Bismarck made him
wait until the psychological atmosphere was right. By 1914, however, the
diplomat in Germany was no longer in the saddle—the military strategist was in
the saddle. Bethmann-Hollweg later admitted this.! It is not correct to say,
Munroe Smith contends, that Germany diplomacy failed in 1914. The correct
thing to say is that German diplomacy never had a chance.

Veblen’s explanation came in an unpublished manuscript in 1915.2 Veblen
pointed out that modern war cannot be successfully carried on except by a highly
industrialized country. Modern war calls for immense mechanical equipment
and for a continuing supply of mechanical equipment. But industrialization
involves the grthh of great cities and the bringing together of great masses of
the population, taking them away from the control of rural nobles and landlords
and bringing them together under new conditions which promote the growth of
democracy. Industrialization and democracy in general grow together. But
democracy makes for peace. The common man has nothing to gain from war.
He will fight to defend his country, but there is no glamor for him in aggressive
fighting against other countries. Primitive war often meant booty and women
and adventure for the common man, but highly mechanized modern war has
few attractions.

With industrial power and democracy developing together, it was thus to be
expected that the countries powerful enough to precipitate war would be pacific

1 Bethmann-Hollweg, Reflections on the World War, London, 1920, pp. 137-138;
147.
21 have not been able to find that this article was ever published. However, the
reader will find much of it in two books by Veblen: Imperial Germany and the Indus-
trial Revolution, New York, 1915; and The Nature of Peace and the Terms of Its
Perpetuation, New York, 1917.
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enough not to do it. But Veblen noted two dangerous exceptions to this rule.
The first was Germany and the second was Japan. In each of these countries
industrial power had developed without the concomitant growth of democracy.
In each of these countries political power was in the hands of an oligarchy.
Though the common man could gain nothing from war, the oligarchy might
gain and would gain from a successful war. Germany and Japan, therefore,
were two countries to which the world might look to force the pace in upsetting
international peace.

These two discussions seem to me to contain the most fundamental explana-
tions of the rupturing of the peaceful world that came in 1914; and Veblen’s
principle that industrial power in the hands of an oligarchy is a menace to the
peace of the world is startlingly prophetic of the developments that have come in
the 1930’. Democracy is pacific, dangerously pacific, as France and England
and the United States demonstrated in the four or five years preceding the out-
break of the war in 1939. Woodrow Wilson had a profound insight when he

said that we must “make the world safe for democracy.”

Only Vienna Bourse Makes Immediate Response to Assassination at Sarejevo,
June 28, 1914. The assassination of the Austrian Crown Prince at Sarejevo on
June 28, 1914, did not at once alarm the world. It alarmed Austria. There
was immediate heavy selling of securities on the Vienna Bourse. Paris was pre-
occupied with her own economic and political problems and did not take the
episode seriously, although there was recognition that the situation called for tact
and decorum. Paul Leroy-Beaulieu, in the issue of L’Economiste Frangais next
following the assassination, gave editorial expression of sympathy for Austria and
her venerable ruler, Franz Joseph, with a degree of courtesy that makes one feel
that he was performing an official duty.

Bourse Panics in Berlin and Paris, July 23. On July 20 Vienna had a further
heavy decline in stocks. It was July 23 before Paris and Berlin had real panic in
the stock markets.  There had meanwhile been reflexes in the stock exchanges of
London and New York. By July 25 selling in both markets on foreign accounts
was very heavy. On July 27 the Vienna Exchange was closed. The next day
Austria declared war on Serbia. Stock exchanges were closed on July 28 in
Montreal, Toronto, and Madrid. On July 29 the Berlin Bourse discontinued.
By July 30 the panic had reached London and bourses were closed in Saint
Petersburg and all South American countries. The Coulisse (curb market) was
closed in Paris that day. On the same day the Parquet, the official bourse of
Paris, virtually suspended selling, although it was not officially closed until Sep-
tember 3, when the French Government withdrew from Paris to Bordeaux.
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Londen and New York Stock Exchanges Close, July 31. On July 31 the
London Stock Exchange was closed, and five hours later (the difference between
London time and New York time), at four minutes before ten—the time for
the opening of the New York Stock Exchange—the authorities of that institution
announced to the anxious brokers that it would not open. Enormous selling
orders from Europe and other frightened markets had accumulated in their hands
overnight, selling orders “at the market” (meaning at any price obtainable);
and it was clear that New York alone could not stand the strain of the concen-
trated selling of a frightened world.

On August 1 Germany declared war on Russia, and late at night on August
4 England declared war on Germany.

Danger, Uncertainty, and the Rush to Ligquidity. Selling on the stock exchanges
at the outbreak of the war was an illustration of a fundamental principle in eco-
nomic life. When there is general confidence in the uninterrupted going on of
economic life, confidence in the legal framework under which economic life
operates and in the essential integrity and fairness of governments, men with
capital prefer to have their capital employed. They want income from it. They
want capital to work with, as giving additional scope to their personal efforts and
their personal abilities. They are quite content to have their capital embodied in
physical goods destined. for future sale, in shares in industrial undertakings, in
real estate which brings in rentals, or in loans to active men engaged in industry
and commerce. But when grave uncertainties arise, and, above all, when unex-
pected war comes, men prefer gold to real estate. The man who has his wealth
tied up in lands can make no shift. He must sit and take what comes. With the
apprehension of war, however, the effort is made to convert illiquid wealth into
liquid form as rapidly as possible, even though heavy sacrifices are involved.

London Strong vis-d-vis the Outside World. London was the center for inter-
national payments in 1914, and London, like all financial centers, was hard hit.
But in its financial relations with the rest of the world London was exceedingly
strong. The world owed London. London did not owe the world. Foreigners
held sterling balances in British banks, but, on a vastly greater scale, foreigners
owed sterling on daily maturing quick obligations to the British money market.

For example, a French coffee importer in Havre buying coffee at Santos in
Brazil would arrange with a London acceptance house to finance the transaction.
The coffee would be priced, not in francs or milreis, but in pounds sterling. The
Brazilian exporter would draw, not on the French importer, but on the London
acceptance house, a ninety-day bill of exchange, attaching to it the documents
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giving title to the coffee. The London acceptance house would accept the bill
and turn over the documents to the French importer, who would then get the
coffee. The Brazilian exporter would discount the bill in the London discount
market and would use the sterling proceeds in buying milreis, because he wanted
milreis at home for his next turnover.

London would no longer owe anything to the outside world on this transac-
tion, but the French importer would still owe the London acceptance house,
within ninety days, the sterling with which to pay a London bank or discount
house when the bill matured.

In general, in financing international trade, London advanced cash in ex-
change for short-term obligations,’and the world, on balance, was indebted to
London on short-term in large amounts. This was the situation at the outbreak
of the war. All the world owed money to London on short-term, and maturities
were coming every day. All the world needed pounds sterling with which to
pay these daily maturing debts.

But Internally Shaken—W cakness of Acceptance Houses. In the ordinary
course of events new sterling in foreign hands would be steadily created by
transactions similar to the one above described. But the outbreak of the war
brought all these transactions to a sudden halt. First of all, with German cruisers
on the seas shipments of goods were suddenly arrested. Second, with the shock
of the outbreak of the war the position of the London acceptance houses, which
had seemed invulnerable, suddenly showed great vulnerability. They had felt
safe in giving acceptances up to several times their capital, counting on a steady
inflow of funds to match their dajly maturing obligations. But suddenly funds
ceased to come to them. With the German armies invading France, the French
importer of Santos coffee could not easily market his coffee, and even if he sold
it for cash, could not certainly convert his francs into the sterling needed to send
to the London acceptance house. The foreign exchange markets were suddenly
demoralized. An acceptance house was certain that it could not collect the large
amounts due it from Germany, and everywhere in the world disorders of one
kind or another arose which placed the debtors of the London acceptance house
in an awkward position. The acceptance houses were therefore entirely unable
to give any more acceptance credits.

A further resource for obtaining sterling would normally be to ship gold to
London, but this again, with hostile cruisers on the seas, was quite impossible.
One great German ship, the Kronprinzessin Ceceliey had started out from New
York for Englahd and France just before the outbreak of the war with 10 mil-
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lion dollars in gold, but had promptly turned back with the news of the outbreak
of the war. The world owed London. The world could not pay in gold or in
goods. The world could not get additional credit in London with the demor-
alization of the London money market. How was the world to pay?

Sterling Rises to $7.00. The first effect was a startling rise in the price of
sterling. Men who had no option about paying their debts in London paid
through the nose. Sterling rose from approximately $4.8668 to $7.00, though
this $7.00 quotation represented only a few transactions in a nominal market.

Emergency Measures—Paris and London. Emergency measures of various
kinds were employed in the principal financial centers. Paris was financially
weak in any case. Prior to 1913 there had been many bad foreign loans placed
in the French market through the great French banks: loans to Russia, loans to
Latin America, loans to the Balkans. The weakness of the Balkan loans had been
revealed during the Balkan wars in the two or three years preceding the out-
break of the great World War. The weakness of the Brazilian loans and of
Latin-American loans in general had been revealed in the crisis that followed the
collapse of the price of Brazilian coffee in 1913. With the outbreak of the war,
moreover, France had the added complication that the German armies were
beating their way into the richest of the French industrial provinces. The great
banks of France were frightened and cowardly. They rediscounted their bills
with the Bank of France and hoarded cash. The French Bourse was demoral-
ized. The Bank of France showed itself courageous and intelligent. Govern-
mental intervention seemed clearly indicated, but governmental intervention
went much too far. Debtors were legally relieved by moratorium from the
payment of their debts when due, on a sweeping scale. Bourse transactions
ceased, the giving and taking of commercial credits very largely ceased, and
governmental credit was extended in many places where private credits had
previously been used.

Govermental emergency measures in England were much more moderate,
though some seemed necessary. The Bank of England came to the rescue of the
acceptance houses, taking over from the Joint Stock Banks, the discount houses,
the bill brokers, and other holders their outstanding bills. The government later
gave the acceptance houses, as a means of restoring their power to function, a
clean slate on which to write, in that new acceptances would have priority over
the old acceptances as a claim upon their assets.

*

Emergency Measures—United States. The stories of London and Paris in 1914
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are interesting.® Chief attention is given here, however, to the way in which the
shock was met in the United States.

No Government Intervention in United States. The American financial system
met the shock with no formal Government aid, although there was good
codperation and good understanding between New York and Washington. The
closing of the Stock Exchange was decided upon by the Stock Exchange in con-
ference with the New York Clearing House banks. The banks had large loans
made to Stock Exchange firms against Stock Exchange collateral. By informal
agreement they refrained from calling these loans. These Stock Exchange loans
the banks had ordinarily looked upon as one of their principal sources of liquidity.
Any bank needing cash could call brokers’ loans, and the brokér must pay before
the close of the banking day. The understanding was absolute, and on strict
brokers’ loans there was no question about it. The broker could get a loan from
some other lender by paying the necessary rate of interest, or the broker could,
if necessary, compel his customers to sell securities to pay off their loans to him
so that he could pay off his loans to the bank. If the broker did not pay, the bank
could sell the collateral on the floor of the Stock Exchange and turn over the
difference between the face of the loan and the proceeds of the sale of collateral
to the broker.

Frozen Stock Exchange Loans, With the closing of the Stock Exchange, how-
ever, these loans were frozen, and were no longer a source of liquidity to the
banks. It did no good to call the loan and try to sell the collateral if there was
no market. The banks contented themselves with seeing to it that the loans
were properly margined. In valuing securities as collateral, the closing quota-
tions of July 30, the day before the New York Stock Exchange closed, were
taken.

The timing of the closing of the New York Stock Exchange was skillfully
managed. There were some who had urged the closing a day or two before.
It is the view of Professor O. M. W. Sprague and Mr. H. G. S. Noble, Presi-
dent of the New York Stock Exchange, that it is fortunate the Exchange stayed
open as long as it did. Stock prices went low, but not so low that the banks and
the brokers could not stand the strain. The market was pretty thoroughly liqui-
dated. The reopening of the Exchange was then made much easier than would
have been the case had stocks remained at a higher level with many sellers

3 See my book Tle Effects of the War on Money, Credit and Banking in France
and the United States, published by the Carnegie Endowment for International Peace,
Oxford University Press, New York, 1919. For London, see the interesting articles by
Mr. J. M. Keynes in the British Economic Journal in late 1914.
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anxious to liquidate while the Exchange was closed.* The control over selling
outside the Exchange during the period while the Exchange was closed would,
moreover, have been much less effective had not the market been thoroughly
liquidated. As Mr. Noble makes clear in his interesting paper, the closing of the
Stock Exchange was accompanied by a rigorous control over auction rooms, the
Curb and all other outside markets, and the volume of security selling was held
within very narrow limits indeed during the period the Stock Exchange remained
closed. The break in prices was pretty drastic, as shown by the following table:

New York Stock Prices

High, 1914 July 30,1914 Decline
ALChISON vivevevrenrerrreeeeiiennierieeeeeeereenanns 10034 8914 1074
Baltimore and Ohio ......ccccovuevcrvciniecnee 0834 72 2634
Brooklyn Rapid Transit ............. Hevrerenene 94%% 79 C15%
Canadian Pacific .......cccoooe.... e 220%% 15614 6434
Chesapeake and Ohio .....ccoevvvciiierinnnene, 68 41% 26%%
St. Paul ..o 107%% 85 224
U. S. Steel .ovrremrrvnrreerirerrnnerenninns v 67% 50%% 1634

These securities were favorites with Europeans, and they were subject to
special pressure of foreign selling in the period that preceded the close of the
Stock Exchange. But the declines were really a good deal less drastic than
might have been anticipated. Our Stock Exchange in those days was pretty
tough and resilient. The declines in the averages were heavy, but again moderate
under the circumstances. Twenty-five typical railway stocks had an average
price of 78.18 at the end of June, 1914. They declined to 66.8 for their
closing price in July. T'wenty-five typical industrial stocks had a closing price of
58.19 in June of 1914, and dropped to 48.76 by the end of July.

Break in Stocks Moderate in 1914 as Compared with 1937. If we contrast the
break in security prices at the outbreak of the war in 1914 with the break in
security prices in the governmentally regulated Stock Exchange of 1937, we may
wonder whether governmental regulation designed to protect investors has
proved itself an unqualified success.. The high price for the Dow-Jones indus-
trial average was 194.40 in the summer of 1937, and this dropped to 98.95 in

4. M. W. Sprague: “Crisis of 1914 in the United States,” American Economic
Review, September, 1915; H. G. S. Noble: “The New York Stock Exchange in the
Crisis of 1914,” Garden City, N. Y., Country Life Press, 1915. These two papers
are classics of permanent value,
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the early months of 1938. The high for the Dow-Jones average of railroad
stocks in 1937 was 64.46, and this dropped to a low of 18.00 in the early
months of 1938. The investor was safer in the unregulated market of 1914
than when protected by ‘the S.E.C. in 1937. ‘

Clearing House Certificates. In 1914 the New York banks, with liquidity sud-
denly impaired, though with assets which they trusted for the long pull, found
themselves under unusual pressure to export cash. During the week ending
July 31 the Clearing House banks and trust companies of New York lost 56
million dollars in cash reserve, of which 20 millions represented withdrawals by
American and Canadian banks. Resort was promptly made to the use of Clear-
ing House loan certificates, good between the banks, which had been used in
New York also in previous extreme crises, namely, 1907, 1893, and 1873.
These certificates were obtained by an individual bank through application to the
Clearing' House Committee. The Clearing House Committee would take the
notes of the applying bank, secured by approved collateral with proper margin,
and bearing interest of 6%. The Clearing House certificate was the obligation
of all the banks in the Clearing House, and was acceptable to all of them in lieu
of cash in settlement of Clearing House balances. The bank which held the
Clearing House certificate received the interest which the borrowing bank paid.
The Clearing House certificate thus relieved the pressure on the cash resources
of the weaker banks.

Aldrich-Vreeland Notes. In the three previous crises of 1873, 1893, and 1907
the New York banks had been obliged to restrict cash payments. We had in
those years an inelastic currency, a currency which could not suddenly expand to
meet emergencies or even to meet seasonal variations. It consisted of gold, silver
dollars and silver certificates, United States Notes (greenbacks), and National
Bank Notes. Of these only gold could be increased, and a substantial increase of
gold could come only through imports, impossible in the emergency situation of
1914 and slow in the crisis of 1907—at which time, however, the import of
100 million dollars of gold from Europe did end the money stringency and per-
mit the resumption of unrestricted cash payments.

We were fortunate in having available a further remedy in 1914. The
Federal Reserve Banks had not yet begun to operate, and the shock had to be
met without this assistance. But the Federal Reserve Act of 1913 had wisely
saved and improved upon the provisions of the Aldrich-Vreeland Act of 1908,
which had been designed to enable National Banks to issue notes freely in a
crisis. ‘This Act was to have expired by limitation on July 1, 1914. But Carter
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Glass, Chairman of the House Committee on Banking and Currency, had had
the foresight to have it extended for another year to provide against emergencies
pending the inauguration of the Federal Reserve System, and had amended it
by reducing the tax on notes issued under the Aldrich-Vreeland Act from 5%
to 3% during the first three months of issue, thereafter increasing it 5% to a
maximum of 10%.

No use had been made of the Aldrich-Vreeland Act prior to this emergency.
The very term “emergency currency” had been an obstacle. But at the outbreak
of the war speedy resort was had to it and the new notes were issued in large
volume. Of the 7,600 National Banks, 2,197 became members of the “Cur-
rency Associations” which issued these notes. The maximum amount of these
notes outstanding was $386,616,990 on October 24, 1914. Redemption of
this currency began as early as October, 1914. By December 26 redemption
amounted to $217,000,000 and on July 1, 1915, all but $200,000 of the
authorized currency had been retired.

The crisis of 1914 was unique in our history in that it was entirely due to
external causes. The internal situation was liquid and solvent. The crisis may
be said to have ended in November, 1914, except for the cotton-growing South-
ern States. Cotton was hard hit. There was a record crop of 16 million bales,
largely dependent on the European market. Cotton broke when stocks did, and
the Cotton Exchange closed when the Stock Exchange closed, the closing price
being 10%4¢ per pound. The Cotton Exchange reopened in November, 1914,
with quotations at 7%4¢ per pound, while cotton was being sold in the South for
5¢ to 6¢ a pound. An emergency loan fund was provided by banks in the
Northern States of $100,000,000, while Southern banks provided $35,000,000.
As it turned out, very little use had to be made of this fund. Less than a quarter
of a million dollars was applied for in New York City, and one great bank took
all of this. There came a sharp increase in foreign demand for cotton early in

January, 1915.

Gold and Foreign Exchange Problem. Perhaps the most acute problem that
New York had to face with the outbreak of the war was the problem of gold and
foreign exchange. There had been a drain on New York’s gold for a consider-
able time in connection with the German, French, and Russian accumulations
of gold in anticipation of war. Moreover, from March, 1914, to August, 1914,
imports of goods to the United States had exceeded exports in unprecedented
amount. Europe was dépressed and had reduced its buying. Our imports were
not unusually large, but our exports were unusually small. Usually our heaviest
imports would come in the spring, and our heaviest exports to pay for them,
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agricultural commodities, would come in the autumn. It had been a long-stand-
ing practice of American bankers to tide over the period of low exports by draw-
ing finance time bills on London in payment for imports, which they would
later liquidate by documentary bills drawn on London, connected with our heavy
autumn exports. Finance bills are pure credit instruments drawn by banks on
banks; documentary bills represent the actual movement of goods and are ac-
companied by the usual shipping documents. There had been an unusually heavy
volume of such finance bills drawn in the late spring and early summer of 1914,
which London was entitled to collect from New York. An additional heavy
volume of payments due to London grew out of the selling of securities in New
York by frightened Europeans at the outbreak of the war.

A further unusual factor which complicated the situation was the fact that
the government of New York City, seeking to escape the discipline which New
York bankers had sought to impose in connection with the city’s borrowing and
their demand that expenditures be curtailed or revenues be increased, had bor-
rowed $80,000,000 on short term in England and France. With sterling ex-
change almost unobtainable the city’s obligations abroad were in danger of
dishonor. The New York banks came to the rescue of the city and undertook
to provide the necessary sterling, but administered a spanking to the city officials
which the latter accepted with due meekness.

Gold Pool—England Accepts Gold in Ottawa. A gold pool of $100,000,000
was organized by the banks of New York and other principal cities under the
guidance of the Federal Reserve Board, and arrangements were made with the
Bank of England whereby shipments of gold to a depository at Ottawa would
be accepted in lieu of gold shipped across the ocean, thus obviating the dangers
of capture by hostile warships. Sterling exchange promptly came down to a
reasonable figure.

Exports Turned Tide of Gold Toward New York by December, 1914. But
the exchange situation would have been quickly straightened out in any case by
the great increase of foreign demand for American products for war purposes.
In October the United States lost $44,000,000 of gold and in November,
$7,000,000, but in December the tide turned and the United States gained
$4,000,000 net excess of imports over exports of gold. The explanation is the
very heavy shipment of commodities on European account. From December,
1914, to May, 1917 (we entered the war in the middle of April), the United
States gained gold at a rate never dreamed of before. In 1915 the excess of im-
ports over exports of gold was over $420,000,000, in 1916 over $520,000,000,
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and in the first four months of 1917, over $180,000,000—a net gain of
$1,111,000,000 in gold. The problem of exchange ceased to be how to protect
the dollar, but rather, how to protect the pound and other foreign exchanges.
The war crisis in the United States was over by November, 1914, and in early
1915 the war prosperity began.



CHAPTER 3

The War Prosperity

Our Export Balance, 1915-19177. The outstanding fact from the standpoint of
the economic life of the United States from November, 1914, until our entrance
into the war in April of 1917, was a great and ever growing volume of exports
from the United States to Europe, unmatched by a return flow of imported
goods—a great and ever growing export balance of trade. Measured in dollars
the increase is shown by the following table:

U.S. Exports U.S. Imports U.S. Export Balance
{0} & JENURR 2483.9 1792.5 691.4
Ko} 0 H o 2113.7 1789.4 324.3
 £°3 5SRO 3554.7 1778.5 1776.2
1916 .eeeeceeiannaeen. 5482.6 2391.6 3091.0
1917 (4 months) .. 2164.8 965.5 1199.3

How Paid For—Gold. This immense unbalance in trade created, of course, a
special financial problem. In some way these goods had to be paid for. They
were paid for in four principal ways, One was gold. We received gold to the
extent of approximately 1100 million dollars net, from the end of November,
1914, to May, 1917. This obviously solved only a minor part of the problem.

Return of American Securities—Loans in America. The second major means
of payment was by the return of American securities held abroad by foreign
investors and especially by British and French investors. The British and French
governments both undertook to control this and to make the sale of securities
orderly. They corralled American securities held by their own nationals, com-
pensating them by giving them government securities, and disposed of them on
the New York Stock Exchange in such a way as not to break prices and to get
the best return possible.

The third major source was the placement in the American market of foreign
government loans through investment banking syndicates, usually headed by



22 World War 1

J. P. Morgan and Company (which house acted as fiscal agent for the govern-
ments of both Great Britain and France). The largest of these loans was the
so-called Anglo-French loan of 500 million dollars. There were two great
loans to the United Kingdom of Great Britain and Ireland, one for 300 million
dollars and one for 250 million dollars. There was one great loan of
$94,500,000, collateraled by American securities, There was a loan to the
French Republic of 100 million dollars. There were loans of various amounts
to various French cities. There was a 25-million-dollar loan to the Imperial
Russian Government. The Dominion of Canada borrowed 175 million dollars,
much of which was made available to the British Government.

Finally, there were unfunded credits of substantial amounts, revolving, but
none the less growing, as great American banks gave credits to European im-
porters on the guarantee of great European banks, especially British banks, and
as American business houses gave long credits to trusted European customers.
By the time we entered the war in 1917 the credit of the European belligerents
was under very heavy strain.

Few Credits to Germany. It may be said that the overwhelming bulk of the
credits thus extended were to the Allies opposed to Germany in the war. There
were no public-loans floated for Germany. Germany undoubtedly received
substantial private credits during the first two years of the war. At the begin-
ning of the war we were, of course, strictly neutral, and so far as Governmental
policy was concerned, Germany could have had credits here. The great practical
obstacle was the fact that Germany promptly lost control of the sea and so
could not buy goods here, though she did receive during the first two years of
the war a substantial volume of American goods through neutral countries,
notably Sweden, Denmark, and the Netherlands—and for that matter, during
the first year of the war, through Italy. As the British blockade against Germany
became effective, there was a sharp increase in American exports to Sweden and
other Scandinavian countries. This was interpreted at the time as representing
goods sent to Germany via the Scandinavian countries. But only part of this
increase represented American goods going to Germany. Before the war the
German Free Port of Hamburg had been a gréat distributing point for the whole
‘Baltic region, and a good many American goods regarded as going to Germany
in 1912 and 1913 were in fact destined for Sweden and other Baltic countries.
With our trade to Hamburg stopped by the war, American goods went directly
to Sweden and other Baltic countries instead of via Hamburg.

Cheap Money, 1915-1917—Gold. The role of the incoming gold in making
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these payments is a great deal more important than the foregoing figures would
indicate. Relatively small in itself, the incoming gold none the less facilitated
the placement of foreign loans and the absorption of American securities re-
turned. It made an easy money market. It was easier for bank credit to expand.
Speculative purchasers could more easily borrow at the banks the funds that they
needed to carry the American securities returned and the foreign securities pur-
chased. In fact, there were occasions when shipments of gold seemed to have
been deliberately timed so as to make an easy money market in the United States
as a favorable condition to the placement of a large foreign loan.

During the period when the Stock Exchange was closed late in 1914, the
call rates on Stock Exchange loans were held at 8%, though favored customers
were charged only 6%. These loans were not, of course, really call loans.
Banks could not sell collateral, and it was impossible to call the loans. They
were, in fact, undated time loans. With the turn of the tide of gold in Decem-
ber, however, and with the reopening of the Stock Exchange, the rates dropped
rapidly, and for over a year, from January, 1915, to May, 1916, New York
enjoyed a period of extraordinarily easy money. The “high” on call rates at the
money post on the Stock Exchange was 274 %, the low was 1%, and the
general range was from 134 % to 2%. It was not until the heavy financial
operations of the Government in the summer of 1917 that call money got as
high as 5% again.

Reduced Reserve Requirements. At the same-time that we had this vast addition
through incoming gold to the cash reserves of the banks of the country, we had
a decrease in the reserve requirements of the banks through the operation of the
new Federal Reserve Act, which had lowered reserve requirements for the
central reserve cities from 25% to 18% on demand deposits, with a correspond-
ing lowering of reserve requirements in reserve city banks and country banks.
Bank credit was easy. It was easy to float new securities. It was easy for busi-
nesses to expand if profits were in sight.

Profits were in sight. Britain and France and their Allies were buying the
products of American farms and mines and industries—buying all that they
could get and find transportation facilities for. Our own industries were mak-
ing a great transformation as they turned to the production of munitions, and
the easy money market facilitated this.

The response of American industry to this extraordinary stimulus, facilitated
by abundant financial resources, was very impressive. The following table tells
the story:
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PuysicaL VoLuMEe or PropucTion anp CoNsTRUCTION, 1914-1922 ¥

T otal volume of Total volume of

Year production construction
10 RO 100 100

) £0) S 113.7 97.9
1916 oo 120.6 111.3
03 B R 125.5 93.8
1918 i 124.5 64.9

) £o3 C« TR 116.7 88.7
10920 ciiciiciiiiiiiniriree s 124.5 48.5

| Lo T5 O ORIOROO 103.9 91.8
1922 reieneeienreeen 121.6 139.2

; * Frederick C. MillS’ Economic Tendencies in the United
States, New York, 1932, pp. 188 and 191. Bases changed from

1913 to 1914.

W artime Prices. The first effect of the great increase in demand from Europe
for our goods with the great inflow of gold was, not a rise in prices, but rather a
great quickening of industry. The annual averages for the Bureau of Labor
Statistics Index of Commodity Prices for the United States, taking 1913 as a
baée, shows:

100 for 1913

99 for 1914
100 for 1915

At quarterly dates for 1915 the figures show:

January . 98
APIil i 99
July 101
OCODET ...vcvvmireereiererir e 101

By November and December of 1915, however, industrial slack in the United
States had disappeared, and our labor and resources were fully utilized. Addi-
tional production of one kind of commodity could come only as labor and sup-
plies were pulled away from other kinds of production. The pull and haul among
competing uses for labor and supplies began, and a great rise in commodity
prices came. Prices rose sharply from 100 in September, 1915, to 112.8 in
January, 1916, to 152.9 by January of 1917, and to 182.6 by May of 1917.
The peak for the year of 1917 was in July, at 187, after we had entered the



THE WHoLESALE Price INDEX oF TuE DEPARTMENT OF LABOR, 1913-1927 *

(Wholesale Index Numbers, 1913 average = 100)

‘ Yearly
Year | average | Jan. Feb. Mar. Apr. May June July Aug. Sept. Oct. Now. Dec.

1913 100
1914 98
1915 101 98 99 99. 99 100 99 100 100 100 102 104 108

1916 | 126.8 | 112.8 | 115.1 | 118.5 I121.1 122.4 122.6 | 123.2 | 126.3 | 129.6 | 135.6 | 145.6 | 148.8
1917 177.2 | 152.9| 156.8 | 162.4 | 172.9 | 182.6 | 185.5 | 187.6 | 189.4.| 187.1 | 182.7 | 183.1 | 1824
1918 194.3 | 184.3 | 185.7 | 186.6 | 190.0 | 190.1 | 191.4 | 196.1 | 199.7 | 204.0 | 201.9 | 202.9 | 202.2
1919 206.4 | 198.8 | 193.4| 195.9 | 198.7 | 202.2 | 202.8 | 212.0 | 215.9 | 210.3 | 211.3 | 217.1 | 223.4
1920 226.2 | 233.2 | 232.4 | 234.4 | 244.6 | 246.7 | 243.3 | 240.7 | 231.4 | 226.2 | 211.3 | 196.4 | 179.2
1921 146.9 | 169.8 | 160.1 | 155.4 | 147.9 | 145.5 | 141.6 | 141.0 | 141.5 | 141.5 | 141.6 | 140.7 | 139.8
1922 148.8 | 138.3 | 141.4 | 142.2 | 142.6 | 1476 | 149.6 | 154.9 | 155.0 | 153.3 | I54.1 | 155.5 [ 156.2
1923 153.7

1924 149.7
1925 158.7
1926 151.0
1927 146.8

* The figures for the first three years were taken from p. 299 of Statistical Abstract of the United States, 1924, while the fig-
ures for the remaining years were taken from p. 317 of Statistical Adstract of the United States, 1928.

Apaadsosg 4oy oy [
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war; and from then on to the end of the year the price curve flattened out and
even reacted a little. Our great increase in prices came before we ourselves got
into the war, before the great expenditures of the United States Government,
before the vast public loans.

This rapid rise in commodity prices caught the country wholly by surprise.
Retailers were asleep. In the summer of 1916 one purchased silver spoons in a
small Connecticut town for less than the price of bar silver in New York the
same day, and purchased cotton batting in the same small town for less than the
price of raw cotton on the New York Cotton Exchange.

Wages and Prices. Commodity prices at wholesale rose a good deal more
rapidly than wages per hour during the war boom, though wages caught up
with commodity prices in the postwar boom and remained far above commodity
prices in the crisis and depression which followed in 1921 and 1922. The fol-
lowing table exhibits this.

InpEx NumBers oF Waces PER Hour anp WHoOLESALE PRrICES IN THE
Un1Tep STATES *

Wages per kour W holesale prices

(exclusive of (all
Year agriculture) commodities)
) £03  ORR 100 100.0
) £0) R 101 102.1
1916 i 109 125.6
{03 & RN 125 172.5
IQI8 i, 159 192.8
o ) K o PPN 180 203.5
T1Q20 coiiieeeeiieieenree e e e e 229 226.7
TO2T oieeeeieeesetirnne e senneeeees 214 143.3
1922 v 204 142.0

* Chase Economic Bulletin, Apr. 13, 1937, p. 30.

Security Prices, 1914-1918. Prices of securities, on the other hand, began to
rise long before the average of commodities began to rise. The stock market
broke badly in July, 1914. Taking The Annalist’s list of twenty-five industrials
and twenty-five rails (closing price of each month), we find it at 145 in Janu-
ary, 1914, dropping to about 116 at the end of July when the Stock Exchange
closed. When the Stock Exchange reopened in December, the opening prices
(partly pegged) averaged 120, and they averaged 120 again in February, 1915.
Then began a very rapid rise in the boom of the “War Babies,” led by Bethlehem
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Steel, and this average reached 185 in October, 1915. The stock market was
reactionary until July of the following year, 1916, when another strong upward
move led up to the peak price of October, 1916, this time under the leadership
of General Motors. The peak price for the 50 stocks was 195 in the closing
prices of September and October, though in between higher levels were reached.

This was the top of the stock market for the whole war period. The level
broke to 162 as the closing price of February, 1917, and after our entrance into
the war it declined rather sharply to 127 for November, 1917, rallying there-
after to 150 as the closing price of October, 1918. The decline in stocks from
the October peak of 1916 came long before the rise in commodity prices was
ended and well before any decline had manifested itself in general business
profits.

Profits of industrial corporations were very great in 1915, 1916, and 1917.
Woar taxes cut into them in 1918, but they were still impressive. Dividends were
increased but the corporations, in general, prudently recognized that they were
in an extraordinary situation, that war profits could not be expected to last, and
that it was well to provide for contingencies. A very large proportion of their
profits was therefore retained and added to corporate surpluses, as shown by the
following table.

Apprrions To CorRPORATE SURPLUSES ¥

(Millions of dollars)

Year

TQE3 oioieiiiererrtetsee s ess st et sas e s 1,400
TOT4 e e e 585
TOIG oreiteiieneieee ettt e ne e sreaes 2,117
TOTO oottt 4,939
(3 & A SOV OV SRRSO 4,732
TOI8 it 1,986
TOLQ ittt 4,330
TOZO oottt 1,397
TO2T oiiiiiiiie ettt — 2,685
1922 it 1,676

* From America’s Capacity to Consume, published
by the Brookings Institution, p. 109.

‘The stock market, in the course of World War I, kept its head amazingly
well. Businessmen and men dealing in securities were constantly asking them-
selves how long the war would last; how much value a new plant that had been
created to meet war demands would have after the war; how permanent the
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higher level of commodity prices was; what kind of losses would have to be in-
curred in readjustment after the war. And by October, 1916, they concluded
that prices of stocks had gone high enough.

Money Market and Capital Market. There was, further, despite the continu-
ance .of cheap call money due to the abundant gold in the United States, a pro-
gressive pressure on the supply of real capital in the form of investors’ savings;
there was a disposition to capitalize earnings on ‘a higher yield basis. It is to be
observed, however, that stock prices in 1916 yielded before bond prices did,
contrary to previous experience in the movements of American securities prices.
The best prices of standard bonds during the whole war period were reached
in December, 1916, nearly three months after the peak of stock prices.

Stock Prices and Corporate Profits. It may be noticed, also, that the general
average of stock prices had declined a great deal before any real difficulties ap-
peared for any great industry. In 1917 stock prices had a sharp decline late in
the year as railroads came under heavy pressure from rising costs unaccompanied
by rising rates, and an acute crisis was relieved by President Wilson’s proposal
in December, 1917, that Congress put the Government behind the railroads.
But none of this was in evidence in October, 1916, when stock prices reached
their peak and turned down.

Part of the extraordinary war profits was undoubtedly due to the fact that
wages, as shown by our table above, lagged behind wholesale prices in their rise.

Wages and Prices in World War II. In World War II wages rose far faster
than wholesale prices, and corporate profits and additions to corporate surpluses
were far more moderate in relation to the national income. In World War I
the thing was left to the natural play of the markets. In World War IT we had
elaborate governmental policy designed to hold down corporate profits and to
encourage wage increases.



CHAPTER 4

Our War Economic Policy

The United States entered the war on April 6, 1917. Our war economic
policy had to be rather rapidly improvised. Basic in it was the belief in a free
economy and a determination to maintain sound money and sound public
finances. There was, however, recognition that the ordinary market forces,
left to themselves, would not suffice to bring as speedy a shifting from peace
activities to war activities as the emergency called for. And there was recognition
that if the Government merely added a great increase in expenditure to existing
civilian expenditure and competed against the people for goods and supplies and
services, there would be an inordinate further rise in commodity prices. Goods
were already very scarce, as we had been pouring out great quantities of exports
to Europe and as our own people, with money incomes increased by the war
prosperity, had been resisting the export of goods by bidding up prices.

Taxes and Loans—Sprague’s Proposal. The traditional policy of the American
Government in financing a war had been by war loans, with enough increase in
taxes to provide for the interest and amortization of the war loans. We had
financed the Spanish-American War on this basis. But there came a speedy
realization that, for the war on the scale which we were about to engage in, this
procedure would be quite inadequate. One of the most influential figures in
bringing this forcibly to the attention of the Congress and the President and the
country was Professor O. M. W. Sprague of Harvard Universi'ty, who wrote
an article calling for an all-tax policy which had the significance of a great state
paper. Sprague had been watching developments in England and other belliger-
ents closely. He had seen how an immense increase in government spending,
based on government borrowing and especially government borrowing from
the banks in those countries, had generated a great rise in prices, wages, and
profits, which in turn had led to-a further rise in prices, wages, and profits as
the people spent their unusual income competing with the government. He
urged, correctly, that except as goods could be brought in from the world outside
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the country, the war must in any case be fought with the current production of
the country. If we had full production, the Government’s increased consumption
and utilization of commodities must in any case come out of the current real in-
come of the people. We could not save ourselves current sacrifice by creating
loans for future generations to pay, though by borrowing we could easily enough
leave a burden of debt for the future. He proposed that we should forthwith im-
pose taxes equal to the Government’s expenditure, so that the people might by
taxes be forced to relinquish their ability to compete with the Government.

The proposal was overly drastic, but in the compromise that came out of it
we adopted the definite policy of heavy and growing taxes and the further
policy of borrowing from the people instead of borrowing from the banks, to the
full extent that this could be done. If the people gave up their income to the
Government through the purchase of Government bonds out of current income,
we should similarly hold down their ability to buy and to compete with the
Government. Bank credit was to be used in moderating the transition and in
softening the shock. Men might borrow from the banks on a margin to buy
bonds and pay off the loans in installments, in effect giving to the Government
part of their income before they got it, but the savings would come in subsequent
months and be paid to the banks.

Federal Reserve bank credit likewise was to be used in this process, but the
Government was not to borrow directly from the Federal Reserve banks.
Rather the Federal Reserve banks were to rediscount for other banks against
Government war paper.

To an amazing extent the policy was successful. The facts are well brought
out in a chart issued by the Board of Governors of the Federal Reserve System.!

The commercial banks at the peak of the Government borrowing held over
4 billions of Government bonds, but they had had over 700 millions to start with
in bonds to secure National Bank notes. Investors held over 18 billions, mutual
savings banks held substantial amounts, Federal Reserve bank holdings were
very small indeed. At the peak of the Government borrowing in 1919 it was
estimated that the commercial banks held altogether about 61% billion dollars
of Government war paper, of which about 3 billions were loans secured by
Government bonds and 3%% billions were war bonds owned (including, of
course, short Government notes). We actually got the current savings of the
people with taxes and with bonds on a tremendous scale.

The Role of the Federal Reserve Banks in Government Finance. 'The Federal

L Federal Reserve Charts on Bank Credit, Money Rates and Business, Feb. 11,
1941, p. 20.
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Reserve banks had reduced their earning assets to well below 200 million dollars

Our War Economic Policy

by the time of the outbreak of the war, getting ready for the war emergency.
Their great asset was the nonearning asset, gold. They expanded credit greatly
during the war, when viewed in the perspective of that time, though in terms
that look very modest indeed when we consider their history in the period since

1932 and above all, in the period of the second World War.
The following table exhibits the extent of Federal Reserve bank expansion

Principar Resource anp Liasiuity ITeEMs or THE FEpERAL RESERVE SysTEM oON

SELECTED DATES

(In thousands of dollars)

Now. 26, Dec. 22, Oct. 25,
Resources 1915 1916 1918
Total gold reserves [ * 492,063 | * 728,445 1* 2,045,132
Total cash Ieserves .......coovieevemrinieeevenvernennne. * 520,375 | * 734,470 |* 2,098,169
Bills discounted:
Secured by government war obligations ........ 1,092,417
All other ... 32,794 32,297 453,747
Bills bought in open market .......ccccecuvvivnviennnnnn. 16,179 124,633 398,623
U. S. Government long-term securities ............ 12,919 43,504 28,251
U. S. Government short-term securities ............ 11,167 322,060
Total earning assets .......ccveemvecserieosierecsensnnnen. 89,200 222,158 | 2,295,122
"TOtal TESOUICES .....ecvvevrererereererarersensnesnrenss 637,261 | 1,009,852 |T 5,270,785
Liabilities
Capital paid in and surplus .......ceeveeveirennreenne, 54,846 55,765 80,324
Government deposits .......c..cccovcermvvreriiinveennnene 15,000 20,472 78,218
Member banks’ reserve deposits ........c.cceceeveenen 1397,952 | 1648,787 | 1,683,499
Other deposits, including foreign government
CTEAIS .ot § 117,001
Federal Reserve notes in actual circulation ........ 165,304 275,046 | 2,507,912

* Includes amounts of gold and other lawful money deposited with Federal Reserve

Agents against Federal Reserve notes issued.

T Includes clearing house exchanges and other uncollected items formerly deducted

from member bank deposits.
T Net amount due to member banks.

§ Exclusive of deferred credits on account of uncollected checks and other cash

items.
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almost to the time of the Armistice, which was November 21, 1918. It stops
with October 25. It was prepared late in 1918 by Dr. M. Jacobson, Statistician
of the Federal Reserve Board. It is not altered nor are the dates altered, because
changeskin accounting methods since the inauguration of the System, partly due
to changes in law, would make it difficult for anyone not intimately versed in
Federal Reserve statistics to make the changes correctly.?

Limited Government Security Purchases by Federal Reserve Banks. In this
table, particular attention is called to two items showing the United States Gov-
ernment securities held by the Federal Reserve banks. Of long-term securities
they held 28 million on October 25, 1918, and of short-term securities they held
322 millions. The second of these figures was temporary, growing out of the
exigencies of the Fourth Liberty Loan. It was promptly reduced to 118 millions
in a few days.

In general the Federal Reserve banks gave credit only against rediscounts, and
direct holdings of Government securities remained very small, with four excep-
tions of a few days each.

Temporary Holding of Government Securities During Liberty Loan Drives.
They had learned from British experience the trick of easing off the money
market by the purchase of Government securities while a loan was being floated.
With each of the four Liberty Loans they did this. With the First Liberty Loan
the sum was a few tens of millions. With the Fourth Liberty Loan the increase
was over 200 millions. When they bought Government securities, they paid
for them with checks on themselves. These checks came into the hands of
member banks. The member banks then deposited them in the Federal Reserve
Banks, building up their reserve accounts. This eased the money market and
facilitated the great transactions in the placing of billions of dollars of Liberty
Loans. When the loan was over the Federal Reserve banks sold the Government
securities, withdrawing the money from member bank reserves and tightening
the money market again, usually forcing member banks to rediscount in the

process.

Money Market Tightens as War Goes On. The money market during the war
grew progressively tighter. Both capital and money market funds grew increas-
ingly scarce. Bank credit expanded, but at progressively higher rates of interest.
The call rate—which had dropped low in 1915 and to the middle of 1916,

2 The table first appeared in my book, Effects of the War on Money, Credit, and
Banking in France and the United States, Carnegie Endowment for International Peace,
New York, Oxford University Press, 1919.
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averaging less than 2% and dropping even to 1% for one month in May of
1915—had already tightened sharply in the second half of 1916, With our
entrance into the war it began to move very sharply higher. It touched 7% in
September of 1917, dropped momentarily to 4% in October, and then moved
up to 6% by January of 1918, at which figure it was pegged—the pegging
being accompanied by a rationing of call money by a Clearing House Committee.

Bond yields went up. It was a firm money situation. The pressure of firm
money rates undoubtedly did a great deal to retard bank expansion and to hold
it down to necessary things.

The Treasury in its borrowing policy made rates of interest which were
reasonably attractive to investors. The First Liberty Loan was at the rate of
3V4 %, fully tax free. The Second Liberty Loan was at 4 %, partially tax free.
The Fourth Liberty Loan was at 474 %, partially tax free. There were, more-
‘over, provisions that holders of one loan might convert into a later loan if the
rate were higher. The Government did not rely upon the rate alone to attract
investors’ money. It counted also on patriotism, and on the wonderfully organ-
ized system of drives under which a good many men who were reluctant to
buy bonds found themselves under such pressure from their neighbors that they
bought them. Social pressures were used as well as rates. But the rates were
well above the rates at which- Government bonds had been selling before the
war began, and were rates which an investor could feel would give a good
bond, selling at par if he carried it through the period of war pressure.

Rediscount Rates Below the Market, but Rising with the Market. The Federal
Reserve banks, to facilitate the loan policy of the Government, put their redis-
count rate below the market. The New York Federal Reserve discount rate was
placed at 3% in 1917, was raised to 3% % at the end of the year, and to
4% in early 1918, remaining below the market, but following the market up.
But our experience with the Federal Reserve System has shown that while a
rate below the market is undesirable, it does not in itself create bank expansion,
nor does it by itself create cheap money. Banks usually are prudent in rediscount-
ing. They do not like to be in debt to the Federal Reserve banks.

In 1919 and early 1920 the banks did borrow to relend at a profit, but
expansion of bank credit which took place in those years was in the face of rapidly
rising rates of interest and was due to the inordinate demands of borrowers in
a boom. The rates below the market permitted expansion to go further than it
would have gone, but did not permit it at low rates of interest. Our experience
with the Federal Reserve System, taking all the years since it has been in exist-
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ence, would show that the decisive instrument for cheapening money is open
market purchases rather than discount rate.

W artime Reduction in Reserve Requirements. The legislation of 1917 reduced
the reserve requirements to 13%, 10%, and 7% for demand deposits in central
reserve cities, reserve cities, and country banks, respectively, and to 3% on all
time deposits.?

Bank Expansion Slows Down During War. The extremely low reserve re-
quirements set by the legislation of 1917 did no harm in the period of the war.
"The fact that these low reserve ratios make possible a tremendous multiple expan-
sion on the basis of excess reserves was not operative,* because there were no
excess reserves to work on.

The expansion of bank credit was slowed down sharply during the war as
compared with the preceding years 1915, 1916, and the first part of 1917. For
the period June 30, 1914, to June 30, 1918, bank deposits expanded year by
year as follows:

ToraL DEeposits oF ALl CoMMERCIAL Banks

(Millions of dollars)
Call date Total
1914—June 17,390
1915—June 17,993
1916——June
1917—June
1918—June

3 In my evaluation of this Jegislation at the time, I made, I think, my worst mistake
in economic analysis. 1 welcomed it as amounting to practically the abolition of legal
reserve requirements, and as a measure which would put American bankers in the posi-
tion of bankers in other countries who had no legal reserve requirements to reckon with
—a position in which the American banker would be free to use his own judgment as
to the reserves he needed. See my Efects of the War on Money, Credit and Banking,
Carnegie Endowment for International Peace, New York, 1919, pp. 169-170. It never
occurred to me that the banking community would let their actual reserves run down
to these low legal limits and stay there. But very speedily under war pressure they did,
and after the war they almost continuously did down to 1931, competing with one an-
other in the effort to get rid of any excess reserves and building a multiple expansion
of bank credit on the basis of excess reserves. The point was simply that for two gener-
ations they had been used to having the law tell them what to do about reserves, and
that they had no judgment with respect to the matter, such as foreign bankers had. In
banks in other countries there had been well-developed financial traditions with respect
to this matter. Banks had watched one another. Our bankers had the tradition of
obeying the law with respect to reserves.

4 The process of multiple expansion on the basis of excess reserves is explained in
Chapter 17.
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For the period of our actual participation in the war, the expansion was as
follows: 8
Deposits oF ComMERCIAL Banks

Dec. 31, TGI8 it $26,541,039,000
APL. 6, TQI7 oot eneane 20,705%,588,000

7261EaSE ....cooeneiiviiiiicee e $ 5,835,451,000

Loans, Discounts, aAND INvEsSTMENTS oOF CoMMERCIAL BANKS

Dec. 31, 1918 $29,354,214,000
APr. 6, IQ1I7 .o 22,297,775,000
Increase .......ouivcvuiicivniicaciiiiiinciiiineenne. $ 7,056,439,000

This is a remarkable exhibition of restraint in the employment of bank credit
in a great war. We had to finance the Government with its four great Liberty
Loans and its short-term borrowing as well. We had to transform our industries
from a peace basis to a war basis. We had to raise an army of four million men
and send half of them to France. We had to help finance our allies in the war,
and above all, to finance the shipment of goods to them from the United States
and from a good many neutral countries. We had an immense shipbuilding
problem,

Private Financing of War Production—W ar Finance Corporation Unimportant.
Commercial bankers and investment bankers, moreover, had to finance the in-
dustrial expansion that took place for war purposes. There were no great Gov-
ernment loan organizations replacing private finance. There was, to be sure,
a War Finance Corporation, a Government corporation with a capital of
$500,000,000, which was to extend new credits to essential industries and to
savings banks and public utilities which had been suffering under the war
pressure. But in practice the War Finance Corporation down to October 15,
1918, had extended credits of only $43,202,592. The most important extension
of credits made by that date were $20,000,000 to the Bethlehem Steel Corpora-
tion, $17,320,000 to the Brooklyn Rapid Transit Company, $3,235,000 to the
United Railways of St. Louis, and $1,000,000 to the Northwestern Electric
Company. All the rest of the credit given to industry in the great war effort

5 The figures of all the State and National banks and trust companies appear only
once a year in the Comptroller’s report as of approximately June 3o. For dates other
than June 30, it is necessary to make estimates. During the war period these estimates
are made on the basis of variation in the National Bank figures.
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was made by the commercial banks and the investment market. Private finance
was adequate, and private finance did an immensely efficacious job. To
repeat the figures, in doing this job commercial bank credit expanded only
$7,000,000,000 in loans, discounts, and investments, and only $5,835,000,000
in deposits. .(‘The gap on the liability side of these bank figures is filled by redis-
counts at the Federal Reserve banks and by an increase in banking capital funds.)

The Rationing of Credit. One important factor in holding down the expansion
of bank credit was the rationing of credit, and the denial of credit to nonessential
industries. The first organized step in this direction was taken on September 17,
1917, by a Subcommittee on Money Rates of the New York Liberty Loan
Committee, composed of the leading bankers of the city. It undertook to limit
the funds available for the stock market, providing funds, on the other hand,
when necessary for the protection of the stock market and, above all, for the
protection of the Liberty Loans. It pegged the call rate at 6% to the brokers,
but it held down the supply. They could have what they had to have and what
could be spared after giving precedence to the needs of the Government and to
the needs of the commercial borrowers.  The Committee also made a ruling that
banks should require a margin of 30% on collateral loans made to stock brokers
where an average of 20% had previously been required. The stock market
ceased to be a very effective competitor for loan funds, though it was not
strangled, and continued to function effectively.

In addition, early in 1918 a Capital Issues Committee of the Federal Reserve
Board, semiofficial in character, was organized, whose function it was to pass on
proposed new issues of securities. Only essential industries were to be allowed
access to the investment market. It lacked power to prohibit such issues, but it
met such loyal and effective cooperation from bankers throughout the country
that it was virtually able to boycott all issues of which is disapproved. Connected
with it- were local Capital Issues Committees in each of the twelve Federal
Reserve districts. This Committee surrendered its functions upon the organiza-
tion of the new War Finance Corporation in May, 1918, to the Capital Issues
Committee of the War Finance Corporation, though in part the personnel of the
two committees remained the same.

There was apprehension in Washington that the competition of the bankers
might prevent an effective policing of the loan situation and that with many
thousands of independent banks it would be impossible to hold down nonessential
loans. The proposal was once made that the Capital Issues Committee of the
Woar Finance Corporation should pass on all loans made by banks exceeding

$100,000, but this naive suggestion was promptly dropped when a great New
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York bank showed its loan transactions of a single day, which included one
$5,000,000 loan to an essential industry made in fifteen minutes as a necessary
part of meeting a rush order by the Government. The great banks did scrutinize
loan applications with respect to their essentiality with great rigor, and the
smaller banks over the country were rapidly educated in the matter.

Of course a great deal of ordinary activity was precluded by the enormous cost
of such activity. Construction, for example, dropped to a very low level in 1918.
The index of construction stood at 111.3 in 1916. It dropped to 64.9 in 1918,
and of the 64.9 a very high percentage indeed was essential construction for war
purposes.

Commeodity Control and Price Fixing. But we did not rely upon financial re-
straints only in holding down the volume of nonessential production, consump-
tion, and construction. Construction itself was directly controlled by the denial
of essential materials and by the requirement of a license for any building costing
more than $500. '

Price fixing we engaged in cautiously. There was a pretty clear recognition of
economic fundamentals, Prices have work to do. Prices have the important
function of accomplishing priorities, allocations, and rationing. That is their
regular work. It is the work of free prices and freely moving wages to deter-
mine whether labor and supplies shall be drawn to the production of commodity
“A” or of commodity “B.” Rising prices mean more production. Falling prices
mean less production. Rising prices mean less consumption. Falling prices mean
more consumption. With freely moving prices, commodities are divided among
consumers in accordance with the relative urgencies of demand. With freely
moving prices and freely moving wages, the goods in most urgent demand are
produced, and the production of the less urgently demanded goods declines.

When prices are fixed by government, the government should step in to do
directly the work that free prices would otherwise do. The government should
allocate commodities. - ‘The government should give priorities. The government
should ration commodities. If wages are fixed, the government should take steps
to divert labor from less urgently needed production to more urgently needed
production. Price fixing by itself tends to derange perversely the control of pro-
duction and consumption. Holding prices down and doing nothing else encour-
ages the depletion of supplies which would last longer if their prices were higher.

It follows from this that price fixing ought not to be pushed in advance of the
development of machinery for commodity control.

In World War I we knew these things very well. Proposals for the fixing of
all prices met very little sympathy from President Wilson, who was a good
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economist. We established a pretty comprehensive system of commodity control
of scarce essentials needed for war or for the life and health of the people. We
had priorities. We had allocations. We had rationing. We denied coal and
freight cars and raw materials and capital to nonessential industries, or we re-
stricted sharply the amounts of these things that they could get.

As part of this we had price fixing. We had no price fixing without priorities,
allocation, and rationing. We had a great deal of priorities, allocations, and
rationing without price fixing. We did not try to fix the price of luxuries. We
simply denied the luxury industries the materials and supplies they needed.

We did very little about retail prices: “The great bulk of regulation over
prices administered by the Federal Government during the war pertained to
producer or wholesale prices. There was no real attempt save in food and fuel
to control prices at retail. The task of controlling retail prices was undertaken
in a comprehensive manner by the Food Administration after its wholesale
control was well under way.” ¢

Seeing the problem primarily as a problem of commodity control rather than
of price control, we did not try to do it by one comprehensive organization which
would do all the price fixing. Rather we had separate boards for different indus-
tries. 'We had a separate grain and flour administration and a separate fuel
administration, for example. These handled both price fixing on the one hand,
and allocations and rationing on the other, in their particular fields.

“The need for having the good will and codperation of the industries was in
general recognized. And the need for using the brains of the industries and for
having administrators trusted by the industries was in general recognized. As far
as possible we used the existing machinery of the markets.” The one serious
failure in price fixing came in bituminous coal, where this principle was not
recognized in 1917, where the knowledge of the men in the trades was not used,
where prices were fixed arbitrarily on the basis of imperfect knowledge, where
production was as a consequence radically curtailed, and where a great deal of
unnecessary disorder arose.

The Fuel Administration in 1917 apparently did not know that there were

6 War Industries Board Price Bulletin No. 3, Government Control Over Prices,
by Paul Willard .Garrett, assisted by Isador Lubin and Stella Stewart, Washington,
Government Printing Office, 1920, p. 550.

TMr. Herbert Hoover, in particular, did a superb job in bringing the grain and
milling interests into the service of the country. I shall later find occasion to criticize
his policies as President, but I wish to pay high tribute to his work in feeding the
Belgians before we entered the war, to his work 'in food control at home during the
war, to his postwar work in feeding stricken countries, and to his work under President
Truman along similar lines after World War 1L
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such things as differentials based on quality of coal, and apparently had never
heard of British Thermal Units. The result was, in certain cases, that companies
with both high-quality mines and low-quality mines and scarce labor shut down
the high-quality mines and produced only coal with high ash content.

When Mr. Harry Garfield took charge of the Fuel Administration, he recog-
nized these difficulties, called in the skilled men of the industry, softened the
animosities that had arisen, radically improved the machinery and the practices,
and finally made the fuel control successful.®

Wages we did not try to fix in World War I. Efforts were made to reduce
the competition for labor, particularly interstate competition for labor, by the

industries. Nonessential industries were made ineffective competitors for labor
by being denied coal, freight cars, and capital. But wage fixing was not at-
tempted. Wages continued to rise during the war, even though the general
average of commodity prices was held down.

Price fixing was thus a factor, but not the dominant factor, in controlling the
level of commodity prices during World War I. As previously shown, the curve
for commodity prices at wholesale flattened out after July of 1917, reacting
slightly from 189% of 1913 prices in August to 182 in December, and then
gradually, under very heavy pressure, rising slowly to a peak of 204 in September
of 1918, after which it again receded. This was an amazing achievement. It
was accomplished by four main policies. First, there was a sudden imposition of
very heavy taxes, taking up a great part of the income of the people. Second, the
Treasury’s borrowing policy got investors’ money, got the current savings of
investors. The banks took some of the bonds, but every effort was made to keep
the banks from doing much. Third, we had a progressively firm money market,
with tightening interest rates, which held down bank expansion. Fourth, we
had price fixing for scarce essentials. There was a great deal of functional
control of prices. There was very limited direct control of prices. There was a
great deal of direct control of commodities and a great deal of wartime planning
of production and consumption.

The Verdict of Charles Evans Hughes. Governmental economic planning in
World War I was highly intelligent and very honest. There were blunders

8 See my “Value and Price Theory in Relation to Price-fixing and War Finance,”
an address before the American Economic Association, printed in papers and proceed-
ings, American Economic Review Supplement, March, 1918. Reprinted in the Eco-
nomic Bulletin issued by the Capital Research Company of Los Angeles, Vol. 11, No. 2,
Dec. 6, 1940, and reprinted in the hearings of the Senate Committee on Banking and
Currency on the Price Control Bill Dec. 16, 1941. See also my testimony of Dec. 16,
1941, before this Committee.



40 World War 1

made. One blunder was in the “cost plus” contracts, which made it to the
advantage of a corporation that had such a contract with the Government to
incur unnecessary expenses, since the profit was a fixed percentage of the outlay.
There were many blunders incidental to the haste and confusion. The Army,
in its haste, ordered unnecessary goods. Thus, among the surgical instruments
sent to the front line hospital bases there were a large number of obstetrical
instruments—an inexcusable and incredible thing, but readily enough explained
when it appeared that the order for surgical instruments had been based on the
standard supply of surgical instruments at an Army post in the United States at
which there had been a good many officers’ wives.

There were some cheating and some gouging. But on the whole the record
was amazingly clean and efficient. And when charges of great abuses were made
after the war, President Wilson called upon his opponent in the 1916 election,
the Honorable Charles Evans Hughes, later Chief Justice of the United States
Supreme Court, and one of the most highly respected lawyers in the country, to
make a thorough investigation, giving him carte blanche, access to all records,
and adequate assistance. Mr. Hughes made a very thorough investigation and
came out with a report that sweepingly vindicated the War Administration.

We were concerned in World War I with profiteers. It troubled us that
certain companies should make a great deal of money out of war. But we were
more concerned with getting results. We imposed very heavy taxes on excess
profits and very heavy taxes on war profits, and we felt that it was better to let
them make the profits and to tax them heavily than to slow them down by trying
to prevent their making profits in the first place.

We did not look upon a great war as primarily an opportunity for accom-
plishing sweeping social reforms or for reconstituting the basic principles of
economic life. 'We looked upon the war rather as something that had to be
done and to be got through with as quickly as possible. We believed in economic
freedom. During the war we submitted to drastic, needed economic restraints
and controls. But we had no love for them, and we got rid of them as speedily
as we could when the war was over. Most of them we dropped immediately—
including price fixing.



CHAPTER 5

The Federal Reserve System, 1914-1918

The Federal Reserve System, as we have seen, was not in operation when the
Great War broke out at the end of July, 1914. The Federal Reserve Board

was not organized until August 12, 1914, and the Federal Reserve banks were-

not open for business until November 16, 1914. It was the Aldrich-Vreeland
notes, and the close codperation of existing banks, clearing houses, stock ex-
changes, and the Treasury which met the first shock of the war.

Limited Rediscounts and Earmings Till April, 1917. The flood of gold which
came to us beginning with December, 1914, made one of the easiest money
markets in the history of Wall Street down to that time, and made it largely
unnecessary before April, 1917, for the banks generally to have recourse to
rediscounting at the Federal Reserve banks.. Certain of the Federal Reserve
banks, notably those in Dallas, Kansas City, and Atlanta, started to rediscount
substantially soon after they began business, particularly as the rise in agricultural
prices and the revival of agricultural prosperity made increasing demands on the
loan funds of the member banks in those districts. But the Federal Reserve banks
in the great financial centers were not rediscounting enough to enable them to
pay dividends through practically the whole period prior' to the entrance of the
United States into the war.

At the beginning of 1917 the Federal Reserve banks had earning assets of
$221,896,000, including rediscounts for member banks, bills of exchange bought
in the open market, various Government securities, State and municipal war-
rants, and the like. Their chief asset, however, was the nonearning asset, gold.
Foreseeing war from the beginning of 1917, the Federal Reserve banks sought
to strengthen their position by reducing their earning assets, and when the war
broke out their earning assets amounted to only $167,994,000. With decks
cleared for action, they were prepared to begin rediscounting on an enormous
scale as the burden of war finance should compel the other banks to have recourse
to the Federal Reserve System. '
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Rediscount Rates Above Market. The Federal Reserve banks began to function
on the basis of very orthodox central banking principles. They kept their redis-
count rates above the market (meaning by the market the rate of interest charged
by great city banks to prime borrowing customers). - They started in November of
1914 with rates at 6% in New York, Boston, Chicago, Philadelphia, Cleveland,
St. Louis, and Richmond, and at 614 % in the other five Federal Reserve banks.
‘They engaged to a limited extent in open market operations. The law allowed
them to buy United States Government securities in the open market, and State
and municipal tax anticipation warrants with six months or less maturity, but
the supply of both of these was very limited. The Federal public debt was less
than a billion dollars, and approximately 700 millions of this was already used as
collateral for National Bank notes. A substantial part of the rest was tied up in
trust funds, and the floating supply was small.

We had an immense expansion of bank credit in the period from the begin-
ning of 1915 to April of 1917, but Federal Reserve policy made no contribution
to this expansion. The expansion was based (a) on the incoming gold, and (b)
on the reduction in reserve requirements which the Federal Reserve Act of 1913

had provided.

Concentration of Gold in Federal Reserve Banks. The Federal Reserve authori-
ties were much impressed with the danger of the great influx of gold, and took
measures to get the gold concentrated in the Federal Reserve banks. The
original theory involved in this was perhaps not very clear, but in 1916 and in
early 1917 there was a very definite practical consideration that we might be
involved in war, and that it was important that the gold of the country be con-
centrated in a central reservoir as a basis for war finance. The procedure was
cumbersome.

Awkward Process of Exchanging Federal Reserve Notes for Gold. The original
Federal Reserve Act did not provide for the simple issue of Federal Reserve
notes against gold. Incidentally, it did not provide for the issue of Federal Re-
serve notes by the Federal Reserve banks. The Federal Reserve notes were
issued by the Government to the Federal Reserve banks against collateral, and
then by the Fed‘eraly Reserve banks to the member banks. The Government was
represented in each Federal Reserve bank by the Federal Reserve Agent. The
Federal Reserve Agent could issue notes against commercial paper, 60%, and
gold, 40%. The Federal Reserve banks had very little commercial paper. In
converting a great deal of gold into Federal Reserve notes, therefore, it was
necessary to use the same commercial paper a good many times. The President
of the Federal Reserve bank would turn over to the Federal Reserve Agent gold
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and commercial paper, receiving Federal Reserve notes. He would then turn
over an additional sum of gold in redeeming the commercial paper, so that the
notes had now 100% gold collateral. He would then use the same commercial
paper with additional gold in getting more notes, and repeat the operation many
times. A very substantial part of the incoming gold was by this means concen-
trated in the hands of the Federal Reserve Agent as collateral for Federal
Reserve notes.

W artime Amendments. In the summer of 1917, after our entrance into the
war, important changes were made in the Federal Reserve Act. One change
eliminated this cumbersome process of issuing Federal Reserve notes against
gold. Federal Reserve notes were allowed to be issued directly against gold
alone, as well as against commercial paper and gold. Another provision reduced
the reserve requirements of member banks to 13% on demand deposits in the
central reserve cities, 10% in the reserve cities, and 7% in the country banks,
with 3% on time deposits for all classes of institutions. At the same time the
member banks were required to carry all of their legal reserves as deposits with
the Federal Reserve banks, their own gold and lawful money held in their own
vaults no longer counting as legal reserves. This made it possible for the mem-
ber banks to turn over all their gold to the Federal Reserve banks, receiving in
return either deposit credits or Federal Reserve notes, depending upon their own
and their customers’ needs.

Great State Institutions Enter System. The main objectives in this legislation
were to encourage the concentration of gold and gold certificates in the Federal
Reserve banks, and to encourage banks which had remained outside of the
Federal Reserve System to come in. When the System was first inaugurated all
National Banks were obliged to come in or to surrender their National charters,
but many powerful institutions with State charters, including the great trust
companies in- New York City, remained outside the System. On October 13,
1917, President Wilson issued an appeal to the State banks and trust companies
to enter the System as a wartime measure. The response was gratifying. The
great State banks and trust companies of New York City entered rapidly and
readily. And this was true in other major cities. Much the larger number of
the banks with State charters remained outside, but very speedily the major part
of the banking resources and banking capital of the country had entered the
Federal Reserve System.

Great Technical Services During War. The Federal Reserve System performed
great and distinguished services for the Government and the country in World
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War I. It is difficult, indeed, to see how we could have handled the financial
problems of the war without it. It made possible a smoothness and simplicity in
handling huge financial transactions that would have been incredible under the
old system. In the summer of 1918, for example, the Federal Government col-
lected around 4 billions in taxes in a few weeks. In connection with the First
Liberty Loan in 1917, 2 billions were paid into the Federal Treasury in a short
time. Financial transactions of this magnitude would have led, under the old
system, to drains, falling primarily on the New York banks, which would have
forced the banks almost instantly to suspend cash payments. Had the old Sub-
Treasury system remained in full vigor, under which all payments to the Federal
Government were placed in cash in the vaults of the Government itself, the
mechanism would have broken down with the First Liberty Loan. Under the
Federal Reserve System, however, these huge financial transactions were largely
accomplished by bookkeeping entries. The Federal Reserve banks and the
Federal Reserve Board at Washington, moreover, developed an extraordinary
finesse in balancing debits and credits. They studied in advance the probable
demands to be made on banks in various localities, and made an effort to route
collection items through them in such a way as to give them funds which would
break the shock of the heavy withdrawals. They provided in advance to redis-
count paper for these banks, and they suggested to the Treasury the best places
where government deposits might be made to offset heavy drafts. The policy
was also developed of having each Federal Reserve bank rediscount with the
others in such a way as to keep the gold reserve ratios of the twelve Federal
Reserve banks approximately equal.

Gold Settlement Fund. Shortly after the inauguration of the Federal Reserve
System, the Federal Reserve Board required the Federal Reserve banks to
create a gold settlement fund in Woashington, designed to lessen the physical
transfer of gold from one Federal Reserve district to another in connection with
interregional settlements, On July 1, 1918, daily settlements among the Fed-
eral Reserve banks were inaugurated, reducing in general the amount of gold
that had to be transferred from one to another at any given date, and making it
possible for the Federal Reserve Board at Washington to keep in constant touch
with the reserve situation of each bank and to keep reserve percentages equalized
by rediscounting. Daily settlements did not mean daily shipments of gold to and
from Washington. “Suspense accounts” kept by the various Federal Reserve
banks with the gold settlement fund obviated this. We went far during World
Woar I in the direction of making one central bank out of our twelve Federal
Reserve banks.
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CHAPTER 6

The Postwar Boom, 1919-1920

The Armistice, November 11, 1918, was followed by a sharp reaction in
business and in commodity prices at wholesale. The general average of com-
modity prices fell from 204 in September, 1918, to 193 in February, 1919. The
first symptoms of this reaction came to the bankers’ attention in New York about
the middle of November, when currency—#$1 bills, $5 bills, $10 bills, as well as
subsidiary coins—was pouring into the New York banks from correspondent
banks in many parts of the country, especially from the Pittsburgh region. There
were not enough clerks in the currency departments of the banks to count this
money, despite overtime work, and the cashiers were going around from depart-
ment to department to find additional clerks who could be spared to help.

The Brief Postwar Reaction. With the Armistice there was immediately a cessa-
tion or sharp reduction of a great deal of production for war purposes. Payrolls
were falling off, retail trade in manufacturing centers was falling off, cash was
piling up in the interior banks, and they were sending it to their New York
correspondents to build up their balances or to reduce their loans. A very sub-
stantial liquidation of bank credit took place as businesses, no longer needing
large loans for current purposes, proceeded to reduce them or to pay them off.
The money market eased. The rate to prime borrowing customers in the great
New York banks dropped to 4% in the early part of 1919, though customers’
loans in general remained well above this, and though bankers’ acceptances
stood at about 414 %. The Federal Reserve rediscount rate meanwhile held

at 4%.

Commodity Price Reaction. Certain commodities broke sharply in price. There
had been during the war a suspension of the Anti-Trust Law, accompanied by
price fixing, rationing, and allocation. The Government controls promptly
relaxed, but in a good many cases prices remained fixed by informal agreement
among producers. In one such case the fixed price was held to despite a drastic
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reduction in demand. One great smelting company had a contract to take and
refine all the lead that a2 number of important mines could produce. It was being
overwhelmed by the lead which they were producing and which it was unable to
dispose of at the fixed price. The company thereupon notified the other inter-
ested firms that the next morning, beginning at nine o’clock, it was going to sell
lead, and was going to make a price that would move the lead. What that price
would be it did not know. The other companies felt that the great smelting
company was very decent to give them advance notice and stood aside and
watched the procedure. The next morning lead was down 14 ¢, down another
14¢, down another 4¢, the reduction finally amounting to 435¢ with no
increase in buying. Another 74 ¢ reduction met some speculative buying. The
selling company promptly raised its price 74 ¢ and then encountered trade buying.
It raised its price another %4 ¢ and the trade buying fell off. It dropped its price
Y4¢ and the trade buying was resumed. Then the other companies got into
the game and began to sell lead, and a free and open competitive market was
established at which lead moved within a range of 15¢ at about 414¢ below the
previously prevailing fixed price. The reduced price discouraged lead production.
Supply and demand were equated. Right prices are prices that move goods.
Right prices cannot be foreseen in advance. They must be found out experi-
mentally in the open market.

Business and Prices Turn Upward in Late March, 1919. There was a drop in
employment and there was a great deal of apprehension as to what would happen
to employment as the soldiers in the Army on our side of the water were re-
leased. The apprehension was short-lived. The tide turned in late March and
early April. The average of commodity prices at wholesale stiffened and began
to advance again. Businessmen began to report a great increase in orders.

Heavy Exports. The export and import figures for the early months of 1919
showed a continuance and even a growth in the volume of exports and in the
size of the export balance. The month of January showed an export surplus
exceeding 400 million dollars. Foreign orders for goods, first of all European
orders, came in increasing volume.

The expectation had been that with the end of the war, Europe would resume
her manufacturing activities, and that, while she would need a great deal of food
and raw materials from the United States, she would reduce very sharply her
buying of manufactured goods. But .orders from her for manufactured goods

1 My attention was called to this at the time by Mr. W. R. Ingalls, a well-known
mining engineer and Editor of The Engincering and Mining Journal.
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continued on a great scale. The export trade went on and business revived
rapidly in the United States on the basis of this export trade.

Continued Government Loans to Allies. An explanation of the financial basis
of this export trade was readily at hand. The United States Government had
been authorized by Congress to lend 1o billion dollars to our Allies in Europe
during the war. - The war was not yet technically over and the loans continued
to be made. Something like 7 billion dollars had been loaned down to the time
of the Armistice. In the post-Armistice period, down to the end of June, nearly
3 billions more were loaned. The burden put upon the foreign exchanges by the
heavy shipments of goods to Europe was offset by purchases made in the foreign
exchange market, with dollars provided by these loans.” J. P. Morgan and Com-
pany acted as the principal agent to the British and French governments in these
exchange transactions. 4

The purpose of these continuing loans was to give our Allies in England time
to set their houses in order to meet the shock of demobilization and to feed their
people while the process of demobilization was being put through. A further
purpose was to enable them to meet their commitments to American manufac-
turers and others on canceled war contracts.

The 1919 “Bretton Woods” Experiment—Morgan “Unpegs” Sterling, March
20. On March 20, 1919, the announcement was made that J. P. Morgan had
unpegged sterling and would cease to make the purchases needed to sustain the
rate. Sterling promptly broke, and all the other European exchanges broke.
This was the end of the first phase of our “Bretton Woods” experiment follow-
ing World War I. From the Armistice on November 11, 1918, to March 20,
1919, we did precisely what the international monetary fund under the Bretton
Woods legislation is expected to do, namely, we stabilized the exchange rates of
our European allies with funds drawn from the United States Treasury.

The second phase following March 20, 1919, represented continued support,
though not absolute stabilization of these exchange rates with funds drawn from
the United States Treasury until the loans ceased with June 30, 1919, and for a
little time further until the proceeds of these loans were exhausted. The exports
went on and the exchange rates went lower. But there came no backflow of
goods from Europe. The Continent of Europe had been so shattered by the war
that it was not going back to work. It was living on imports received from the
outside world. Public finances were out of hand, fiscal deficits were growing.

"The Continental governments were relying increasingly on loans from the
central banks of issue, which were printing bank notes to cover governmental
expenditures. Currencies were in disorder. As long as the outside world would
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take these currencies, Europe could buy imports and live upon them. Weak
finance ministers had no incentive to tax the people or to place funding loans
while the outside world was giving them such generous credits.

In the autumn of 1919 Mr. Frank Vanderlip, then President of the National
City Bank of New York, returned from Europe where he had made a rapid but
pretty fundamental survey, and, in an address at a ‘p‘ublic dinner in New York,
gave an explanation of what was happening on the other side. His diagnosis was
correct. His prescription was very inappropriate. His proposed remedy was that
we should loan them ‘a billion dollars. But we had just loaned them. nearly
3 billions since the Armistice and it had done little or nothing toward rehabili-
tating them. Much more fundamental remedies were needed. It is the duty of
a lender to an embarrassed debtor to see to it that the debtor mends his ways and
reorganizes his affairs so that the loan may be a good loan. We were lending to
Europe overgenerously, but we were not performing the duty of a lender with
respect to these other matters. Had we from the beginning insisted that the gov-
ernments of Europe which received the loans from us should set their financial
houses in order and stralghten out their currencies as a condition for the loans,
we should have accomplished a great deal with the loans. The governments
later had to do it under much less favorable conditions and after the financial
disorders had progressed much further.

The month of June of 1919 represented the climax of our exports. In that
single month we exported over a billion dollars worth of goods. In that single
month we had an export balance of 635 million dollars, of which 601 millions
represented our excess of exports with Europe alone. The exports continued,
however, month after month in enormous volume. Goods were going not only
to England, which was solvent and strong, but also to France, Belgium, and
ITtaly, which were s]i'pping badly financially, and in. great volume also to Ger-
many, which was going to pieces financially. How were they being paid for?
Who was standing the risk of these shipments? Who was providing the money?

Sterling Goes Down with the Continental Exchanges. A clue came in one
strange fact—England alone among the European- belligerents had her financial
house in order.” England alone was showing industrial revival. And yet sterling
exchange was weakening rapidly along with the other exchanges. That the for-
eign exchange markets should reflect the internal financial weakness of France,
Belgium, Italy, and Germany was reasonable. But that sterling also should be
going low, despite the strong financial'and industrial position of England, called
loudly for explanatlon

London Stands Between United States and Continent. A careful study of the
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actual operations in foreign exchange in the late summer and autumn of 1919
revealed the fact that while there were enormous holdings of sterling in New
York, there were very small holdings of francs, lire, and Belgian francs and of
the other Continental exchanges, except for German marks. German marks
were being bought by a great many speculators in the United States, by a great
many people who had never before speculated in foreign exchange. But there
were small accumulations of the other Continental exchanges. The market in
New York for these Continental exchanges was narrow. Large sums could not
be sold in New York without a break in price. The good market was in London,
and New York banks and other exchange dealers buying francs, lire, Belgian
francs, Greek drachmas, and so on, promptly resold them in London.

London had long been the center for international speculation. In the days
before the war there were always active speculative markets in London for prac-
tically anything: elephants, ships, beeswax, carved ivories from China, paintings
of old masters, to say nothing of standard commodities, foreign exchange, stocks
and bonds, and the like. A large body of London speculators stood ready to buy
virtually anything at a concession in price. I.ondon banks, relying on the active
speculative markets which made all manner of things liquid, were ready to
finance, and did finance, these speculative transactions. London was usually safe
in this, since London was full of experts who knew where the proper outlets
were for all manner of unusual commodities, securities, or bills of exchange.
After the Armistice London revived this speculative activity, so far as foreign
exchange was concerned, on a great scale.

The Dove from Noah’s Ark. Ordinarily such speculation had been safe because
the London speculators knew their outlets. In 1919 and 1920, however, there
were no outlets for any large quantity of Continental exchanges. The outside
world did not owe money to France, Italy, or other belligerent countries of the
Continent on net balance and consequently had little need for Continental ex-
change. London was thus placed in a difficult position. She could keep the mass
of Continental exchanges moving through active speculation. She could move
them about through Switzerland, Paris, New York, and other centers. But,
like the dove that Noah sent out from the Ark, they found no resting place for
their feet, and they returned to London.

The magnitudes grew, moreover, as London found it necessary steadily to
buy the new exchange continuously being created in order to protect the price of
what she already held.

New York—London Rate Becomes New York—Europe Rate. The explanation
of the decline in sterling along with the other exchanges is thus to be found in the
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fact that the London—New York rate had in effect become a Europe—New
York rate. London was interposing her vast financial strength and prestige
between the stricken Continent and the United States. In part, as suggested
in the foregoing, this was unintentional, but in large part it was intentional.
London was not merely buying Continental exchanges and holding them in
growing volume, she was also making great extensions of credit to the Conti-
nent of Europe and she was buying from the United States in order to sell on
credit to the Continent of Europe.

On a great scale strong business houses, particularly export and import houses
in England, were borrowing from New York banks on the guarantee of British
banks, and British banks of first rank and undoubted solvency were large direct
borrowers from New York banks and, for that matter, from large banks in other
great American financial centers.

Exports Go on Unfunded Credits—Bank Expansion, 1919-1920. The exports
were going on the basis of unfunded credits. Government credits had ceased.
Private credit took its place. Long-term credits had ceased. Unfunded credits
took their place. American exporters were giving long credits to European
buyers, were selling on undated open accounts. They were tying up their work-
ing capital in the process and borrowing from their banks to replenish it. The
reflex action of all this on the American money market was very great. In
the single year, from April 11, 1919, to April 9, 1920, the loans and investments
of the “Reporting Member Banks” of the Federal Reserve System increased
25.4%.

‘This expansion of bank credit occurred despite the fact that there was a reduc-
tion during this period in the holdings of Government securities by the American
banks. It was not Government borrowing which did it.

Even Greater Rate of Bank Expansion in London, 1919-1920. A similar story,
intensified, appeared in England. From June, 1919, to June, 1920, there was
an expansion of 41% in “bills discounted” and “advances” of the twenty leading
banks of the United Kingdom, despite the fact that their holdings of Treasury
bills during this period were reduced. We were expanding to export to Europe,
relying primarily on the credit of England. England was expanding bank credit
in an even greater percentage as part of the same process, and also for the pur-
pose of exporting British goods to the Continent.

Three and a Half Billion Dollar Unfunded Debt of Europe to Private American
Creditors in September, 1920. The unfunded debt of Europe to private creditors
in the United States grew to an astounding total. The present writer estimated
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in October, 1920, that on the fifteenth of the preceding September this unfunded
debt stood at $3,500,000,000. The following table, prepared at that time,?
shows the elements that entered into the growth of the unfunded debt.

GrowTH or UnrFunpep DEBT oF EuropE To PrivatE AMmERIicAN CREDITORS *

January 1, 19109, to September 15, 1920

(Millions of dollars)
Europe Debtor United States Debtor

Commodity trade balance Relevant  Government ad-
(Europe vs. United States), vances, 1919 i....cccernen.n. $2,665
Jan. 1, 1919-July 31, 1920 $6,350 Government advances, 1920,

Commodity trade balance t0 Sept. 16 ..o 155
(Europe vs. United States), Credits granted by United
Aug. 1, 1920-Sept. 15, States Grain Corporation .. 60
1920 (Est.) .o 250 Credits by United States Ship-

Net silver imports from U. 8., ping Board for sales of ships 3.6
Jan. 1, 1919 to Aug. 31, United States tourists ............ 75
1920 i 30 Immigrants’ remittances ........ 450

Net balance on shipping, 1919 73 Insurance balance (small and

Net shipping balance, 1920 .. 52 uncertain) .......cceceiiennn. 000
Ships purchased, 1919............ 20 New loans to Europe, 1919 .. 265
European securities maturing, New loans to Europe, 1920,

103 - TR 466 t0 Sept. I5 covivinniiieienane 216
European securities maturing American  securities repur-

in 1920, to Sept. 15 ........ 5 chased ......ccocoieiiiiiiii 200
Net interest to private credi- Internal Furopean securities

tOrS, TGI0Q ovecverrerrericnsnnnns 79 purchased .......ccoovecinennn, 155
Net interest to private credi- Net gold brought in from Eu-

tors, 1920, to Sept. 15 ...... 135 rope, Jan. 1, 1919, to Aug.
Interest actually paid to U. S. 31, 1920 iiivrerirreieneennes 50

Treasury, Jan. 1, 1919, to Japanese and Argentine secu-

Sept. 9, 1920 ..occvviriererienns 177 rities purchased from Eu-
Repayment of principal to B L 89

U. S. Treasury, Jan. 1, Other securities purchased

1919, to Sept. 9, 1920 .... 114 from Europe ......ccccccoveeuene 12

2 See Chase Economic Bulletin, Vol. 1, No. 1, p. 7.
* The explanation of the items in this balance sheet will be found in Chase Eco-

nomic Bulletin, Vol. 1, No. 1, Oct. 5, 1920.
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Europe Debtor United States Debtor
Anglo-French §’s approaching . German gold held in custody
maturity ......... et 500 by Bank of England for ac-
Argentine maturity of May count of Federal Reserve
15, 1920, met by Great Bank ..., 111
Britain ..occceeviieevieneneenennns 50 Gold from Hong-Kong on
$8,301 British account, May, 1920 22
$4,528.6 $4,528.6

Growth of the Unfunded
Debt of Europe to the
United States, Jan. 1,
1919, to Sept. 15, 1920 .... $3,772.4

Europe had, as the result of loans made by the United States Treasury before
January 1, 1919, a small credit of 200 or 300 millions on current account. The
actual credit in bank balances was larger, but a very substantial part of it was
needed for meeting canceled war contracts. Subtracting 272 millions from the
figures for the growth of the unfunded debt January 1, 1919, to September 15,
1920, gives the actual amount of the unfunded debt, namely $3,500,000,000.

Europe Current Account Debtor to Rest of World Also. Under ordinary con-
ditions it would be pointless to compute relations of this kind between Europe
and the United States alone. Under ordinary conditions Europe would have
been building up credits in countries other than the United States, against which
she could draw in settling her debts here. But in 1919 and 1920 this was not
true. Europe was increasing her open account debt to all parts of the world, and
nowhere was she building up credits with which to meet debts here. She was
even drawing on us to meet some of her current debts in the outside world.

Our Adverse Trade Balance with Non-European Countries—Paid- for with
Cash. With the rest of the world the United States had an adverse trade balance.
We were sending less goods to the non-European world than we were bringing
in from it, and we were having to pay for these, not by drawing on European
balance, but by sending out cash. The following table, covering a somewhat
longer period, exhibits our trade relations with the world outside of Europe.?

8 Chase Economic Bulletin, Vol. I, No. 3, p. 5, Feb. 28, 1921.
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Unrtep States Trape Bavance wite Countries OuTsipE oF EURoOPE,
GoLp AND SILVER SHIPMENTS INCLUDED

From January 1, 1919, to December 31, 1920

Commodities Exports Imports Balance
1919  rcierveriiecnene $2,732,759,627 $3,153,836,543 —$421,076,916
1020 civiereinene 3,762,104,551 4,051,556,066 — 289,451,515
Total ......ouveveane. $6,494,864,178 $7,205,392,609 —$710,528,431

Gold
1919 .ivreiiiennnn, $ 329,590,927 $ 71,552,305 $258,038,622
1920 .coeceniennennns 321,737,629 97,943,352 223,794,277
Total ..o, $ 651,328,556 $ 169,495,657 $481,832,899

Silper
{03 TR $ 212,412,896 $ 89,268,551 $123,144,345
1920  .cvveeiecnennene 108,603,566 86,709,641 21,893,925
Total ..........cueu.e. $ 321,016,462 $ 175,978,192 $145,038,270

Grand Total ............. $7,467,200,196 $7,550,866,458  —$ 83,657,262

. From this table it is clear that we met almost all of our adverse trade balance
with the non-European world with shipments of gold and silver. We more than
made up the rest by shipments of Federal Reserve notes, chiefly to Cuba, al-
though Federal Reserve notes also went to Santo Domingo, some to the northern
parts of |South America, and in minor amounts to other countries.



CHAPTER 7

The Causes of the Crisis of 1920

The Quantity Theory of Money Stops Analysis of Causes. With the turn in the
tide of commodity prices in the spring of 1919 there came into vogue a ready-
made explanation which gave great comfort and confidence to the speculators
and to the business community as the boom of 1919-1920 proceeded. It was the
explanation afforded by the quantity theory of money. Money in circulation and
bank credit in the United States were enormously expanded as compared with
the prewar situation. Commodity prices were enormously higher. But the prices,
according to this theory, were higher decause of the expansion of money and
credit, and the prices were consequently safe, and adequately explained. Professor
Irving Fisher was the leading advocate of this view in the United States. The
formula of the quantity theorists is 2 monotonous “tit-tat-toe”’—money, credit,
prices. With this explanation the problem was solved and further research and
further investigation were unnecessary, and consequently stopped—for those who
believed in this theory. It is one of the great vices of the quantity theory of money
that it tends to check investigation of underlying factors in a business situation.!

The quantity theory of money is invalid.? It was clear as early as May of

1 This theory was accepted even by the Harvard Review of Economic Statistics,
which in the middle of 1919 set a new level for Bradstreet’s index of commodity prices
at 191% of 1913 prices and for the Bureau of Labor Statistics index of commodity
prices at 194% of 1913 prices. (Monthly Supplement, June, 1919. See especially p.
10.) The Review of Economic Statistics then assumed that deviations from these levels
in the following period would be of a magnitude comparable to deviations from the
linear trend of prewar prices which, on the basis of twelve-month moving averages,
had had a maximum deviation of 6.6% above the line of trend in May of 1907. (14id.,
p. 10, n. 1.) The study concludes (p. 11) with the following qualification:

“This conclusion is based on that assumption that there will be no European
débicle to destroy the monetary and credit structure supporting present prices.
Although such a débicle is not an impossibility we believe it is improbable and
consequently should not be a ruling consideration in present calculations.”
The deviations from this new level in the two years which followed, both up and
down, were of enormously greater magnitude!
2See my Value of Money, New York, Macmillan, 1917, R. R. Smith, 1936.
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1919 that the boom was thoroughly unsound, that the commodity prices prevail-
ing were dangerously high and very precarious, and that the longer the boom
lasted, the more violent the reaction would be.> The basic cause of the boom
was in the factors which we have previously considered, notably, the one-sided ex-
port trade to Europe first financed by the Government, and second, the going on
the basis of unfunded private credits. We cannot accept a predominantly mon-
etary general theory either for the level of commodity prices or for the move-
ments of the business cycle.

Money and credit have their place in the explanation of both of these problems,
but they are only a part of the explanation and often are a very minor part. The
role of bank credit in particular is very frequently secondary and passive. Bank
credit usually adapts itself to the underlying factors, rather than forcing the pace.
Very notable exceptions, as we shall see, appeared in the period 1922 to 1929,
and in the period 1897 to 1903. The monetary forces provide the primary ex-
planation of our Civil War prices, when our currency was the irredeemable
greenback. Monetary forces may well dominate our price situation following
the second World War. The inflowing gold and the resultant ease with which
the expansion of bank credit could go on were contributory factors of great
importance in the rise of commodity prices in 1916 and the first part of 1917.

Money and Credit as Factors in the 1919-1920 Boom. The factor of money
and bank credit was not the dominating factor in the postwar boom, 1919-1920,
despite the fact stated above, that bank loans and investments in the United
States expanded 25.4% between April 11, 1919, and April ¢, 1920. This
expansion was, on the whole, a reflex rather than a cause of the other phenomena.
We were losing gold from April, 1919, through April, 1920. QOur gold stock
stood at $2,890,000,000 in April of 1919 and at $2,554,000,000 in April of
1920, a decline of $336,000,000, or 12%. Interest rates rose steadily and to
very great heights. Open market commercial paper which had sold at 5% %
at the beginning of 1919 sold at a 7% rate in early 1920, reaching a peak of
over 8% in the third quarter of 1920. Prime customers’ loans at the great city
banks did not rise as high as this, but they rose steadily, and 7% was a very com-
mon rate for strong corporations before the boom was over.

Federal Reserve Rediscount Rates Below the Market. It must be recognized,
however, that the handling of the Federal Reserve rediscount rate permitted the
expansion to move faster and to go further than would otherwise have been
the case. That rate was held at 4% through the greater part of 1919 despite the

8 The present writer and the late A. Barton Hepburn interchanged letters in late
May of 1919 agreeing on this proposition.
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rising rates of interest in the money market. The explanation appears to be that
the Federal Reserve authorities did not wish to raise their rate until the Govern-
ment had got over the peak of its borrowings. That peak was reached, however,
in August of 1919, whereas the rise in the Federal Reserve rate was delayed
until November of 1919. The New York Federal Reserve Bank suddenly
found itself with a reserve deficiency and was thus obliged under the law to raise
its rate. The rate went to 434 % on November 4, 1919, to 6% on January 23,
1920, and to 7% on June 4, 1920. The other Federal Reserve banks followed
New York in these moves, though only three of them went to 7% in June. Itis
thus true that down to January 23, 1920, it was definitely profitable for a
member bank to rediscount at a Federal Reserve bank and relend to its customers.
Too many of them did this, and too many of them found themselves heavily
indebted to the Federal Reserve banks when the crisis came. The head of one
great trust company, early in January, 1920, put this question to an economist:
“How much longer is it safe for me to go on borrowing at the Federal Reserve
bank to relend at a profit?” He was shocked and startled when the economist
replied that he had already gone much too far, that he had borrowed twice his
reserves, and that it was essential for him to pull up. He did pull up and let
some profitable business go to some other institutions, and took good care of his
customers when the crisis came in the Autumn of 1920.

The great New York banks in general were very reluctant to borrow from
the Federal Reserve bank when the system was first inaugurated. Banks in
general were disposed to feel that it was a sign of weakness if they rediscounted
with the Federal Reserve banks, fhough banks in the Dallas district, where there
is an immense pressure in the cotton-moving season, very early learned to do
so. But it was not until the coming of war finance or shortly before this that the
great New York banks rediscounted. They did so at the request of the Federal
Reserve Bank, which wished them to give an example to the other banks in the
country.* However, the great banks got used to it during the war, and in the
postwar boom they overdid it.

The Federal Reserve System should have held to the orthodox rule of keeping
the rediscount rate above the rate to prime borrowing customers at the great city
banks.?

Discounts at the Federal Reserve banks increased from the beginning of 1919

41 know this from conversations with bankers at the time, and at a period a little
later, but 1 can find no published statement regarding the matter.

5 One of the ablest members of the Federal Reserve Board wrote to me early in
1919 asking if I did not think that the rate should be raised. At the time he wrote
liquidation was still going on, and I advised against the raising of the rate in a period
of liquidation. Later ! was very sorry that I had given this advice.
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to the middle of 1920 about $750,000,000. Offsetting this in its effect on
member bank reserves was the loss of gold of $336,000,000 mentioned above,
and the increase of money in circulation, which amounted to $534,000,000 be-
tween May of 1919 and May of 1920. The net result of these conflicting forces
was a steady increase in pressure on the money market, with rapidly rising
interest rates. On balance the monetary factor was a restraining influence
through the whole of 1920, and it was not the primary influence in causing the
boom in 1919.

It may be observed here that following the postwar boom and crisis, the great
city banks resumed their tradition that they did not rediscount except in unusual
circumstances, even though it was profitable to do so. They were very reluctant
to show bills payable to the Federal Reserve Bank in their published balance
sheets. This tradition held very strongly until 1928. When the Federal Reserve
banks in 1928 began to tighten the money market by selling Government securi-
ties, the member banks in New York began to rediscount again, not for the
purpose of increasing their reserves or increasing their loans, but for the purpose
of maintaining their reserves. Their loans and deposits did, in fact, go down in
1928, as we shall see later when we study the brokers’ loan episode. But the
Federal Reserve System ought not to rely upon such a tradition on the part of
the banks. They ought to keep their rediscount rates above the market.

The Equilibrium Theory. The general body of economic theory which guides
the interpretations given to the more than three decades of the economic history
covered in the present volume, and which finds it verification in that history, is
based on the notion of economic equilibrium.® This concept includes many ele-

6 See the present writer’s “Static Economics and Business Forecasting” in Economic
Essays Contributed in Honor of John Bates Clark, New York, 1927. See also “Equi-
librium Creates Purchasing Power,” Chase Economic Bulletin, Vol. X1, No. 3, June 12,
1931, and my refutation of Keynes’ attack on the doctrine that aggregate supply creates
aggregate demand in the Commercial & Financial Chronicle of January 25, 1945,
reproduced in the Twentieth Century Fund’s Financing American Prosperity: A Sym-
posium of Economists, 1945, pp. 63-70. See also my application of the equilibrium
principle to long-run business forecasting in “A World Afraid of Production,” C/hase
Economic Bulletin, Vol. V, No. 3, Aug. 24, 1925, in which (especially p. 16) 1 fore-
cast the troubles which finally came in 192g. See also the “Digression on Keynes” in
the present volume.

I think that even today the best single book dealing with the business cycle is that
of Wesley C. Mitchell, University of California Press, 1913. This book as a whole has
long been out of print, but a new edition containing the theoretical part was recently
made available,” This book could not have been written by a man who was not deeply
learned in equilibrium economics. It takes account of the whole business picture, and
all the changing factors. The reader acquainted with this book will see that I am very
much indebted to it in the analysis given of the causes of the crisis of 1920 which
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ments. It includes the equilibrium of the industries among themselves. It in-
cludes the price and cost equilibrium. It includes the relation of international
debts to the volume of international trade. It includes the position of the money
market. It includes, not merely the quantity of money and credit, but also the
quality of money and credit. It includes consideration of wages, rentals, and
taxes, as well as interest, in the costs of production. It centers on the question of
whether economic forces are working away from balance or toward balance.
It is a flexible conception which puts emphasis at different times upon different
factors of the situation, depending on which ones are doing unusual things.?

The Growing Economic Unbalance. The situation early in 1920 was shot
through with abnormalities, stresses and strains. The movement was in almost
every case away from equilibrium.

1. Our export balance. The most striking abnormality from the standpoint
of ordinary economic laws was that the United States, a creditor country, should
have an enormous export balance. The world as a whole was heavily indebted
to us, and under normal conditions this would have involved an excess of imports
to the United States as foreign countries paid their debts to us with goods.

2. Gold movements. The second great abnormality of 1919-1920 was that
despite our tremendous export balance of trade we were losing gold heavily.
The extent of this is indicated in the foregoing tables, and the reasons for it
have been stated. We had an export balance with Europe only, and we could
not draw on Europe for payments to the non-European world to pay for our
import surplus from them.

3. Prices and gold. The net result of our foreign commerce during 1919-
1920 was that we lost both goods and gold. The loss of goods raised prices and
encouraged speculation. The loss of gold tightened the money market.

4. Government expenditure. In the two years following the Armistice the
Government spent practically as much money as it had spent during the war
itself. A large part of this was in liquidating canceled war contracts and in meet-
ing other unavoidable expenses of postwar readjustment. But part of this gov-
ernmental expenditure was for financing the shipment of goods to Europe, while

follows. I think this is a much better book than Professor Mitchell’s later studies,
produced when statistical materials were more abundant and consequently, perhaps,
more confusing, I regard the book as enormously more valuable than such one-sided
studies as have come from the monetary school, Keynes, Hawtrey, and their followers.

7 With the general equilibrium conception in mind I wrote in the spring of 1920
a memorandum for private, limited use, an analysis of the existing situation, forecasting
the crisis of 1920. The substance of this analysis is published, as history, in explaining
the crisis of 1920 in the Chase Economic Bulletin of Feb. 28, 1921, under the title
“The Return to Normal.”
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the continuance of Government shipbuilding after the Armistice created a surplus
of unneeded ships at the same time that it led to shortages in other lines where
the labor and resources could have been advéntageously employed.

5. Industrial efficiency. One of the most striking abnormalities was to be
found in the fact that the return of nearly four million men from the Army and
Navy to industry in 1919 was accompanied by an actual decline in the physical
volume of goods produced in 1919 as compared with 1918. Professor E. E.
Day ® gave figures showing an increase in agriculture of 3.3%, a decline in
mining of 18.3%, and a decline of manufacturing of 8.8%, with a decline in
production generally of 5.5%. Professor Walter Stewart ® estimated the decline
in the physical volume of production for 1919 as compared with 1918 at 4%.
There was a great decline in the efliciency of labor in 1919 and 1920 accom-
panied by a rapid rise in wages. This usually comes toward the end of a boom.
In a boom certain “marginal” or inefficient labor is employed which would have
difficulty in finding employment in dull times, and is taken on often at full wage
rates. A great deal of overtime work is engaged in, and overtime rates increase
labor costs. Moreover, overtime beyond forty-eight hours a week, over a series of
weeks, leads to weariness on the part of labor. Shop discipline is increasingly
difficult in boom times. The turnover of labor, moreover, is very rapid in such
a period. Labor costs per unit of output were mounting rapidly.

6. Managerial efficiency. Toward the close of a boom managerial efficiency
always goes down. Managers are harassed by rush orders, by a high labor turn-
over, by difficulties in getting materials in on time, and by a multiplicity of details
which do not press them so hard in dull times. Moreover, profits look large
and managers have less incentive for close economies. They find it easy to add
increased expenses to selling prices. They are, moreover, easily persuaded by
enterprising promoters with “ideas to sell,” to incur extravagant overhead ex-
penses for advertising and other items from which the return may be doubtful.
They cease to watch small economies.

7. Raw materials. Ordinarily prices of raw materials rise faster than prices
of finished products in a boom time. Imported raw materials did not rise as fast
following the latter part of 1919 as did the prices of finished products, but raw
materials in the cases where foreign competition was. absent rose very rapidly,
and this was particularly true of building materials. In some cases local monop-
olies were able to push building prices to outrageous levels.

8. Money and interest rates. The year following April, 1919, saw a steady

8 Review of Economic Statistics, Jan. 1921.
9 «“Ap Index Number of Production,” American Economic Association, Dec., 1920,

published in Papers and Proceedings the following March,
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rise in money rates and in long time interest rates on investments, with a result-
ant sharp increase in the interest element in the cost of production. Businesses
which had maturing bond issues were especially hard hit by this development,
and there was a great increase in the volume of short time notes in this period,
as businesses were unwilling to tie themselves up with long time contracts to
pay existing interest rates. Gold was leaving the country and undermining bank
reserves at the same time that bank loans were expanding, as we have seen, at
a rapid rate.

9. Rentals. In all growing cities, in view of the shortage of housing, rents
rose rapidly during 1919 and most of 1920. As business leases expired during
this period, new leases had to be taken on at much higher rentals, leading again
to marked increases in costs of business production.

10. The railroad situation. The war had subjected our railroad system to a
very great strain. T'raffic was dislocated and equipment had got into bad con-
dition. Railway wages were high and the efficiency of railroad labor - was low.
The postwar boom caught the railroads in such a position that it was not easy
for them to bear the strain. More traffic was offered than they could handle,
and railroad congestion grew at many points. This was one of the worst elements
of the industrial disequilibrium. It led to interferences with production and mar-
keting, created a coal shortage, increased factory costs, and led, moreover, to the
tying up of goods in transit with a consequent freezing of bank credits and com-
mercial credits based on goods in movement. Freight cars and bank loans were
direct competitors. This situation was in evidence in 1919 and became acutely
critical in the early part of 1920.

Railroad congestion was complicated by the fact that railroad rates were
lower than they should have been. The railroads were not paying their way and
the United States Treasury was standing the loss. This meant that more traffic
was offered to the railroads than would have been the case had the rates been
high enough to enable the railroads to pay their way. Economic abnormalities
arise whenever costs and prices get out of proper relation to one another. This
is the case almost equally where prices are lower than costs or where prices are
higher than costs.

11. ‘Rising costs and vanishing profits. From many causes, then, costs of
production rose with startling rapidity during the second half of 1919 and the
first part of 1920. As costs rose businesses which were unable to advance
their prices faced declining and vanishing profits. With the decline in profits in
a sufficiently important minority of businesses, a boom must come to an end.
The businesses facing losses contract their operations to cut their losses. "If they
fail to do this voluntarily, their creditors force their hands. Credits are based on
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earning power. As earning power diminishes creditors grow nervous and begin
to press for collection, liquidation is forced, and reaction and crisis come,

The heart of the business movement is not money, is not credit, is not com-
modity prices. The heart of the business situation is the outlook for profits. The
heart of the credit situation is the guality of credit and the quality of credit rests
on the outlook for profits.

12. Industries especially hard hit were those where prices were fixed by law
or custom or necessity, but where costs none the less rose. Typical of these were
gold mining, railroading, public utilities, and the like. The years 1919 and 1920
saw difficulties multiplying rapidly for all of these industries.

13. Competition. Very commonly in boom times competition functions
imperfectly or disappears, and this was strikingly true in 1919-1920. The
legislation of the Wilson Administration in 1913, in the Clayton Act, and ad-
ministrative policy down to our entrance in the war in 1917 had made substan-
tial progress in restoring competition to American business. During our own
participation in the war, however, the Government, for war purposes, tempo-
rarily reversed this policy and encouraged businessmen in most industries to get
together, to pool their resources, and to pool their business secrets.

As a temporary war policy this was necessary and desirable. It was accom-
panied by price fixing, by rationing of materials and supplies, and by other re-
straints of an authoritative character which took the place of free competition
in regulating prices and production. The end of the war saw the rapid disap-
prarance of price fixing and authoritative controls, but did not see an adequate
restoration of competition. One may add that never since the early years of
the Wilson Administration has there been any consistent effort to enforce Anti-
Trust legislation. Of course the whole theory of the NRA was contrary to the
spirit of the Anti-Trust laws and, indeed, the Anti-Trust laws were suspended
by the National Industrial Recovery Act.

14. Speculation. The great strain in commodity markets and the shortage
of goods created by the abnormal growth of our export balance led to rapidly
rising prices of commodities. This rise in commodity prices led to and was
greatly accentuated by an appalling speculation in commodity prices. This
speculation created shortages where shortages would not otherwise have existed.
The year 1919 saw also a stock market boom of disquieting proportions, cul-
minating in November. Speculation in farm lands and other real estate went
dangerously far in many sections, while there was a great deal of exceedingly
ill-informed and dangerous speculation in foreign exchange as well.

15. Conditions abroad. Qur great export trade was based, not on revival in
Europe, but on the failure of Europe to revive. Industrial revival in complicated
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modern industry must rest on sound currency and sound public finance. Public
finance of the belligerents of Continental Europe grew steadily worse. Monetary
depreciation in Europe moved rapidly. Europe was buying goods in enormous
quantity on credit from every part of the world, and building up throughout the
world a fictitious prosperity similar to that which we had in the United States.
Reaction and collapse were inevitable. The collapse came first in Japan with
a violent break in silk prices early in 1920. Troubles came in India. Collapse
came in Cuba as sugar plunged from 22.56¢ a pound in May of 1920 to 3.63¢
in December.

16. The Unbalance Among the Industries. Leaving aside the disorder in
credits and finance brought about by European troubles, there was a funda-
mental disturbance in the equilibrium of the world’s industries due to the great
reduction in Europe’s output of manufactures. The normal functioning of in-
dustry and commerce rests upon a proper balancing of various industries. Manu-
factures, foods, and raw materials must be produced in proper proportion.

We saw such a disequilibrium in the United States in 1893-1896—it was not
our only problem, for fears regarding our standard of value were very acute
then, as a result of the Sherman Silver Act of 1890 and the strong agitation for
bimetallism. The production of raw materials and foods due to the rapid ex-
ploitation of the Mississippi Valley had outrun the development of manufactures.
As a consequence the prices of raw materials and foods fell very low, and the
buying power of the producers was cut so much that they could not give full
employment even to the relatively scarce manufacturing capacity of the country.

The world as a whole faced a similar problem in 1920. Europe had been the
great manufacturing center, drawing in foods and raw materials from all over
the world, working up the raw materials, and sending out finished manufactures
in payment. The most unmistakable revival in Continental Europe following
1918 was in agriculture rather than in manufacturing. City industry calls for
good money. Agriculture has far fewer financial problems. There had been a
drastic change in our exports and imports from prewar conditions as a conse-
quence of this fact. Before the war only 30% of our exports were manufactures
ready for consumption. This percentage rose very high during the war, and
even as late as November, 1920, we were still sending out virtually 42% of our
exports in the form of manufactures ready for consumption. Raw materials
constituted 34% of our prewar exports. They averaged only 20% of our
exports during 1919 and 1920. On the other hand, on the import side there
had been a marked diminution during and since the war in the proportion of
manufactured goods imported, with a very substantial increase in the proportion
of raw materials brought in. We had been trying to take over Europe’s job of
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supplying the world, including Europe, with manufactured goods, and of buying
from the worla its surplus raw materials. Our manufacturing capacity was not
adequate to carry this work, and the result was so great a collapse in the price of
raw materials, with a resultant decline in the purchasing power of the producers
of raw materials, that our own factories could not keep active at prevailing
prices.

There were many false theories accepted during this extraordinary postwar
boom. One of the most remarkable was the theory offered in 1919 that there
was a world-wide scarcity of raw materials. This was presented as an argument
for extensive American investments in Siberia, South America, and other out-
lying regions, and served as a foundation for the fantastic commodity speculation
in which the world engaged. But the fact was that the war had been fought
chiefly in manufacturing countries and that, barring Russia, the sources of raw
materials had been stimulated, rather than depressed, during the war.

Raw materials broke first and broke violently, and then all prices yielded.



CHAPTER 8

The Crisis—1920-1921

The crisis came with extraordinary suddenness. The present writer sym-
bolized it at the time in these terms. We have been stretching a rubber band.
Europe holds one end, we hold. the other. The tension in the rubber band
represents the high prices of commodities. The tension has been growing. Sud-
denly Europe turns loose her end. Commodity prices drop in thirteen months
from 248 to 141!

Europe turned -loose her end, not because she did not continue to desire
commodities, but because of the growing doubt all over the world as to her
ability to pay, and also because of a growing exhaustion of the credit resources
of those who wished to sell to her on credit.

W holesale and Retail Prices. One of the first episodes, anticipating the gcneral
fall in raw materials and in the general average of wholesale commodity prices,
was a cut of 20% in retail prices at John Wanamaker’s in New York, on May
3, 1920. Wanamaker, moving first, cleaned out his inventory at high prices,
and put himself in a strong financial position. Some other retailers followed.
But the first general break was not in retail prices. Wanamaker’s acted in re-
sponse to what was called a “buyers’ strike.” Public resistance to rising prices
became a general subject of discussion, though it was probably more talked
about than real.

W holesale Prices Break from 248 to 141. The decline in commodity prices at
wholesale was extraordinarily rapid. A peak had been reached in May of 1920
at 248% of the 1913 prices according to the contemporary Bureau of Labor
Statistics Index. By August of the following year, 1921, this index had dropped
to 141. In a single year, August 1920 to August 1921, the drop was one
hundred points. American industry met this shock amazingly well. American
agriculture suffered a great deal because of it. Agriculture in outlying countries,
like Cuba and South America, was prostrated by it. Twenty-five-cent sugar
ruined Cuba. Two-and-a-hali-dollar wheat did grave damage to American
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agriculture. But the boom and the high prices and the great collapse left the
general industrial situation in the United States pretty well intact.

Industry Stands Shock—A griculture Badly Shaken—Different Financial Tech-
niques. 'The explanation is to be found in the difference in financial technique
between industry and agriculture. Industry rather generally was distrustful of
the boom during the war and to a considerable extent even after the war. In-
dustry used the boom as an opportunity to accumulate additional capital funds
and to increase liquidity. The United States Steel Corporation, for example,
increased its cash in banks, increased it holdings of marketable securities, and
reduced its debt during the war, as well as increasing its surplus and undivided
profits very greatly out of earnings. It did not pay out all of its profits in divi-
dends. The United States Steel Corporation was stronger in the summer of
1921 after the grand smash than it had been in the summer of 1914 before the
war began.

Agriculture, on the other hand, to a great extent, had used the extraordinary
wartime earnings as a foundation for rising prices of agricultural lands and in-
creased mortgage debt on agricultural lands. This in part grew out of the
conservative wisdom of agricultural communities. A wise investor will ordinarily
buy the kind of thing that he knows and understands. The farmers knew land.
With windfall profits they bought more land. Ultraconservatism in agricultural
communities, on the part of old farmers who did not wish to expand, con-
sisted in taking a first mortgage on some other man’s land where he knew the
land and could watch it. Ordinarily such practices had proved wholesome and
sound, but when widely practiced for several years of high profits, they inevit-
ably made for a great rise in land values and a great growth in debt based on
land values.

Land Speculation—Iowa. The center of the boom in agricultural lands was
Iowa. Land values had long been unduly high in Towa as compared with land
in other States with the same earning power. In 1919 and 1920 they soared
extravagantly.! v

Temporarily Embarrassed Businesses. A great many industries were temporarily
very hard hit and embarrassed. Inventory shriveled in value. A great many
accounts ‘and bills receivable proved to be difficult to collect. Industry itself,

1 The writer recalls a conversation with a banker in Iowa City as late as December,
1920. The banker was showing me a very fine farm and he said, “I know that you
economists say that land is only worth what it will produce, but it does look like some
of this land around here is worth a thousand dollars an acre.” In the disillusionment,
Towa suffered more than any other State.
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however, had accounts and bills payable, including notes due at the banks, which
were maturing. Liquidity decreased with great rapidity. The banker giving
credit is accustomed to attach high importance to the “current ratio,” that is to
say, the ratio between quick assets and quick liabilities. Quick assets are cash in
bank, accounts and bills receivable, and inventory. Quick liabilities are accounts
and bills payable. The ratio required in different industries will vary with the
general liquidity of the business and special circumstances connected with the
business, but in general the banker likes to have a current ratio of 2 or 3 to I.
Current ratios declined with startling rapidity. One important company had a
current ratio of 5 to 1 on December 31, 1919, and only 1 to I on December 31,
1920. Under such circumstances it became necessary for the banker to “look
below the line,” that is to say, to consider the fixed assets and the fixed liabilities
of the corporation as well as its quick assets and quick Labilities; to consider
whether, taking all assets and all liabilities into account, the concern was solvent
even though it might be temporarily frozen. Credit policy came to be centered
on the question of solvency. Business policy for a great many corporations ceased
to be concerned primarily with profits and came to be concerned primarily with
solvency.

There were many strong corporations which rode serenely through this
trouble without needing to call upon their banks for anything but routine loans,
and some, like the United States Steel Corporation, which needed no loans at
all. But most businesses needed to go to their bankers, and many of them came
in fear and trembling.

Banking Policy, 1920-1921. The main lines of bank credit policy pursued in
this great crisis were admirable and very clean-cut. The banks themselves
had taken advantage of the unusual profits of the war and the postwar boom
to add to surplus and even to capital on a great scale. And they had, for the first
time in a great crisis, the Federal Reserve banks to lean upon.

The trouble came, in general, to concerns which could give the banks com-~
mercial paper eligible for rediscount at the Federal Reserve banks. The Federal
Reserve banks were in a strong position and extended credit, at a steep rate, to
enable the bankers to meet borrowing demands. The first point in bank policy
was that it was the business of the banks to extend credit to enable solvent cus-
tomers to protect their solvency, but that if the customer were really insolvent,
there was no use in throwing good money after bad. The second main point
was that if the customer was to be helped at all he was to be helped adequately.
If $50,000 was needed to save him he should receive a loan of $50,000 or else
nothing at all. He should not be given an inadequate $30,000 loan. There was
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always the qualification in cases of this sort that if the customer were accustomed
to borrowing from several banks he should not expect any one of the several
to give him all that he needed, but should expect the banks rather to get to-
gether and divide up the burden, but in such a way that he would have adequate
funds to protect his solvency. It was the business of the banks to enable their
customers to mobilize their slow assets to meet their quick liabilities. - It was
no part of the duty of the bankers to validate the unsound assets of a really
insolvent business.

Bank Creditor Committees. Solvency in many cases was a question of degree
and a question of opinion. The bank credit men amassed in an extraordinarily
short time all relevant information regarding virtually every business in the
United States. And through the interchange of credit information this was
available to all interested bankers. It became clear that there were many cases
of well-managed businesses which, caught in the great disorder, would not be
saved by temporary loans, but needed long-time help and would need it for an
indefinite period. In some of these cases it could be seen that given time and
unusual consideration, the business would finally pay out. In other cases it
seemed probable that the business could never pay in full, but might in time
work out at 90% or 80% or 75%. What was to be done?

The banks in this crisis developed a new technique designed to avoid the slow
and wasteful process of the bankruptcy courts with the liquidation of “going
businesses.”” Bank creditor committees were formed. The businesses put them-
selves in the hands of the banks informally. Creditor banks agreed with one
another to defer collection of the loans, insisting, as they did so, upon drastic
economies in the debtor businesses. In cases where management was good, the
banks knew very well that the management was one of the great assets of the
business and that the management could handle things for the banks much better
than the banks themselves could. In cases where the management was of doubt-
ful integrity or had proved itself incompetent, the credit committees would insist
on a change of management as a condition for extending the loans. Sometimes the
banks would scale down the loans so as to put the businesses in a position to get
new credits from purveyors of raw material. Sometimes the banks would even
advance some new money to keep a business functioning, knowing very well
that a functioning business might pay out ultimately, while a business that had
ceased to function would rapidly disintegrate and dissipate what assets it had.
It was a superb piece of credit work.

New York Aid to Rural Banks. Banking policy had many angles, and banking
policy in the great financial centers had to overlook the whole country. The
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great New York banks had correspondent banks in every part of the nation
which turned to them for help and to which they gave help, lending against
whatever assets the local banks had, including the small receivables of their local
customers. In the portfolio of the Chase National Bank of New York there
was a note for $104, signed by John Wilhite and Lizzie his wife, secured by a
chattel mortgage on Mollie—Mollie being a mare mule sixteen hands high, five
years old, and broken to single and double harness—resident in the State of
North Carolina. This note had come as part of the collateral to a loan for
$100,000 made to a North Carolina banker.

In the first half of December, 1920, the old chief of the Chase National
Bank, Mr. A. Barton Hepburn, stated that he was getting very disquieting
reports from the Panhandle of Texas and from Montana regarding the cattle
situation. The farmers, under pressure to pay debts, were shipping out their
cattle—not merely the fat cattle but also the lean cattle and the she-cattle,
breaking up the flocks and herds. And these cattle sold under such stress were
obtaining ruinously low prices in the market in Kansas City. Mr. Hepburn said,
“Now I am going to scurry around and get some money out to the Texas and
Montana banks so that they can lend enough to those farmers to keep the flocks
and herds together.” But he wished a speech made about it which would outline
a general policy that might be useful to the banks in this situation.

The speech was made in Iowa City to the bankers of Iowa late in December.
After describing the situation to them, the speaker said, “If you have farmer
debtors who have fat cattle which they are holding in the hope of higher prices,
call their loans, make them sell. They won’t get the higher prices. If you have
farmer debtors who have corn that they are holding for higher prices, call their
loans. Make them sell. They won’t get the higher prices. But if you have farmer
debtors who have corn and who know how to feed cattle, lend them additional
money to enable them to buy these extraordinarily cheap cattle in Kansas City
so as to get the lean cattle and the corn together. We must keep agriculture a
going concern.”

Privately he told the country bankers individually that the Chase National
Bank would make them additional loans to help them in carrying out this policy.

Mr. Hepburn’s Stock Market Pool, December, 1920. At approximately the
same time Mr. Hepburn revealed the existence of a pool that had been organized
to engage in some operations in the stock market. There have been no references
to this pool in print, and the existence of it was not widely known even in Wall
Street at the time. It was a closely guarded secret. "The stock market had had
a boom in 1919 which culminated in a very sharp break late in the autumn.
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During 1920 it had been left to its own devices, struggling against tight money,
liquidating its debts, but holding without violent ‘breaks and gradually sagging
until the fourth quarter, when a sharp break came. Brokers’ loans had been
$1,750,000,000 at the end of 1919, and they had been reduced to under
$700,000,000 by the end of 1920. Mr. Hepburn said that the market was
getting discouraged, and that he and a number of other men who felt responsible
for the situation had decided that it needed a little support. They were not going
to do much. They were going to buy 10,000 shares of United States Steel, and
they were going to buy some shares of other pivotal stocks. The point was simply
to steady the market. They did not expect to make any money in the pool
operations, but they hoped to avoid losses. He said that the pool would begin
operation the following morning, namely, December 22, 1920 and that it might
be interesting to watch what the market did. The next day the market did
turn up, and it continued a gradual rise into the following May, though the pool
ceased to operate after a few weeks. It was interesting to see the explanations
given by the financial writers in the New York papers, none of whom apparently
had any suspicion that a pool was operating. The action of the stock market put
new heart and courage into the financial community. The term “pool” is one
which suggests a great deal of iniquity, but the present writer is unregenerate
enough to believe that this was.an act of financial statesmanship.

Organized Commodity Exchanges Met Shock Amazingly Well. The industrial
and mercantile community met the shock with extraordinary resourcefulness.
The great exchanges, the organized markets in commodities, the New York
Cotton Exchange, the Liverpool Cotton Exchange, the Chicago Board of Trade,
and others showed extraordinary resourcefulness in diffusing losses. The brokers
kept their solvency and paid their debts. On the Liverpool Exchange, Egyptian
cotton had been at a very high premium over middling cotton, and middling
cotton had been at a very high price. Suddenly the basic price of middling cotton
broke violently, and simultaneously the differential for Egyptian cotton prac-
tically disappeared. Information at the time was that there were no failures
among the Liverpool cotton brokers.

Hedging Protected Millers and Spinners. Cotton spinners and millers normally
protect themselves by short sales of the cotton or grain which they buy to work
up into cloth or fiour—short sales which they cover when the cloth or the flour
is ready to market. If the price of wheat goes down, the price of flour will go
down. The miller does not care. If the wheat and flour go up, he makes a
profit on the wheat he has bought to grind, but he loses on his short sale. If the
price of wheat and flour come down, he loses money on the wheat he is grinding,
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but he makes money on his short sale. He gives his attention to his main business,
which is to get a profit out of the differential between the price of wheat and the
price of flour, and avoids speculative risks by imposing on some speculator the
burden of carrying the risk. But the speculator who has bought wheat for future
delivery is not a philanthropist and is not a static person. He may sell the next
day, and the man who buys from him may sell a few minutes later. A loss of
40¢ a bushel, instead of ruining a miller, may be diffused among fifty to a hun-
dred speculators, each of whom may lose a fraction of a cent. It is rarely
necessary to waste tears over the highly organized centers of commodity specu-
lation. They know how to take care of themselves. And they know how to
take care of the industries which use them for hedge purposes.

Weak Spots Mapped and Charted by Spring, 1921. Businessmen and bankers
both did a very thorough job in cleaning up the weak spots and in making read-
justments in prices, costs, methods, and the proportions of industrial activity.
By the early spring of 1921 the credit weak spots. were mapped and charted.
The banks knew what businesses could survive and what businesses must go
under or at all events have a readjustment of their financial setup. It was clear
that the general credit situation was impregnably strong, and that the credit
system would survive the shock.

Costs Rapidly Readjusted. Costs were rapidly readjusted. Raw materials, of
course, had fallen drastically. Rentals were in many cases readjusted, often by
voluntary negotiations. Sometimes a bank creditors’ committee in showing
leniency to an embarrassed business would call into the discussion the landlord
from whom the business was leasing property and make the general settlement
contingent upon the landlord’s reducing the rent—a thing which was to the
landlord’s interest under the circumstances. In some cases it was necessary to put
a concern into bankruptcy in order to get rid of losses by impossibly high rentals.
The stronger businesses, of course, carried out their contracts until the leases
expired.

High Interest Rates Provided Insurance 4 gainst Losses. Very often the banks
in dealing with embarrassed businesses would reduce interest rates or even waive
interest for a time. But the year 1921 remained a year of high interest rates.
In this was one of the elements of strength in the situation. It was definitely
recognized that there was a very substantial element of insurance in interest
rates. The banks could stand a substantial loss on some of their loans in view of
the general interest rates prevailing.
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Moderate Decline in Wages. Wages declined, although nothing like so much

as commodity prices. The following table compares wages and wholesale prices
for the years 1914-1922 inclusive:

InpEXx NUMBERS oF Waces PER Hour anp WuoLEsALE Prices
IN THE UNITED STATES ¥

Wages per hour W holesale prices
Year (Exclusive of agriculture) (41l commeodities)
€0 07RO 100 100.0
| 23 -SRI 101 102.1
| Xo3 1 TR 109 125.6
T19I7 eveeieienienreenens 125 172.5
1918 oo 159 192.8
| £03 Co RO 180 203.5
1920 cievviiinieniieinieens 229 226.7
| (oF25 QN 214 143.3
1022 coiveiiniinienieenene 204 142.0

* United States Bureau of Labor Statistics—Bases changed.

The year 1921 shows a drop in wage rates per hour of a very moderate sort.
The figure was 229 in 1920 and 214 in 1921. Wholesale prices, on the other
hand, dropped from a 1920 average of 226.7 to a 1921 average of 14I.3.
Woages had lagged behind wholesale prices in the years 1916 to 1919 inclusive.
They had passed above wholesale prices in 1920. They dropped very moderately
in 1921, when wholesale prices made a violent drop.

The decline in wages, however, was a' very unequal one. In the hardest

pressed industries they dropped very much more, and in their dropping facilitated
industrial revival. 1

in the United States to decline with wholesale prices is to be found in a change
that had taken place in our labor supply in the years following 1914. Prior to
1915 we had had an immense immigration, running over 1,000,000 a year fre-
quently and in two years running between 1,200,000 and 1,300,000. Of the
immigrants that came in, moreover, a ve‘iry high percentage were young men and
women ready for work. This had imposed a drag on the rise of wages in the
United States. Wages had risen with the growth of capital and with technologi-
cal progress year by year. But wages had not risen nearly as rapidly as would
have been'the case had immigration been shut off and had we been dependent
solely on our own internal population growth.

Because of Immigration Decline. The{)asic explanation of the failure of wages
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The coming of the war immediately shut off immigration from Europe, and
legislation following the war sharply restricted immigration.

The effect of the cessation of immigration was particularly marked in the
City of New York. Wages of maidservants, for example, had been $3.50 a
week in 1913, with the maid’s living provided by the employer. There was a
steady stream of young German and Irish women coming into the city, as well
as a good many Negro girls coming up from the South. Beginning very early in
the war these wages began to mount, and the wages of maidservants reached $18
a week in 1918. After the slump in 1921 they remained at $14 to $15.

We could have had this rise of wages in the United States at any time before
the war had we been willing to restrict immigration. The experience of the war
itself led us to restrict immigration. We found to our surprise that we had ad-
mitted so many new Europeans that it had endangered the national unity. We
found our country less homogeneous than seemed safe in wartime, and we re-
stricted immigration.

"The failure of wages to decline toward prewar levels, therefore, as commodity
prices were declining toward prewar levels, was a legitimate supply-and-demand
phenomenon. Men had become scarcer, and therefore dear in relation to the
capital and natural resources of the country. A radical permanent rise in wages
was therefore explained on economic grounds.

Artificially. High Wages in Postwar England Create Chronic Unemployment
in 1920’. It is noteworthy that the same phenomenon occurred in England
without the same explanation. Wages rose with commodity prices during the
war and postwar boom. When commodity prices slumped in England in 1920
and 1921, wages slumped very much less and remained high above prewar levels.
In England, however, the explanation was not a change in the supply-and-
demand ‘situation affecting labor, but was rather the power of labor unions in
maintaining artificially high wage rates. The result of this for England was
chronic unemployment throughout the 1920’s on a very heavy scale, while in the
United States with the revival of 1921-1923 we regained full employment at
high wages which were economically justified.

Our Unit Bank System Compels Full Liquidation—Contrast with England.
A further factor in the United States making for a much fuller and completer
readjustment in 1920 than that which England had, was to be found in our
system of independent unit banks as contrasted with the great British branch
bank system. England had five greatbbanks which dominated the pictlire, with
branches all over the British' Isles and over many parts of the world outside.
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We had 20,000 independent banks, every one of which was under obligation
to meet its cash engagements at the clearing house every day. It was possible
for us, with the aid of the Federal Reserve System, to make our credit readjust-
ment in the crisis orderly, but we had to make it thorough. It was not possible
for us to maintain stale and hopeless situations by means of bank credit. Each
bank had to clean up in order to keep itself solvent. Certain of the great British
banks, as late as 19235, had still uncollected loans to the cotton industry in Man-
chester, carried over from 1920, and other commitments of similar sort stale
and frozen. The forbearance of the British banks had not saved these industries.
It had, on the other hand, prevented their passing into stronger hands and into
the hands of more alert and flexible management. It had prevented their freeing
themselves through bankruptcy from impossible financial burdens. It had pre-
vented their becoming effective again.

Many Worse Things Than Great Break in Prices. A collapse of commodity
prices of one hundred points in a single year is not a pleasant thing. It is not a
pleasant thing to see well-meaning but relatively ineffective men lose their
capital and lose control of their companies and see their companies put into
stronger hands through bankruptcy or informal reorganization. And it was cer-
tainly not a pleasant thing to see 4,754,000 workmen unemployed, as was the
case in 1921. But there are many worse things.

Worse Was Far Heavier Unemployment, 1931-1939. One worse thing was the
much heavier volume of unemployment which we had in the United States
from late 1931 to 1939, despite (or, as later chapters will show, because of) all
the well-meaning efforts of the New Deal Government to make employment
by an outpouring of Federal funds, by NRA, and by other unsound devices.

Japanese Stagnation, rg920-192%7. And a worse thing took place in Japan
where, early in 1920, the great banks, the concentrated industries, and the
government got together, destroyed the freedom of the markets, arrested the
decline in commodity prices, and held the Japanese price level high above the
receding world level for seven years. During these years Japan endured chronic
industrial stagnation and at the end, in 1927, she had a banking crisis of such
severity that many great branch bank systems went down, as well as many in-
dustries, It was a stupid policy. In the effort to avert losses on inventory repre-
senting one year’s production, Japan lost seven years, only to incur greatly
exaggerated losses at the end. The New Deal began in Japan in early 1920—
a planned economy under government direction designed to prevent natural
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market forces from operating and, above all, designed to protect the general
price level.

In contrast, in 1920-1921 we took our losses, we readjusted our financial
structure, we endured our depression, and in the month of August, 1921, we
started up again. By the spring of 1923 we had reached new highs in industrial
production and we had labor shortages in many lines,



CHAPTER 9

The Rapid Revival— August, 1921,
to March, 1923

The rally in business production and employment that started in August of
1921 was soundly based on a drastic cleaning up of credit weakness, a drastic
reduction in the costs of production, and the free play of private enterprise. It
was not based on Governmental policy designed to make business good. The
drop in the physical volume of production from the high of July, 1920, to the
low of 1921 was drastic and was indeed unprecedented in severity, so far as
records went, down to that date. The depression was, however, much less severe
than that of the 1930’s. This was primarily because of the very rapidity of
the break in prices and the general readjustment in costs. On the basis of the
Federal Reserve Index of Production (which has as its base the average for the
years 1923-1925) the physical volume of production dropped from 89 in July,
1920, to 65 in July of 1921. Then the Index of Production began to rise.
Moderate improvement began in August of 1921. Through 1922 there was
strong improvement and by Mareh of 1923 the Index of Production had risen
to the radical new high of 103, and it rose further to 106 in April of 1923.

Little Helped by Outside World. It is noteworthy also that, so far as the outside
world was concerned, conditions during this period of strong recovery were very
discouraging. Throughout the world there had been the gravest kind of crisis
and very deep depression. The tide turned in the United States without outside
help. The turn in the United States was followed by a turn in certain other parts
of the world—namely, in those countries which had kept closest to the gold
standard and which had maintained the soundest public finances—notably Eng-
land, the Scandinavian countries, Switzerland, and the Netherlands. But pro-
longed difficulties continued in Germany, in France, in Italy, in Belgium, and
in Japan, to say nothing of Austria, Poland, the Balkans, and the Latin-Ameri-

can countries.
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Break in Building Cost Starts Building Upward in Early 1921. The first sign

of recovery in the United States came early in 1921 in the building trade, several
months before the general upturn in production began. Building costs had risen
to fantastic heights during the boom of 1919 and 1920. The Index of Con-
struction, taking 1914 as a base, had been reduced to 64.9 in 1918, the second
year of the war, had risen to 88.7 in 1919, but had dropped drastically to 48.5
in 1920. It rose to 91.8 in 1921, the rise beginning early in the year with the
drop in building costs, and rose to very substantial volume in the latter part of
the year. In 1922 it rose to 139.2. The Index of Construction and the Index
of Production moved in opposite directions between 1920 and 1921. The
volume of production dropped from 124.5 to 103.9 while the volume of con-
struction was rising from 48.5 to 91.8. In 1922 the two indexes moved together
again, construction reaching a new high with production approaching 1920
again. The table previously given, showing the physical volume of production
and construction for the years 1914-1922 inclusive, is here repeated.

PuysicaL VoLuME oF Propuction anp CONSTRUCTION, 1914-1922 *

T otal volume Total volume
of of
Year production construction
£+ 7 TR 100 100
L1915 eivernerieineeeieennens 113.7 " 979
) €95 £ N 120.6 111.3
{03 & AR 125.5 93.8
1918 i 124.5 64.9
| 105 L R 116.7 88.7
1920 .iiviviicniiiiiinienns 124.5 48.5
1921 i, 103.9 91.8
1922 ccvviiiinieninineen. 121.6 139.2

* Frederick C. Mills, Economic Tendencies in the United
States, New York, 1932, pp. 188 and 191—Bases changed from

1913 to 1914.



CHAPTER 10

The Government’s Contribution
to the Revival, 1921-1928

No Deficit Financing—QOwverbalanced Budgets Every Year. From the stand-
point of New Deal economics the United States Government in the period 1920-
1923 was extremely benighted. The idea that an unbalanced budget with vast
pump-priming Government expenditure is a necessary means of getting out of a
depression received no consideration at all. It was not regarded as the function
of the Government to provide money to make business activity. It was rather
the business of the United States T'reasury to look after the solvency of the
Government, and the most important relief that the Government felt that it
could afford to business was to reduce as much as possible the amount of Gov-
ernment expenditure, which had risen to great heights during the war; to reduce
taxes—but not much; and to reduce public debt. Government expenditures
ran as follows during these years:

Unrrep StaTEs GOVERNMENT EXPENDITURES
(Nor 1ncrLuping Pusric DeBr RETIREMENT)
(Millions of dollars)

Fiscal Year 1920 ...coccvvvevrnnivvrniisncnnnene 6,403
Fiscal Year 1921 ..oocvviiiiiivnennniincnan, 5,116
Fiscal Year 1922 wcccecvvvvniencnccicncinnnne 3,373
Fiscal Year 1923 ..ccocevnicnncnciiieeenn, 3,295

Taxes ran as follows during these years:

OrpiNary Receipts oF THE UNITED STATES GOVERNMENT
(Millions of dollars)

Fiscal Year 1920 ..cccovvevvnvvrvvrenveninnnine 6,695
Fiscal Year 1921 ..ooovvieiiiniiiiiininnn. 5,625
Fiscal Year 1922 .ocveinnnininicnninnnnnns 4,109

Fiscal Year 1923 .cccccvvnvrmnnevveriecnnennnnens 4,007
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The public debt was rapidly reduced as the following figures show:

UxniTEp STaTEs GovERNMENT DEBT
(Millions of dollars)

June 30

IQ20 .eiiiiniiieeinierieniiiie et earre e 24,298
TO2T coveiiieenniirntsnierereenee e cnnes 23,976
TO22 cociriieieneenreeire et e e e sreeeane 22,964
1923 it ceeenees 22,350

Rapid Reduction of Army, Navy, and Civil Service. Nor did the Government
increase public employment with a view to taking up idle labor. There was
reduction in the Army and Navy in the course of these years, and there was a
steady decline in the number of civilian employees of the Federal Government.

Sound Government Financial and Monetary Policy Generates Business Confi-
dence. 'This policy on the part of the Government generated, of course, a great
confidence in the credit of the Government, and the strength of the gold dollar
was taken for granted. The credit of the Government and confidence in the
currency are basic foundations for general business confidence. The relief to
business through reduced taxes was extremely helpful.

Great Spurt in New Technology, 1921-1923. One major factor in the
extraordinarily strong business revival of 1921-1923 was a great spurt in the
application of new technology to industry. During the war and the postwar
boom, our industrial system had been overstrained by the heavy demands made
upon it. Management, harassed by rush orders, did not have time to make far-
reaching plans or to keep pace with the growth of technological knowledge.
Our increased production during the war and the postwar boom was much more
a matter of increasing the number of wage earners than of increasing the effi-
ciency per man through new technology, through growing skill of labor, and
through improved managerial policies.

In the depression of 1921 management had time once more to study new
methods and to make long-run plans. Overtime work ceased, shop discipline
improved, and men valued their jobs. A great body of new technological ideas
was awaiting application. Many of these ideas had been developed as part of
the technology of war in the fields of aircraft, artillery, naval construction, forti-
fications, and the chemistry of explosives. But the same ideas, with modifica-
tions, were to have fruitful application to peacetime pursuits. They were waiting
to be used. In the years 1921-1923 there was widespread application of the
improved technology., The following table reveals the facts:
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GROWTH OF MANUFACTURING PRODUCTION IN THE
Unitep StaTes, 1914-1923 *

Index Numbers of Physical Volume of Production, Number of
Wage Earners, and per Capita Output

Plysical volume Number of OQutput per

Year of production wage earners wage earner

| (] 0 R, 100.0 100.0 100.0

 ¥o3 € TR 127.7 124.5 102.6
105.7 100.1 105.6
156.3 130.3 120.0

* Mills, Economic Tendencies in the United States, p. 192.

From 1914 to 1919 physical output per wage earner in manufacturing in-
creased only 2.6%. From 1921 to 1923 output per wage earner increased
13.6%. If those who fear technological improvement were right, then this
should have been accompanied by a falling off in the number of workers in
manufacturing. It was, however, as shown by our table, accompanied by an
increase of 30% in the number of wage earners. Rapidly improving technology
did not make unemployment. Rather, it helped to generate an immense increase
in employmenf. Production itself generates purchasing power, and therefore
creates employment. Production in one place gives rise to demand for produc-
tion in other places. Be it observed, moreover, that this rapid spurt in techno-
logical progress comes, not at the end of the great boom, 1921-1929, but rather
at the beginning of this great boom. ;



CHAPTER 11

The Money Market, 1920-1928—
Renewed Bank Ezxpansion

A very important factor in the revival, as in all revivals, was an easing of the
money market and an expansion of bank credit. There was a very substantial
liquidation of bank credit from the high figures of 1920 to the low figures of
11921, very;l;mpressive in dollar volume, though less impressive in percentage.
‘The tide of bank credit turned, however, in the latter part of 1921 and a re-
newed expansion began. National Bank figures are better than figures for
member banks in the Federal Reserve System in the period 1914-1923, because
the number of National Banks changed very little, while the number of member
banks changed a good deal. The following tables make use of National Bank
figures, Federal Reserve Bank figures, and Reporting Member Bank figures.

Gold, Money in Circulation and Rediscount Rates. The bank credit expansion,
1922-1923, which reversed the process of liquidation, was due first to incoming
gold, which amounted. to about a billion dollars in the years 1921 and 1922;
second, to an $800,000,000 decline in money in circulation; and third, to Fed-
eral Reserve policy. The Federal Reserve banks reduced their rediscount rates
in 1921. Beginning in the first half of the year by successive stages of 15 %
each, the New York Federal Reserve Bank reduced. its rate from 7% to 4% in
the summer of 1922. During this same period rediscounts were steadily declin-
ing, though the steady reduction in the rate, which brought the Federal Reserve
rate well below the market, undoubtedly retarded the decline in the volume of
rediscounts. But member banks continued to get out of debt to the Federal
Reserve banks, and rediscounts fell from the peak figure in the autumn of 1920
of $2,750,000,000 to $1,000,000,000 at the beginning of 1922.

The First Large Open Market Operation of the Federal Reserve Banks, 1922,
A second contributing factor in Federal Reserve policy was open market pur-
chases of United States Government securities by the Federal Reserve banks.
Beginning early in 1922 there was a sharp increase in the holdings of Govern-



OpEeraTIONs OF NaTioNaL Banks*

(In millions of dollars)

Total Loans,
U.S. Other Total Loans discounts  |Demand, time,
Totadl securities securities investments and and and
resources owned owned in securities discounts investments | U. S. deposits
June 4, 1913 ... 11,037 789 1,089 1,878 6,143 8,021 6,022
June 30, 1914........... 11,482 790 1,116 1,906 6,430 8,336 6,358
May 1, 1917..ccueenen. 16,144 768 1,950 2,719 8,713 11,470 9,696
High point,
1919-1920 ........... 22,711 4,028 1,085 5,877 12,416 16,612 13,914
Dec. 31, May 12, Dec. 31, May 12, Sept. 8, May 4, Dec. 31,
1919 1919 1919 1919 1920 1920 1919
Intermediate
low point .............. 19,014 1,862 1,917 3,835 10,978 14,813 12,143
Sept. 6, Sept. 6, June 30, Sept. 6, Sept. 6, Sept. 6, Sept. 6,
1921 1921 1920 1921 1921 1921 1921
Condition,
Dec. 29,1922 ...... 21,975 2,656 2,348 5,004 11,600 16,604 14,159

* Chase Economic Bulletin, Vol, 111, No, 1, Mar. 27, 1923, p. I5.
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OpEeraTIONs OF FEDERAL REsErvE Banks anp ReporTiné MEMBER Banks
(In millions of dollars)

Federal Reserve

Banks All Reporting Member Banks
Rediscounts
Demand, | Total loans and bills
Total time, discounts | Total loans|“All other” | - Total  |Investments| payable at
Dis- | earning |and U.S. | andin- | and dis- | loans and |investments| in U.S. |Federal Re-
counts | assets deposits |vestments | counts ¥ | discounts I |in securities| securities |serve banks
March 30, 1917 ..ccceunene. 20 168
Approximate High
Point in 1919-1920 ... 2,827 | 3,422 14,465 17,284 * * * 3,267 2,278
Nov. 5, |Oct. 15, | June 18, | Oct. 15, May 2, Nov. 5,
1920 1920 1920 1920 1919 1920
Approximate
Intermediate
Low Point ...ccevvevrnenee 380 | 1,021 13,002 14,526 10,739 7,002 3,229 1,190 98
July 26, | Aug. 9, | July 27, | Mar. 8, | July 26, July s, July 27, | July 27, | July 26,
1922 1922 1921 1922 1922 1922 1921 1921 1922
Condition,
March 7, 1923 ........... 571 1,135 15,341 16,338 11,635 7,645 4,704 2,518 372

* Separate figures not available.

T Including rediscounts at Federal Reserve banks.

1 “All other” loans and discounts are those not secured by United States obligations or by other bonds and stocks and are

sometimes called “commercial” loans. These figures include rediscounts at Federal Reserve banks.
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ment securities by the Federal Reserve banks, the total rising from roughly
$250,000,000 to approximately $650,000,000.

“The policy that lay behind these purchases initially was not a desire to make
the money market easy, or a desire to facilitate bank expansion. These were
unintended and unanticipated consequences. The motive, as explained privately
by a member of the Federal Reserve Board early in 1922, was a much simpler
one. The Federal Reserve System had grown enormously during the war and
postwar boom. With its growth there had come a great volume of expense.
The System needed 45 million dollars a year to meet its expenses and to pay
dividends on its stock. This meant a billion dollars of earning assets at 45 %.
When, in early 1922, rediscounts fell below a billion, the Federal Reserve banks
began to buy Government securities to uphold total earning assets. The author-
ity for this statement, who was one of the very able men in the Federal Reserve
System, was chuckling over the failure of some of his associates to realize that
increased purchases of Government securities by the Federal Reserve System
would accelerate the process of paying off rediscounts. In buying Government
securities the Federal Reserve banks increased the reserve balances of the mem-
ber banks, and the member banks promptly used these increased reserves in
reducing their debt to the Federal Reserve banks. Rediscounts dropped to around
400 million dollars in the summer of 1922. But they did not thus use the whole
of the increase in reserves, and the result of these Government security purchases,
taken in conjunction with the other factors mentioned above, was a relaxation in
the money market, a lowering of interest rates generally, and a renewal of the
expansion of bank credit.

At no time, however, did interest rates in the period, 1920-1923, go really
low, as shown by the following table on open market commercial paper rates in

New York City.

OpeNn MAarRkeT CommeRciAL Paper RaTes in New York City *

High Low
1020 ceirrviieiriiniie e 8 6
(75 SNSRI 734 5
1022 cereenereeresnseancstnnasnnes 5
1023 cirrerivrererereerereresesennennes (34 4%

* Annual Report of Federal Reserve Board, 1927, p. 96.

The lowest rate in the whole period for open market commercial paper was
4%, and this prevailed for only one month in the whole four years, 1920-1923
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inclusive. The Federal Reserve System gave the economic situation a dose of
strychnine, but it was a relatively mild dose.

The Chase Economic Bulletin, Vol. T, No. 5, July 20, 1921, contained
an article called “The Gold and Rediscount Policy of the Federal Reserve
Banks,” ! which maintained that rediscount rates should always be held above
the market, meaning by the “market” the rate which great city banks make to
those prime borrowing customers who have accounts with several banks. - The
Chase Economic Bulletin of March 27, 1923, protested against the artificially
generated expansion of bank credit as masking the underlying shortage of real
capital which four years of war and four more years of disorganization after the
war had brought about, and urged that higher interest rates were called for,
both to increase the volume of savings and to make sure that the capital that was
created would be used for the most important purposes. The tendency to substi-
tute bank credit for real capital was looked upon as a very ominous tendency.
The years 1924-1929, as we shall later see, abundantly justified these apprehen-
sions. The Federal Reserve System itself took alarm in late 71922, and reversed
its policy in early 1923, the New York Federal Reserve Bank raising its redis-
count rate from 4% to 4%% %, and the System selling substantial blocks of
Government securities.

In retrospect one may hold that this first dose of strychnine did little harm
and some good, and may recognize it as one of the factors, although not the
dominating factor, in the strong business revival of 1921 to 1923. Great harm
came from the strychnine administered in 1924, and above all, from the renewal
of the dose in 1927. There is no racetrack which has a code of ethics which
permits doping the same horse three times.

1 This article is reproduced as a chapter in the 1924 edition of A, Barton Hep-
burn’s History of Currency in the United States, Macmillan, New York. It was repro-
duced in full also in the Commercial & Financial Chronicle of July 23, 1921, pp. 349-

354 .



CHAPTER 12

Our Foreign Policy, 1919-1924

The whole of the year 1923 was one of strong industrial activity in the
United States. The Federal Reserve Index of Industrial Production,! based on
physical volume shows 1923 standing high above 1922 and high above 1924.
A sharply declining tendency showed itself in the early part of 1924, and the
summer of 1924 revealed a real slump. We had reached the end of the time
when we could make strong progress with the world outside slipping downward,
and we had reached the end of the time when city industry alone could move
forward with agriculture depressed by its bad export market.

Trade Balances, Tariffs, and Export Trade. From the end of the war it had
been clear to economists and to bankers in the great financial centers that the
United States, having changed from a prewar debtor position to a postwar
creditor position, must maintain a liberal foreign trade policy or else suffer a great
loss in export trade. Before the war we had sent out a surplus of exports over
imports because we were in debt. Countries which before the war had an export
surplus or a so-called “favorable balance of trade” were the United States,
Brazil, British India, Haiti, and Guatemala—debtor countries, which like an
individual debtor, could not afford to consume all that they produced and had to
turn over'a part of what they produced to their creditors. Countries which had
the so-called “unfavorable balance of trade” or import surplus, were Great
Britain, France, Germany, Switzerland, the Netherlands—capitalist countries,
creditor countries, which like an individual capitalist could afford to consume
more than they produced with their own labor—and liked it. In prewar days
Great Britain regularly sent out about 2 billion dollars’ worth of exports and
received about 3 billion dollars’ worth of imports—an import surplus of a billion
dollars. This did not diminish the ability of the British people to buy their own

1 The curve for this Index will be found in the Federal Reserve Chart Book issued
Nov. 9, 1939. I do not trust the new Federal Reserve Index of Production based on
the 1935-1939 average, for the reasons which have been presented by General Leonard
Ayres in the monthly letter of the Cleveland Trust Company of Sept. 15, 1940.
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products. The excess goods were sold in the British market, but the money was
turned over in the form of interest and dividend payments to Britishers, increas-
ing the national income by the same amount as the surplus goods which came in,
and leaving their buying power for British goods undiminished. The import
surplus represented a net addition to the welfare of the British Isles.

If, in the United States, we tried to prevent our foreign debtors from sending
us goods with which to pay interest and amortization on their debts, by raising
our tariffs to keep out their goods, then we necessarily ruined our export trade.
They could pay their debts and continue to buy goods in our market only if they
sent us a larger volume of goods than they had sent us in prewar days.

The Abortive Reéducation of the Republican Leaders. There was a pretty clear
understanding of these points in 1920, both in financial circles and in Washing-
ton. The old Republican leaders understood it. Senator Boies Penrose of Penn-
sylvania understood it, and decided that it was necessary to have a reversal of
Republican policy on the tariff.? '

A report was made to the Republican National Convention in 1920 by an
advisory committee on policies and platform (of which Ogden L. Mills was
Chairman of the Executive Committee, Samuel McCune Lindsay, Staff Di-
rector, and Jacob H. Hollander, Associate Staff Director) which contained an
important section on international trade and credits produced by a subcommittee,
of which Frank A. Vanderlip was Chairman. This report will be found in the
Republican Campaign Textbook of 1920, pages 379-397, which discusses in a
realistic way the shift of the United States from a debtor position to a creditor
position, and the significance of that shift for our future trade balances. The
able men of the Republican Party were really studying economics before the
Republican National Convention met! It was clear that they knew that the
Republican Party must reverse its position regarding tariffs if we were to con-
tinue to have a satisfactory export trade.

So well was this understood that there appeared in the Republican Platform
of 1920 a remarkable and unprecedented plank—the substance of which was
that in view of “the uncertain and unsettled condition of international balances”
the Republican Party could not say what it would do about the tariff a year
hence—a cautious plank, a compromise designed to avoid unnecessary friction in
the Convention. The plank even included a reafirmation of the Republican
Party’s belief in protective tariffs. Neither the plank nor the committee report

21 learned this at the time from A. Barton Hepburn, and from the Chairman of
one of the important committees of the House of Representatives. Both these men
told me that Republican policy on the tariff was definitely to be reversed, and I had
the same information from others who knew what was going on.
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definitely drew the conclusion that the tariffs must not be raised above the rates
of the Underwood Tariff of 1913-—which rates, incidentally, included a great
deal of protection! But both the committee report and the tariff plank were
definitely designed to foreshadow a radical change in Republican attitude toward
the tariff and were intended to serve notice that the tariffs were not to be
raised.?

This plank was due especially to the work of four extraordinarily able and
enlightened men: Ogden L. Mills, William Allen White, Professor Samuel
McCune Lindsay of Columbia University, and Professor Jacob Hollander of
Johns Hopkins University.*

Well-laid plans, however, are not always successful. The election of 1920
was a great landslide which brought into Congress a great many new and un-
tried and inexperienced Republicans from the West and from the South. Pen-
rose died and the old leadership lost its control. The election also brought into
the White House 2 man little trained in economics, who looked at economic is-
sues from the standpoint of political tradition and emotion, Warren G. Harding.

Following the election the four men named above, who were especially
responsible for the tariff plank of the Republican platform in 1920, visited
President Harding to urge upon him that the plank be respected and that the
tariffs not be raised. One of the four remembered that President Harding said
that he had always had an affection for the protective tariff as a political issue,
and all four of them remembered that President Harding said, “But what
would the Home Market Club of Boston say?”

The Tariffs of 1921 and 1922. And so the tariffs were raised, first by an
agricultural tariff bill in 1921 which had relatively little significance because
agriculture was an export industry, and second, in the Fordney Bill of 1922,
which raised rates sharply on a wide range of manufactured goods, the kind of
goods we ought to have been importing from Europe.

Even the agricultural tariff law made immediate trouble. At the Minnesota
Bankers Convention of 1921 there was great complaint that Canadian wheat,

3 The full text of the plank follows:

“International Trade and Tariff. The uncertain and unsettled conditions of
international balances, the abnormal economic and trade situation of the world and the
impossibility of forecasting accurately even the near future preclude the formulation
of a definite program to meet conditions a year hence. But the Republican party re-
affirms its belief in the protective principle and pledges itself to a revision of the tariff
as soon as conditions shall make it necessary for the preservation of the home market
for American labor, agriculture -and industry.” Commercial & Financial Chronicle,

June 19, 1920, p. 2539.
41 have since talked with all four of these men about the plank.
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which had formerly come to the Minneapolis mills to be ground, was being
diverted to England, taking work away from the mills and transportation from
the railroads which would have brought the grain to Minneapolis and would
have taken the flour for export to the seaboard. And there was complaint, too,
on the Montana border that cattlemen on the Montana ranges were prevented
by the tariff on Canadian cattle from bringing in the lean Canadian cattle to
feed on the Montana ranges.

The Seeds of Death Planted. But the great harm came from the Fordney Bill
of 1922. This imposed a grave barrier against European industrial revival, and
it imposed a deadly handicap on the export trade of the American farmer whose
market was primarily in Europe—an export trade which amounted to 60% of
the cotton produced, 40% of the lard, more than 20% of the wheat, 40%
of the tobacco. The seeds of death were introduced into our industrial revival
when this tariff bill was passed.

The high protective tariff of 1922 was one of three major mistakes in inter-
national policy which the United States contributed to the evil days that were to
come. The other two were (a) our rejection of the League of Nations, and
(b) our mishandling of the problem of the Inter-Allied debts, the debt created
by the approximately 10 billion dollars which our Government loaned to Allied
governments during the war and in the post-Armistice period down to June 30,

1919.

W oodrow Wilson and the League of Nations. Woodrow Wilson had certain
personal qualities which irritated and antagonized to an extraordinary degree
those people who did not like him. But he was the greatest man, the most upright
man, and the most far-seeing man who has held great public office anywhere in
the world within the memory of men now living.?

Wilson doubtless erred in going in person to Paris. He doubtless erred in not
taking with him important Republican leaders. He doubtless erred in taking too
uncompromising a stand against amendments proposed to the League of Nations
by honest opponents in the American Senate—among whom we should em-
phatically not include Henry Cabot Lodge. But Wilson’s failure to accomplish
his great purposes was primarily due to a different sort of weakness—he had a
grave sickness, probably his first apoplectic stroke, in the midst of the peace
negotiations in Paris. This was not publicly known at the time. A few people

5 The present writer takes pride in the fact that he recognized this while Wilson
was alive, and that he supported Woodrow Wilson in virtually every measure he pro-
posed, with the exception of the Adamson Bill of 1916, where Wilson made his one
big concession to political expediency.
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knew it. One man closely associated with President Wilson in Paris said in 1920
that in the early part of his stay there Wilson was alert, flexible, resourceful,
eager for information, open-minded to suggestions. Then for a prolonged period
nobody saw him. When he could be seen again he was aloof, remote, inflexible,
uninterested in new ideas, dogmatic in his insistence on fixed purposes. This
man was sure that Wilson had had his first stroke in that interval. Subsequent
confirmation of a grave and disturbing sickness in Paris has come from two
sources. Mrs. Wilson in her My Memoirs ® gives a brief account of this sick-
ness. The second confirmation comes in a series of Saturday Evening Post
articles " by former President Hoover. Had Woodrow Wilson had his full
energies we should have entered the League of Nations.

The young student of economics, sociology, and history is easily impressed
with the doctrine that history is made by impersonal social forces, irresistible in
character. When one sees history being made from the inside it is impossible to
avoid the conclusion that a vast deal depends upon the strengths and weaknesses
of the leading participants. As this book proceeds, a good many such cases will
be cited. The failure of the League of Nations was the failure of Woodrow
Wilson’s health, just as the passage of the Tariff of 1922 was primarily due to
Warren G. Harding’s abysmal economic ignorance.

Ruinous Effect of Our Staying Out of League. Our absence from the League
of Nations left that organization with inadequate strength, and above all, left it
unduly weighted by France.

The peace treaties contained many dangerous and impossible provisions. They
split the Austro-Hungarian Empire, which had been a great free trade area,
into a large number of small succession states which, hating one another and
fearing one another, erected high tariff barriers against one another. Instead of
having one currency system, they had a large number of fluctuating currencies
which each tried to protect, not merely by orthodox currency measures, but also
by shifting restrictions on international payments and on the free movements of
funds as well as commodities. Eastern Europe was Balkanized.

Austria, cut off from the great region of which she had been the govern-
mental, financial, and trading center, found herself with an immense problem
of readjustment. For many years she was incapable of solving the problem, and
to a considerable extent lived on international charity. After ten years she
appeared to have worked it out by a great reduction in the population of the City
of Vienna, as city activities diminished, and by an increase in the proportion of

6 New York, 1938, pp. 348-49.
" November 1, 8, 15, 1941.
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her agricultural activities as her people moved from the valleys up the mountain
sides to thinner land where meager crops could be obtained.

"The heart of the problem left by the Treaty of Versailles centered about the
relations between France and Germany, and the problem, above all, of repara-
tions payments by Germany to France.

‘The problem of reparations was one which could be solved only if a very
realistic economic policy were adopted. But French policy was primarily political.
France still feared a stricken and beaten Germany. She was much more con-
cerned about keeping Germany politically weak than she was about getting real
reparations out of Germany. Real reparations from Germany could come only
from a Germany which was economically strong.

It is not easy to assert that these French fears were foolish fears in the light
of developments since 1936, or for that matter since early 1933. Similar fears
were clearly shared by Denmark, which refused to take full advantage of the
Treaty of Versailles. The Treaty restored to Denmark Schleswig-Holstein,
which Bismarck had wrested from her in 1864. Denmark, looking forward
twenty years, sought to avoid German resentment by holding a plebiscite, leav-
ing the people of Schleswig-Holstein themselves to decide whether they wished
to stay with Germany or to return to Denmark, with the result that only the
northern part returned to Denmark.

‘The two significant points from the standpoint of the American participation
in the League of Nations are: (1) if we had been wholeheartedly in the League
of Nations, France would have had much less fear regarding her future security,
and (2) if we had been active and powerful in the League of Nations, we and
the British, acting together, could have controlled League of Nations policy, and
could have forced upon France a much more reasonable attitude toward the
question of reparations and the question of Germany’s industrial revival than
England alone was able to do.

As will be seen later, the democratic Germany of the Weimar Constitution,
the Germany of Ebert, of Wirth, of Stresemann, and of Bruening, was a Ger-
many with which the world could have lived at peace, and was a Germany
which could have endured, had outside pressure, and above all, French pressure
been less remorseless.



CHAPTER 13

Germany, 1918-1924

Germany a Hollow Shell at End of War. Germany at the end of the war was
economically a hollow shell. Germany’s war economic policy had been extraor-
dinarily efficient in sucking out of the people all their resources and all their
vitality to put guns and food into the hands of the soldiers at the front. She had
not been invaded, but invaders could hardly have done a more efficient job of
denuding her of resources than her own war government. Her government,
moreover, had been financially a gambler, counting on winning the war,
counting on bolstering the weakness of her internal finances with requisitions on
a conquered France, and had overloaded the Reichsbank with government
paper. Germany had, at the end of the war, a system of public finance and
currency vulnerable in the extreme.

Unrealistic Reparations Demands of Versailles Treaty. To call upon Germany
suddenly for great reparations payments in a situation of this sort was natural
enough, perhaps inevitable, in the temper of the times, but it was certainly eco-
nomically unrealistic. Whatever she paid under those conditions could only be
at the expense of further economic demoralization, and lessened the ability to
make systematic payments in the future. The Treaty of Versailles itself im-
posed reparations payments of a magnitude which not even an economically
powerful Germany could have made. But the payments demanded of Ger-
many in her weakened condition were wholly fantastic.

Heavy Initial Payments in Gold, Ralroad Equipment, and Flocks and Herds.
Heavy initial payments were made. Part of the gold of the Reichsbank was
taken, the German merchant marine was surrendered. Payments were taken in
the form of rolling stock of the railroads and flocks and herds—a not unnatural
procedure on the part of people who had seen Germany systematically stealing
rolling stock of railroads and flocks and herds from France and Belgium while
the war was on. And it was not an unnatural procedure to take the merchant
marine when the world had seen Germany, in defiance of international law,
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sinking merchant vessels, even neutral merchant vessels, without warning and
without giving aid to the helpless seamen to save their lives.

Later Payments Made by Selling Paper Marks. But these things did not do the
Allies much good, and they greatly impaired Germany’s ability to make further
reparations payments. Increasing demands were made for payments, and in-
creasingly the only resource which Germany could find with which to make the
payments was the sale of newly created marks in the speculative foreign exchange
markets at whatever price they would bring.

The prewar gold mark had an exchange value of 23.8¢. When postwar
trade in the mark began in the summer of 1919 the mark was offered at 8¢.
From then on, progressively, the mark went down.

German Income Tax System Helpless in Inflation—Contrast with France.
"The pressure of reparations payments did not constitute the only burden on the
German mark. The German tax system, for one thing, admirable in a stable
economy, was utterly helpless in a period of rapidly increasing currency deprecia-
tion. Germany relied primarily on the income tax, in which the taxes of a given
year are based on the income of the preceding year. With rapid currency
depreciation, prices rose rapidly and Government expenditures rose rapidly
while revenues based on last year’s income could never catch up. France, as we
shall see, with 2 much less scientific tax system, one in which the primary reliance
was indirect taxes and the revenues from fiscal monopolies, had none the less a
tax system much better adapted to meeting currency depreciation. French indi-
rect taxes and French revenues from fiscal monopolies were based on prices
currently prevailing, and as the franc went down and prices rose, these revenues
automaticaily rose concurrently. As we shall later see, this was a very important
factor in saving the French france from the complete collapse that the German
mark went through.

W eak and Shifting G overnments Feed the People with Paper Marks. Germany,
like France, had a succession of weak governments based on uncertain and shift-
ing majorities in the Reichstag. The changes of ministry were less frequent in
Germany than in France, but the position of the ministry was usually precarious.
Weak democratic governments are very likely to yield in times of stress to
popular clamor for increasing expenditures for relief and public works. Germany
yielded to this pressure, borrowing paper marks from the Reichsbank for the
people, and these marks, sold abroad in the foreign exchange markets, brought
in year after year a great import surplus to Germany. The German people
were kept alive at the expense of speculators in marks in foreign countries.
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The German Inflation. The story of the German inflation has been told many
times and it is unnecessary to go into detail with it here.

The government and the people lived on the credit of the Reichsbank while
it lasted. The Reichsbank printed bank notes to supply the government with
funds with which to employ and feed the people. The law with respect to the
bank notes issued was scrupulously observed, and the government never took
any notes from the Reichsbank without turning over government bonds or other
government securities to the Reichsbank in equal amount. As the notes in-
creased in number and in size—1,000-mark notes replacing 10-mark notes,
1,000,000-mark notes replacing 1,000-mark notes, until finally trillion-mark
notes were in common circulation (the trillion-mark note being valued at the
end at one gold mark)—the notes continued to bear the legend “Verfaelschung
gesetzlich verboten”—counterfeiting forbidden by law! From the summer of
1919 to the time of the Dawes Plan in 1924, the history of the quotation for
marks in the foreign exchange market in New York City is, briefly, as follows.
They started in the summer of 1919 at approximately 8¢ each. They reached,
at the lowest, 16 trillion marks to the dollar. They were finally stabilized at
4 trillion marks to the dollar.

Purchasers of the notes of the Reichsbank finally used them in not a few
cases for wallpaper.

Inflation Produces Economic Demoralization. The effect of this unprecedented
and incredible depreciation of paper money upon the economic life of a great
industrial nation was utterly demoralizing. Thrift of course disappeared. Thrift
became folly. Lloyd George told a story, which he placed in Austria, where a
similar inflation took place—although a much more moderate one, because the
Austrian crown was finally stabilized at only 14,000 to 1. The story was that
of two brothers who shared equally in an inheritance. One was a steady, thrifty
lad who, remembering the teaching of his father, saved his money, and put it in
the bank. The other was a reckless blade who spent all his inheritance for bottles
of wine. He drank up the wine and then he sold the empty bottles for more
money than his thrifty brother had in the bank.

Speculators Grow Rich. It was a situation in which the business manager, the
engineer, the producer had very little chance. Production was demoralized,.
speculation took its place. The most successful speculation was speculation on
borrowed money. With the mark declining rapidly the wise thing to do was to
go heavily into debt, purchase any kind of real values—real estate, commodities,
foreign exchange—hold them for a time, then sell a small part of the purchases
and pay off the debt. Huge concentrations of wealth were accomplished in pre-
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cisely this way, the alert speculators borrowing money and buying up from their
necessitous holders businesses, buildings, commodities, and every kind of real
values.

But Are Often Ruined by Zig-Zag Course of Mark. The fly in the speculator’s
ointment came in the fact that the downward movement of the mark was not in
a smooth curve but rather a very jagged curve. From time to time there would
be convulsive recovery movements in the mark, commodity prices would drop
violently, and the thinly margined speculator who had just borrowed a great deal
of money would find himself bankrupt. Even Hugo Stinnes, the most notorious
and the largest scale operator of this kind, who amassed a vast economic empire
while the mark was declining, overplayed his hand, borrowed too heavily in the
late stages of the depreciation, and was finally obliged to hand over to his
creditors the greater part of his accumulation.

Economic Middle Class Wiped Out. The German economic middle class was
pretty well wiped out in this process. One of the causes of the political weakness
of the German democracy in later years was precisely this wiping out of the
economic middle class.

Speculative Building. There was a good deal of feverish construction of a specu-
lative character as the mark declined. Men could speculate in brick and mortar
and men could speculate in labor with which to put brick and mortar together.
Men engaging in building operations, however, could not plan intelligently to
put up buildings that would be serviceable to the German economy, for with the
constant violent fluctuation of values and prices there was no foundation for
sound calculation.

W orking Capital Disappears. Working capital largely disappeared in Germany
during the course of this inflation, and the fixed capital which was created in the
form of buildings, factories, and the like proved itself very inadequately adapted
to the needs of a postwar Germany after the mark was stabilized and the night-
mare was over. The standard of life of the people sank steadily.

The F allacy That Progressive Exchange Depreciation Helps Exports. There
was an important body of opinion which held that the depreciation of the Ger-
man mark would stimulate German exports by giving Germany an advantage
in competition in the international markets, and that this would stimulate produc-
tion for export and make for general prosperity. But the figures all tell a differ-
ent story. The following table gives representative figures for the years 1919-
1921 inclusive.
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GerMAN ForrioN TRrape *

1,000,000 Paper Marks 1,000,000 Gold Marks

Imports Exports Balances | Imports Exports Balances
Monthly average,
1913, e e e 927 871 —356

Monthly average,
July, 1919, to May, 1920. | 4,984 2,924 —2,059 | 571 256 — 315

Monthly average,
May to December, 1921. 9,885 8,366 — 1,518 373 jo4 — 69

* Journal of the American Bankers A:.vociatioﬂ, Mar., 1922.
T Gold marks obtained by multiplying paper mark figures for each month by per--
centage of parity for that month of German mark in terms of American dollar.

The theory that exchange depreciation helped exports ran definitely contrary
to the facts in all the major countries of postwar Continental Europe. And the
moment stabilization came to the currencies which were depreciated there was a
radical improvement in the relation of exports to imports.

During the postwar years when their exchange rates were falling, French
and Italian exports were hampered, not helped. Between 1919 and 1926 they
amounted to only 74% of imports in the case of France, and 56% in the case
of Italy. With the benefits of stable currency at work these figures rose for the
1927-1931 period to 89% and 73% respectively. Figures are available in
terms of quantities for Belgium and Germany. It appears that Belgian exports
increased more than 30% in the three years following stabilization of the cur-
rency, while German exports increased no less than 160%.}

Amount of Reparations Payments to January, 1923. The influence of pressure,
primarily French pressure, upon Germany for reparations payments during this
catastrophic period was very great. It was virtually impossible for Germany to
get a breathing spell while the pressure continued, and quite impossible for the
German Government to get any foreign credits with which to gain time so that
she might introduce financial reforms. In early 1923 the German Government
attempted to float a $50,000,000 “gold loan.” The Reparations Commission,
after deliberating, voted that while Germany was free to issue such a loan, she
would not be free to pay it back if, at the time of its maturity, she were in
default on reparations account. Obviously no foreign lender could be interested

1 Chase Economic Bulletin, May 9, 1933, p. 6.
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in such a loan under such conditions. French insistence upon payment regardless
of Germany’s capacity to pay made the German situation pretty hopeless.

This is not, however, to excuse the German financial authorities for their
failure to make use of very much more heroic measures.

The extent of the burden of payments by Germany from the Armistice down
to January, 1923, was very much in dispute at the time. Some German claims
were fantastic, among them Rathenau’s estimate that Germany had paid
$11,000,000,000. By January 1, 1923, Germany had surrendered in cash, in
state properties in the ceded territories, in restitution of Allied property found in
Germany, in Allied expenses in Germany, and in sequestrated German property
in foreign lands, a sum estimated by the New York Times on April 15, 1923,
at $3,850,000,000.

German credits on reparations account as set forth by the Reparations Com-
mission at the same time were very much smaller than these figures indicated.
The significant point in connection with these figures, however, is not to be
found in the benefit that the Allies got from them, which was comparatively
small, but in the costs which they imposed on Germany.

France Moves Into the Ruhr, January 11, 1923. With the German economic
situation virtually hopeless, and with the German Government clearly in default
on reparations payments, the French Government on January 11, 1923, exer-
cised its undoubtedly legal rights under the Treaty and moved into the German
industrial Ruhr with an army of occupation to seize “productive guarantees” as
a means of compelling German compliance with the impossible Treaty require-
ments for reparations payments. France did this against the advice of her former
Allies in the war, and the effect upon world opinion was very bad. Germany
was further demoralized—JFrance was in no way helped.



CHAPTER 14

France, 1918-1924

French Prewar and W artime Deficits. We turn now to the parallel story of the
financial developments in France during the period when Germany was sinking
so rapidly. France entered the war with bad government finances. She had a
national debt of 30 billion gold francs as against an estimated national wealth of
300 billion gold francs at the beginning of the war. France had had chronic
deficits for many years before the war. There was governmental extravagance,
and there was a great reluctance on the part of the people to submit to direct
taxes. They did tolerate very heavy indirect taxes. When Caillaux undertook
early in 1914 to introduce an income tax of 2% in the effort to balance the
French budget, the outcry in France was so extreme that one would have sup-
posed that the end of the world had come. During the war France did relatively
little with taxation, and the public debt ran up from 30 billions to 147 billions of
francs before the war was over.

French Postwar Deficits. Then France began to have some real deficits. Ad-
herents of the school of Keynes and Hansen would do well to study the history
of French finance from 1918 to 1926. The one difference between the policies
followed in France in this period and the policies advocated by the New Deal
spenders for the United States is to be found in the fact that the French were
ashamed of it and tried to conceal it and to find excuses for it, whereas the New
Deal spenders would glorify it and call it “investment.”

Exact facts regarding the French budget and the total of French expenditures
were very difficult to obtain in the period following the war. Expenditures were
concealed under a multitude of rubrics.*

11t was the present writer’s unhappy duty at an international banking conference
in Atlantic City late in 1919 to challenge the: figures presented by French representa-
tives, who asserted that the French Budget was balanced, and to demonstrate that it
was unbalanced by at least 13 billion francs. But the full figures were far from acces-
sible at that time, and figures later available made it clear that the French Government
deficit in 1919 was not the paltry 13 billions which the present writer was then able to
find, but rather was 46,735,000,000 francs.
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The point was that French financial accounting dealt not only with “the
Budget,” which could easily be balanced by making it equal the taxes, but also
the “special budget recoverable” (from Germany), the ‘“‘special budget” (not
recoverable), the “annexed budgets,” and the “special accounts.” When all
these were taken together the French figures ran approximately as follows:

Frencu GovernMENT Postwar DEericiTs
(In millions of francs)

I919 1920 1921 1922 1923 1924

Expenditures ............ 54,956 57,501 46,492 37,929 37,944 41,214
Revenues ................. 8,221 15,469 18,511 19,014 21,307 27,083
Deficit ...ovvvrvrrrennns 46,735 42,032 27,981 18,915 16,637 14,131

“Reparations” Actually Paid by French. France wanted reparations, and the
term “reparations” had a very real meaning to the French people. Here were
the devastated Northern Provinces, and they wanted them repaired. The Ger-
mans were obligated under the Treaty to repair them. When German payments
were insufficient for the purpose, the French Government anticipated them, bor-
rowing to set the work going to restore the devastation. When critics of French
financial policy pointed out how inadequate the taxation was in relation to the
vast expenditures, the answer was, ‘““T'he Boche will pay”; and when year after
year the German payments were disappointingly small, the declamation changed
from the indicative to the imperative mood, and the answer was, “The Boche
must pay.”’

W eak and Shortlived Ministries Afraid to Face Financial Facts. The French
financial fabric was crumbling. Weak ministry succeeded weak ministry, each
too much afraid of its own tenure of office to venture to tell the financial truth
to the people, each holding onto office a few weeks longer, concealing the facts
and waiting for the next ministry to tell the truth to the people. The franc
slipped ominously in the foreign exchanges. A hectic inflation came in France.
A financially collapsing Germany was blamed for the financial troubles of
France, and the French Army moved in and occupied the Ruhr. This was on
January 11, 1923. French economic evacuation of the Ruhr came November
15, 1924, and military evacuation, July, 1925.

Occupation of Ruhr Harmed Both Germany and France. The occupation of
the Ruhr involved financial burdens rather than financial gains for France. It

2 Chase Economic Bulletin, June 21, 1926, p. 5.
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was demoralizing in the extreme to German industry and finance, both in the
occupied and the unoccupied territory. Ordinary trade processes were dislocated.
Military decisions were substituted for business contracts. The normal course of
trade was interrupted. For example, shipments of coal from the Ruhr to East
Prussia in cars which would have returned from East Prussia loaded with pota-
“toes for Ruhr consumption—usual at the season when the occupation first
began—were promptly stopped. France got very little coal and coke from the
Ruhr compared with what she had been getting before the occupation. Unoccu-
pied Germany likewise was unable to get coal in any quantity from the Ruhr
and many of her industries were consequently in a precarious position. France
experienced heavy losses and Germany’s abilities to make reparations payments
were gravely impaired.
In the holding of part of Germany by armies of occupation under the terms
of the peace treaty the Allies had sought “guaranties” that Germany would
perform her obligations under the Treaty. In the seizing of the Ruhr, France

o

sought in addition a “productive guaranty.” But the whole theory of guaranties
and productive guaranties proved abortive. If Germany were to pay she must
be put in a position of economic strength and not in a position of humiliating
helplessness. Or at least so it seemed to us in that benighted time. We were not
prepared in 1923 and 1924 to adopt the ideals and methods of Hitler, to occupy
all of Germany, to turn the Germans into slaves, and to extract from an en-
slaved people by terroristic methods all their surplus over a bare subsistence. We
turned to methods that were more humane, to methods designed to make it to
the ‘interest of Germany to pay what she could, and to methods designed to
permit Germany and her conquerors to share in an expanding and productive

economic life.
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The Dawes Plan

The Reforms Needed. It was clear enough to informed students of economics
and international finance what Europe and the United States needed to do to
get things straightened out, long before the Ruhr crisis came. The elements in
the problem were the following:

I. Reparations payments had been set far too high. They had to be reduced
to magnitudes within the power of the German people to pay and to magnitudes
that the German people recognized they could pay. It was necessary that they
should be arrested entirely for a time, or almost entirely, and that a schedule
should be established under which reparations payments could rise as Germany’s
capacity to pay increased.

2. The debts of Britain, France, Italy, and Belgium to the United States,
and of France, Italy, and Belgium to Great Britain, were likewise of 2 magni-
tude that looked pretty hopeless in the early postwar years. Indeed, the debts of
the Continental countries to the United States and Britain were obviously
greater than could be paid in full, even if a long schedule of payments were
arranged. The British, as we shall see in our chapter dealing with the inter-
governmental debts, made a settlement with us in which they asked for and
received very moderate concessions on June 19, 1923. For several years the
other debts made very little of a problem for the foreign exchanges, as no pay-
ments were made and we contented ourselves with allowing interest to accrue.
But it was obviously necessary, if these countries were to enjoy private credit,
that the question of their debts to the United States Government be adjusted in
a sound way.

3. All the Continental belligerents, victors and vanquished, had unbalanced
budgets, and were borrowing and spending far more than the tax revenues
collected; and all of them had currencies which, lacking gold redemption and
increasing steadily in volume, were fluctuating violently and depreciating rapidly.
There was great need for the balancing of budgets and for the stabilization of
currencies with gold.



The Dawes Plan o 103

4. As a means of facilitating the balancing of budgets and the stabilization of
currencies, there was need of financial aid from the strong creditor countries.
This should take the form of new loans, the proceeds of which were to be taken
partly in gold, to build up the reserves of the banks of issue. These new loans
would assist the financially stricken countries in reorganizing their finances, and
above all, enable them to cease borrowing from the central banks of issue and
ruining their currencies.

5. Finally, it was obviously necessary, if international credits were to be of
any use or were ever to be repaid, that the movement of goods from country to
country must be facilitated, that tariffs must be lowered, quotas or other trade
barriers be removed, and that the men having bank balances in one country be
free to dispose of them in the foreign exchange markets without encountering
governmentally created difficulties.

Tying Foreign Loans to Internal Reforms. There was a great deal of discus-
sion of these matters, much of which was summarized in the Conference on
European Rehabilitation at the Institute of Politics at Williamstown, Massa-
chusetts, in August of 1922. This conference ran through about four weeks,
and in the course of it there was a round-table discussion participated in by Mr.
Paul D. Cravath, Mr. Paul Warburg, Mr. David Houston, former Secretary
of the Treasury, and the present writer.

Much of the discussion hinged on the “vicious circle” that currencies could
not be stabilized until budgets were balanced, but that budgets could not be
balanced while currencies were depreciating. Europeans proclaimed their in-
ability to make financial reforms unless the United States would make loans.
Americans declared that the loans could not be made until the Europeans insti-
tuted the reforms. The answer was that we could straighten out this tangle by
making one comprehensive settlement. Since budgets, currencies, reparations,
foreign loans, and Inter-Allied debts were all so intimately related, it followed
that we should tie them together in one comprehensive settlement.!

Mr. Warburg insisted that this was not politically feasible, that it was impos-
sible to get things done simultaneously, that the best that could be hoped for was
to bring them about piecemeal. However, it was possible to accomplish many
of them simultaneously, if not for all countries at once, at least for each of the
stricken countries one by one. In particular when the question of foreign loans

arose, the creditor was in a position to impose adequate requirements for internal

1'The present writer proposed a detailed scheme of this sort appropriate to the situ-
ation as it then stood, which will be found in the Ctase Economic Bulletin of Aug. 31,
1922.
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reform upon the country which was receiving the credit, and investment bankers
who acted as intermediaries in placing such loans with their own investors had
an obligation to do this.

Austrian Loan Tied to Internal Reforms. The following year, 1923, it proved
possible to do precisely this for Austria. The crown had depreciated to 14,000
to 1, and Austria was ready for anything that would get her out of the morass.
Under the auspices of the League of Nations an international loan was arranged.
The loan was issued in various currencies and placed in the markets of many
different countries. The total was approximately $126,000,000 (nominal
value), of which $25,000,000 (at a discount of 10%) was placed in the
United States. London, Paris, Amsterdam, and even Italy took part. This loan
was guaranteed by Great Britain, France, and Czechoslovakia to the extent of
24Y% % each, by Italy to the extent of 2015 %, by Belgium 2%, Sweden 2%,
Denmark 1%, and the Netherlands 1%. This guarantee applied to all of the
loan except a small part which, instead of being placed with the public, took the
form of advances by the Swiss and Spanish Governments.? Austria agreed to
rigorous conditions. She was to stabilize her currency on the gold basis. She was
to submit to an adequate measure of foreign supervision of her finances.

Hungarian and Polish Loans. A similar rescue party was organized for Hun-
gary. The creditors sent Mr. Jeremiah Smith of Boston to sit in a position of
authority in Hungary, countersigning checks and passing on the use of the funds
for which the loan was made while the reforms were being carried through.
The sum 3 here was a good deal smaller, about $50,650,000. It was enough.
The same thing was done for Poland in 1927 when the Honorable Charles S.
Dewey left the United States Treasury to perform a similar service. The
amount of $72,000,000 sufficed for Poland.* Great sums were not required to
stabilize a country when internal financial reforms were insisted upon in connec-
tion with the loan, and it was not difficult for the finance minister of an em-

2 Commercial & Financial Chronicle, June 16, 1923, pp. 2710-2711.

8 Commercial €& Financial Chronicle, July 5, 1924, pp. 26-27. The terms of this
loan were carried through till August of 1932. The coupon was paid in full. Later
there were irregular payments, and the loan was extended with a rate reduced from
714 % to 4% %, which was paid through August 1, 1941. Moody’s Governments &
Municipals, 1942, pp. 1927-1928.

t Commercial & Financial Chronicle, Oct. 22, 1927, pp. 2212-2213. The Polish
loan was pretty well serviced through 1935. The coupon was paid in full, except that
dollars were substituted for gold dollars in 1933. The price range in 1935 was high
126%%, low 9974. Some payments were continued until April 15, 1938. See Standard
& Poor’s Corporation & Municipal Bond Guide, Apr. 7, 1943, p. 158; Moody’s Goo-
ernments & Municipals, 1936, p. 2778.
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barrassed country to persuade his people to submit to the necessary reforms when
the outside help could thereby be obtained.

All three of these loans worked. All three of them stabilized the currencies.
All three of them set the countries going in industrial activity again.

Dowes Plan Ties All Elements of Problem Together. The Dawes Plan for
Germany in 1924 was based on the same principle. The Dawes Plan in princi-
ple undertook to tie all the elements together in one comprehensive settlement,
and to create a framework under which Germany’s economic life could revive,
and under which it was to Germany’s interest to pay as much as she could. By
the end of 1923 Germany was desperate and was ready for anything. And
France was convinced that from the standpoint of her own financial interests a
radical change of policy was necessary.

A great international committee was created of so-called “experts” represent-
ing officially the governments of Great Britain, France, Italy, Belgium, and
Germany, and representing unofficially the Government of the United States.
The American representatives of this committee were General Charles G.
Dawes, later Vice-President of the United States, Mr. Owen D. Young, head of
the General Electric Company, and Mr. Henry M. Robinson, President of the
First National Bank of Los Angeles. More “expert” still were men like Colonel
Leonard P. Ayres and Professor E. W. Kemmerer, who assisted the nominal
“experts.” Expert also was Sir Josiah Stamp of England.

The Committee, in its report, set its problem in very clean-cut terms: how
can the German budget be balanced and German currency be stabilized while
providing for adequate reparations payments? They proposed a plan to solve
this problem, emphasizing that the entire plan was based on the assumption that
the fiscal and economic unity of Germany would be restored, and that economic
activity would not be hampered by political or military control.

Foreign Loan. A foreign loan of 800 million gold marks (roughly $200,000,-
000) was to be provided for the establishment of a new bank of issue for cur-
rency stabilization, and for the first year’s reparations payments.

New Bank of Issue. A new bank of issue was to take over the assets and the
liabilities of the Reichsbank, which included a substantial amount of gold. It
was to get additional capital subscribed in Germany and abroad. It was to be
privately owned and free of government control, though it was to be the fiscal
agent and depository of the German Government. It was to be administered by
a German President and a German Managing Board and supervised in large
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matters affecting creditor nations by a board of seven Germans and seven for-
eigners, one of the foreigners being the Bank Commissioner.

Currency Stabilization. A gold reserve of 33%53% was to be maintained by the
bank and the bank’s notes were to be redeemed in gold. The report of the
Committee, however, stated that the Committee believed that conditions would
be unfavorable to immediate redemption at the inception of the bank.

American Paricipation in Loan Conditioned on Immediate Gold Payments by
Bank. This last point in the Committee’s report represented a reluctant conces-
sion by the American members to the British, the French, and the Italians. The
Italians and French were sentimental about it. It was not fair that Germany
should have the gold standard while they themselves did not have it. The
British were not themselves ready to return immediately to the gold standard,
and their idea was that Germany should go to the sterling standard, and that
then they would take care both of sterling and of Germany.?

This aroused emphatic protests in the United States.® In point of fact, how-
ever, the new bank did immediately begin gold payments. There is adequate
reason to believe that the Department of State informally made it clear that
American participation in the proposed Dawes Plan loan to Germany would
not be regarded favorably by the American Government unless Germany went
immediately to the gold standard: And American participation in the loan was,
of course, essential to the success of the plan.

The plan involved an interesting allocation of sources of revenue for the pay-
ment in marks of reparations, and these included not only taxes but also first
mortgages placed on the German railways and the German industries excepting
agriculture.

Transfer of Payments Out of Germany. The plan made a sharp distinction be-
tween payments by the Germans in marks, and the transfer of these marks into
foreign currencies for payments to the creditor governments under reparations
accounts. The Germans performed their obligations fully when they turned over
marks in proper amount to a Transfer Committee, which was to consist of the
Agent General for Reparations Payments and five experts in foreign exchange
and finance. It was then the business of the Transfer Committee, representing
the creditor governments, to get the money out of Germany if they could.

51 have not seen this publicly stated. My information regarding the attitude of the
French, Italians, and British came from Colonel Leonard P. Ayres, shortly after his
return from the Dawes Plan Conference.

8 Chase Economic Bulletin, Apr. 28, 1¢/24.
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Safeguards Under the Dawes Plan. Reparations funds in marks were first of all
to be deposited by the Transfer Committee in the Reichsbank, and then they
were to sell these marks as they could. But they were not to sell them in the
foreign exchange market if they thereby endangered the stability of the mark in
the foreign exchanges. The protection of the mark from depreciation and the
protection of the exchange rates was the problem of the new Reichsbank, over
which the Allies kept adequate supervision; the problem of the agent of the
Allies, namely the Transfer Committee; and the problem of the Allied Govern-
ments, which framed their own commercial policy with reference to the admit-
tance or the exclusion of German goods.

It was provided that not more than 2 billion gold marks should accumulate
in the new Reichsbank to Transfer Committee account. The Transfer Com-
mittee might accumulate an additional 3 billion marks without transferring it, but
was obliged to invest this sum in German industries. The plan, moreover, pro-
vided that if after the accumulation reached 5 billion marks it was impossible to
withdraw from Germany the full amount of Germany’s annual payments, then
Germany’s payments in marks should be proportionately reduced. - In addition
the Transfer Committee had the power by a two-thirds vote to suspend accumu-
lations in Germany before reaching the 5,000,000,000-mark limit, if its mem-
bers should decide that such an accumulation was a menace to the economic
situation in Germany or to the interests of the creditor nations.

Abandonment of Safeguards in Young Plan of 1929. These were significant
safeguards. It was the abandonment of these safeguards, under the Young Plan
of 1929 which succeeded the Dawes Plan, that was responsible for the collapse
of Germany in 1931. Had the Dawes Plan been left alone, and properly ad-
ministered, it would have accomplished its purpose.

Safeguards Gave Priority to Private Credits Over Reparations. These safe-
guards, though they did not in terms give priority to private credits to Germany
over the reparations payments, did in fact give priority to private credits. The
private creditor would have no obligation to protect the German exchange rates.
He would get his payments whether this put the mark below the lower gold point
or not. Reparations payments could only be transferred if the exchange rate were
not thereby endangered.

Without this priority for future private credits Germany could not have re-
ceived the private credits which were later granted to her. The Dawes Plan
explicitly stated that one of its purposes was to restore Germany’s foreign credit.



108 Postwar Boom, Crisis, and Revival, 1919-1923

The Schedule of Reparations Payments. For the first year, the fiscal year
1924-1925, reparations payments were to be 1 billion marks. None of this was
to come from the budget of the German Government. T'wo hundred millions
of it was to come from interest on the German Railway bonds and 8oo millions
of it was to come from the foreign loan. For subsequent years increasing
amounts were to come from German sources. The total was to rise to 1200
million marks in the fiscal year 1926-1927, to 1750 million marks in the fiscal
year 1927-1928, and to reach the “standard years” payment of 2,500,000,000
marks in the fiscal year 1928-19249.

How Could Foreign Loan Supply Both Gold Reserve and Reparations? The
question naturally arises as to how the loan of 800 million marks could simul-
taneously provide a gold reserve for the Reichsbank and be used in making pay-
ments on reparations account. The answer is not difficult. The German
Government, receiving the loan in gold, was to turn it over to the new Reichs-
bank, receiving in exchange a deposit credit against which it could draw for
payments in marks inside Germany. These payments financed the “deliveries
in kind” of goods, including coal and other commodities, which were to be
turned over to the creditors under reparations. These creditor countries were
to get their money through the sale of the goods. This put no burden on mark
exchange. The plan called for substantial payments in kind and provided also
an ingenious device whereby merchants in foreign countries and merchants in
Germany might deal with one another, with the payments being made by the
foreign merchants to their own governments, and the payments being made to
the German exporters by the German Government.

Schedule of Reparations Too High. The one great defect of the Dawes Plan
was that the schedule of reparations payments was put too high, though, as indi-
cated above, safeguards provided for the correction of this if it should later turn
out to be true.

It is believed that in the conference which preceded the assembling of the
nominal “experts” in Paris (the conferences among the real economic experts
rather than the political experts) there had been reached an agreement by which
the peak of payment should not exceed 1800 million marks. With the assembling
of the nominal “experts” a much larger sum was talked about by one of them.
The French, unable to resist the temptation, jumped at this vast figure. The
result was a compromise at 2500 million marks, which was economically un-
realistic, and which led to the unfortunate Young Plan of 19209, as a substitute
for the Dawes Plan.
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The Magic of Sound Money. The Dawes Committee knew very well that the

plan could not work unless German industry and finance revived. But the
Committee had no doubt that industry and finance would revive if sound cur-
rency were established, if men once more had money in which they believed
and in which they could safely make contracts, and if freedom of private initi-
ative were restored. The fact is, as we shall later see, that the inauguration of
the Dawes plan brought to Germany an extraordinary industrial revival,
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CHAPTER 16

Depression and Rally of 1924 —
The Beginning of the New Deal

There came a very sharp reaction in business in early 1924. The Federal
Reserve Index of Industrial Production (1923-1925 base), which had stood
above 100 in the early part of the year, dropped rapidly to 85 by the middle of
the summer. Security prices dipped only moderately, and there was no real loss
of financial confidence because high hopes were entertained of the outcome of
the work of the Dawes Committee. It was recognized in financial circles that
the industrial difficulties were due in large degree to the foreign situation, and
very specially to the unsatisfactory export trade for agricultural commodities.

There was a sharp dip in the prices of farm products, both an absolute drop
and a drop in relation to the prices of other goods. Agriculture was under very
great pressure. It needed a good export market at satisfactory prices for over
20% of its wheat, for 55% of its cotton, for 40% of its tobacco and lard, and
so on. With Continental Europe slipping financially and, above all, with Ger-
many utterly demoralized, this market was greatly impaired and gravely im-
periled. With the high protective tariffs on manufactured goods, moreover,
which prevented European manufactures from coming in in adequate volume to
obtain the dollars needed for buying farm products, it was difficult for the farm-
ers to see much hope.

Many of the leaders of agriculture, including important Senators and Con-
gressmen from the farm States, were turning in their bewilderment to new and
strange legislative devices. Preponderantly Republican, the agricultural West
had accepted with some enthusiasm the tariff on farm products passed in 1921.
But very speedily they had learned that this did no good. The American wheat
producer did, to be sure, keep the Canadian wheat grower out of Chicago, but
he continued to meet him in Liverpool. The protective tariff did no good to
a commodity where an export surplus existed. And agriculture was an export
industrv.
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Even in the case of those agricultural activities like dairying, where exports
and imports were in approximate balance,! the inability of agricultural producers
in export lines to get a satisfactory export market made for reactionary tenden-
cies. Unable to get good prices for wheat and hogs and cotton, a good many
farmers who had produced wheat and hogs and corn and cotton were crowding
into the dairy industry. All agriculture felt the pressure that came from weak-
ened export trade.

Agriculture itself was so important in the total of our economic life that if it
were depressed the rest of the industrial situation was pulled down. For the
year 1919, agriculture, mining, and manufacturing may be compared as follows:

Net value of all agricultural products
Net value of all mineral products........cccceeuuen.
Value added by all manufactures......ccoveereranne ;

The importance of agriculture was declining in American economic life,
partly through the decline in agricultural prices as compared with other prices,
and partly through the shift of population from country to city which was under
way. But agriculture remained in 1924 a factor of such great importance that
definitely reactionary agricultural tendencies operated to pull down the general
situation.

-That the high protective tariff on manufactured goods was in large measure
responsible for this situation was recognized by farm leaders and their Congres-
sional representatives in the McNary-Haugen Bill, which attracted a great deal
of attention in early 1924—a bill designed as a counterweight to the tariff.
This measure proposed an elaborate and complex machinery for giving the
farmer a protected market on that part of his production which was consumed
domestically. ‘This was coupled with provisions for the dumping abroad of the
export surplus at whatever prices it might bring, and with high tariffs which
would prevent the reimport of the surplus exported and sold at low prices
abroad. The bill also contained provisions for taxing the farmers on the part
sold at high prices at home to make good the losses incurred on the part sold
abroad.?

Spokesmen for the farmers urged that everybody in the country was pro-
tected except the farmers. Manufacturers were protected by tariffs, laborers were

1See “Agriculture and Dairying in- the World’s Economic Equilibrium,” C/ase
Economic Bulletin, Vol. 111, No. 4, Oct. 4, 1923.

% See Appendix B to the Chase Economic Bulletin of Aug. 24, 1925, called “The
Statistical Importance of Agriculture in American Economic Life.”

3 Sce Chase Economic Bulletin, Vol. 1V, No. 2, May 5, 1924.
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protected by the immigration law and the Adamson Bill, and the farmers
“wanted theirs.” Some of the advocates of the measure suggested that they
would be perfectly willing to dispense with it if they could have the tariffs on
manufactured goods reduced, so that our tariff legislation would not be weight-
ing the balance against the farmer.

The McNary-Haugen Bill is significant and interesting as constituting one
of the first of the many ingenious devices for spoiling markets and perverting
the price mechanism in the interest of special classes, which we have later come
to know as the “New Deal.”

This particular New Deal measure was not adopted, but the New Deal as a
conscious and deliberate thing in governmental policy, did begin in 1924 in an
immense artificial manipulation of the money market, to which we shall give
extended attention in what follows.

Three things combined to turn the tide in the summer of 1924, and, above
all, to swing agricultural prices radically higher both absolutely and in relation
to other prices. The marked improvement in the position of agriculture quick-
ened industry in all lines and we started off on a period of “prosperity” which
had no real interruption until the stock market crash in 1929. But, as we shall
see, the seeds of death were in it from the beginning.

The three things which turned the tide were:

1. The acceptance of the Dawes Plan, which restored confidence among
American financiers and American investors in the German situation and con-
sequently in the general European situation, and made them willing to take
German and other European bonds in large volume.

2. The purchase of approximately 500 million dollars’ worth of Government
securities by the Federal Reserve banks. Part of this was used by the member
banks in paying down rediscounts, which dropped very sharply in 1924. But
the net outcome of the increase in Federal Reserve bank open market purchases
of Government securities, the decline in rediscounts, and the incoming gold
(neglecting various minor factors) was to increase the reserves of the member
banks of the Federal Reserve System from $1,900,000,000 on December 31,
1923, to $2,228,000,000 on December 31, 1924, an increase of over 300
million dollars, or 17%, in a single year. The further result of this great in-
crease in reserves was an expansion of member bank credit by over 4 billion
dollars, from $34,690,000,000 on March 31, 1924, to $38,946,000,000 on
June V30, 1925, as measured by total assets or total liabilities—a multiple ex-
pansion based on excess reserves. The member banks of the Federal Reserve
System had about 73% of the total banking assets of the country, and the total
bank expansion in this period was consequently greater that 4 billion dollars.
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The total deposits of the member banks increased from $28,270,000,000 on
March 31, 1924, to $32,457,000,000 on June 30, 1925, an increase of over
4 billion dollars, and the increase of deposits outside the System was again very
substantial.

This additional bank credit was not needed by commerce and it went pre-
ponderantly into securities: in part into direct bond purchases by the banks and
in part into stock and bond collateral loans. It went also into real estate mort-
gages purchased by banks and in part into installment finance paper.

‘This immense expansion of bank credit, added to the ordinary sources of
capital, created the illusion of unlimited capital and made it easy for our markets
to absorb gigantic quantities of foreign securities as well as a greatly increased vol-
ume of American security issues. "The combination of the Dawes Plan, restoring
confldence in the guality of European credit, and the cheap money policy of the
Federal Reserve banks creating a vast guantity of available funds, enabled us to
purchase in 1924 approximately 1 billion dollars of foreign securities (refunding
excluded). Our tariffs would not allow the Europeans to earn dollars here in
adequate amounts to buy our farm products and to meet service on the past
debts, so we proceeded to lend them the dollars they needed for these purposes!
But we did not consider how they would ever repay the sums we were lending
them if they could not sell goods here. We would take care of that by new loans
next year! There was an immense quickening of European demand for American
exports and, above all, for farms products at rapidly rising prices.

3. The third circumstance that lifted farm prices in the second half of 1924
was an accidental one. There was a very poor Canadian wheat crop and our
harvests were good. This, of course, was a factor that could be expected to iron
itself out in the next year. But the policy of cheap money and excessive foreign
loans was to continue long enough to keep American agriculture prosperous and
to keep the country prosperous over five years, and to pile up an accumulation of
uncollectable foreign debts which shook the country and the world to their
foundations when the day of reckoning came.

Strong and Crissinger. Federal Reserve policy from early 1924 to late 1927
was dominated by an able but ill-equipped man, Benjamin Strong, Governor of
the Federal Reserve Bank of New York, asssisted and supported by an untrained
and inexperienced man in Washington, Daniel Richard Crissinger, Governor
of the Federal Reserve Board. Crissinger was a personal appointee of President
Woarren G. Harding.

The Federal Reserve Board had had a fine sense of responsibility from its
inception down to the time of Crissinger’s appointment. The Wilson appointees
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were in general high-minded and able men. The notion that the Federal Re-
serve Board should be an independent body, comparable with the Supreme
Court of the United States in its independence and in its freedom from political
considerations, was generally accepted. In W. P. G. Harding, who was
Governor of the Federal Reserve Board from August 10, 1916, to August 9,
1922, the System had the leadership of a man of great courage and high char-
acter. Governor Harding had come to the Federal Reserve Board from an
Alabama bank, and had modestly recognized that the difference between the
problems of central banking and the problems of Alabama banking were very
great. He had consulted other members of the Board, and especially the best
informed economist on the Board, as to what he ought to read to equip himself
for the proper discharge of his duties. He had studied the theory of central
banking conscientiously and thoroughly. Having done this he had asserted him-
self, and in his capacity of Governor of the Federal Reserve Board he had
become almost an autocrat, knowing what should be done and determined to do
it properly. He enjoyed the confidence and respect of the financial community.

But Warren G. Harding, the President of the United States, wanted no such
man as head of the Federal Reserve Board. Over the protest of the financial
community and over the protest of the Secretary of the Treasury, Warren
Harding named Crissinger and displaced W. P. G. Harding. Crissinger had
come from Warren Harding’s home town and was Harding’s personal friend,
and had no other qualification for the office. Warren Harding is reported to
have said, in reply to Secretary Mellon’s protest, ““This appointment is very
dear to my heart.” This appointment broke the heart and the courage of the
Federal Reserve Board.

Leadership in the Federal Reserve System had never been clearly defined.
One central bank with branches would have been far better than twelve Federal
Reserve banks loosely linked together and loosely codrdinated by the Federal
Reserve Board. It was difficult to place legal or even moral responsibility upon
any one individual or one bank or the Board for policy decisions. With the drop-
ping out of W. P. G. Harding and the coming in of Crissinger, leadership in
the Federal Reserve System passed from the Board to the Governor of the New
York Federal Reserve Bank, Benjamin Strong.

Crissinger had no grasp of Federal Reserve policy. His purposes were politi-
cal. Those things were right which would help to reélect Warren G. Harding.
Those things were wrong which would interfere with the reélection of Warren
G. Harding. Sound Federal Reserve policy might be desirable, but not unless it
were politically popular. It was easy for Governor Strong to dominate such a
man and, through him, the Board.
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Governor Strong had no fundamental grasp of the problems of central bank-
ing. His statements in private discussion regarding his policies indicated that
they were short-run policies and, at times, contradictory. But he had great per-
sonal charm. He had a dominating personality and he had a great deal of
vivacity. Despite a tubercular weakness, he seemed physically vigorous and he
seemed to have great social energy. His exact training was as a trust officer
dealing with mortgage indentures. The head of one great New York bank
said of him: “He has the best indenture mind in the City of New York.” The
head of another great New York bank, after listening to a long monologue from
Strong regarding Bank of England policy—=Strong had just returned from his
first visit to the Bank of England, where he had been received with great cour-
tesy and enthusiasm and where he had been told many things—said, “The
Governor has learned many interesting things, and some day he will put them
together right.” But he never did. Strong dominated men when he could. All
too frequently he could. But when he could not, he bore no malice and he kept
pleasant personal relations with his critics.

Those who see history only from the outside easily convince themselves that
impersonal social forces are overwhelming and that individual men in strategic
places make little difference. But this is not true. The handling of Federal
Reserve policy by Strong and Crissinger in the years 1924 to 1927 led to
ghastly consequences from which we have not yet recovered. Competent and
courageous men occupying their positions would have avoided the mistakes
which these men made.



CHAPTER 17

Money, Bank Credit, and Capital

Capital is created when men produce machinery instead of hats and shoes and
ice cream, when men build bridges and railroads instead of making phonograph
records. Capital consists of producers’ goods, of instruments to be used in fur-
ther production, instead of commodities destined for immediate consumption.
The growth of capital is a factor of first importance in the progress of civiliza~
tion. Capital increases when the community produces more than it consumes.
Capital decreases when the community consumes more than it produces.

The Five Main Sources of Capital. In the world of money and money transac-
tions—the world of buying, selling, lending and borrowing in terms of money
—the formation of capital usually involves monetary transactions and generally
involves monetary calculations. Even in such a world, however, there remains
an important amount of capital creation without any intermediation of money.

1. Direct Capitalization. There are five main sources of capital. The first is
direct capitalization, particularly important in agriculture today. This takes place
when the farmer uses his spare time in building barns and fences and putting in
subsoil drainage, in damming up gullies and making ponds. It takes place when
the farmer lets-his flocks and herds increase instead of selling off the whole of
the annual increase. It takes place when the farmer turns his wheat land into
orchard, and must wait eight years to get his return. A similar direct production
of capital takes place often in a mechanic’s shop when he makes or improves a
tool or a workbench. It is especially important in European agriculture. Senator
Luigi Einaudi, the distinguished Italian economist, in conversation has empha-
sized its importance. He remarked in 1937, for example, that he thought that
the Ttalian peasant was creating enough new capital with his hands to offset the
deficit in the national government’s budget.

2. Consumer Thrift. The second main source of capital, and the one. to
which the older economists gave their chief attention, is consumer thrift. The
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consumer has an income of $5,000. He and his family spend $4,500 in living.
He saves $500. He may use this to buy machinery or tools or livestock to aid
himself in his own work. He may, on the other hand, lend it to a neighbor who
will use it in buying tools and equipment. Or he may put it in the savings bank
and the savings bank may use it in buying the bond of a great industrial corpora-
tion which is erecting a new factory or which wishes more working capital to put
into raw materials and work in process. In any of these cases, however, more
capital is created and less consumers’ goods are created as a result of the thrift
of the consumer, than would have been the case if he and his family had spent
the whole five thousand dollars in current living. Consumer thrift is, of course,
of tremendous importance to the growth of capital.

3. Business Thrift, and Especially Corporate Thrift. When a business house
retains part of its profits to add to surplus, capital is created. The corporation
which refrains from paying out all of its profits as dividends, retaining part to
add to surplus, is creating capital. The importance of this and the extent of it
was first forcibly brought to the attention of economists in David Friday’s
ploneer study, Profits, Wages and Prices, New York, 1920. From 1909 to 1929
additions to corporate surplus ran as follows:

CoRrRPORATE Savings ¥
(Millions of dollars)

Additions to

Year corporate surplus
TOO0O oietieirereenicette ettt 1,296
TOTO etritiruienieetee ettt ettt e s nree e 1,151
TOTT coiiiiiieeii e s 690
TOI2 coieieeiiiie et e et e et e ettt e 1,246
TOL3 eoiiieeiee ettt ettt ettt ane 1,400
TOT4 i 585
TOTIE ittt 2,117
TOQIO oot 4,939
TOLT ottt 4,732
TOI8 oottt 1,986
TOTQ ottt 4,330
TQ20 iotieiieeieeie e ettt ee ettt 1,397
TOZT it — 2,685
TO22 it 1,676
TOZ3 cirieiieieee ettt e 2,432

TO24 cooreiririentierie et e 1,463
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1925 ... 2,851
1920 it 2,223
996

2,388

2,238

* From America’s Capacity to Consume, published by
the Brookings Institution, p. 109.

4. Taxation for Capital Purposes. When government taxes inheritances at
very high rates and uses the proceeds for current expenditures it is dissipating
capital. When, however, government taxes income and uses the proceeds to
pay down public debt it is creating new capital, returning capital to the invest-
ment market. In Boone County, Missouri, a generation ago, there was need for
a new court house. The farmers of the county had had the unpleasant experi-
ence of paying off a bond issue, shortly after the Civil War, for a railroad that
was never built, and in three elections they voted down the proposal to borrow
money to build a court house. Then an able local editor, William Hirth, pro-
posed a special tax levy for three years, which would raise the $100,000 needed
while the work of building the court house was going on. The county would
then own the court house free and clear of debt. The farmers liked this pro-
posal and it was carried by a very large majority. The bankers paid the county
interest on the money instead of the county’s paying interest to bondholders on
the money. This was taxation for capital purposes. It created new capital.
During the period of the 1920’ a great deal of capital was created by taxation.
The Federal Government steadily collected more revenues than its ordinary ex-
penses amounted to, steadily paid public debt and returned a great many billions
of dollars to the capital market. Unfortunately, this tendency in Federal
finance was offset by a counter tendency in State and municipal finance.

First Four Sources of Capital Never Carried to Excess. These four sources of
capital: direct capitalization, consumers’ thrift, business thrift (and especially
corporate thrift), and finally, taxation for capital purposes, are all wholesome,
sound, and safe. They have never been overdone; no country has ever gone
wrong in creating capital in these ways.! The great troubles of the 1920’s grew
out of a fifth source of capital, namely, new bank credit for capital purposes.

1 Keynes would not, of course, agree with this proposition. Keynes has, however,
confused bank credit expansion with ordinary savings and has, moreover, by a very
superficial dialectic misinterpreted the function of the interest rate in connection with
savings. I make no concession to the Keynesian view. See the chapter, “Digression on
Keynes.”
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5. New Bank Credit as Source of Capital. Certain of the older economists
would have denied that an expansion of bank credit could create capital. Bank
credit expands when the customer gives the bank his note, which the bank takes
in as an asset, and the bank in exchange gives a customer a deposit credit, a
liability of the bank against which the customer may draw checks. In this trans-
action there is simply the interchange of two liabilities, the liability of the cus-
tomer to the bank and the liability of the bank to the customer. The bank’s
balance sheet is increased on both sides by this transaction. Loans and discounts
are increased on the asset side and deposits are increased on the liability side.
How can the interchange of two liabilities create new capital? How can it serve
as a substitute for direct capitalization, or for consumer thrift, or for business and
corporate thrift, or for taxation for capital purposes? How can it create a new
machine instead of new hats and shoes?

Obviously, at the instant, there are no more hats or shoes or machines. There
is simply more paper. And yet for the customer of the bank who wants machines
the new bank credit is enough. He can use it to get the machines, and more
machines will be produced than would otherwise have been produced, as a result
of his demand based on the credit which the bank is giving him.

If at the time he orders a new machine, industry is fully employed, the new
machine can be produced only by withdrawing labor and supplies from other
employments, and his purchase of the machine will force upon the consumers a
reduced consumption of hats or shoes or ice cream. There is involuntary
“abstinence.” If, on the other hand, there is a state of industrial slack with
idle labor, the new machine can be added to the capital equipment of the country
without any diminution in the flow of consumers’ goods. In either case, how-
ever, new capital comes into existence which would not have existed if the
bank had not extended credit.

Sound if Held Within Limits. It must be recognized that, held within limits,
the expansion of bank credit is a wholesome and legitimate source of new capital.
The nature of these limits involves the general theory of bank credit. To
Adam Smith it would have seemed impossible that a bank should do much of
this. ‘The bank might properly lend to a merchant for quick turnover. The
bank might lend to a manufacturer part of his working capital for the purchase
of raw materials and the payment of the labor which worked up the raw materi-
als in anticipation of a prompt sale. But the bank must lend to the manufacturer
no part of his “forge” or “smelting house.” The banker’s liabilities are quick
liabilities, and the banker must keep his assets quick also in order that he may
meet his quick liabilities. The forge and the smelting house are not quick, are
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not liquid; they are fixed, and loans against them may safely be made only by
those who can afford to wait a long time to get their money back—retired in-
vestors and the like.

Less rigid banking standards could recognize that a bank may put a substan-
tial part of it resources into slow loans, provided it keeps a sufficient per cent of
cash and highly liquid paper to meet the variations in depositors’ calls for cash.
German banks have always gone much further in making capital loans to in-
dustries than banks in England or the United States. A regular practice of the
German banks, both before and after World War I, was to make advances,
usually in the form of overdrafts, to industries and to increase these with the
growth of the industry year by year. Frequently, or even usually, in connection
with such advances the bank would place its own officers on the board of direc-
tors of the borrowing industry. When the advance had reached a great enough
magnitude, the bank would often have the industry give it bonds or even shares
in cancellation of the advance; and then at a time when the stock market was
rising and the affairs of the corporation looked favorable, the bank would make
a public issue of the shares and the bonds.

British banks do not like to own shares and prefer that the long-time financing
of an industry should be conducted through the capital market. Nonetheless,
in the advances of the British banks there is usually a great deal of slow paper
which in effect represents capital loans. American banks in the great cities try
hard to adhere to the practice of having their borrowers “clean up once a year.”
But this is not always insisted upon in the case of the one-bank borrower, and
even in the case of the borrower with several banks it is often accomplished only
by an increase of loans at one bank as another bank is paid off. But American
banks do expect, in any case, that the total borrowings of a concern shall have a
seasonal peak, and that a substantial liquidation from this peak shall take place
in total borrowings. Banks in smaller cities and country banks often do carry a
substantial volume of paper for their customers, periodically renewed, which
represents capital advances.?

Stock Market and Bank Credit for Capital Purposes. The main Way, however,
in which bank credit has gone into industrial equipment and other capital uses
in the United States has been via the stock market, rather than by direct capital
loans. The bank cannot safely lend a railroad funds for its roadbed or its ter-
minals. But when the roadbed and the terminals are represented by $1000
bonds or-by $100 shares for which a broad and active market exists, then the
banks may safely make collateral loans secured by such bonds and shares, know-

2 See my Value of Money, Chaps. 23 and 24.
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ing that it can get the money back promptly by calling upon the borrower to
pay, and by selling his shares and bonds in the stock market if the borrower does
not pay. The bank may even buy the bonds and own them itself, knowing that
it can sell them promptly if it needs to. Through the stock market, therefore,
bank credit has come to finance industry, as well as commerce, on a great scale.

There is no need whatever to be doctrinaire in objecting to the employment
of bank credit for capital purposes, so long as the growth of this is kept propor-
tionate to the growth of the industry of the country, so long as the prices and
quality of the shares and bonds are closely scrutinized by the lending officials of
the banks, and so long as adequate margins and proper diversification of collateral
are maintained. But when in the period 1924-1929 there came an extraor-
dinary spurt of this kind of employment of bank funds, and when commer-
cial loans began going down in the banks at the same time that the stock market
loans and bank holdings of bonds were mounting rapidly, the careful observer
grew alarmed. And when in addition there came a startling increase of several
hundred per cent in bank holdings of real estate mortgages, the thing seemed
extremely ominous. Adam Smith’s reasons against bank holding of mortgages
were very nearly as valid in the 1922-1933 period as they were in his day. The
first lesson of a young banker should be to learn the difference between a mort-
gage and a bill of exchange.

Growth of Capital and Growth of Debt. With respect to the five sources of
capital it must be observed that when capital is created by direct capitalization,
or by corporate and other business thrift, or by taxation for capital purposes, the
capital of the country increases without a corresponding growth of debt. When
capital is increased by consumer thrift, there need not be a growth in debt. If
the thrifty consumer invests his savings in corporate shares, or if he uses them in
his own business, there is no growth of debt. If he puts them in the savings
bank there is a growth of debt, in that the savings bank now owes him money.
If he lends to a neighbor there in an increase of debt. But the growth of capital
from consumer thrift moves more rapidly than the related growth of debt.
Direct capitalization and corporate thrift involve no increase of debt at all.
Governmental thrift usually involves an actual decrease of debt.

When, however, new bank credit is employed to create new capital, there
is a dollar-for-dollar concomitant growth of capital and debt. Credit and debt
are merely different names for the same thing. There is no creditor without
a debtor and no debtor without a creditor. One of the obvious and ominous
aspects of rapid expansion of bank credit is the growth of debt—the debt of the
people to the banks and the debt of the banks to the people. For this reason alone,
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if for no other, the employment of bank credit as a substitute for the first four
sources of capital should be used cautiously and discreetly, and the growth of it
should be held in proper relation to the growth of the industrial activity of the
country.?

The Process of Bank Expansion, 1922-1928, on the Basis of Excess Reserves.
When the cash reserves of the banks are not excessive, bank credit does not
easily expand. Banks will increase loans under these conditions to customers,
but they will usually sell investments as they increase loans and they will increase
the loans at rising rates of interest. A bank must always be prepared to pay its
depositors on demand. It must protect its cash. The minimum ratio of reserves
to deposits has long been fixed by law in the United States, but even when there
are no legal reserve requirements, banks know very well that they must protect
their reserves in order to protect their selvency.

Multiple Expansion Impossible for a Single Bank. There is an old theory that
when a bank receives an unaccustomed amount of cash above its reserve require-
ments, it may forthwith proceed to increase its loans and its deposits in some
multiple ratio. An old New Jersey banker, repudiating this theory, once said
that he had been trying for forty years to make one dollar do the work of four,
but in the warfare of checks at the clearing house the other banks wouldn’t let
him. The practical banker knows that under ordinary circumstances an increase
in loans promptly reflects itself in withdrawals of cash. Having an excess of
$100,000 in reserves over his required reserves, the banker will ordinarily lend
or invest $100,000, increasing his loans and investments by $100,000, and in-
creasing his deposits by $100,000—the proceeds of the loan are ordinarily taken
by the borrower in the form of a deposit credit. If the borrower promptly
checks against his deposit balance to make payment to a depositor in another
bank, the banker who has made the new loan will find his deposits reduced and

3 The theory of the sources of capital here given was first presented by the present
writer in an address before the Indiana Bankers Convention on Oct. 7, 1920, and was
published in T4e Chase, issued by the Chase National Bank of the City of New York
in November, 1920. The central idea in the discussion of the role of bank credit in
the formation of capital which the present chapter contains will be found in the present
writer’s Value of Money (New York, 1917, pp. 484-485 and footnote 2 to p. 484, and
in chapter 24). See particularly the discussion of Adam Smith on pages §26-527. 1
believe that this constitutes the first recognition in American economic literature of the
role of bank credit as a substitute for voluntary abstinence, and of the role of “forced
savings” in the creation of capital. In the Chase Economic Bulletin of Nov. 8, 1926,
the theory is again elaborated and some additional points are presented, particularly the
point that if there is idle labor and a slack condition of 1ndustry, bank credit may create
capital without forcing abstinence upon the consumers,
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his cash reserves reduced by $100,000 very speedily. His total assets and his
total liabilities will be what they were before the loan was made, but the com-
position of his assets will be changed. His cash reserve will be reduced by
$100,000 and his loans increased by $100,000.

This is the normal expectation of the banker, and represents the situation when
the total volume of bank reserves is changing little and when, in the banking
community generally, there is no excess of reserves over reserve requirements—
some banks being a little over and others a little under the required reserves.

Takes Place When Banks in Aggregate Have Excess Reserves—The Process.
But obviously the situation is different if on the same day many banks find
themselves with excess reserves and all of them simultaneously try to lend out
the excess. Assume a clearing house with three bank members, all approximately
equal in size, and assume that each finds itself with $100,000 excess reserves,
and that each is trying to put its money to profitable use, increasing its loans by
$100,000 and its deposits by $100,000. Assume that the borrowers promptly
use the proceeds of the loans in making payments, so that checks for $100,000
are drawn on Bank A and deposited in Bank B, checks for the same amount are
drawn on Bank B and deposited in Bank C, and checks for $100,000 are drawn
on Bank C and deposited in Bank A.

Next day at the clearing house each bank has to meet, as a consequence of its
loan operations of the preceding day, checks drawn against it for $100,000.
But, on the other hand, each bank has checks on one of the other banks to
present for $100,000. They merely swap checks at the clearing house and none
of them loses any cash. Deposits are up $100,000 in each bank; loans are up
$100,000 in each bank; and reserves are still in excess in each bank. Next day
they try again, each trying to get rid of its excess reserve, but again they merely
swap checks at the clearing house and lose no cash.

The process will go on, on the assumptions laid down, until new bank credit
is created in an amount such that the $100,000 original excess reserve in each
bank is now needed as required reserve for the expanded deposits. There will
be a multiple expansion based on the excess reserves. How great the multiple
will be will depend upon the legal reserve requirement or the minimum reserve
ratio that banking practices have dictated in the absence of legal reserve require-
ments. In New York City in the period of the 1920’ the legal reserve require-
ment was 13% for demand deposits. On this basis the $100,000 excess reserve
in each bank would permit new deposits of $769,230 to be created, growing out
of new loans of the same amount. Then there would no longer be excess re-
serves, and the process would stop. For banks in reserve cities outside New York
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and Chicagd, the rule was 10% for demand deposits, and for country banks 7%
for demand deposits, while for all three classes of banks the legally required
reserve for time deposits was 3%.

Limits on Bank Expansion—DLargely Inoperative, 1922-1928. The foregoing
illustration is artificially simple. It ignores many complications, but it does illus-
trate the essential causation in the American money market in the period of the
1920’s.

Among the complications ignored are the existence of outside markets which
would pull away reserves, not merely from Bank A, but from the whole system
of Banks A, B, and C. The expansion we will assume to take place in New
York, but part of the proceeds of the expansion would be spent in Chicago or
New Orleans or San Francisco. During the 1920’s, however, the excess bank
reserves were widely diffused over the country and the country as a whole
expanded.

The illustration ignores the further fact that when increased loans are made
for commercial purposes in connection with increasing commercial activities,
there is usually an increased demand for hand-to-hand cash which pulls down
banking reserves, checking the expansion. But the years 1924 to 1929, inclusive,
showed an amazing constancy in the volume of money in circulation, despite
the immense growth in bank deposits that took place.

‘The illustration ignores the probability that bank expansion in the United
States would cause foreign money markets to pull away gold from the United
States, which would cut under the volume of bank reserves in the United States
and check the expansion before it could go far. But from 1920 into 1927 the
United States gained gold instead of losing it.

Excess Reserves Do Not Generate Expansion When Confidence Is Low. The
illustration given above assumes, moreover, that the only factor governing the
volume of loans that banks will make is the volume of reserves available. Now
there have been times in the history of the country, notably in the 1870’ and in
the middle 1890’s and in the 1930’s, when reserves piled up without being used,
either because the banks could not find satisfactory credits, or because good bor-
rowers would not take loans even at low rates, or because many banks felt
obliged to carry reserves high above the legal requirements in view of. uncertain-
ties and dangers. For the New York Clearing House banks, the average reserves
for the year stood in 1894 at 37.59% of deposits, though the legal requirement
was only 25%. The figure stood at 45.2% in February of 1894. The average
for the whole of the United States was 26 % in 1894, although the legal require-
ment was far below this. The same average for the year was 15% in 1906.
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Excess reserves rose to fantastic levels in the period of the 1930, and interest
rates literally dragged the ground without encouraging any great expansion of
bank credit except as the government borrowed—noting the exception of a
strong growth in commercial loans from early 1936 to the crash of 1937.

Federal Reserve Credit and Multiple Expansion—Rediscounts vs. Open Market
Purchases. ‘The proposition given above that, on the basis of excess reserves, a
multiple expansion of bank credit can take place is very different from the propo-
sition sometimes made that, on the basis of every dollar of Federal Reserve bank
credit, a multiple expansion can take place. If Federal Reserve bank credit ex-
pands only in response to increased needs for money in circulation, or for the
replenishment of member bank reserves in a period of active business, or in the
normal seasonal crop moving time—and if the Federal Reserve bank expansion
takes place only in response to rediscounting by the member banks, and if the
member banks, as they normally do, pay off the rediscounts when the need is
over—then the expansion and contraction of Federal Reserve bank credit need
occasion no general expansion or contraction of commercial bank credit at all.
The Federal Reserve banks in these cases will merely prevent tension and take
in slack.

It is only when the Federal Reserve banks take the initiative, through their
purchases of government securities, in creating Federal Reserve bank credit that
surplus reserves of the member banks are created thereby, and that multiple
expansion based on Federal Reserve credit takes place. This did happen on a
colossal scale in the period of the 1920’, the two major episodes being in the
years 1924 and 1927. Government security purchases by the Federal Reserve
banks of several hundred million dollars in each of these years were promptly
followed by multiple expansion of billions of dollars in general bank credit.

How Surplus Reserves and Bank Expansion Generate Time Deposits More
Than Demand Deposits. The great bank credit expansion in the 1920’s took
the form of time deposits to a greater extent than of demand deposits. Why was
this? It would not have happened if, accompanying the immense bank expansion,
there had been a corresponding increase in the demands of trade, and if the bank
expansion had been called forth by trade needs instead of being pushed out by
excess reserves. But there was no such growth in trade needs for money, and
businessmen and most other people tend to be economical in the use of money.
When banks pay interest on deposits and encourage deposits, people are glad to
deposit unneeded pocket cash in the banks, and when banks pay more interest on
time deposits than they pay on demand deposits, businessmen and others tend to
put their excess funds into the form of time deposits rather than demand deposits.
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This expansion of time deposits, it may be observed, tended to reduce the reserve
ratio required for a given volume of deposits and thus permitted the expansion to
go much further than would otherwise have been the case.

Time Deposits and Savings. There were those who looked with great com-
placency upon our immense expansion of bank deposits in the 1920’s on the
theory that it took the form chiefly of time deposits and that time deposits repre-
sented savings. The view was largely fallacious. Time deposits expanded most
rapidly when bank reserves were most excessive, and time deposits ceased to
expand when the money market tightened. They showed none of the steady
growth of ordinary savings deposits. Moreover, they outran ordinary savings
deposits by an appalling percentage. The following table shows the comparative
growth of savings deposits and time deposits in the commercial banks.

ComparaTivE GrowTH oF Savings Deposits anp Timme DerposiTs
(In millions of dollars)

Time deposits

Deposits of Time of Reporting Time deposits
all mutual deposits of Member Banks of all
sapings National in N.Y. Reporting
Doate banks Banks District * Member Banks*
June 30, 1922 5,780 4,112 666 3,380
June 30, 1923 6,289 45755 907 4,000
June 30, 1924 6,693 5,260 972 4,418
June 30, 1923 7,147 5,925 1,174 5,172
June 30, 1926 7,578 6,314 1,263 5,650
June 30, 1927 8,077 7,316 1,472 6,212
Jan. 1, 1928.... 8,315 7,808% 1,622 6,611
% increase
over 1922 ...... 43.9 89.9 143.5 95.6

* Figures for Reporting Member Banks are for dates nearest June 30.
+ Estimated.
¥ Dec. 31, 1927.

Time deposits in the great New York banks could be identified as consisting
of temporarily idle money of large investors who had sold out in a rising stock
market and were waiting to reinvest; as deposits of foreign banks subject to
prompt recall; and as temporarily idle money of great industrial corporations.
The great New York banks knew that they must keep just as liquid against
these time deposits as against demand deposits. This was true in most of the
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major cities of the country, notable exceptions being Cleveland, Ohio, and Los
Angeles, California, where the time deposits of the great banks represented in
large degree true savings accounts.* Time deposits in country banks repre-
sented real savings far more than they did in city banks. But the most rapid
growth of time deposits in this period was in the city banks, as is strikingly
_illustrated by the following table for the National Banks:

NationaL Bank Deposits
(In millions of dollars)

Banks in central

Reserve cities

Banks in other
Reserve cities

Banks outside
Reserve cities

Ner demand — Time

Net demand Time

Net demand Time

Date

deposits  deposits deposits  deposits deposits  deposits
May 5, 1922 3,112 227 3,014 736 3,805 25955
Feb. 28, 1928 3,394 636 4,210 2,398 45574 4,959

Time deposits in the country banks increased only 68%, but in the central
reserve cities increased 180%, and in the other reserve cities more than 225%.
For approximately the same period time deposits in the New York Federal Re-
serve District increased 207%, in the Atlanta Federal Reserve District 65%,
and in the Kansas City Reserve District 68%. Time deposits even in country
banks were swollen by the temporarily idle funds of business corporations which
went to them, attracted by the fact that country banks paid higher rates of
interest on bank deposits than great city banks did. If the country banker were
misled into thinking that he had here a true savings account, not subject to
sudden withdrawal, which he could safely invest in slow local loans, including
mortgages, he had a rude awakening. Repeatedly in the period of the 1920’s
the New York banks got frantic telegrams from country correspondent banks
calling for help when one great automobile company suddenly withdrew its time
deposit. These calls for help were honored, but usually with a spanking and with
a warning not to do it again.

Even the deposits of the mutual savings banks were swollen by the rapid ex-
pansion of commercial bank credit which was taking place. This was particu-
larly true in New York City, where the mutual savings banks would take deposits
up to $7500. There were many cases where investors, selling their securities at

41 have elaborated this argument and have given a great deal of detail for the be-
havior of time deposits in different parts of the country in “Bank Expansion Versus
Savings,” Chase Ecomomic Bulletin, June 25, 1g28. See especially pp. 12-16.
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the rapidly rising prices of the period, put their funds into savings banks, placing
$7500 blocks in each of several such banks. These deposits did not represent
new savings. They represented in part old savings displaced and in part capital
gains based on expanded commercial bank credit. In 1928 and 1929 there was
also a counterinfluence on savings banks deposits. Some savings bank depositors
took funds out of the savings banks to put into stocks at rising prices.

In general, however, savings bank deposits moved steadily without showing
great influence of contemporary expansion of commercial bank deposits. Time
deposits of the commercial banks, however, moved by jerks. They moved rapidly
when the Federal Reserve banks increased their open market purchases, and
they expanded slowly or not at all when the Federal Reserve banks were selling
Government securities.

The year 1922 was a year of rapid expansion. The Federal Reserve banks
increased their open market purchases, gold came in, and deposits moved. rapidly.
From January 4, 1922, to January 3, 1923, the time deposits of the reporting
member banks increased from $3,011,000,000 to $3,748,000,000, or 24.5%.
The year 1923 was one in which the Federal Reserve banks reversed their
policy and offset the incoiming gold by reducing their open market purchases and
raising their rates of rediscount. The time deposits of the reporting member
banks in this year rose from the $3,748,000,000 of January 3, 1923, to
$4,104,000,000 by January 2 of 1924, or 9.5%. The year 1924 was one of
very great Federal Reserve bank expansion, great ease of money, and very rapid
bank expansion. Time deposits moved up in this year from $4,104,000,000 on
January 2 to $4,849,oo;o,ooo on January 7 of 1925, or 18.2%.

The case 15 even more striking when we observe the behavior of time deposits
in certain of the major cities. From April 12, 1922, to April 11, 1923, time
deposits in New York City moved up from $353,000,000 to $627,000,000, or
77.6%. In the following year, the period of restricted credit, the same time
deposits moved up only from $627,000,000 to $649,000,000, or 3.5% (by
April 16, 1924). In the following year (to April 15, 1925), a period of great
monetary ease, time deposits moved up to $816,000,000, or 25.7%, whereas
in the next year (to April 14, 1926), there was an actual decrease of $2,000,-
000, the 1926 figure being $814,000,000.

A similar story can be told for Chicago. From April 5, 1922, to April 11,
1923, time deposits increased from™ $311,000,000 to $372,000,000; but

from April 11, 1923, to April 16, 1924, they increased only $1,000,000 to
$373,000,000. ‘This high variability in the growth of time deposits is very
different from the steady growth which characterizes the figures of the savings
banks.
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Investors’ Money vs. Bank Expansion. It was not easy to convince investment
bankers and bond dealers in the period 1925-1929 that it was commercial bank
expansion which was generating the demand for the securities which they were
selling. They insisted, and correctly, that real investors’ money was coming in,
and that a great many securities were being bought outright. They were im-
pressed by the statistics showing the growth of stock and bond collateral loans in
the banks, the growth of bank ownership of bonds, and the growth of bank
deposits, but they still insisted that they were selling to investors. But here is a
typical case where one could trace every step of the process. An old lady in
Missouri held a mortgage which she had inherited from her father. A Missouri
Joint Stock Land Bank floated a bond issue in New York, receiving cash for it,
part of which came out of a syndicate loan which the underwriters placed with
New York banks, and for which they got a deposit credit. The deposit was
transferred to a great Missouri city, and from there to the smaller place where
the old lady lived, and the mortgage which she held was refunded at a lower
rate of interest by the Joint Stock Land Bank, and she was paid off. She first
placed the money on deposit with the local bank, and then wrote a kinsman in a
New York bank, sending a check which she asked to have placed in good bonds
for her. Here was true investor’s cash coming out of an interior town to New
York to buy bonds, but it represented no new savings. The old lady’s father
had saved that money sixty years before. It was a displaced old investment.
Newly created money sweeping out of New York had displaced her investment,
and her investment funds came back to New York for reinvestment.
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The Extent of Bank Expansion, 1922-1928

Between June 30, 1922, and April 11, 1928, the deposits of the commercial
banks of the United States increased by approximately $13,500,000,000, while
the loans and investments of the same banks increased by $14,500,000,000.
April 11, 1928, represents the culmination of this great expansion of bank
credit, though it is far from representing the culmination of the consequences of
this great expansion, as we shall see.!

171 choose the date April 11, 1928, on the basis of the behavior of the 101 weekly
reporting member banks of the great cities. The total reserves of these banks with the
Federal Reserve banks stood at $1,801,000,000 on that date, and did not get as high
again for the rest of the year. The net demand deposits of these banks stood at $13,-
781,000,000 on April 11 and thereafter declined to $12,785,000,000 on August 22
and to $13,266,000,000 on December 26. The time deposits of these banks virtually
ceased to expand for the rest of the year, the figure standing at $6,748,000,000 on
April 11, and at $6,864,000,000 on December 26.

The figures for all member banks, which come only four times a year, do not enable
us to fix a precise date for the culmination of the move, but the following midyear fig-
ures will show that the expansion ceased for all member banks soon after it had ceased
for the reporting member banks:

Total Deposits
June 30, $29,566,000,000
June 30, . 32,45 7,000,000
June 30, 33,762,000,000
June 30, 35,393,000,000
June 30, .... 36,050,000,000
June 29, 1929 v 35,866,000,000

The total loans and investments of all member banks also ceased to grow rapidly. They
had increased from $32,756,000,000 on June. 30, 1927, to $35,061,000,000 on June
30, 1928, but had then risen only to $35,711,000,000 by June 29, 1929. The figures
for all commercial banks likewise ceased to expand on the June-to-June basis in 1928.
The total deposits of all commercial banks rose from $47,781,000,000 on June 30,
1927, to $49,215,000,000 on June 30, 1928, but then dropped slightly to $49,036,-
000,000 on June 29, 1929.
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Derosits oF ComMmERcIAL Banks *

April 11, 1928 ...
June 30, 1922

$44,234,000,000
30,690,000,000

IRCrease .....ooovvvvveiiiieneiiiiiiiiiiieieneen, $13,544,000,000

Loawns, Discounts, anp INnvEsTMENTS oF CoMmMERCIAL BANKs

April 11, 1928 ... . e $47,607,000,000
June 30, 1922 ... 33,095,000,000

Increase .......ccoooveeviiiiiiiniiiiiiiiiiiianiin, $14,512,000,000

* See Chase Economic Bulletin, June 4, 1928, p. 22, and
Appendix A.

Expansion in 1922-1928 Compared with Expansion Required to Win the W ar.
This is obviously a great expansion. But great figures taken by themselves are
not necessarily significant. Some sort of comparison is needed. How big is
$13,500,000,000 as an increase in deposits? How big is $14,500,000,000 as
an increase in loans and investments! A significant comparison is to be found
in the expansion of credit by the same banks, needed during our participation in
World War I. That expansion amounted to $5,835,000,000 in deposits and to
$7,056,000,000 in loans and investments, as shown by the following table: 2

Deposits oF ComMERCIAL Banks

December 31, 1918 ..ocoivviiviieiiiiiieenn, $26,541,039,000
April 6, 1917 oo 20,705,588,000
Increase ......ooovvveeiiiis vveeeieiiiiiin $ 5,835,451,000

Loans, Discounts anp InvestMENTS oF CoMMERCIAL BANKS

December 31, 1918 ..ooviviveiiiiiiiiiieeenenn. $29,354,214,000
April 6, 1917 oo 22,297,775,000
Increase .......oooeeeviviovieniil v $ 7,056,439,000

There was real need for bank expansion in winning the great war. We had
to raise an army of four million men and send half of them to France. We
had to transform our industries from a peacetime basis to a wartime basis.
We had to finance the United States Government, which had borrowed some
17 billion dollars in the four Liberty Loans and some billions more on short
maturities. We had to finance the shipments of munitions and supplies to our

2 Qhase Economic Bulletin, Nov. 8, 1926, p. 3.
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Allies in Europe, and to finance a great many shipments to them from other
parts of the world. We had to do business on a price level high above the price
level in the period between 1922 and 1928, There was need for the expansion
of bank credit.

We watched bank credit with fear and trembling as it expanded during
World War I, because we knew then what we seem since to have forgotten,
the dangers of overexpanded bank credit. We held it down all we could. But a
great expansion was needed and we made it. It was enough. An expansion of
$5,800,000,000 in deposits, with $7,000,000,000 in loans and investments, was
enough.

Between the middle of 1922 and April of 1928, without need, without justi-
fication, lightheartedly, irresponsibly, we expanded bank credit by more than
twice as much, and in the years which followed we paid a terrible price for this.

Protests A gainst the 1922-1928 Expansion. The process did not go on without
criticism. The Chase Economic Bulletin challenged it again and again as it
went on.® Again and again throughout the period the Commercial & Finan-
cial Chronicle of New York, in powerful editorials, attacked the Federal Reserve
policy responsible for this great bank expansion, and gave warnings. And again
and again as the process went on the late H. Parker Willis, Professor of Bank-
ing at Columbia University and formerly Secretary of the Federal Reserve
Board, sounded warnings. Inside the Federal Reserve System itself there was
opposition and resistance. The Chicago Federal Reserve Bank held back, espe-
cially in 1927, and was compelled to lower its rediscount rate by a vote of the
Federal Reserve Board. Governor Seay, of the Federal Reserve Bank of Rich-
mond, protested. The influence of W. P. G. Harding who, after leaving the
Federal Reserve Board became Governor of the Boston Federal Reserve Bank,
was strongly on the side of sound policy. Inside the New York Federal Reserve
Bank Dr. W. Randolph Burgess, author of the excellent book The Reserve

3Vol. 1, No. 5, July 20, 1921,
Vol. 3, No. 1, Mar. 27, 1923,
Vol. 4, No. 3, Aug. 4, 1924,
Vol. 5, No. 3, Aug. 24, 1925,
Vol. 6, No. 3, Nov. 8, 1926,
Vol. 7, No. 4, Oct. 29, 1927,
Vol. 8, No. 1, June 4, 1928,
Vol. 8, No. 2, June 25, 1928,
Vol. 9, No. 1, Feb. 11, 1929,
Vol. 9, No. 3, May 8, 1929,
Vol. 10, No. 3, Sept. 29, 1930,
Vol. 11, No. 1, Mar. 16, 1931.
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Banks and the Money Market, was definitely on the conservative side, although
his influence in the bank was reduced by his comparative youth, and although he
was doubtless inhibited by a great personal loyalty and affection for his chief,
Benjamin Strong.

But the system was adrift. It was hard to center responsibility, particularly
after the Federal Reserve Board lost heart and courage when W. P. G. Harding
was forced off the Board by President Harding, and Crissinger took his place.

Federal Reserve Banks Used to Finance Stock Market Boom. The Federal
Reserve Act would have worked well had traditional central bank policies been
followed, namely: the holding of the rediscount rates above the market rates,
and the use of open market operations primarily as an instrumentality for tight-
ening the money market, not for relaxing it.

The Federal Reserve System was created to finance a crisis and to finance
seasonal needs for pocket cash. It was not created for the purpose of financing
a boom, least of all for financing a stock market boom. But from early 1924
down to the spring of 1928 it was used to finance a boom and used to finance a
stock market boom.

The Heart of the Money Market. The figures given above for the total of the
deposits in the commercial banks of the country—over 44 billions on April 1T,
1928—or for the loans and investments for the commercial banks, which stood
above 47 billions on the same date, did not constitute the supply of loanable funds
in the money market. The loans and investments represent money already sup-
plied, money already loaned and invested. The deposits of the commercial banks
do not constitute loanable funds for the banks. A depositor of the bank may loan
his deposit balance to some other individual, but the bank cannot do so. A
bank’s deposits are its liabilities, not its assets. "The bank’s deposits are what the
bank owes, not what the bank has. A bank can increase its loans or investments
only when it is in a position to pay out cash or to create a new deposit liability.
And its ability to do either of these things depends upon its cash reserves, in
relation to its existing deposit liabilities.

The reserves of the member banks of the Federal Reserve System on this
same date, April 11, 1928, stood at* $2,432,000,000, a figure very much
smaller than the $44,000,000,000 of deposits or the $47,000,000,000 of loans
and investments.

4 The member banks of the Federal Reserve System had over 73% of the bank
resources of the country at this time. The remaining banks, of course, had their own
reserves in part in the form of deposit balances with member banks, but I simplify the
discussion by ignoring this.
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But not even in this smaller figure of the reserves of the member banks have
we reached the heart of the money market. Not nearly all of this $2,432,-
000,000 was available as a basis for bank expansion. Most of it was required to
maintain the existing volume of bank credit. Most of it was legally required
reserves. Sometimes all of the reserves are required, and sometimes all of the
reserves are less than the requirements. It is only when reserves are excessive
that bank expansion can move easily.

"The real heart of the money market is in the marginal reserves, plus or minus,
above or- below the required reserves. During the 1920’s this heart of the
money market was contained within a maximum figure of $150,000,000:
$100,000,000 above the required reserves and $50,000,000 below the required
reserves. With excess reserves of $75,000,000 to $100,000,000 bank credit
expanded rapidly, With a reserve deficiency of as much as $50,000,000 the
member banks would be under pressure, would hold back on expansion, would
sell investments, would call loans at the stock market, and would rediscount at
the Federal Reserve banks.

In the New York money market alone, it was the experience of the middle
1920’s that an increase or decrease of $20,000,000 to $30,000,000 in the
reserve balances of the New York banks with the Federal Reserve Bank of
New York could make a difference of 0.5% in the call loan rate.® The forces
immediately involved in the short run adjustments of supply and demand in the
money market, at a time when the banks are using their funds pretty fully, are
concerned with marginal quantities—marginal quantities of Federal Reserve
deposits, as distinguished from commercial bank deposits.

Federal Reserve Deposits “High-Powered Dollars.” Deposits with the Federal
Reserve banks are “high-powered” dollars. To the ordinary individual a check
drawn on the Federal Reserve bank looks like any other check. He deposits it
with his own bank as he would deposit any other check. But to a member bank
of the Federal Reserve System, a check on a Federal Reserve bank is a very dif-
ferent thing from a check on another bank in the clearing house. The great
banks learned early to segregate checks on the Federal bank from other checks,
so that they might be deposited at once with the Federal Reserve bank, instead of
going to the Federal Reserve bank through the clearing house the next day. The
point was simple—they got immediate credit in their reserve accounts by so
doing, and immediately had additional loanable funds.

The reserve requirements of the commercial banks of the United States have

5 Burgess, W. Randolph, T/e Reserve Banks and the Money Market, New York,
1927, p. 163.
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long been fixed by law. This has not been generally true in other countries. In
other countries the bankers have used their judgment and their experience in
deciding how much reserve they would keep. A bank with a few large deposi-
tors, any of whom might withdraw large sums on short notice, would carry
larger cash reserves than a bank with a large number of deposits of moderate
size. A banker subject to heavy withdrawals at certain seasons of the year would
build up his reserves in anticipation of these withdrawals. A banker, forseeing a
crisis, would try to increase his reserves before the crisis came. In general, re-
serve policy would be related: (a) to the variability of deposits and other demand
liabilities, and (b) to the liquidity of assets other than reserves. Short-dated
paper, spaced so that maturities come daily, and Government bonds, instantly
salable for cash, justify smaller cash reserves in a bank than would be the case
if the bank’s chief assets other than reserves were less liquid.

American bankers were, of course, not unaware of considerations of this sort.
But accustomed for two generations to having their minimum reserves percent-
ages fixed by law, they had no such grasp of the theory of bank reserves as the
best foreign bankers had.

The American country banker, remote from a city correspondent or a Federal
Reserve bank, would, indeed, carry a great deal of vault cash in addition to his
reserve balances in a city bank or with the Federal Reserve bank—cash reserves
over and above his legal requirements. The abler city banks, seeing trouble in
the future, in pre-Federal Reserve days did build up cash reserves above the legal
requirements, in the form of cash in their own vaults. With the coming of the
Federal Reserve System, however, the tendency was to carry only such reserves
as the law required in the form of deposit balances with the Federal Reserve
banks, and to look for the rest to “secondary reserves,” and particularly to those
assets other than cash which could be taken to-the Federal Reserve banks for
rediscount. The tendency was for the banker to use his cash to the full, main-
taining the cash reserve required by law but no more.

When the reserve requirements were lowered by the wartime legislation of
1917, a dangerous situation was thus created, unless the Federal Reserve System
watched closely to prevent the accumulation of even small excess reserves. On
the basis of excess reserves in the form of credit balances with the Federal Re-
serve banks, member bank credit could expand in a multiple ratio, and with the
very low reserve requirements the multiple was very high.

Decline in Reserve Ratios, 1921-1928. When, moreover, the proportion of
time deposits to demand deposits grew—and the preceding chapter has shown
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that this was the natural consequence of excessive bank expansion—then the
reserve ratios went still lower, and the multiple still higher.

The following tables show how the increasing proportion of time deposits
pulled down reserve percentages and pulled down required reserve percentages.

RerorTiING MEMBER BaNks
(In millions of dollars)

Net demand Time Actual reserve
Date deposits deposits percentage
April I, 1921 .cvveirvviiinnee, 10,271 2,925 9.57
April 5, 1922 i 10,456 3,121 e
April 4, 1923 .covireiiiiiien 11,212 3,959 e
April 2, 1924 .rviiiien, 11,246 4,230 e
April 1, 1925 .o, 12,756 5,053
April 7, 1926 ..o, 12,761 5,516 L
April 6, 1927 ... 13,042 6,012 ...
April 25, 1928 ..o 13,742 6,878 8.75

From April 1, 1921, to April 25, 1928, seven years, the increase in net
demand deposits of the reporting member banks was $3,471,000,000, or
" roughly 33.8%, while the increase in their time deposits was $3,853,000,000,
or 135.1%. ‘

ReporTING MEMBER Banks—NEew York CiTy
(In millions of dollars)

Net demand Time Regquired reserve
Date deposits deposits percentage
April 15, 1921 .ooviiiieins 4,118 290 12.34
April 12, 1922 .o, 4,308 353 12.24
April 11, 1923 ..o, 4,230 627 11.71
April 16, 1924 .cccvvririinnen 4,369 650 11.70
April 15, 1925 oo 4,980 816 11.59
April 14, 1926 ..o, 5,001 814 11.60
April 13, 1927 .ccovrrveciinnn 5,036 960 11.40
April 18, 1928 ... 5,626 1,117 11.34

It is difficult to estimate the legal reserve requirements for all the commercial
banks of the country. The table on the next page gives the actual, rather than
the required, reserve percentages. The member banks of the Federal Reserve
System, though less than half in number of all the commercial banks of -the
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country, held in the 1920’s over 73% of the total deposits of all the commercial
banks of the country. The nonmember commercial banks are linked closely
with the Federal Reserve System through the fact that they carry the greater
part of their reserves in the form of deposit balances with the member banks.
Part of their reserves they carry in cash in their own vaults also. The following
table, therefore, comparing the deposits of all the commercial banks with the
reserve balances of the member banks, though misleading if it were interpreted
as stating the total reserves of all the commercial banks, or the complete reserve
percentage of all the commercial banks, still has real significance.

ALL StaTteE anp NartionaL Banks anp Trust CoMmPpaANIES
(In millions of dollars)

Actual percentage

Member Bank member bank
reserve balances reserve balances
Total with the Federal to all commercial
Date deposits Reserve banks bank deposits
June 30, 1922 ... 30,690 1,865 6.08
June 30, 1923 ... 32,726 1,868 5.71
June 30, 1924 .o 35,326 2,016 5.71
June .30, 1925 ... 38,539 2,199 5.71
June 30, 1926 ...l 40,126 2,229 5.56
June 30, 1927 ..ocecrinnn 41,587 2,342 5.63

April 11, 1928 ... 44,234 2,432 5.50



CHAPTER 19

The Causes of and the Responsibility

for the Excess Reserves

Factors Feeding and Depleting Member Bank Reserves. It is possible to
measure with a great deal of precision the factors involved in the increase or
decrease of member bank reserves. “An Analysis of the Money Market” * pre-
sented a technique for doing this which some of the readers of this book will
study. For example, an increase of money in circulation operates to reduce
member bank reserves and to tighten the money market. This is regularly true
in the autumn, when 300 or 400 million dollars may go out, reaching a peak at
Christmas time, followed in the two or three weeks thereafter by a heavy back-
flow of money to the banks, which enables them to build up their reserves again
and eases the money market. An ordinary summer holiday, such as the Fourth
of July, may mean an increase of 75 millions in money in circulation, followed
in two or three days by a return of the money to the banks. There are many
other factors.

‘The present chapter, however, avoids technicalities as far as possible, and does
not discuss those factors which show little variation or which show only a normal
seasonal variation. It concentrates attention on the two main significant vari-
ables between the middle of 1922 and early 1928, which were: (1) the growth
of our gold monetary stock, and (2) the volume and composition of Federal
Reserve credit, primarily governed by Federal Reserve policy.

1 Chase Economic Bulletin, June 4, 1928. At the time this study was made it was not
possible to get all of the elements needed for the computation on the same dates. Most
of them come from the consolidated balance sheet from the twelve Federal Reserve
banks. Others, like the monetary gold stock of the country and the volume of money
in circulation, were at that time obtainable only by accident on the dates of the weekly
Federal Reserve statements, since they came in month-end statements from the T'reas-
uty. 'The figures for dates other than month-ends had to be estimated by indirect
methods, not wholly satisfactory. Shortly following the study referred to, however, the
Federal Reserve authorities, after some correspondence with the present writer, began
to give us also money in circulation and monetary gold stock weekly, on the dates of the
Federal Reserve statement.
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Gold. The gold monetary stock of the country is controllable by five main
factors: (a) gold imports, (b) gold exports, (¢) gold production in the United
States, (d) industrial consumption of gold in the United States, and (e) ear-
markings and release from earmark of gold at the Federal Reserve banks, for
foreign account. A foreign central bank, which has a deposit account with a
Federal Reserve bank, might instruct the Federal Reserve bank to debit its
account and earmark gold. The gold would then be the property of the foreign
bank, and whether it were subsequently exported or not, it would be effectively
withdrawn from the gold monetary stock of the United States. Conversely, a
foreign bank with gold under earmark might instruct a Federal Reserve bank to
release the gold from earmark and credit its deposit account, which meant that
the gold would become the property of the Federal Reserve bank, part of its
gold reserve, and part of the American gold monetary stock.

Gresham’s Law and Gold Imports—r1920-1924. From October, 1920, to
August, 1924, we gained gold steadily from the outside world, our monetary
gold stock rising from $2,581,000,000 to $4,234,000,000. The increase from
the middle of 1922 to August, 1924, was from $3,498,000,000 to $4,234,-
000,000, or $736,000,000. Part of this gold would have come in any case,
because of the great pressure that Europe was under to pay urgent debts here,
but after the great liquidation of 1920-1921 the controlling factor was the
operation of Gresham’s Law.

Gresham’s Law is an ancient principle, known apparently to some of the
Greeks, but taking its name from Queen Elizabeth’s financial adviser, Gresham,
who is said to have explained it to the Queen. It is the principle that bad money
drives out good money, and that inferior money drives out better money. It
operates particularly when a paper money, formerly redeemable in gold, is no
longer redeemed in gold, and consequently depreciates below its gold parity.

Virtually all the important countries of Europe, and most of the important
countries of the world outside of Europe, except the United States, had restricted
gold payments or had ceased to make them. The paper currencies of the major
countries outside the United States were depreciated, and fluctuating in value,
in the whole period following the war down to late 1924. Under these circum-
stances additional gold would not go to the monetary reserves of those countries,
and such gold as was free to move tended to leave those countries. A man
would not take gold to the Bank of England to exchange it for a Bank of
England note, because he would lose 10% of its value thereby. He would not
turn in gold to the Bank of France when he thereby lost more than half of its
value. He would not use gold in paying debts in England or France. He
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would use the cheaper paper money instead. He would send his gold to the
United States, where he could turn it in to the Federal Reserve bank in exchange
for a currency which he could next day or next month or next year redeem in
gold at the full face value.

Dangerous Concentration of Gold in Umted States. This made a dangerous
situation. It meant that we were getting a great part of the newly mined gold
of the world. It was a situation which could be expected to correct itself when
two or three of the other main countries came back to the gold standard, and
which did indeed in large measure correct itself when Germany came to the gold
standard under the Dawes Plan in 1924, followed by the return of the Dutch
guilder and the Swiss franc to par, and in the spring of 1925, by England’s
resumption of gold payments. When France came back to the gold standard in
1928 we lost gold heavily for a time.

It was widely recognized in the period following the war and throughout the
1920’s that a considerable measure of redistribution of the world’s gold was
needed, and that the way to accomplish this was to restore the full gold standard
in several major countries, so that they would compete with us and one another
for the floating supply of gold, and so that at least the newly mined gold would
go to those countries whose gold reserves were most in need of it and whose

interest rates were consequently high enough to attract it.

Peatk of Our Gold Holdings Reached in August, 1924. The approximate peak
of our gold monetary stock in the expansion period of the 1920’s was reached in
August, 1924, at $4,234,000,000. There was a sharp drop in late 1924 and
early 1925, due in considerable part to the shipment of gold to Germany fol-
lowing the Dawes Plan loan, and a gradual rise to a slighitly higher peak of
$4,323,000,000 in April, 1927, followed by a steady decline to $3,822,000,000
in April, 1928—which month, as we have previously seen, marked the peak of
our 1922-1928 bank expansion. Incoming gold, in other words, ceased to be
an important factor feeding member bank reserves after August, 1924.

Trustees of World’s Gold. We were, and for a time we recognized that we
were, trustees for the world’s gold. We had no right to merge it sa inextricably
with our own financial system that we could not certainly and easily return-it.
It was in a high degree imprudent so to merge it with- our own affairs that we
could return it only by means of a painful liquidation. C;ertamly- it was unwise
in the extreme to build upon it an unusual and illiquid kind.of bank credit. It
was unwise in the extreme to adopt a policy which would expand bank credit
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in capital uses, such as real estate mortgage loans, stock and bond collateral loans,
bank investments in bonds, and the like. And yet we did these things.

Unsound Federal Reserve Policy. Had the Federal Reserve System followed
orthodox central bank tradition, using no discretion at all but merely obeying
the rules, we should have averted the disasters that followed. The orthodox
tradition called for rediscount rates above the market rates and for strictly
limited use of open market operations. The most important of these two rules
related to open market operations.

Rediscount Rates Bélow Market Minor Factor. Federal Reserve rediscount
rates were held below the market throughout this period, meaning by “the
market” the prime customers’ rate at great city banks.?

But the banks had learned a lesson in 1919 and 1920 about borrowing to
relend at a profit. They had got much too deeply in debt to the Federal Re-
serve banks in the course of this, and they had been struggling since 1920 to
get out of debt to the Federal Reserve banks. The tradition had grown that a
bank should not borrow for the purpose of relending at a profit. The tradition
was strong that great city banks did not like to be in debt at all to the Federal
Reserve banks, and that the country banks, even though borrowing for their
seasonal needs, wished to be completely out of debt to the Federal Reserve banks
at least once a year.

When the total rediscounts were over 500 million dollars, enough banks were
under pressure, partly from this tradition and partly from shortage of paper for
rediscount at the Federal Reserve banks, so that the money market was reason-
ably firm and bank expansion was retarded. Banks would rediscount to prevent
a liquidation—they would discount heavily rather than force customers to
liquidate. But they would not rediscount heavily, even at low rates, for the
purpose of making new loans which their customers did not require or, above all,
for the purpose of making investments.

Main Factor Open Market Purchases of Government Securities. The violation,
therefore, of the established rule that rediscount rates should be above the market,
though a contributing factor to the overexpansion of bank credit from June,
1922, to April 11, 1928, was not the main element in Federal Reserve policy
which was responsible. The main factor was their open market purchases of
Government securities.

2See “The Gold and Rediscount Policy of the Federal Reserve Banks,” by Hep-
burn and Anderson, Chase Economic Bulletin, July 20, 1921. Reproduced in full in
Commercial & Financial Chronicle, July 23, 1921, pp. 349-354, and in the 1924 edi-
tion of Hepburn’s History of Currency in the United States.



Causes of and Responsibility for Excess Reserves 145
Prewar Open Market Operations of Bank of England. The Bank of England

had used open market purchases and sales of government securities in prewar
days. But the transactions were small. The motive which commonly actuated
the Bank of England in buying government securities seems to have been pri-
marily profit, rather than the desire to make interest rates low. It was the sales
of government securities, including Indian Council bills, which most impressed
the London market—the purpose of such sales being to take up the floating
supply of money and ‘“make Bank Rate effective.” The transactions were small.
In one instance the sale of £1,100,000 of Indian Council bills sufficed to make
Bank Rate effective. Operations of £5,000,000 were large operations. Often
the Bank of England did not have enough securities to sell for the purpose and
would go out and borrow money against gold collateral as a means of reducing
the money supply. The operations were in general restrictive.

W artime Open Market Operations in England and United States. At the out-
break of the war in 1914 a new discovery was made. The British Government,
needing money, first borrowed from the Bank of England, and the Bank of
England also bought short term treasury bills in the open market. This had the
double effect of giving the government the cash it immediately needed, and of
putting additional deposit balances with the Bank of England into the hands
of the Joint Stock Bank. As the government spent its balances with the Bank of
England, the government checks were promptly transferred to customers of the
Joint Stock Banks and thence to the Joint Stock Banks themselves. The Joint
Stock Banks then deposited these checks in the Bank of England, building up
their reserve balances there. This increased the volume of reserve money for
the banking community, and made money rates go down, permitting an expan-
sion of general bank credit—the banks buying treasury bills and government war
bonds and financing the community in buying government war bonds.

The London money market appears not to have understood thé operation fully
at the beginning of the war, and it is not certain that the government or the
Bank of England did. The first recourse to the Bank of England was simply a
quick way of getting money. But very speedily the trick was learned.

Each new British war loan was preceded by Bank of England buying of gov-
ernment securities, or by direct loans to the government. When the United
States Government entered the war, the Federal Reserve banks began to use
simflar tactics. Each of the four Liberty Looans was preceded by Federal Reserve
purchases of United States Government securities to ease off the money market.
When the loan was over, the Federal Reserve banks promptly sold these Govern-
ment securities again.
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W artime Government Security Operations Small and for a Few Days Only.
The magnitudes were not great. For each of the first three Liberty Loans they
amounted to less than 100 million dollars and were promptly reversed. With
the Fourth Liberty Loan of approximately 7 billion dollars—a loan made at a
time when the capital market had already been very thoroughly drained—the
operation was larger. The holding of Government securities stood at g6 mil-
lions on October 18 and rose to 350 millions on October 25, but promptly
dropped again to 118 millions on November 1. These relatively moderate opera-
tions were war emergency operations and were short-term operations. They
temporarily greased the wheels while vast financial transactions needed for war
were put through. But in general the Federal Reserve System financed the
Government in World War I, not by buying Government securities, but by
lending to member banks against Government securities.

Peacetime Operations, 1922, 1924, and 1927, Gigantic, and for Many Months
at a Time. The contrast between the almost microscopic open market operations
of the Bank of England before the war and the very moderate, short open
market operations of the Federal Reserve banks in connection with the Liberty
Loans during the war, on the one hand, and the open market operations of the
Federal Reserve banks in the period of 1922-1928 on the other, is thus enor-
mous. Where the Federal Reserve banks bought tens of millions for a few days,
in connection with the first three Liberty Loans, they bought hundreds of mil-
lions and held them for many months in 1922, 1924, and 1927. And where
the Bank of England had primarily used its open market operations for the
purpose of tightening its money market in prewar days, the Federal Reserve
System used them deliberately for the purpose of relaxing the money market and
stimulating bank expansion in 1924 and 1927. At a time when unusual circum-
stances called for extra caution, they abandoned old standards and became daring
innovators in the effort to play God.

Three Great Spurts in Bank Expansion Definitely Connected with Three Great
Open Market Purchases. The process of the creation of excess reserves with the
resultant great expansion of bank credit did not move slowly and gradually from
early 1922 to early 1928. It was concentrated, rather, in three great moves.
Each of these three great moves was inaugurated by heavy purchases of Govern-
ment securities by the F ederal Reserve banks. The first of these has already been
discussed. It came in 1922. It came because the Federal Reserve banks had
very heavy expenses and did not wish their overhead to decline.

In 1924 the Federal Reserve banks bought Government securities on a great
scale for the deliberate purpose of expanding bank credit, and the process of
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bank expansion was resumed on a vast scale, with a carry-over into 1925. In
1926 and early 1927 the bank expansion moved at a much slower rate.

Then again in the latter part of 1927 there came a third great move in the

purchase of Government securities, with a new great burst of expansion in bank
credit. '
- The curve for member bank reserves rises very sharply from early 1924 to
the year end. It moves very moderately from 1924 through 1926. It starts up
again and reaches new highs in 1927. The main responsibility for excessive
reserves and for multiple expansion of bank credit based on the excess reserves
rests on the open market policy of the Federal Reserve System.

This chapter has ignored a great many factors in the money market in the
period under discussion. It has concentrated on the two great essentials, gold and
Federal Reserve bank open market policy. These are the two great variables.
Responsibility rests with the Federal Reserve System:

Preceding chapters have -discussed the open market purchases in 1922 and
1924. A later chapter will discuss more fully the culminating episode of 1927,
which touched the match to the powder keg and set the uncontrollable forces
working which blew us up late in 1929. But before discussing this it is best to
give an account of the developments in the world outside the United States—
particularly in Germany, France, and England—which explain the problems
facing the Federal Reserve System in 1927, and to give an account of develop-
ments in the American securities markets in the years 1924, 1925, and 1926.



CHAPTER 20

Germany, 1924-1928

Dramatic Upswing, 1924-1925. Following the inauguration of the Dawes Plan
in 1924, there came a radical improvement in the whole German picture. The
confidence of the Dawes Committee that private enterprise would work things
out if only the budget could be balanced, the currency could be stabilized, and a
political future assured under which the Germans could see that their reparations
burdens were bearable, proved abundantly justified. The German Government
and the German people set to work with a tremendous determination to make
the plan work. The upswing in industrial production was extraordinary. For-
eign capital flowed into Germany, attracted by the high rates of interest which
the Germans were eager to pay to replenish working capital which had been
largely wiped out in the period of inflation.

Causes of Short-lived Drastic Crisis, Late 1925. In late 1925 there came a
short-lived but drastic commercial crisis in Germany. The main causes were
the following:

1. Inflation Had Left Few Landmarks. 'The chaotic conditions of the several
years preceding the Dawes Plan left few dependable landmarks on the basis of
which economic reckoning could proceed. Assumptions had to be made, guesses
had to be made, and, necessarily, many were erroneous. German tax experts in
days before the war could ordinarily make advance estimates of revenues with a
narrow margin of error. They could not in 1924. In a tranquil business situa-
tion every businessman will have tabulated experience, on the basis of which he
can estimate his costs; markets, prices, and profits. No German industry was,
in this fortunate position in 1924. Many of the plans and calculations, therefore,
made in 1924 were proved to be mistaken plans by the autumn of 1925. Dur-
ing the period when the mark was sinking rapidly in value, working capital
largely disappeared. No small part of it was turned into fixed capital. It was
better to build plants which might depreciate to 50% than to hold marks that
might go to zero. In 1924 Germany found herself with a vast deal of idle plant
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equipment. The future might or might not validate this investment in any given
case. Some of it proved to be well adapted to the market demands which devel-
oped in late 1924 and 1925. Some of it was partially adapted, some of it could
not be used. Some of it was used for purposes which later turned out to be
unprofitable. There were grave uncertainties, too, as to the foreign markets;
important miscalculations were made. Some foreign markets proved much
better than expected, others proved disappointing. But in all cases the calcula-
tions and plans which had to be made in 1924 rested on very inadequate data.

2. Inflation Had Wiped Out Working Capital. Germany in 1924 was des-
perately short of working capital. Current stocks of goods were very low, and
cash and credit with which a manufacturer might purchase raw materials, pay
wages, and carry “work in process” were desperately short. A minor but painful
feature of the crisis of 1925 was the elimination of a great many pitiful small
businesses with hopelessly inadequate capital. German businessmen had come
home to Germany from the German parts of Poland and from Alsace-Lorraine
with very inadequate capital, but with a desire to continue as businessmen, rather
than as workmen. These men established a multitude of petty businesses, fre-
quently retail merchéndising. Dr. Oskar Wassermann of the Deutsche Bank
gave figures for the number of tobacco dealers. In 1907 there were in Germany
29,487 such dealers. In 1924 there were 412,000. Large numbers of these
small people were eliminated as independent entrepreneurs in the crisis of 1925—
later to become clerks or workmen in the employ of larger houses.

3. Taxation Too E ffective. Perhaps the greatest factor of all in the interrup-
tion of the strong revival was the extraordinary effectiveness of the taxation inaugu-
rated after the Dawes Plan was set up. The German people and the German
Government were determined that whatever else might not be done, they
would balance their budget, and they inaugurated a system of taxation with ruth-
lessness and efficiency. The resulting revenues ran far beyond expectations and
far beyond needs. The table on page 150 comparing actual revenues and budget
estimates shows how greatly the tax experts underestimated the efficiency of their
taxation:

4. Government Banks vs. Private Banks. It was unfortunate enough to take
so much unneeded money away by taxation, but it was still worse that the gov-
ernment bodies put their excess tax money, not into the commercial banks where
it could have been lent back to the businesses, but into government-controlled
banking institutions. One=third or more of all bank deposits in Germany in 1925
were in public banks, chiefly deposits of public funds. These banks largely limited
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ActuaL ReveEnuErs anp Bupbcer EstimaTes *
(In millions of reichsmarks)

Financial year Budget Actual Surplus ()
ended March 31, 1925 estimates receipts  Deficit (—)

Taxes on income, sales, transport, etc.:

Income tax ......occccevvieverrreernnecsnnessenennnns 1,344.0 2,213.3 -} 869.3
Corporation taX ....c.ccccceeerieceinenreennn 144.0 313.9 -+ 169.9
Tax on real and personal property ........ .376.0 498.9 + 122.9
Turnover tax:
(a) Ordinary ..cccoovevirriieeneeernnene. 1,260.0 1,798.5 -+ 5385
(b) Extraordinary (luxury) ............ 180.0 119.3 — 60.7
Tax on bourse transactions. ...........c........ 150.0 112.8 -— 37.2
Transport tax .........cccoceeeveereeersenesneennn 230.0 312.6 + 82.6
Other recurring taxXes ......cceeceevveervennnene. 424.0 316.3 — 107.7
Nonrecurring taxes .......ccceveecerrieseevennnne 36.0 79.0 + 430
Customs, and taxes on tobacco, beer, etc.:
CUStOMS  ..o.vveevvereersrersreenienseeerenneeeenneans 160.0 356.6 -+ 196.6
Tobacco taX .ewvieviisiisiiveecrennereenarsessennnnns 360.0 513.7 -+ 153.7
Beer tax ....ccccermsnicnininecieeeeereneens 126.0 196.5 -+ 7o.5
Sugar 1O 231.0 219.1 — 11.9
Spirits monopoly ......ccoceveveriininennne 140.0 141.4 4+ 1.4
Nonassigned .....ccoeeerverrerreiccirsrenserenecnnna 82.7 123.0 + 40.3
Miscellaneotss .....wevveververerensscenciressssesnsenns|  eeveeen 7.6 “+ 7.6
5,243.7 7,322.5 | -+ 2,078.8

* Report of the Agent General for Reparations Payments, Nov. 30, 1925, pp.
32-33.

» rather

themselves to the purchase of prime bills of exchange s.e., “discounts,
than the slow “advances” of the sort which German banks ordinarily made to
their business customers. The result was a relative excess of funds in the short
term money market and an appalling scarcity of funds available for the working

capital of businesses.

5. Foreign Loans to States and Municipalities. The foreign flotations of Ger-
man loans, particularly those placed in the United States, were to a very great
extent loans to German states and municipalities, rather than to German busi-
nesses. There were important short credits given by foreign banks, especially
American banks, to German banks, and to some extent short credits made by
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foreign and German banks “on joint account” to German businesses, with the
German banks supervising the loan and sharing the risk, but with the American
or other foreign banks providing most of the money.

In the autumn of 1925 one found in London and in Paris an inadequate
understanding of the German situation. In The Netherlands the understanding
was much clearer. In Sweden the German picture was well understood. Swed-
ish banks urged the view that the German state and municipal loans which had
been floated abroad, chiefly in the United States, were making trouble rather
than doing good. The governing bodies already had too much money, as a
result of the very heavy taxes. These loans gave them more. They were able
to outbid business for labor and supplies, much of which they used in construc-
tion, which Germany could not afford with capital so acutely scarce. They thus
raised the costs of general industry, the more so as officials, for political reasons,
often wished to be generous to labor, and were not as sagacious and prudent as
businessmen would be in their purchase of supplies. This was regarded as a
special handicap to the export industries, which needed to expand if Germany
were to carry through the Dawes Plan programme.

The Swedish bankers urged that the United States should cease to make these
state and municipal loans.

In Berlin one found an extraordinarily clear understanding on the part of the
German banks, Mr. Parker Gilbert (the Agent General for Reparations Pay-
ments), the Reichsbank, and the German Treasury of what was happening in
Germany. The heads of several of the banks, Mr. Gilbert, and representatives
of the Reichsbank and the Treasury all wished a cable sent to New York saying
that although loans to the German industries were desirable and would do a
great deal of good, loans to the states and municipalities should stop. The cable
was sent. On the day that the cable from Berlin reached New York, Dr.
Schacht, the head of the Reichsbank, personally appeared in New York to urge
on the American banking community that there should be no more state and
municipal loans made to Germany.

Dr. Schacht made a tremendous effort then, and in the years that followed,
to hold down Germany’s borrowings from foreign countries.

11 am glad to be able to say that the securities affiliate of my own bank respected
the advice of the German financial authorities, and ceased to initiate German state and
municipal loans in the United States after November, 1925, and participated. in"such
issues only to the extent of 4 million dollars thereafter. See the Ckase Economic Bulle-
tin, Oct. 8, 1931, pp. 7-8. In the final reckoning the securities affiliate was reported as
having sponsored a much' greater volume of state.and municipal loans to Germany, but
this was due to the fact that, after 1929, mergers took place with institutions which had
had greater activity in this matter.
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But under the impact of the gigantic flood of bank money generated by the
policy of the Federal Reserve System in 1924, money was superabundant in
New York and the illusion of unlimited capital was growing. The market for
high yield foreign bonds in the United States seemed insatiable, and the Ameri-
can investment bankers were trying to supply the market. In late 1925 the
agents of fourteen different American investment banking houses were in Ger-
many soliciting loans from the German states and municipalities. It was impos-
sible to control the competitive money market in New York, and it was difficult
for the head of the Reichsbank to control the states and municipalities in Ger-
many.

Rarely has an economic situation been more fully and clearly understood by
the men responsible for its management than was the German picture in late
1925.2

Hopefulness of Germany in the Midst of the Crisis. In the midst of this crisis,
moreover, one found a hopefulness among the humble people. It seemed strange
at a time when 6% of all the bills of exchange in the country had gone to pro-
test, when unemployment was increasing every day, and when the newspapers
were full of bankruptcy notices. German workmen showed with pride the new,
shiny silver marks, which they trusted. They had a good currency again. They
were suffering, yes. Times were hard, yes." But the inflation had been infinitely
worse. Again and again workmen said, “No more war, no more inflation.”
And it was not only the workmen. In October of 1925 an able French banker
met for the first time the head of one of the great German banks at the latter’s
home. The two men had hardly exchanged greetings before the German said
to the Frenchman, “Of course we both hate socialism, but we must none the less
support the parties of the Left, for that means peace. We must put down the
Nationalists in both our countries.” And the French banker cordially agreed.

Turn Upward to Full Employment in Spring of 1926. The German tide
turned upward again in the spring of 1926. Prices of securities of the German
Bourse had an extraordinary rally, industry moved, employment grew full, and
Germany had a period of nearly three years of strong, sustained industrial activity
with excellent business profits.

Full Employment for Three Years at Extremely High Interest Rates. It must
be said that this German business rally was on the basis of extremely high interest

21n the midst of the crisis in late 1925, 1 received from German bankers and
others, as prophecy, a picture which I was able to publish with very little alteration, as
Fistory, in the Chase Economic Bulletin of April 2, 1926, under the title “German
Business and Finance Under the Dawes Plan.”
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rates. ‘There were occasionally times when the rates on call money, Taegliches
Geld, were low. Thus on March 20, 1926, that rate dropped from 3% to 2%,
after having averaged over 8.5% from March, 1925, through December, 1925.
But thirty-day paper was still 7% in March, 1926, the discount rate on prime
bills of exchange still 5%, while bank “advances” remained between 11% and
14%.

These bank advances in Germany were in general much slower loans than
ordinary customer’s paper in the United States. They were the typical business
loan made by German bank to German business. The lowest rate on these bank
advances between 1924 and 1929 was 9%, and this was on three loans made
by Goldschmidt of the Darmstaedter Und National-bank in 1927.

Cheap Money Not Essential for Full Employment. The theory that cheap
money is essential for business revival and business activity received a pretty sharp
test in this period, I think. The British, with much lower rates, and with rates
held unduly low on the theory that cheap money was necessary for good business,
went through a prolonged stagnation, with high unemployment. The Germans,
more flexible, making the necessary readjustments in wages and other costs,
endured both high interest rates and cruelly high taxation, but still did business
and made money, with very full employment.

Cheap money plays no such dominating role as Keynes and Hawtrey and
their followers would have us believe.

Throughout this period Germany continued to get a very great volume of
foreign loans, much exceeding the total reparations she paid during the period.
But never during the whole period from the inauguration of the Dawes Plan to
her credit collapse in 1931 did she have enough liquid capital to make an easy
working capital situation for her industries.



CHAPTER 21

France, 1925-1926

Crisis in Government Credit and Currency. Germany was rallying strongly in
the spring of 1926. France was plunging lower and lower in a great crisis in
currency and national credit. In a previous chapter we have seen the story of
French postwar deficits. Government deficits had run approximately 47 billion
francs in 1919, 42 billion francs in 1920, 28 billion francs in 1921, 19 billion
francs in 1922, 17 billion francs in 1923, and 14 billion francs in 1924. It was
harder and harder to borrow money to fill in these gaps.

Bank of France Resists. In Germany, 1918-1923, the gap had been filled
simply by government borrowing from the Reichsbank. In France the Bank of
France, partially independent, held back and resisted. The government got the
greater part of its funds on short term paper, the so-called “bons de la défense
nationale,” largely taken by the private banks or by the people. The law, more-
over, put a limit on the government borrowing from the Bank of France and on
the issue of notes by the Bank of France, and while this limit was from time to
time raised by act of the French Parliament, it was always a humiliating expe-
rience for the Ministry to ask for an increase, and always a source of great
concern to the French people when this was done.

Two figures were well understood by the working people, as well as by the
merchants and financiers of France. They were the figures for “Advances to
the State” on the asset side of the balance sheet of the Bank of France, and the
figure for bank note issue on the liability side of the balance sheet. One saw
French hotel porters eagerly scanning the newspaper on the day when the bal-
ance sheet of the Bank of France was to be issued, and saying to one another,
“The bilan is good today”’—or bad, as the case might be. The Bank of France
fought, and held back, and protected the French franc in so doing, though the
franc fell far.

But Falsifies its Balance Sheet at Year End, 1924-1925. At the year end,
1924-1925, the Bank of France falsified its balance sheet.' It had, in fact, in

1 Commercial & Financial Chronicle, Apr. 11, 1925.
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making year end advances to the government and others needing to meet
year end commitments, exceeded its legal note issue. The year end statement
showed the notes below the legal limit, but showed also an immense increase
in a previously small item, Divers or miscellaneous, which did not deceive
the informed reader of the balance sheet. Subsequently Baron Rothschild,
a Director of the Bank of France, forced a disclosure of this deception by
threatening to make the facts public himself, and the Bank of France made the
humiliating confession that it had exceeded its legal limit and that it had falsified
its balance sheet. Confidence in France fell low and confidence throughout‘ the
world in French finance fell low. The franc continued its downward course.?

2In late September of 1925 I had occasion to discuss this episode with one of the
chiefs of the Bank of France. He spoke with great frankness. Caillanx was then
Premier of France. Caillaux was undertaking financial reforms, but they were inade-
quate. One element involved the flotation of a-gold loan with the promise that even
if the franc should go lower, the loan would be paid in whatever sum of francs was
necessary to give back the gold value stipulated in the bond. The public was skeptical
and the loan was not going well. Drastic taxation was needed and drastic retrenchment
in public expenditures, including pensions; and Caillaux did not have the courage for
that.

The official of the Bank of France in substance said: “The Bank hates and fears the
Government. The Government lies to the Bank. Last week my balance sheet looked
terrible. The Government had promised me revenues from the provinces and had not
brought them to me. The Government had continued to draw upon the Bank. My
notes were over the legal limit, I went to the other banks of Paris and persuaded them
to take Government securities from my portfolio and to give me back bank notes for one
day. 1 was thus able to publish a correct balance sheet showing the notes under the legal
limit. The next day I turned back the banknotes and took back the Government se-
curities. This week the revenues did come in and my balance sheet will be all right.

“But what can I do? If my father has stolen money, must I not make it good?” I
said, “If the agent of my father has stolen money, do I have to make it good?” He
said; “We cannot make that distinction in France. Le Gouvernement—:cest la France.”’
I said, “Does that mean that you would falsify the balance sheet again?” He said,
“What can 1 do? The Bank of France is paymaster for the Government all over
France. If 1 refuse to pay, a great crisis comes. Business stops. Merchants and laborers
and everybody turn and rend the Bank of France. If I pay and publish, again a great
crisis comes. What 1 shall do will be to pay and not publish and write a letter to the
Minister every day demanding that he regularize the position by legislation.” 1 said,
“A British or American banker might feel that he had to yield to the government with
respect to making payments, but still would not feel that he had the duty to sign a false
balance sheet.”” He said, “It is so easy for a man standing on the bank of the river to
give good advice to a man who is drowning in the middle of a stream.” I then apolo-
gized and did not further press the point. But the best opinion 1 could get in Paris at
that time was firm in the conviction that if the officials in the Bank of France had
offered their resignations rather than falsify the balance sheet, the public would have
sustained them, and the Ministry, not the Bank, would have fallen.
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Even So, Bank’s Resistance Helped. None the less, despite this pitiful record, the
Bank did make an effort, and its effort did hold down the deficits and did retard
the collapse of the franc. The effort did, moreover, leave the Bank of France
in a strong position to protect the franc after the collapse and the readjustment.

Franc Drops to Two Cents, July, 1926. Between May of 1925 and late July
of 1926 the franc dropped rapidly from 5¢ to 2¢ in the foreign exchange market,
Every day the housewife of Paris found that her bread and her herring and her
wine were rising in price. A German housewife in the late autumn of 1923,
speaking of the French housewife, said “Poor thing!” The German housewife

had been there herself.

Public Demands Conservative Finance—DBacks Poincaré. There came a great
radical change of sentiment in France towards matters both political and finan-
cial, and by June of 1926 the mob of Paris was swarming around the Palais
Bourbon where the Deputies sat, threatening physical violence to the Deputies
unless they should get behind the conservative old lawyer, Poincaré, who was
promising to raise taxes, to cut expenses, to dismiss public employees, to cut
pensions, and to save the franc.

Poincaré and Briand Unite to Save Franc. There came, too, a magnificent
change in sentiment among the responsible men in public life in France. Briand
had been Poincaré’s leading opponent. Briand had many admirable qualities, but
financial soundness was not one of them. He knew little. about finance. He did
know international relations. He had fought hard to bring about French and
German conciliation. He had publicly defended the good faith of Germany in
a debate before the Chamber of Deputies. He had opposed the invasion of the
Ruhr. Poincaré was the implacable foe of Germany. He distrusted Germany.
Poincaré understood finance. He believed in economy. He believed in sound
finance. The two men got together. Poincaré generously turned over to Briand
the conduct of foreign affairs and the relation between France and Germany,
backed him up in a policy with which he had personally little sympathy. Briand
in turn gave generous, strong support to Poincaré’s financial reforms, which he
inadequately understood.

There was magic in it. July of 1926 showed the bottom for the French franc.
Poincaré made good in a magnificent way in his policy of cutting expenditures,
cutting pensions, dismissing needless public funtionaries, and raising taxes, and
created a fiscal surplus.

Poincaré, moreover, knew his countrymen. He knew that his reforms would
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be subject to whittling down and modification and even drastic reversal by a
succeeding ministry. He therefore did everything in his power to prevent this.
Certain of his basic reforms he enacted into constitutional law. He took the two
chambers of the Parliament, the Senate and the Chamber of Deputies, to Ver-
sailles, where he had them' vote together on the basic framework of his reform
legislation, which they could not subsequently constitutionally reverse sitting as

separate houses in Paris.

The Franc in Dramatic Rally. The tide of confidence at home turned radically.
In the long period when the franc was slipping an immense body of French
capital left France and went into foreign values. French private holdings of
dollars, sterling, Swiss francs, Dutch guilders, and securities of foreign countries
had grown very large. This tide turned toward France again. Frenchmen were
selling their foreign exchange and buying francs. Foreigners also were buying
francs as well as buying securities in the French Bourse. An immense tide of
money turned toward France. With startling rapidity the French franc rose
from 2¢ 3 to approximately 4¢. The Bank of France and the government ap-
pear to have been caught unawares by the extent and strength of this movement.

The Preceding Collapse in Franc Made Poincaré’s Task Technically Not Diffi-
cult. From the standpoint of technical finance, Poincaré’s task in the summer
of 1926 was not unduly difficult. The collapse in the franc had already brought
it lower than the fundamentals of the situation justified.*

One factor which we have already mentioned in connection with the German
debacle was the fact that France relied primarily on indirect taxation and the
revenue of fiscal monopolies instead of income taxes based on last year’s incomes.
These revenues rose as the franc fell, as prices rose, and as the volume of trans-
actions measured in francs rose. ‘

Moreover, expenditures of the French Government did not rise nearly as
fast as the franc declined. Approximately 53% of the expenditures in 1926
were for service on the internal debt, including pensions, and were fixed in francs.

The Bank of France had a very low reserve ratio, taking the franc at par, as
shown by the following figures for June 9, 1926:

3 The franc dropped to 1.94%% cents in the second half of July, 1926. Commer-
cial & Financial Chronicle, July 24, 1926, page 381. But this figure stood for a short
time only. The average New York price for francs in the last five days of July was
2.42 cents.

4 See Chase Economic Bulletin, June 21, 1926, “Stabilizing the Franc
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Total reserves (gold in vault, 3,684,000,000 francs, plus silver

at bullion value plus foreign balances *) .......cccooviivcinennias 4,584,000,000 francs
Notes In CIrculation .....c.cceveecvereerreninnieesieeneeseesreeseessessasenes 53,35 3,000,000 francs
RESEIVE TALIO ..viviiieirecrenerensiresenieecee e essesseesanessesseesanesseenne 8.6%

* Estimated. The balance sheet of the bank did not disclose the amount of the
Morgan loan remaining.

If, however, the franc were taken at 4¢, the reserve ratio similarly calculated
would be 41.5%, and with the franc at 3¢ the reserve ratio would be 55.3%.
At 3V4¢ per franc the reserve ratio would be 37.3%.

Four factors could be considered in figuring a reasonable new gold par for
the franc: (1) the ratio of gold reserves to the Bank of France, (2) the relation
of France’s prices in paper money to the level of gold prices in the world outside,
(3) current and recent exchange rates, and (4) most important, the relation
of the public debt to the total national wealth of France. French wholesale
prices in May of 1926 were below the world level even if the france were put
at 4¢, while with the franc at 3%5¢ French wholesale prices would have been
far below the world gold level. The test of current and recent exchange rates
put the franc too low.

The test of the relation of the total national wealth to the total national debt
showed that a return to parity was impossible. Taking the national wealth at 300
billion gold francs, old par, and the internal debt at 309 billion paper francs plus
the external debt of 23 billion gold francs (assuming the expected reduction
through the then pending debt settlements), the national debt would have clearly
exceeded the national wealth at the old par. With the franc placed at 3%5¢,
the debt would bear a ratio of 26% to the national wealth. ‘If it were felt that
France could carry a debt ratio of 29% to the national wealth, then the franc
could have been placed at 4¢.

Having in mind the traditional French reluctance to pay taxes and the tradi-
tional French governmental tendency toward extravagance, 3%4¢ would have
been a safer figure at which to stabilize the French franc than the nearly 4¢3
finally chosen for the de facto stabilization in the winter 1926-1927 and for
the de jure stabilization in 1928.

5 See Chase Economic Bulletin, June 21, 1926, and February 18, 1927.
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New York Price or Francs anp WHoLESALE Prices 1N France *
(1913 = 100)
French Wholesale Prices Average of
franc at
Average of | New York
Native wholesale last five
At end of: French | Imported | pricesin | days each
products | products gold in month
In French In (in French|(In French| certain (In cents
currency gold currency) | currency) | countriest | per franc)
(1925)
January 525 1472 | e b 160 5.41
February 526 140.6 |  ceer | e 159 5.16
March 524 143.6 | e | e 158 5.29
April 523 415 | e L 153 5.22
May 531 138.4 | e [ 153 5.03
June. 554 I30.5 | e | e 154 4.58
July 569 139.7 | v | s 155 4.74
August 569 138.3 | vevveeee | e 154 4.69
September 567 139.0 | weeer | e 152 4.73
October 584 126.8 | e | 151 4.19
November 618 123.6 | s | e 150 3.86
December 646 1242 | vvvene | v 150 3.71
(1926)
January 647 | -5 S I 148 3.75
February 649 123.1 | eeeeeeee | e 146 3.66
March 645 115.3 vbene | e 143 3.45
April 664 113.9° | wveveeer | eveenene 143 3.31
May 702 118.2 | n | e 143 3.25
June 754 112.5 682 883 144 2.88
July 854 107.1 733 1047 144 2.42
August 785 117.1 722 902 143 2.88
September 804 116.6 743 912 144 2.80
October 768 123.4 744 808 145 3.10
November 698 131.3 698 700 143 3.63
December 641 131.5 648 628 142 3.96

*.Chase Economic Bulletin, Feb. 18, 1927, p. 27.
+ Countries included: United States, Sweden, Germany, Netherlands, and Switzer-
land for entire period; Great Britain added May, 1925; Denmark added October,
1926; Belgium added November, 1926.
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REeTai. Foop Prices anp Cost oF Livine IN FrRANCE*

(Prewar = 100)

Retail food prices Cost of livin g
(In Paris) (In Paris)
(1925) (1926) (1925)  (1926)

January . 408 480

February ...ccocoeevvevcenesencnncns 410 495

March .o 415 497 386 451
April e 409 503

May e 418 522

June L 422 544 390 485
July 421° 574 ’

AUgust ..oovvvrieeeeee e 423 587

September .. .o.ooceceeniiniieien 431 590 401 539
October ....oovvceevevevcieevreenn.s 433 624

November ...coccvevverireeevrnenneee 444 628

December ......ccocveeiieveenennen. 463 599

421 545

* Chase Economic Bulletin, Feb. 18, 1927, p. 27.

It is convenient to interrupt the story of the French franc in the late autumn
of 1926, because an understanding of the British position is necessary before we
can take up the next startling phase in the story of French finance. London and

Paris are to become dangerously entangled with one another.



France, 1925-1926

Money RaTes v Paris—1926

161

Bank of Fortnightly | Fortnightly
France Market rate | loans at the loans on
discount commercial | official stock curb Bank-advances
rate bills exchange securities 2o customers
Jan. High 6 5 4 11 8
Low 4% 3% 11 from Jan. 1.
Feb. High 5 514 11
Low 4 7 11
Mar. High 54 474 10%%
Low 4% 33% 10Y%
Apr. High 5 4% 10%4
Low 4% 3% 1034
May High 534 5% 102
Low 4% 5 10%%
June High 5 % 774 12
Low 4% 7Y% 12
July High 7Y% 574 7 14 oYz
Low | on July 31 | 458 578 14 from July 31
Aug. High %% 5 13
Low 634 4 I3
Sept. High 654 to 718 11 14
Low 6% to 7 7 14
Oct. * High 634 to 734 7% 10%%
Low 614 to 614 334 10%%
Nov. High 614 to 614 5% 9
Low 534 t06 24 9
Dec. High 6% 534 t06 4 8V
Low | onDec.16 | 515 to534 4 from Dec. 16

* Chase Economic Bulletin, Feb. 18, 1927, p. 22.




CHAPTER 22

Great Britain, 1925-1927

Britain’s Unemployment Remains High. The United States had enjoyed, as we
have seen, a full industrial recovery between 1921 and 1923. Britain followed,
but did not reach full recovery. There remained a heavy body of unemployment.
There remained a heavy payment of doles to the unemployed as a burden on the
British taxpayer. Britain demonstrated what the present writer believes to be a
universal economic law, namely, that any country can have heavy unemployment
if it is willing and able to pay for it.

W ages and Prices—United States and Britain. In the discussion of the American
price and wage readjustment in 1920-1921, we have seen that neither in the
United States or Great Britain did wages drop nearly so much as wholesale
prices dropped in the postwar readjustment. In the United States this was due to
a supply-and-demand situation. We had an almost absolute cessation of immi-
gration from-Europe during the war, and we had by law restricted immigration
in the years following the war. We had altered in a manner favorable to labor
the relationship between labor on the one hand, and capital and natural re-
sources on the other. Our high postwar wages were a normal and natural result
of this supply-and-demand situation.

England, on the contrary, had had no such favorable change in her labor
situation. When her wages failed to resume their prewar relationship to prices,
it was due primarily to the strength of the trade unions, which forcibly held
union wages above the level which supply and demand would have dictated,
with the result that there was heavy chronic unemployment.

Britain’s Return to Gold Standard at Par. Britain had straightened out her
public finance and had balanced her budget. She had even made a reduction in
public debt, and had resumed a great deal of her industrial activity. The pound,
which had dropped from the par of $4.8668 to a low of $3.18 in February of
1920, had made a strong recovery and stood in late 1924 and early 1925 at
approximately 10% below the gold parity. The British had been hesitant about
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restoring the pound to par and resuming gold payments. This, as we have seen,
made an abnormal situation in which, under Gresham’s Law, we were receiving
a very excessive amount of gold, much of which ought to have stayed in London.

The British had tried in 1924 to prevent the new German Reichsbank from
going immediately on the gold standard. But informal pressure from the United
States, in connection with American participation in the Dawes Plan loan, had
forced Germany to go on a fixed gold basis at once. The British thereupon felt
that their hand was forced, and both from pride and from business necessity they
brought the pound back to par in April of 1925.

Involved a Ten Per Cent Readjustment—LEasy for a Flexible Economy. There
has been a great deal of discussion since this time as to the wisdom of this move.
There is a considerable body of opinion to the effect that the British put the
pound too high, and that they would have done much better to stabilize at go%
of the old par, rather than coming all the way back.

Had Britain had anything like her normal flexibility she could have taken this
10% easily in her stride. A readjustment of prices and costs of 10% is not
difficult and does not take long if a country is flexible.

We saw in the United States, between the summer of 1925 and the summer
of 1927, a decline of 10% in the general average of commodity prices, accom-
panied by good business, good profits, and the normal rate of growth of industry,
with no complaint from anybody except Professor Cassel of Sweden, who
thought that commodity price levels ought never to change.! The adjustment
ought not to have been too difficult for England.

But England Had Lost Flexibility—Union Labor. But England had lost her
economic flexibility to a startling degree. This loss of flexibility was not due solely
to labor. Organized union labor was indeed inflexible. The British financial
community in the autumn of 1925 was either fatalistic or sentimental about the
question of reduction in money wages. The head of one great British bank said
that one should regard it as axiomatic that there could be no reduction in money
wages in England. The head of another great British bank, speaking with refer-
ence to the same point, said, “But, the poor beggars, they get so little!”

Rigidity in Industry—Price Fixing Combines. But the development of rigidity
seemed to be a British, rather than an exclusively British labor, characteristic.
England in 1925 was shot through with price-fixing combines in her industries.
The extent of this was emphasized by a statistical expert in one of the great
British banks, and confirmation was readily at hand from many others. Sir

1Sece Chase Economic Bulletin, May, 1929.
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Josiah Stamp, for example, told of one combine of four establishment which in-
volved price fixing and quota agreements. Three of these establishments were
well located and strong, and could have cut prices, increasing their volume and
increasing their profits. The fourth was ill located and had inadequate equip-
ment. It would have been ruined if the others had cut their prices. The prices
were fixed at a point which enabled the weakest of the four to live. Under
British law such an agreement was not illegal. It was, however, voidable, that
is to say, it could not be enforced in the courts. England had no Sherman Law.
Sir Josiah, when asked why some of the other plants did not end the absurdity,
said simply that it was not done. If the agreement were a legally enforceable
agreement, some of the stronger ones would force the pace, break the agreement,
cut the price, and let the injured weaker mill sue for damages. But since the
agreement could not be legally enforced, it became a gentleman’s agreement and
of course could not be broken. It was a chivalrous attitude on the part of the
stronger British concerns, but one very hard on the economic life of the country.
England desperately needed a well-enforced Sherman Law.

Clinging to Old Methods and Obsolete Plant and Equipment. There was,
moreover, a sentimental clinging to inadequate methods and to physical plant
and equipment which had long since outlived their usefulness. Mr. Charles M.
Schwab, the American steelmaster, at about the same time made a survey of
the British steel industry with a view to seeing whether a moderate capital in-
vestment and a certain degree of renovation might not turn it from an industry
losing money to a profitable one. He concluded, however, that it would be
better to scrap a great part of the existing plant and equipment and to build
afresh, than to try to renovate what was there,

An American banking house had two interesting experiences which were not
unique. One involved a German ironmaster, a customer of this American bank-
ing institution, who wished to see the actual operation of a British steel mill which
also had banking relations with the American institution, and asked to be intro-
duced to the British firm for this purpose. The American banking institution,
carefully explaining to its British customer that the German was a competitor
and that they well might not wish to show him what he wished to see, made
the introduction. The British concern was more than glad to show the German
everything. The German ironmaster was aghast at what he saw. With praé—
tically the same plant and equipment that the British mill had, he was getting
three operations a day, while the British mill was getting only two operations a
day. He told the British concern about it, and expressed his willingness to have
them send a man over to see his own operations in Germany so that they might
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see how he got the three operations a day. The management of the British mill
thanked him with great courtesy but were not interested. Their way was to get
two operations a day. They would adhere to their accustomed procedure.

‘The second episode took place when British friends asked the American bank-
ing institution to interest itself in a British factory of good reputation and fine
product, whose financial figures, however, were exceedingly unsatisfactory. It
had been unable to pay its preferred dividend for some time. The owners wished,
however, additional capital. The American banking institution studied the pic-
ture and did not like it. It “declined the opportunity.” It was urged to continue
its investigation and then went into the matter more fundamentally. It discov-
ered a very large directorate, the members of which included boys of eighteen in
college who were receiving £500 a year each—‘guinea pigs,” the British called
them. By reducing the directorate and reducing directors’ fees it would be
possible to pay the preferred dividend, and it would then be possible to consider
the permanent financing which had been requested. The American banking
institution naively suggested that this be done. The negotiations abruptly ceased.
The business institution was a family affair, and the family was to be taken care
of whether the banks were willing to lend money or not.

A ppalling Loss of Ablest Leaders Through Volunteer System in World War 1.
The period of the 1920’s was a period in which British financial and industrial
leadership had suffered a great deal. One able American observer, long resident
in London, offered an interesting and probably highly significant explanation.
He was concerned partly with the change in the financial district, “the City of
London.” But his explanation, he said, applied to the industries as well. Eng-
land, in the first two and a half years of the war, had the terrible volunteer
system under which her best and finest rushed first to the battlefield. And this
included very many of the younger men and even men no longer young who
would normally become, in a short time, the leaders in industry and finance.
The result, he said, was that in the City of London in the middle 20’ you
would find a few fine old veterans who remembered the ancient wisdom of
London, and you would find their grandsons “miseducated by Keynes.” And
between the grandsons and the grandfathers was a barrier in ideas such that it
was not easy for tradition and practical experience to pass. Meanwhile the sons,
who ought to have been ruling the City of London, were dead in France. He
may have exaggerated the picture, but there is surely something of pitiful truth
in it. England lost an appalling percentage of her finest and best in that cruel
war.

The British are not a philosophical people or a people whose practical educa-
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tion comes largely from books. British financial and industrial thinking, to a
degree that is probably found in few other modern industrial countries, has been
much more a matter of a living tradition passed on from father to son—plastic,
modified by experience, but handed down much more by word of mouth than
by books. A breach in the continuity of the living tradition would probably be
more serious in England than in most other countries.

New Industries Growing in South with Nonunion Labor. The British picture in
1925 was not, however, all black with respect to these points. Both in British
industry and in British labor there were flexible elements. The industries of the
North and the coal mines might well be depressed, hampered by the rigidities of
wages, hampered by price-fixing combines, hampered by antiquated methods.
But in the South of England there was going on a new and promising develop-
ment. New industries were springing up, nonunionized, paying lower wage
rates per hour than the stagnant industries, but paying labor much more per year,
because giving full employment. These industries were growing, expanding,
making money, taking on new labor.

Four of “Big Five” Joint Stock Banks Liquid in 1925. The financial picture in
London in the early autumn of 1925 was not a bad one. The head of one of
the “Big Five” Joint Stock Banks said that his bank had gone as far as it dared
go in extending credit. Its advances stood at 56% of its deposits. Ordinarily
the British banks at that time looked on 50% as a deadline which suggested
caution. (“Advances,” as distinguished from “‘discounts,” are slow loans. to
customers, often in the form of overdrafts. “Discounts” are usually highly
liquid bills of exchange.) But only one of the five great banks had reached this
position. Sir Felix Schuster, when asked about the matter next day, said. “I
know who told you that. He’s alw.ys overloaned!” Sir Felix added that his
bank, the National Provincial, was in a very comfortable position, and that he
would cheerfully go higher in Fis advances if the credits suited him. He added,
“They do not.” Similar informaticn came from the heads of others of the Big
Five, and from one or two of the smaller banks.

But All Grew Illiquid During General Strike of 1926. In 1926, however, the
British banking position changed radically. The great strike came to England
and industrial prostration was extreme. Britain, instead of exporting coal, was
importing coal from the Continent of Europe. And the British banks, instead
of permitting a liquidation of credit—something that would have been inevitable
in the United States, where we had twenty thousand independent unit banks—
were able, by virtue of the high degree of concentration of the British banking
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system, to prevent liquidation. They extended credit on a great scale, and ster-
ling went in large quantities to the Continent of Europe in the purchase of coal
and other goods which England ought to have been creating herself and ought
to have been exporting herself. Instead of a readjustment of prices and costs in
England and a breaking up of the rigidities, England by credit expansion held the
fort and continued the rigidities. British banks increased (a) their slow assets,
and (b) their quick liabilities in the form of deposits. Ownership of these deposits
speedily came into foreign hands, especially on the Continent of Europe.

Concentrated Branch Bank Systems Vulnerable to Governmental Pressure. The
British banks acted partly in a spirit of loyalty to the country, but primarily,
against their better judgment, under pressure of the government and of public
opinion.

A high degree of banking concentration is incompatible with the exercise of
free banking judgment, and the substitution of government policy in credit
matters for the free exercise of banking judgment is one of the most dangerous
things that can come to a country. There are many objections to widespread
branch banking. We should preserve competitive banking. Banks should be
under pressure all the time to meet their engagements at the clearing house
every day, so that the banker may be compelled to keep his bank liquid, to-hold
slow paper-to a minimum, and to limit bank credit to proper bankable trans-
actions. When, however, five hundred to a thousand banking offices are under
the jurisdiction of a single central office, there is no such pressure on the indi-
vidual offices; and if there can be concerted policy among a few great central
offices, the competitive pressure is so greatly lessened that unsound policies can
be carried very far.

London Times on Bank Expansion and llliquidity in England in 1927. The
London Times of August 8, 1927, said: “The British credit situation . . . re-
mains as tight as a drum. The advances of the ten London clearing banks
amount to £934,556,000, equal to 54.4 per cent of the deposits; this is an in-
crease of nearly £200,000,000 in five years; but unfortunately in the same
period our reserves have not increased, as they have done in America.”

In 1929 -the ratio of advances to deposits had risen still further in the great
banks, and stood for all of them around 55% to 56%. In 1925 only one of the
great banks had so high a ratio of advances to deposits. Sir Felix Schuster, refer-
ring to this, said, “Yes, we are all in that position now. We have yielded
against our better judgment to Government pressure and to the sentiment of
the City.” When asked if it were possible to expand further, to take care of
customers in a crisis, Sir Felix replied, “These are already panic figures.”



CHAPTER 23

The De Facto Stabilization of the Franc,
and the Gold Exchange Standard

We interrupted the story of French finance at the end of 1926 to give an
account of significant developments in Great Britain in 1925 and 1926. We
now return to the de facto stabilization of the French franc in December of
1926, when the French Government and the Bank of France concluded that
the franc had risen as far as they dared allow it to rise, and intervened to pre-
vent a further rise. The franc by this time had risen from a low of 2¢ in late
July of 1926 to something over 4¢, and the stabilization was effected in the
neighborhood of 4¢—approximately 20% of the prewar gold parity of 19.3¢.

But the stabilization was not effected by a definite resumption of the gold
standard at a fixed par. Under the strict gold standard a paper currency is held
in approximately fixed relation to gold by an automatic and very simple system:
the monetary authority, in the case of francs the Bank of France, will pay
out gold of fixed weight and fineness on demand as bank notes are presented
for redemption, or as depositors request gold in exchange for their deposit bal-
ances. On the other hand, the bank will issue new bank notes freely or give new
deposit credits in exchange for gold of the same fixed weight and fineness. A
paper currency will never rise much above this parity, because if it rises enough
to cover the moderate cost of shipping gold, gold will come in from abroad for
presentation to the bank, and the supply of paper money will be increased. Nor
will the paper money fall much below this parity, because if such a tendency
starts, the holders of the paper will take it to the bank and get gold for it.

Lack of New Legal Par Prevents Bank of France from Receiving Gold in Paris.
But in 1926 the Bank of France was not free under the laws which existed in
France to make use of this simple procedure. The old prewar law still stood,
under which gold presented to the Bank of France in Paris could be accepted
only at the old parity, which was several hundred per cent above the actual
market value of the paper franc. No one would take gold to the Bank on those
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terms, since he would thereby lose most of its value. The Bank did not dare
purchase gold freely in France at the actual market rate, because if the govern-
ment should subsequently stabilize the franc at a higher parity, the Bank would
have a loss on all gold so purchased.

Could Buy and Sell Foreign Exchange and Gold Abroad, Guaranteed A gainst
Loss. The government had, however, made provisions to indemnify the Bank
of France for any losses which might occur on foreign exchange transactions
in effecting stabilization, and the Bank, when it intervened in the foreign ex-
change markets to hold down the franc, did so primarily by buying and selling
foreign exchange. It could also deal in gold abroad, since this was regarded as
a foreign exchange transaction, and to some extent the Bank of France pur-
chased gold to be held in foreign countries for its account, increasing the supply
of francs in the process and holding down the price of francs. But the over-
whelming bulk of the operations in this stabilization process was in the purchase
of foreign exchange. Occasionally, if the franc for a short time showed weak-
ness, the Bank of France would reverse its operations, selling foreign exchange,
but on balance the overwhelming bulk of its stabilization operations was pur-
chases.

In Stabilizing Franc, Bought $1,000,000,000 of Foreign Exchange in a Year.
The foreign exchange holdings of the Bank of France moved upward with star-
tling rapidity from a small sum in the summer of 1926 to a figure estimated at
around a billion dollars in October of 1927. Not all of this was shown in the
balance sheet of the Bank of France. Part of it was supposed to be in the hands
of governmental agents.

Chiefly Sterling. The Bank of France was thus creating new francs, not against
gold in its own vault, but against deposits and short term paper in foreign coun-
tries which were on the gold standard, and which could and would presumably
pay gold. To an appalling extent, moreover, these foreign balances of the Bank
of France were in the form of sterling. England had, as we have seen, engaged
in a great expansion of bank credit in 1926, particularly during the prolonged
strike, and a great deal of this sterling had gone to the Continent. When the
tide turned in France and heavy speculation in the franc began, these Continental
holdings of sterling were employed in the purchase of francs, and the Bank of
France, to hold the franc down, had to buy sterling.

Startling Substitution of Gold Exchange for Gold Standard. This represented
the substitution of the gold exchange standard for the gold standard on an un-
precedented scale. France, it may be added, was not alone in this. A great
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many of the smaller central banks of Europe were doing the same thing. At the
end of March, 1927, the Federal Reserve Bulletin estimated that the liquid
foreign assets of thirty central banks amounted to $1,600,000,000, and by July
of 1927 the figure had risen to $1,900,000,000.

Reichsbank Increases Gold and Reduces Foreign Balances. Most, but not all,
of the Continental European central banks increased their holdings during the
year July, 1926, to July, 1927. Notable exceptions were the Reichsbank, which
increased its gold at home and reduced it foreign balances sharply during the
year, the Netherlands Bank, and the National Bank of Norway. The Bank of
Italy tripled its foreign holdings from July, 1926, to July, 1927. The National
Bank of Belgium figure rose from 30,000,000 francs in July, 1926, to
2,220,000,000 francs in July, 1927. Similar causes were at work for these
banks. The great expansion of bank credit in the United States, with an im-
mense volume of foreign loans, was putting dollars into the hands of Italians
and Belgians and others who wished to covert them into their local currencies,
and the central banks were buying them. They were also buying the over-
abundant sterling.

Dangers of Gold Exchange Standard—Extraordinary Ease of Bank Expansion.
In the prewar days the gold exchange standard was recognized as a makeshift
device, usually designed as a transitional step toward the full gold standard. It
was a convenient device for small countries or poor countries. A poor country
might well consider the interest it earned on foreign exchange holdings, and pre-
fer not to hold all its reserves in non-interest bearing gold. India had it. The
Straits Settlement had it. ‘The Philippines used it. The Austro-Hungarian Bank,
prior to 1914, carried a substantial part of its reserve in the form of foreign bills
and foreign balances, as did the National Bank of Belgium. But in general the
great money markets carried their own gold. Redemption of paper money was
generally made in gold throughout the gold standard world. The gold exchange
standard was regarded as feasible only because it was unusual, and only because
there was a great gold standard world on which to depend. Confined to minor
countries it constituted a safe enough device, but if the effort were made to uni-
versalize the gold exchange standard it is obvious that insolvable problems arise.

First, obviously, if no country is willing to hold gold and if every country
upon receiving gold promptly redeposits it in some other country, the gold would
find no home, There would, moreover, be a constant expansion of deposit bal-
ances as the gold moved from country to country. Second, if no country paid

1 Federal Reserve Bulletin, June, 1927, p. 392.
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out gold in redeeming its paper money, but merely paid in checks on some other
country, the holder of paper money could never get gold. The gold standard
would everywhere cease to exist. And the gold exchange standard would itself
break down, since it is predicated on the existence of gold standard countries
and ultimate redemption in gold. Third, the process would lead to a violent
break in money rates as surplus reserves piled up in every money market, making
possible an unlimited expansion of bank credit as the banks all over the world
tried to make use of their surplus reserves.

Bank of France Alert to Dangers. It was a dangerous situation, an alarming
situation, and the Bank of France was in no way ignorant of the problems which
its sudden immense increase in foreign exchange holdings involved. The policy
in the Bank of France at the time was made by three extremely able men:
Professor Charles Rist, of the University of Paris, who functioned for a time
as Deputy Governor of the Bank of France and who was more or less continu-
ously in its councils; Quesnay, later an official of the Bank for International
Settlements, whose premature death saddened the international financial com-
munity; and Cariguel, a skillful trader in foreign exchange and a man with very
much more than a foreign exchange trader’s grasp of central banking problems.
The Bank of France knew the danger.

Unable to use the procedure of the automatic gold standard, it nonetheless
tried to check the flow of funds to Paris by acting on its own account in the way
in which commercial forces would have acted had the de jure gold standard
been established. Seeing that the use of the same gold as reserve in two money
markets at the same time was generating an unsound expansion, the Bank of
France sought to correct it by converting part of its foreign exchange holdings
into gold—particularly by buying gold in London—and also began to transfer
part of its holdings of foreign exchange from Europe to New York by selling
sterling for dollars.

Had the Bank of France been free to buy gold in Paris in 1926, France would
never have gained a billion dollars in foreign exchange. She would have gained
instead perhaps 300 million dollars of gold. The gold, coming to France from
London, New York, and other gold centers, would have checked credit ex-
pansion at those centers, would have cut under the reserves of the Bank of Eng-
land and the Federal Reserve System, would have forced ‘a;tightening of the
money rates in New York and London and other financial centers, at the same
time that it led to a decline in money rates in Paris. It may be observed that
money rates did decline in Paris very sharply as the volurhe of francs increased
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through the foreign exchange purchases of the Bank of France, as shown by the
following table:

OrEN MarkET DiscounTt RATE—PaRIs *

August, 1920 ....ovieeniiininine e e 7.00
December, 1926 ..c..cccovverrueieianriiciienneieerresessens 5.77
January, 1927 i 4.99
February, 1927 ...ccooviviiiiiiiiiiiciiiccnee 4.45
March, 1927 .o 3.89
April, 1927 i 3017
May, 1027 .o 2.46
June, 1927 s 2.25
July, 1027 e 2.13
ADgust, 1927 .ovviiiiiiiiiiie e 2.04

* Federal Reserve Bulletin, Oct., 1927,

Bank of France Tries to Convert Sterling into Gold in London, and into Dollars.
The Bank of France undertook to act as the foreign exchange dealers would
have acted had the gold standard been in existence, in part by buying gold in
London. They also began to transfer part of their exchange holdings from ster-
ling to dollars.

Putting Burden on Sterling, and Draining Gold of Bank of England. These
transactions put a heavy burden on sterling exchange, and made drains on the
gold reserve of the Bank of England. The position of London became difficult.
There was no question of London’s ability to protect itself, but London was re-
luctant to employ the prewar expedient of raising Bank Rate and tightening
the money market. London was under the spell of cheap mioney doctrine.
France did take enough gold out of London in the early part of 1927, however,
so that the London bill rate, which had stood at 31346 % on May 13, 1927, rose
to 436 % (just under Bank Rate of 415%) on June 3, 1927.

British, Reluctant to Raise Interest Rates, Protest. The British protested. There
was a great deal of discussion of the matter in the London press during the first
half of 1927. Montagu Norman, Governor of the Bank of England, personally
urged the Bank of France to do nothing of the sort, telling them that sterling
was good for them, and that they could not have too much sterling. He tried to
induce various Continental central banks to put pressure on the Bank of France
to induce it not to take gold from London. One official of the Bank of France
said privately during this period, “London is a free gold market, and that means
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that anybody is free to buy gold in London except the Bank of France.” An-
other official said privately that it was possible for the Bank of France to sell
some £3,000,000 in a day in quiet ways, and through indirect channels, with-
out attracting the attention of the Bank of England; but if more than that were
sold, an immediate protest would come. It is very hard indeed for “money
management” to do the thing that the full gold standard automatically does.
We have, then, the setting for the Conference of Governors held in New
York in' the summer of 1927, the Conference participated in by four men: the
Governor of the Bank of England, Montagu Norman; the Governor of the
Federal Reserve Bank of New York, Benjamin Strong; the Governor of the
Reichsbank, Hjalmar Schacht; and Professor Charles Rist, Deputy Governor
of the Bank of France. Before giving an account of this conference and its
momentous consequences, however, it is best to give a resumé of financial devel-
opments in the United States from the spring of 1924 to the summer of 1927.



CuHAPTER 24

The Consequences of the Cheap Money Policy in
the United States Down to the Summer of 1927

Eleven and a Half Billion Dollars Unneeded Expansion of Bank Credit in Five
Years. Bank credit expansion had moved far in the United States between June
30, 1922, and June 30, 1927. For the commercial banks of the United States,
State and national banks, and trust companies, there had been an expansion be-
tween these dates—both in deposits on the liability side of the balance sheet, and
in loans and investments on the asset side of the balance sheet—of not less than
$11,500,000,000. This expansion of bank credit was not needed by commerce,
and commerce did not take it. Commercial loans were, in fact, decreasing after
1924. The figure for “all other loans and discounts” includes the commercial
loans, but it also includes installment finance paper. Even so, the figure for “all
other loans” was slightly smaller on June 30, 1927, than on the same date in
1921, 1923, and 1926 (all member banks).

Went Into Real Estate Mortgages. Unneeded by commerce, the rapidly ex-
panding bank credit went into capital uses and speculative uses. It went into real
estate mortgage loans on a great scale. For the member banks. of the Federal
Reserve System, real estate mortgage loans stood at $460,000,000 in 1918.
This figure had risen to approximately $3,000,000,000 by the middle of 1927,
an ominous increase in illiquid assets.

And Installment Finance Paper. There was, moreover, a great increase in in-
stallment finance paper, and by 1927 installment finance paper had become a
source of a great deal of concern to the banking community. The terms and
conditions were relaxing. Maturities were stretching from twelve to eighteen
months, and finance companies were multiplying. It must be said that, in the
final day of reckoning, installment finance paper made very little trouble; but
this is because the bankers grew alarmed about it in 1926, and insisted on some
radical reforms, which included the strengthening of the capital structure of the
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finance companies and the shortening of maturities. The bank credit men did a
good job on this, and the major finance companies codperated well.

And Security Loans and Bond Investments. The most startling increase, how-
ever, in the assets of the banks was in bank investments in bonds and in collateral
loans against stocks and bonds.

AL ReporTING MEMBER Banks
(In billions of dollars)

Total demand, Loans against |All other
time and U. §. Loans | securities plus | loans
Government Investments in against | investmentsin | and
deposits securities securities securities . |discounts
End of U.S.
June Government | Other
1922 14.70 2.060 2.158 | 3.909 8.127 7.115
1923 15.40 2.555 1.968 4.157 8.680 7.748
1924 16.27 2.306 2.260 | 4.310 8.876 7.939
1925 18.13 2,611 2.655 5.289 10.555 8.085
1926 18.90 2.577 2.785 5.693 11.055 8.541
1927 19.72 .2.591 3.067 | 6.220 11.878 8.628

Declining Ligquidity of Banks. The changing character of bank assets had, as a
necessary concomitant, a great decline in the percentage of paper eligible for
rediscount with the Federal Reserve barks in the assets of the banks, as shown
by the table on page 176.

The figures in the table are for National banks only. Comparable figures for
all the banks of the Federal Reserve System, for all these dates, are not available,
but for the single date June 30, 1926, the Federal Reserve authorities made the
following statement:

“Of the total loans and investments of all member banks on June 30th, 1926,
16 per cent was eligible for rediscount at the reserve banks, and this proportion
was 18 per cent for national banks and about 12 per cent for nonnational mem-
ber banks.” ?

The significance of these figures at the time seemed ominous. The great
crisis of 1920-1921 was primarily a crisis in: commerce and industry, and in the

1 8ee Thirteenth Annual Report of the Federal Reserve Board for the Year 1926,
Government Printing Office, Washington, 1927, p. 9.
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NationaL Banks—Parer EriciBLE For REbpiscount *
(Figures as of June 30)

Percentage of

Percentage of eligible paper plus
eligible paper U. S. securities to total
to total loans loans, discounts,
and discounts and investments
United States .....cceeveervene 1923 30.16 37.05
1925 26.93 32.33
1926 26.06 30.98
New York City ...cccovrnnn. 1923 25.49 38.62
1925 21.03 31.97
1926 19.71 30.32
Chicago .vvvcmeesicresrenannie 1923 36.47 40.50
1925 30.11 33.50
1926 27.33 31.38
Boston  sueeererisnnsienininieninns 1923 32.53 35.61
: 1925 12.50 17.26
1926 21.00 : 27.05
Reserve Cities ....coeeerereenne 1923 31.43 : 39.18
(excluding New 1925 26.55 33.53
York and Chicago) 1926 26.16 o 32.49
All reserve cities ......eese. 1923 30.11 39.11
1925 25.16 33.01
1926 24.20 31.69
All country banks ............ 1923 30.21 35.07
1925 28.91 31.63
1926 28.16 30.27
Country banks in ....ccceeee 1923 31.07 31.59
New York State 1925 30.39 26.95
1926 27.70 24.22

* Chase Economic Bulletin, Apr. 8, 1927, p. 19.

course of the crisis customers who needed loans were able to supply the banks
with paper which was available for rediscount at Federal Reserve banks. This
circumstance made it far easier for the banks to-extend additional accommodation
and ease the strain of readjustment. The next crisis, however, seemed more
likely to come in installment finance, /in real estate, and, above all, in stocks and
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bonds. And none of these could supply paper eligible for rediscount at the
Federal Reserve banks. It was, therefore, of first importance that the banks, in
getting ready for a major trouble, should concern themselves with improving
their liquidity, increasing as far as possible the percentage of paper which would
be eligible at the Federal Reserve banks, and, also as far as possible, increasing
their holdings of Government securities which the Federal Reserve banks could
lawfully lend against.

There had been a great deal of concern about this trend among thoughtful
bankers. Mr. Breckinridge Jones, President of the Mississippi Valley Trust
Company of St. Louis, and a member of the Federal Advisory Council, was
particularly active in urging the matter both upon the Federal Reserve authorities
and upon individual banks. The Boston bankers, too, had been alarmed at the
sharp decline in their own percentage in 1925, as shown by the table above, and
had already taken steps to improve their position, as shown by the figures for

1926.

Rapid Rise in Stock Prices. Along with the growing holdings of securities by
banks and the growth in collateral loans against securities had come a great rise
in the stock market. The monthly average of Standard & Poor’s industrial com-
mon stocks index, which had stood at 44.4 in June of 1921 and at 59.4 in June
of 1922, had risen to 103.4 by June of 1927. Their railroad common stocks
index, which stood at 156 in June of 1921 and at 189.2 in June of 1922, had
risen to 316.2 by June of 1927. The public utility common stocks index, stand-
ing at 66.6 in June of 1921 and at 82 in June of 1922, had risen to 135.1 by
June of 1927.

Stock prices were already high in the summer of 1927. There was an un-
healthy tone. There was a growing belief that stocks, though high, were going
much higher. There was an increasing readiness to use cheap money in stock
speculation. The situation was still manageable. The intoxication was manifest,
not so much in violent behavior as in slightly heightened color and increasing
loquacity. ‘The delirium was yet to come. It was waiting for another great dose
of the intoxicant.

Great Increase in Security Issues. Moving concomitantly with the bank expan-
sion and the rising stock prices was a great increase in new security issues. The
following table is based on the annual securities summaries of the Commercial

& Financial Chronicle.
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PusLic Issurs oF SecuriTies in Unitep StaTEs (REFUNDING EXCLUDED)
(Millions of dollars)

Growth of Foreign Security Issues. As part and parcel of this issue of new secu-
rities, and of strategic importance in connection with it, was the growth of
foreign securities placed in the United States. This was significant (a) in getting
out the exports of farm products, and (b) in building up the foreign holdings of
deposits in American banks, which facilitated the growth of the gold exchange
standard as distinguished from the gold standard discussed in an earlier chapter.

Our position in 1927 was thus an unwholesome and a precarious one. We
were busy and active, we were making money, there was little unemployment.
But we were going ahead despite a fundamental disequilibrium, namely, the
weakness of the farmers and the producers of raw materials in the absence of
satisfactory export trade. We were temporarily providing them with the export
trade by increasing the volume of foreign loans, but we had tariffs so high that
export trade would suffer immediately if the foreign loans ceased, and we were
making the foreign loans primarily because we were expanding bank credit.
The table on page 179 shows the relation between exports, imports, export bal-
ance, and foreign loans.

It is to be observed in connection with this financing of the export trade by
means of foreign loans that an ever increasing volume of foreign loans was
necessary if we were to maintain a given volume of exports and a given export
balance. Each year that the foreign loans went on meant that an increasing part
of next year’s foreign loans must be used in paying interest on preceding loans,
leaving a smaller percentage available for financing exports. The principle of
compound interest was against this policy.

Spending Capital Gains. "The continuance of the bank expansion for the purpose
of making foreign loans was, moreover, bringing about ominously unhealthy
conditions in our domestic life, as shown above. Our bank assets were growing
illiquid. Speculation, in real estate and securities was growing rapidly, and a very
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AmEericaN ExporTs; ImporTs, aAnp' ForeElgN Loans
(000,000 omitted)

New

foreign

Excess of security

Exports Imports exports issues
3,832 3,113 719 630
4,168 3,792 376 267
4,591 3,610 981 1,047
4,910 4,227 683 1,078
4,808 4,431 377 1,145
4,865 4,185 680 1,562
5,128 4,091 1,037 1,319
5,241 45399 842 759
3,843 3,061 782 1,010
2,424 2,091 333 255
1,189 1,015 174 o

* First nine months.

considerable part of the supposed income of the people which was sustaining our
retail and other markets was coming, not from wages and salaries, rents and
royalties, interest and dividends, but rather from capital gains on stocks, bonds,
and real estate, which men were treating as ordinary income and spending in
increasing degree in luxurious consumption. The time for us to pull up was
already overdue. The necessity for reducing our tariffs, so that Europe could
send an adequate backflow of manufactured goods to us, was growing -at an
ominous rate. The dangers of the course we had been pursuing since 1922 were
increasingly grave. We could prolong it for a time by further bank. expansion
and by further cheap money policies, but only at the cost of creating a desperately

difficult situation at a later time.?

2'The present writer had emphasized this danger in the Chase Economic Bulletin
of August 8, 1925, which contains, on page 16, his forecast on the troubles of 1929.
Increasingly thereafter he emphasized the danger.



CHAPTER 25

The Conference of Governors and the
Intensification of Cheap Money, 1927

We have now reviewed the main elements needed to understand the prob-
lems which faced the conference of central bank governors in New York in the
summer of 1927. We have seen how England had become overexpanded, with
a great increase in her quick foreign liabilities, particularly those held by the
Bank of France. This was due especially to her policy of expanding bank credit
in 1926 while the great strike was on, but due also to her general policy of try-
ing to make money as cheap as possible despite the modest reserve position of the
Bank of England. We have seen how the Bank of France had been obliged to
buy sterling and other foreign exchange in the de facto stabilization of the franc,
because of the hesitance of the French Government to give a definitive new gold
par to the franc. This made it impossible for the Bank of France to receive and
pay out gold automatically at a fixed rate in Paris against the issuance or retire-
ment of bank notes.

We have seen how the able authorities of the Bank of France had tried to
meet this situation by converting their foreign exchange into gold, meeting,
however, resistance and protests from the British monetary authorities. England
had gone too far in the expansion of bank credit, and the time had already passed
when she could have an easy liquidation and readjustment. Her credit, how-
ever, was still strong, and she could have eased off such a readjustment by
placing long term bonds in the American market to get the gold with which to
meet the French requirements, and there was no question of her ability to stop
the drain of gold from England by making rates of interest stiff enough.

Conference Called at Instance of Bank of England. But the Bank of England
did not wish to pull up. Failing in his efforts to persuade the Bank of France
to be content with sterling reserves, and in his efforts to get concerted pressure
on the Bank of France from Continental central banks, Governor Norman
turned for help to Governor Benjamin Strong of the New York Federal Re-
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serve Bank. Governor Strong invited to New York for a secret conference the
Governor of the Reichsbank, Dr. Hjalmar Schacht; the Governor of the Bank
of France, who sent instead the able Deputy Governor, Charles Rist, Professor
of Economics at the University of Paris; and Governor Norman of the Bank of
England. These three, with Governor Strong, made the conference.

Conference Very Secret—Chairman of New York Federal Reserve Bank Ex-
cluded. The conference was, indeed, meant to be very secret. Mr. Gates W.
McGarrah, Chairman of the Board of Directors and Federal Reserve Agent of
the Federal Reserve Bank of New York, had asserted his right to be present at
the conference; but Governor Strong refused, and Mr. McGarrah, instead of
fighting, left the city. The whereabouts of the members of the conference was
kept secret from the banking community of New York.!

Rist and Schacht Refuse to Join in Cheap Money Policy. Governors Strong and
Norman tried hard to get the four countries to go along in a concerted policy of
easier money. Professor Rist and Dr. Schacht held back. Schacht was alarmed
at the extent to which the bank expansion had gone. He had manifested this in
the preceding year by reducing his holdings of sterling and increasing his holdings
of gold in the Reichsbank. He is reported to have said, “Don’t give me a low
rate. Give me a true rate, and then I shall know how to keep my house in
order.”

Rist and Schacht Go Home, Norman Remains. The conference of governors

171 think that I may be the only man in the great New York chartered banks who
had conversation with any of the participants of this conference.. Deputy Governor
Rist of the Bank of France invited me to come over to the Federal Reserve Bank in
New York to see him in his office there. Governor Strong saw me coming in and
rushed into Deputy Governor Rist’s office ahead of me and stayed a long time. Rist’s
secretary came to say that Governor Rist begged me to stay, he wished to see me. His
secretary manifested indignation that Strong should intrude on the time set aside for
me. I assured the secretary that I would stay indefinitely. (This was not my exact
language.) At frequent intervals the secretary came out to see me, urging me to stay,
and apologizing for the delay. Finally, after fifty minutes or more, Rist’s secretary
brought me into Rist’s office with Strong still there. Strong then yielded and I had a
long talk with Rist.

In this conversation Rist was careful to make no disclosures as to what was going on
in the conference. He wanted information and opinions from me. Our conversation
was particularly concerned with the great growth of the gold exchange standard (as dis-
tinguished from the gold standard) that had taken place in the preceding year; and the
accumulation of sterling and dollar exchange instead of gold reserves in the Bank of
France, and in other European central banks. Rist asked searching questions regarding
the banking situation in the United States, and regarding our security and commodity
markets. From other sources I learned more about the conference.
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broke up without agreement, and Schacht and Rist went home, promising noth-
ing expect to communicate their intentions with respect to the withdrawal of
gold from Britain and the United States,

Strong, Norman, and Crissinger Force the Cheap Money Policy Through.
Following the departure of Rist and Schacht, Norman and Strong forced
through their programme of cheap money in the United States. In Washington
Governor Strong and Governor Norman met a rather supine Federal Reserve
Board. Governor Crissinger of the Federal Reserve Board was with them and
supported them. The able Adolph Miller of the Board fought, but was over-
ridden by Strong and Norman.

President Coolidge’s Attitude. Regarding the attitude of President Coolidge
toward this particular episode, it has not been possible to get exact information.
But Coolidge had stated in a speech late in the campaign of 1924, “It has been
the policy of this Administration to reduce discount rates.” And it had been
clearly the policy of the Coolidge Administration to encourage rising stock
market prices. We had seen for years the appalling spectacle of the President of
the United States and the Secretary of the Treasury, Mr. Mellon, giving out
interviews to encourage the stock market whenever prices seemed to flag. For
evidence on this point T would refer the reader to Ralph Robey’s brilliant and
justly indignant paper on ‘““The Capeadores of Wall Street,” in the Atlantic
Monthly of September, 1928.%

Governors of Other Federal Reserve Banks Unfairly Treated. The Gov-
ernors of the other eleven Federal Reserve banks were called to Washington.
They were not dealt with honestly. They were told that the proposed cheap
money move was to “help the farmer.” They were not told that the primary
purpose of it was to make it unnecessary for England to honor her gold obliga-
tions to France, and to make it possible for England to continue an unwarranted
degree of cheap money.

Governor Bailey of the Federal Reserve Bank of Kansas City was chosen as
the man to inaugurate the policy. He was to take the first conspicuous step, that
of lowering his rediscount rate. Governor Bailey was a good bank administrator.
He handled the credits given to the member banks in his district with wisdom
and discretion. He did not understand central bank policy. He had limited grasp
of the basic forces governing the money market, and his grasp of international
financial relations was vague.  He trusted Governor Strong. Governor Strong

2 See also the fuller story in William Allen White’s 4 Puritan in Babylon, New
York, Macmillan, 1938.
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had told him that the cheap money policy was for the purpose of helping the
farmers, and Governor Bailey in announcing the reduction of his rediscount
rate said it was for the purpose of helping the farmers. He said nothing about
helping England, because he did not know that the purpose of the move was to
help England. Governor Strong had not told him that.

Chronology of 1927 Cheap Money Policy. The chronological steps in the in-
auguration of the new 1927 policy were the following: (1) the buying rates on
acceptances were lowered at the New York Federal Reserve Bank in late July
and early August; (2) between July 27 and August 3 the Federal Reserve
banks began a sharp increase in their purchases of Government securities, the
figure rising from $385,000,000 on July 27 to $704,000,000 on November 16,
an increase of $320,000,000; (3) on July 29 the Kansas City Federal Reserve
Bank reduced its rate from 4% to 3% %. The St. Louis, Boston, New York,
and Cleveland banks followed (August 4 to 6), and then the Dallas, Atlanta,
and Richmond banks (August 12 to 16).

Chicago Federal Reserve Bank Coerced. The Chicago Federal Reserve Bank
was suspicious and disapproved. The Chicago Federal Reserve Bank was in a
better position to know what was really involved in the policy than the Federal
Reserve banks of the more remote places. The Governor of the Chicago Fed-
eral Reserve Bank had less confidence in Governor Strong than many of the
other Governors had. The Chicago Bank refused to reduce its rate. But the
Federal Reserve Board at Washington overrode the Chicago Federal Reserve
Bank, and by action of the Board, not of the Bank, the Chicago rate was re-
duced on September 7.

Finally, the Federal Reserve banks at- Philadelphia, San Francisco, -and
Minneapolis reduced their rates (September 8 to 13).

Impossible at Time to Get O fficial Explanation of Policy. It was impossible, at
the time; to get definite official statements from the Federal Reserve authorities
(other than Governor Bailey of Kansas City) regarding their policy and regard-
ing their purposes. The most definite statement at the time was that of the
Governor of the Federal Reserve Bank of Philadelphia in a speech before the
Philadelphia Association of Credit Men on September 21. The official text of
this speech appears not to have been published, but the newspaper accounts
represented the Governor as indicating that the European situation, coupled with
-the desire for facilitating’' American exports, was the ground for the policy.



CHAPTER 26

The Stock Market Boom, 1927-1929

Summary of Stock Prices, 1922-1927. Stock prices had responded sharply to
the Government security purchases of the Federal Reserve banks in 1922. The
level had risen rapidly. With the reversal of Federal Reserve policy in 1923
we had a reactionary year in stock prices. The cheap mo