_._....-__-. _._-__-.lll!.l.l.-_:nl-._...:_...
a4 = {/
/e ) . \
_h_,._r.-l ) ﬂ\ -.Jtil\ |
.“Hu .-l.-ll.-_..._.r
\ o ) /
..,_y DR
r_r! e t\\
R
=]
I
mn
'
4]
»d
=
F 4
5
”

—

1963

Studies i Business Gycies

Fal

e

. Measurixg Business Tye

2

ion, by Thor Huligren

dOFeERGN

=]

]
Lt
a
iy
]
1,
i &
oy (=~
w,. "
L) .-
“
B ©Q
i P
=+ w
-]
- 8
_m L
&
w &
E P

|
£

International

o~
.

=
E

d
R

9, Federal Receipts and Espenditurer Du




THE HIGH TIDE OF THE RESERVE SYSTEM
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THE GREAT CONTRACTION

CHART 29
Common Stock Prizes, Interest Yields, and Discouni Rates of
Federal Reserve Bank of Mew York, Monthly, 1529—March 1933
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in the stock of money been avcided, velocity also would probably have de-
clined less and thus would have reinforced money-in-moderating the-de-
cline in income.
* For a closer look at the course cof events durirg these traumatic years,
we shift from annual to monthly figures. Chart 27 reproduces on an ex-
ed time scale for 1929 through March 1933 the stock of money, as
plotted on Chart 16, and adds series on deposits and currency. Chart 23
reproduces the series on industrial production and wholesale prices, and

“adds a series on personal income. Chart 29 plots a number of interest

rates—of special importance because of the crucial role played during
the contraction by changes in financial markets—and also Standard

- and Poor’s index of common stock prizes and the discount rates of tha
" Federal Reszrve Bank of New York.

It is clear that the course of the contraction was far from uniform.

' The vertical lines mark of segments in‘o which we have divided the pe-

riod for further discussion. Although the dividing lines chosen designate
monetary events—the focus of our special interest—Charts 28 and 29
demonstrate tha: the resulting chronology serves about equally well to

- demarcate distinctive behavior of the other economic magnitudes.

THE STOCK MARKET CRASH, ocToBErR 1929

- The first date marked is October 1929, the month in which the buil

ket crashed. Though stock prices had reached their peak on Sep-
“tember 7, when Standard and Poor's composite price index of 90 common
stood at 234, the decline in the following four weeks was orderly

and produced no panic. In fact, after falling to 228 on October 4, the
index rose to 245 on October 10. The decline thereafter degenerated
intnapam‘:;onﬂcﬁcberzs.Thenmday, blocks of securities were
dumped on the market and nearly 13 million shares were traded. On
October 29, when the incex fell te 162, nearly 1614 millisn shares were

~ traded, compared to the daily average during September of little more

than 4 million shares* The stock market crash is reflected in the sharp
wiggle in the money serics, entirely a result of a cerresponding wiggle
in demand deposits, which, in turn, reflects primarily an increase in
loans to brokers and dealers in securities by New York City banks in re-
3ponse 1o a drastic reduction of thoss loans by others.® The adjustment was

“As in pre-Federal Reserve times, J. P. Morgan and Company assured leader-
ship of an effort to restore an orderly market by organizing a pool of funds for
ding on the call market and for purchase of securitics. But the bankers' poo!
did not stem the tide of selling. By the second week a‘ter the crash the phase of
organized support of the market was over
*During the two weeks before the panic on Oct. 23, loans to brokers for the
account of others by reperting member banks in New York Gity declined by $12¢
s largely as a result of withdrawals of funds by foreigners. Frem then tc
the end of the year, those loans declined by $2,300 million, or by no less than 60
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orderly, thanks largely to prompt and effective action by the New York
Federal Reserve Bank in providing additional reserves to the New York
banks through open market purchases (sce section 2, below). In patic-
_ular, the crash-left-ne-mark on curreney held by the public. Its direct
[financial effect was confined to the siock market aad did not arouse any
distrust of banks by their-depositors,

The stock market crash coincided with a stepping up of the rate of

economic dedine. During the two months from the cychical peak in
August 1929 to the crash, production, wholesale prices, and personal
income fell at annual rates of 20 per cent, 7%; per cent, and 5 per cent,
respectively. In the next twelve months, all three series fell at appreciably
higher rates: 27 per cent, 133 per cent, and 17 per cent, respectively.
All told, by October 1930, production had fallen 26 per cent, prices, 14
per cent, and personal income, 16 per cent. The trend of the money
stock changed from horizontal to mildly downward. Interest rates,
generally rising until October 1929, began to fall. Even if the contraction
had come to an end in late 1930 or early 1931, as it might have done
in the absence of the monetary collapse that was to ensue, it would have
rankzd as one of the more severe contractions on record.

Partly, no doubt, the stock market crash was a symptom of the under-
lying forces making for a severe contraction in economic activity. But
rtly also, its occurrence must have helped to deepen the contraction.
“Ft changed the amosphere within which businessmen and others were™
making their plans, and spread uncertainty where dazzling hopes of a new
era-had prevailed. It is commonly believed that it reduced the willingness™
of vboth” consumers and business enterprises to spend;® or, more pre-

per cent. Loans on accoun: of cut-of-town banks fell an additional §1 billion. More
compreheniive figures show a decline of roughly §4.5 billion n brokers' loans by
out-of-town banks and others from Oct. 4 to Dec. 31, and a more than halving of
iotal brokess' loans.

For the data on New York City weekly reporting member bank loans to brokers
and dealers in securities, ste Banking and Monetary Statiztics, Board of Governors
of the Federal Reserve System, 1943, Table 141, p. 499, and, for quarierly esti-
mates of the total of such loans by all lenders, see ihid.,, Table 139, p. 494
Although both tables show similar captions for the principal groups of lenders—
most of whose Tunds were placed for them by the New York banks—except for
lpans by New York City bank: for their own accounts, the breakdown: are not
comparable. In the weekly series, “out-of-town domestic banks" include member
and nonmember banks outside New York City and, to an unknown amount, cus-
romerns of those banks, wherea:s in the comprehensive series that category is re-
stricted to member banks cutside New York City. Similarly, “others” in the weskly
series cover mainly corporations and foreign banking agencies, but in the compre-
hensive series include alse other brokers, individuals, and nonmember banks.

For loans except to brokers and dealers by New York City weekly reporting
member banks, which also increased in the week after the crash, see ibid, p. 174
Also see the disoussion of that episode in sect. 2, below.

“See A, H, Hansen, Eccnomic Stabilization in an Unbalanced Werld, Harcourt,
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cisely, that it decreased the amount they desired to spend on goods and
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gervices at any given levels of interest rates, prices, and income, which has,
as ite counterpart, that it increased the amount they wanted to add
their money balances. Such effects on desired flows were presumably ac-
companied by a corresponding effect on desired balance sheets, namely, a
shift away from stocks and toward bonds, away from securities of all
kinds and toward maney holdings.

The sharp decline in velocity—hy 13 per cent from 1923 to 1930—and
the turnarcund in interest rates are consistent with this intsrpretation
though by no means conclusive, since both declines represent fairly
typical cyclical reactions. We have seen that velocity usually declines
during contraction, and the more %o, the sharper the contraction. For ex-
ample, velocity declined by 10 per cent from 1907 to 1908, by 13 per cent
from 1913 to 1914, and by 15 per cent from 1920 to 1921—though it

 should be noted that the banking panic in 1907, the outbreak of war in

1914, and the commodity price collapse in 1920 may well have had the
same kind of effect on the demand for money as the stock market crash in
1929 had. In contraction years that were both milder and unmarked by
such events—1910-11, 1923-24, and 1926-27—velocity dzclined by only
4 to 5 per cent. It sezms likely that at least part of the much sharper de-
clines in velocity in the other years was a consequence of the special
events listed, rather than simply a reflection of unusually sharp declines in
maney income produced by other forces. If so, the- stock market crash
made the decline-in-income sharper than it otherwise would have beer.
Certainly, the coincidence in timing of the stock market crash and of the

change in the severity of the coatraction supports that view. —y

Whatever its magnitude, the downward pressure on income produced
by the effects of the stock market crash on expectations and willingness to
spcnd—effects that can all be summarized in an independent decline in
velocity—was strongly reinforced by the behavior of the siock of money.
Compared to the collapse in the next two years, the decline in the stock
of money up to October 1330 seems mild. Viewed in a longer perspective,

it was sizable indeed. From the cyclical peak in August 1920—to avoid

the sharp wiggle in the stock of money produced by the immediate effects
of the stock market crash—the money stock declined 26 per cent to
October 1930, a larger decline than during the whole of all but four pre-

-~ ceding reference cycle contractions—1873-79, 1893-94," 1907-08, and

Brace, 1932, pp. 111-112; J. A. Schumpeter, Busizess Cycles, McGraw-Hill, 1939,
Vol 11, pp. 679-680; R. A. Gordon, Business Fluetvations, Harper, 1952, pp.
377-379, 388; J. K. Gabraith, The Great Crash, 1929, Boston, Houghton Mifflin,
;9-'{!5, Pp. 190=192. See also Federal Reserve Board, Annual Report for 1929,

*Since only June estimates of th: money stock are available for those years, the
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THE GREAT CONTRACTION

United States was the-largest commercial bark, as measured by volume
of deposits, ever to have failed up to that time m U.5. history. More-
over, though an ordinary commercial bank, its name had led many ag

directors of the same ethnie origin and social and finaneial backgroand a most of
the stockhalders and directors of the Bank of Urnited States—with J. Herbert
Case, chaimman of the boird and Federal Resseve agent of the New York Bank,
as head, The decision of the Clearing House banks not to save the Bank of United
State: was reached at a meeting held at the New York Bank and was not charged
despite personal appeals by Broderick and New York State Lieutenant Governor
Herbert H. Lehman, Broderick, aftsr waiting in an anteroom for hourns despite
repeated requests to be zllowed to jein the bankers in their conference rcom,
was finally admitted through the intercession of Thomas W. Lament, of J. P
Morgan and Cempany, and Owen D. Young, a director of the New York Federal
Reserve Bank. Brodesick's account of his statement of the bankers follews in part:

I wmid it [the Bank o United States] had thousands of borrowers, that it
financed small merchants, especially Jewish merchants, and that its closing might
and probably would result in widespread bankruptey among these it served. I
warned that its closing would result in the closing of at least 10 other banks
in the city and that it might even affect the savings banks. The influence of
the closing might even extend outside the city, I told them.

I reminded them that only two or three week: befere they had rescued two
of the largest private bankers of the city and had willingly put up the meoney
needed. T recalled that only seven or eight years before that they had come to
the aid of one of the biggest trust companies in New York, putting up many
times the sum needed o save the Bark of United States but only after some
of their heads had been knocied together.

I asked them if their decision to drop the plan was stll final. They told me
it was. Then I warned them that they were making the most colossal mistake
in the banking history of New Yok,

Brederick's warning failed to impress Jackson Reynolds, president of the First
National Bank and of th: Clearing House Association, who informed Broderick
that the cffect of the elasing would be only “local.”

It was not the actual zollapse of the reorganization plan but mns cn several
of the bank’s branches, which had started on Dec. ¢ and which he believed would
becore increasingly serious, that led Broderick to order the closing of the bank
to conserve its assets At a meecting with the directors after leaving the confersnce
with the bankers, Broderick recalled that he said: “I comsidered the bank solvent
as a going concern and . . . I was at a loss te understand the attitude cf askance
which the Clearing House banks had adopted toward the real estate holdings of

the Eank of United States I teld them I thought it was because none of the cther

bank: had ever been interested in this field and therefore knew nothing of it."
Until that time, he said hs never had proper reason to close the bank.

Broderick did succeed in persuading the conference of bankers to approve
immediately the pending applications for membership in the Clearing House of
two of the banks in the proposed merger, so that they would have the full resources
of the Clearing House when the next day he announced the closing of the Bank
of United States. As a result, the two barks, which like the Bank of United States
had been affected by runs, did not succumb.

The details of the effort to save the bank were revealed in the second of two
trials of Broderick wpon his indictment by a New York County grand jury for
alleged neglect of duty in failing to close the bank before he did. The first
proceedings ended in a mistrial in Feb, 1932, Broderick was acquitted on May 28.
See Commerciol and Financial Chronicle, May 21, 1932, pp. 3744-3745 for the
quotations; also June 4, 1932, 5. 4087, for Harzizon's testimony,
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home and_abroad to regard it somehow as_an official bank, hence its
\fa_iure constituted more of a blow to confidence-than would have been
administered by the fall.of a bank with a less-distinetive-name. In addi-
tion, it was a member of the Federal Reserve System, The withdrawal
of support by the Clearing House banks from the concerted measures
sponsored by the Federal Reserve Bank of New York to save the bank—
measures of a kind the banking community had often taken in similar
circumstances in the past—was a serious blow to the System’s prestige
(see section 3, below).

The change in the character of the contraction is reflected clearly
in Chart 27. Currency held by the public stopped declining and siarted
to rise, so that deposits and currency began to move in oppasite direc-
tions, as in earlier banking crises. Banks reaced as they always had under
~ such circumstances, each seeking to strengthen its own liquidity position.
- Despite the withdrawal of deposits, which worked to deplete reserves,
there was a small increase in seasonally adjusted reserves, so the ratio of
_ qil;?lxiu to bank reserves declined sharply from Octoker 1930 to January
We have already expressed the view (pp. 167-168) that under the pre-
- Federal Reserve banking system, the final months of 1930 would
 probably have scen a restriction, of the kind that occurred in 1907, of
- convertibility of depesits into currency. By cutting the vicious circle
set in train by the search for liquidity, restriction would almost ceriainly
have prevented the subsequent waves of bank failures that were destined
to come in 1931, 1932, and 1933, just as restriction in 1893 and 1907 ha¢
- quickly ended bank suspensions arising primarily from lack of liquidity.
Indeed, under such circumstances, the Bank of United States itself might
have been able to reopen, as the Knickerbocker Trust Company did in
1908. After all, the Bank of United States ultimately paid off 83.5 per |

its having to liquidate so large a fraction of its asets during the extraor-
dinarily difficult financial conditions that prevailed during the next two
m_m
As it was, the existence of the Reserve System prevented conceried
Jestriction, _both directly and indirectly: directly, by reducing the
Concern of stronger banks, which had in the past typically taken the lead
1 such a concerted move, since the System provided them with an es-
g:f:ml assumption that such a move was made unnecessary by the
blishment of the System. The private moves taken to shore up the

. Annual Report of Superintendent of Banks, Stzte of New York, Part 1, 1931-
_ &hedyle E in each report. Four-fifths of the total recovered by depositors and
SHIET Creditors was raid cut within two years of the bank's closing.
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;/?ki system were therefore extremely limited.* The result was that
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. yields on government bonds fell. The decline in bond prices itself con=
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in a sharp improvement in the bond market after the turn of the year;
the onset of the next crisis, in renewed deterioration.

The onszt of the first liquidity crisis laft no clear imprint on the
broad economic series shown in Chart 28. However, after the turn of the
year, there were signs of Improvement in those indicaters of eccnomic
activity—no doubt partly cause and partly effect of the contemporaneous
minor improvement in the monetary area. Industrial production ros: from
- January to April. Factory employment, seasonzlly zdjusied, which had
fallen uninterruptedly since Augus: 1929, cantinued to fall but at a much
reduced rate: in all but one month from Augus: 1929 to Febmuary 1931,
the decline was equal to or greater than the total decline in the three
- months from February to May 1921. Other indicators of physical activity
tell a similar story. Personal income rose sharply, by 6 per cent from
February to April 1931, but this is a misleading index since the rise was
- produced largely by government distributiors to veterans.® Al in all, the
. figures for the first four or five months of 1931, if examined without
_reference to what actually followed, have many of the earmarks of the
_battom of a eycle and the beginning of revival,

isode, instead of being the climactic phase of thcdankmg difficul-
ties, was only the first of a series of liquidity crises that was to characterize_
the. rest of the contraction and was not to terminate until the banking
holicay of March 1933, :

The iritial crisis did not last long. Bank failures declined sharply
in early 1931, and the banks’ scramble for liquidity came to a halt. There
was a marked rise in the ratio of depcsits to reserves from January 1931 to
March 1931, the terminal month of the segment we have been discussing
and the month of the onset of the second banking crisis. In January and
February, the public slackened its demand for additional currency; de-
mand and time deposits, after declining in January, rose a trifle in Feb-
ruary and held nearly constant in March.

Interest rates show clearly the effects of the banking crisis. Until
September 1930, the month before the first banking crisis, both long- and
short-term interest rates had been declining, and so had the yields on
corporate Baa bonds. Synchronous with the first erisis, a widening differ-
ential began to emerge between yields ¢n lower-grade comporate bonds
and on government bonds. The yields on corparate bonds rose sharply, the
yields on government bonds continued to fall. The reason is clear. In their
search for liquidity, banks and others were inclined first to dispose of
their lower-grade bonds; the very desire for liquidity made government
bonds ever more desirable as secondary reserves; hence the yield on
lower-grade securities rose, which is to say, their prices fell, while the

~ by a vigorous expansion in the stock of monzy, they could have been con-
- werted into sustained recovery. But that was not te be. The effects of
_returning_confidence on the part of the public and the banks, which
- made for monetary expansion by raising the ratios of depacsits to currency
and to reserves, wete largely offset by a reduction in Federal Reserve ~
credit outstanding (see section 5, below). Consequently, the total stock
of money was less than 1 per cent higher in March than in Jaruary 1931,
- and lower in March than it had been in December 1930. In March, a
second banking crisis started a renewed decline in the stock of money
and at an accelerated rate. A month or two later, a renewed decline
8tarted in economic activity in general, and the hope of revival that
- season was ended.

tributed, as we shall see in more defail later, to the subsequent banking
crises. Tt made banks more fearful of holding bonds and so fostered de
clines in prices. By recucing the market value of the bond portfolics of
banks, declines in bond prices in turn reduced the margin of capital

as evaluated by bank examiners, and in this way contributed to s
quent bank failures.*® The end of the first banking crisis was registered
U [y some communities finaneial reconstruction was attempted by arrangements i =
for a strong bank tc merge with a weaksned bank or, if several weakened banks
were involved, by establishing a new institution with additional capital to take over
the lLabilifies of the failing banks, the stockholders of which took a loss (F. Cyril
James, The Growth of Chizago Banks, New Yort, Harper, 1938, Vdl. II, pp
994-395). ;
1 pccording 1o a memorandum, dated Dec. 19, 1930, prepared fer the executive
committee of the Open Market Policy Conference, banks “dumped securities to
make their positions more liquid,” thus increasing the presure on the bond market.
Weak bond prizes in turn produced “a substantial depreciation in the in?umaﬂi
portfslios of many banks in seme cases eausing an impairment of capital” In
addition, the bond market was almost completely closed to new issues (George L.
Harr'son Papers on the Federal Reserve System, Columbia University Libeary,
Harrison, Open Market, Vol. I, Dec. 19, 1930; for a full description of the Papers,
see Chap, 5, fostnote 41 and the accompanying text). !
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ONSET OF SECOND BANKING crists, Marcn 1031

'
As Chart 30 shaws, deposits of suspended banks began to rise in March,
Teaching a high point in June From March on, the public resumed cor-
verting deposits into currency, and from April on, banks started strength-
ening their reserve position, liquidating available assets in order to meet

the public’s demand for currency and their own desire for liquidity.
M reserves, which in January 1931 had for the first time since 1929,

.. =118, advances to veterans of World War I of up to 50 per cent of the face
alie of their adjusted semice cortificates were made posible by legislation of
27, 1931, These leans totaled $796 million in the first four months afier the

NEctment,
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THE GREAT CONTRACTION

of the United States, central banks and private holders in a number of

countnes—notably France, Belgmm Sw:tzerland Sweden, and the

New York money market to gold between September 16 and October 28,__

Because of the low level of money-market interest rates in the United
States, foreign central banks had for some time been selling dollar bankers’

acceptances previously purchased for their accounts by the New York

Reserve Bank, the proceeds of which were credited to their dollar bank
deposits. From the week of September 16, the unloading of the bills onto
the Federal Reserve assumed panic proportions. Foreign central banks
drew down their deposits to increase earmarkings of gold, much of which
was exported during the following six weeks. From September 16 to
September 30, the gold stock declined by $275 million, from then to the
end of October by an additional $450 million. Those losses about offset
the net influx during the preceding two years and brought the gold stock
back roughly to its average level during 1929.

The onset of the external drain was preceded and accompanied by an
intensification of the internal drain on the banking system. In August,
deposits of suspended banks rose to a level that had been exceeded only
in the month of December 1930, and in September rose higher yet. In
those two months alone, banks with deposits of $414 million, or more than
1 per cent of the by-then shrunken total of commercial bank deposits,
closed their doors. The outflow of gold in September added to the pres-
sure on bank reserves. Currency was being withdrawn internally by de-
positors justifiably fearful for the safety of banks, and gold was being
withdrawn externally by foreigners fearful for the maintenance of the gold
standard. The combination of an external drain and an internal drain,
and particularly their joint occurrence in the autumn when the demand

circumstances that in pre-Federal Reserve days would have produced
restriction of convertibility of deposits into currency. If the pre-Federal

serve banking system had been in effect, all other events  had beemr™

Re
,_Qs they were, and restriction of payments by banks had not taken
place in December 1930, restriction almost certainly would have oc-

“curred in September 1931 and _;ery hkely would have prevented at least

the su‘Bsequent ban'k failures.'”

" Men who had experienced the 1907 panic were not unmindful of lessons to
be learned from it. Samuel Reyburn (president of Lord and Taylor, a New York
City department store, and a director of the New York Federal Reserve Bank)
suggested at a board meeting in Dec. 1931 “that if the banking difficulties ex-
tended much further, it would be possible for the banks to suspend cash payments
as they did in 1907, but still continue in business.” He believed there would be a
difficulty, “which had not been present in 1907, that the Federal reserve banks
cannot suspend cash payments.” In Mar. 1933, this turned out not to be 2
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The Federal Reserve System reacted vigorously and promptly to the
external drain, as it had not to the previous internal drain. On October
9, the Reserve Bank of New York raised its rediscount rate to 214 per
cent and on October 16, to 314 per cent—the sharpest rise within so
brief a period in the whole history of the System, before or since. The
move was followed by a cessation of the external drain in the next two
weeks. The gold stock reached its trough at the end of October, and
thereafter rose until a renewed gold drain began at the end of December.
But the move also intensified internal financial difficulties and was
accompanied by a spectacular increase in bank failures and in runs on
banks. In October alone, 522 commercial banks with $471 million of de-
posits closed their doors, and in the next three months, 875 additional
banks with $564 million of deposits. All told, in the six months
from August 1931 through January 1932, 1,860 banks with deposits of
$1,449 million suspended operations,*® and the deposits of those banks
that managed to keep afloat fell by a much larger sum. Total deposits
fell over the six-month period by nearly five times the deposits in sus-
pended banks or by no less than 17 per cent of the initial level of deposits
in operating banks.

The rise in currency offset some of the effect on the money stock of

the decline in deposits. But the offset was minor. The money stock fell

problem; the Reserve Banks joined the other banks in restricting payments. One
Bank officer commented that “there is the further difference between 1907 and
the present time, that the difficulty of the banks in 1907 was not one of solvency,
but inability to continue to pay out currency, whereas at the present time the
banks are able to pay out currency in large amounts, if necessary, but there is
the danger that they may become insolvent in so doing” (Harrison, Notes, Vol.
II, Dec. 7, 1931).

That answer was hardly to the point, confusing the problem of the individual
bank with the problem of the banking system. The threat of insolvency arose from
the inability of the banking system as a whole to pay out currency without a re-
duction in total deposits, given the failure of the Federal Reserve System to create
sufficient additional high-powered money. The attempted liquidation of assets to
acquire the high-powered money drove down their prices and rendered insolvent
banks that would otherwise have been entirely solvent. By cutting short this proc-
ess, the early restriction of payments prevented the transformation of a temporary
liquidity problem into a problem of insolvency.

* Rumors about the condition of some of the largest and best-known New York
City banks spread alarm in Europe (Harnson Conversatmns, Vol . Octt2,
1931). However, Harrison considered their position in October 1931 ‘stronger and
more liquid than for a long time.” The 23 New York Clearing House banks were
not included in a memorandum, dated Dec. 8, 1931, listing the shrinkage in
capital funds of the member banks in the second Federal Reserve District, which
Harrison sent to Governor Meyer (Miscellaneous, Vol. I, Dec. 8, 1931) The
shrinkage ranged from 56 per cent for the highest quality group of banks to more
than double the capital funds for the lowest quality group. One of the reasons
New York City banks were said to be reluctant to borrow from the Reserve Bank
was the fear that Europeans would interpret borrowings as an indication of
weakness.

317



THE GREAT CONTRACTION

of the United States, central banks and private holders in a number of

countnes—notab]y France, Belgmm Sw:tzerland Sweden, and the

New York money market to gold between September 16 and October 28,__

Because of the low level of money-market interest rates in the United
States, foreign central banks had for some time been selling dollar bankers’

acceptances previously purchased for their accounts by the New York

Reserve Bank, the proceeds of which were credited to their dollar bank
deposits. From the week of September 16, the unloading of the bills onto
the Federal Reserve assumed panic proportions. Foreign central banks
drew down their deposits to increase earmarkings of gold, much of which
was exported during the following six weeks. From September 16 to
September 30, the gold stock declined by $275 million, from then to the
end of October by an additional $450 million. Those losses about offset
the net influx during the preceding two years and brought the gold stock
back roughly to its average level during 1929.

The onset of the external drain was preceded and accompanied by an
intensification of the internal drain on the banking system. In August,
deposits of suspended banks rose to a level that had been exceeded only
in the month of December 1930, and in September rose higher yet. In
those two months alone, banks with deposits of $414 million, or more than
1 per cent of the by-then shrunken total of commercial bank deposits,
closed their doors. The outflow of gold in September added to the pres-
sure on bank reserves. Currency was being withdrawn internally by de-
positors justifiably fearful for the safety of banks, and gold was being
withdrawn externally by foreigners fearful for the maintenance of the gold
standard. The combination of an external drain and an internal drain,
and particularly their joint occurrence in the autumn when the demand

circumstances that in pre-Federal Reserve days would have produced
restriction of convertibility of deposits into currency. If the pre-Federal

serve banking system had been in effect, all other events  had beemr™

Re
,_Qs they were, and restriction of payments by banks had not taken
place in December 1930, restriction almost certainly would have oc-

“curred in September 1931 and _;ery hkely would have prevented at least

the su‘Bsequent ban'k failures.'”

" Men who had experienced the 1907 panic were not unmindful of lessons to
be learned from it. Samuel Reyburn (president of Lord and Taylor, a New York
City department store, and a director of the New York Federal Reserve Bank)
suggested at a board meeting in Dec. 1931 “that if the banking difficulties ex-
tended much further, it would be possible for the banks to suspend cash payments
as they did in 1907, but still continue in business.” He believed there would be a
difficulty, “which had not been present in 1907, that the Federal reserve banks
cannot suspend cash payments.” In Mar. 1933, this turned out not to be 2

316

=

for currency was in any event at its seasonal peak, was precisely the set of

THE GREAT CONTRACTION

The Federal Reserve System reacted vigorously and promptly to the
external drain, as it had not to the previous internal drain. On October
9, the Reserve Bank of New York raised its rediscount rate to 214 per
cent and on October 16, to 314 per cent—the sharpest rise within so
brief a period in the whole history of the System, before or since. The
move was followed by a cessation of the external drain in the next two
weeks. The gold stock reached its trough at the end of October, and
thereafter rose until a renewed gold drain began at the end of December.
But the move also intensified internal financial difficulties and was
accompanied by a spectacular increase in bank failures and in runs on
banks. In October alone, 522 commercial banks with $471 million of de-
posits closed their doors, and in the next three months, 875 additional
banks with $564 million of deposits. All told, in the six months
from August 1931 through January 1932, 1,860 banks with deposits of
$1,449 million suspended operations,*® and the deposits of those banks
that managed to keep afloat fell by a much larger sum. Total deposits
fell over the six-month period by nearly five times the deposits in sus-
pended banks or by no less than 17 per cent of the initial level of deposits
in operating banks.

The rise in currency offset some of the effect on the money stock of

the decline in deposits. But the offset was minor. The money stock fell

problem; the Reserve Banks joined the other banks in restricting payments. One
Bank officer commented that “there is the further difference between 1907 and
the present time, that the difficulty of the banks in 1907 was not one of solvency,
but inability to continue to pay out currency, whereas at the present time the
banks are able to pay out currency in large amounts, if necessary, but there is
the danger that they may become insolvent in so doing” (Harrison, Notes, Vol.
II, Dec. 7, 1931).

That answer was hardly to the point, confusing the problem of the individual
bank with the problem of the banking system. The threat of insolvency arose from
the inability of the banking system as a whole to pay out currency without a re-
duction in total deposits, given the failure of the Federal Reserve System to create
sufficient additional high-powered money. The attempted liquidation of assets to
acquire the high-powered money drove down their prices and rendered insolvent
banks that would otherwise have been entirely solvent. By cutting short this proc-
ess, the early restriction of payments prevented the transformation of a temporary
liquidity problem into a problem of insolvency.

* Rumors about the condition of some of the largest and best-known New York
City banks spread alarm in Europe (Harnson Conversatmns, Vol Ot t2,
1931). However, Harrison considered their position in October 1931 ‘stronger and
more liquid than for a long time.” The 23 New York Clearing House banks were
not included in a memorandum, dated Dec. 8, 1931, listing the shrinkage in
capital funds of the member banks in the second Federal Reserve District, which
Harrison sent to Governor Meyer (Miscellaneous, Vol. I, Dec. 8, 1931) The
shrinkage ranged from 56 per cent for the highest quality group of banks to more
than double the capital funds for the lowest quality group. One of the reasons
New York City banks were said to be reluctant to borrow from the Reserve Bank
was the fear that Europeans would interpret borrowings as an indication of
weakness.

317



[l

1

a [ | £l

5 the contéxi of the “sensiiive psycnology

b=

:_m._
Si_-m

[
__._

L]

[+]

. 8 8

.1_.

o DOrrow Irom

-

geld
had only two recourses

. They

W..r -

R

[T I~

1

were palbatives that would hawe

_m_._ 29y m

treatment weré not heiped
tri

T, 1931)_ 12) T:

nvestments legal for saw'ng: banks,

hal

ed e ahta

_m_ .T 3y k]
feiiiggianas

“.ﬁw .

4 s o
— ﬁl;.m_.
"W - &,W_
; B wd
: =5
. g5
i

—r
] 515
g ar g
: - -
-m. “ .m .“m
o | B _.._r-

g gEEZ

w

nk and were scrutiniz

ing

ry
baiance sheets with great care to see which banks were iikely to be the

=

the holiday,
| artifact.

spanning

be 2 statistica

LF ]

e

L4 ]



THE GREAT CONTBRACTIDN

had little effect, even if they had been fully carried out More far-
reaching proposals came from outside the Reserve Syrsmn,. At the
urging of President Hoover, and with only the reluctant cooperation of the
banking community, a private National Credit Curpﬂratlm.'n was created
in October 1931 to extend loans to individual banks, asociated ;?gethu-
in cooperatives in each Federal Reserve di.sr.ri!:t,‘ gga‘mst security col-
lateral not ordinarily acceptable and against the joint guarantee of the
members of the cooperative. The Corperation’s loans were, however,

limited. Tn Hoover's words, “After a few weeks of enterprising courage
~{it] became ultraconservative, then fearful, and finally died. It had

not exerted anything like its full possible strength. [ts members—and the

- PR
busiress world—threw up their hands and asked for governmental aztion.™*

These arrangements were explicitly patterned after those in the temporary
Aldrich-Vreeland Act, which had worked so well in 1914, the one occa-
sion when they were used. On Hoover’s recommendation, the_R:umnsLm_c-
tion Finance Corporation was established in January 1932, with authcn_q.r
to make loans to banks and other financial institutions, as well as to rail-

roads, many of which were in danger of default on their bonded indebted- -

ness.* The epidemic of bank failures ended at about the same time as the
establishment of the RFC, though the two developments may have

been unrelated, In any event, during the rest of 1932, RFC loans to

T

ior adjustment of railroad costs and income (i#id., Oct. 3, and Dec 7, 18315
mr::“:n?m]naﬁam, Vol. 1, Dec. 5, 1931). (4) It sought the zssistance of a group
of member barks to accelerate the liquidation of deposits in closed banks. The
going banis were atked to buy the assets of the closed banks, and to make an
immediate advance against the assets, so thai an agreed percentage of dtpﬂu;l
could be paid out promptly to depositors (Harrison, Office, Wol. II, Sept. 11,
1931). r

= Hoover, Mrmoirs, p. 97. Sec the copy of the prepared statement—requesting
t’onhI:t.iun of the Cerporation—read to a meeting of nireteen New York banl:mmd
held at Secretary Mellon's apartment, Sunday, Oct. 4, 1931; Hom_-:r*s !e'lter, dal
Oet. 5, 1231, to Harrison; and Harrison's answer of Oct. 7 (all in h:!:.ml]am?ul,
Vol Ii. Harrison stressed the need for a railroad bond pool, to raise the prices
of thass tonds in bank sssets, as an indispensable measure o help the banks in
addition to the formation of the Corporation. Alse sce Motes, Vol. II. I‘CIM:. 5, I?';
15, 1931, for the tepid reception of the Corporation by mest of the Bank
du:{'[t:?Emergunﬂ Relief and Conitruction Act of July 21, 1332, which m_u_'eaﬂd
the borrowing power of the RFC from $1.5 billion to $3.3 Eillion in addition to
its subseribed capital of §500 million, au: it to acvance up te §3W million
at 3 per cent interest to states and territories for unemployment relief; to make
loan: for self-Equidating public works (little was actually advanced either for
relief or public works up to the end of 'th_e year); to finance marketing of agri-
cultural products in foreign markets and in the U.5.; and to create a regior
eredit corporation with capital subscribed by the RFC in any land-bank dmnr:is
These measures did not prevent the continuec fall in farm income and farm lan
values, the rise in farm foreclosures, and continued forced sales due to tax

delinguency.
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banks totaled $0.9 billion, and deposits of banks that susperded fluctuated
“about the level of mid-1930.

The Glass-Steagall Act, passed on February 27, 1932, which had its
origins in the Treasury and the White House, was mainly designed to
broaden the collateral the Reserve System could hold against Federal
Reserve notes, by permitting government bonds as well as eligible paper
to serve as collateral® But it also incladed provisions designed to help
individual banks by widening the circumstances under which they could
borrow from the System

In May 1932, a bill to provide federal insurance cf deposits in banks
was passed by the House of Representatives. It was referred to a sub-
committee of the Senate Banking and Currency Ceammittee, of which
Carter Glass was chairman, but was never reported out.?” He had opposed
a smilar provision at the time of the passage of the original Federal
Reserve Act®® Glass beleved that the sclution was reform of the
practices of commercial banks and intreduced several bills to that end.?*
None received the support of the administration or of the Reserve Sys-
ter, and none wis passed.?®

In July 1932, the Federal Home Loan Bank Act was passed in another
attempt to cope with the problem of frozen assets—specifically of home

®The provision was to expire on Mar. 3, 1933, but was extended another
vear on Feb. 3, 1933, and thereafter periodically until made permanent by
the act of June 12, 1945,

* The Glass-Steagall Act permitted member banks to borrow from the Reserve
Banks (a: penalty rates) on ineligible msets under specified conditions, With the
consent of at Jeast five members of the Federal Reserve Board, notes of groups of
five or more member banks with insufficient eligible assets could be discounted.
A unit bank with 2 capital under $5 million was also autherized, in exeeptional
circumstances, to borrow on ineligible assets with the consent of at leas: five
members of the Federal Reserve Board. The release of funds by thess tarms was

slight. The Emergency Relief and Construction Act of July 21, 1932, therefore

permitted the Reserve Banks to discount for individual:, partnerships, and corpeo-
rations, with no other sources of funds, notes, drafts, and bills of excharge eligible
for discount for member banks. These power were used to a very limited extent.
Discounts for individuals, partnerships, and corporations reached a maximum of
$1.4 million in Mar. 1933, Authorization to make these discounts expired July 31,

1536,

* House bill 11362 was referred to the Senate Banking and Currency Commit-

- tee on May 28, 1932 (Congre:sional Record, 72d Cong., st sess., p. 11515).

® Glass had been chaimman of the House Banking and Currency Committee in
1913, The bill passed that year by the Senate included deposit guaranty; the bill
passed by the Heouse did not. In the conference, the House conferees succeeded
in eliminating that provision (Paul M. Warburg, The Federal Reserve Sytem,
New York, Macmillan, 1930, Vol. I, p. 128).

®In 71st Ceng., d sess., June 17, 1930, 5. 4723, on national banking asiocia-
tions (Congresional Record, p. 10073); in 72d Cong., Ist sess., Jan. 21 and Mar.
17, 1932, 5. 3215 and 5. 4115, on Federal Reserve Banks (ibid., pa. 2403, 6329),
also Apr. 18, 1932, 5. 4412, on Federal Raserve Barks and national bamking
associations.

® See also footnote 134, below.
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