This PDF is a selection from a published volume from the National Bureau of
Economic Research

Volume Title: The Great Contraction, 1929-33

Volume Author/Editor: Milton Friedman and Anna J. Schwartz

Volume Publisher: Princeton University Press

Volume ISBN: 0-691-00350-5

VVolume URL.: http://www.nber.org/books/frie65-1

Publication Date: 1965

Chapter Title: The Course of Money, Income, Prices, Velocity, and Interest Rates
Chapter Authors: Milton Friedman, Anna Jacobson Schwartz
Chapter URL: http://www.nber.org/chapters/c9274

Chapter pages in book: (p. 5 - 36)



THE GREAT CONTRACTION

how much is taken as given. For it is true also, as we shall see, that
different and feasible actions by the monetary authorities could have
prevented the decline in the stock of money—indeed, could have preduced
almost any desired increase in the money stock. The same actions
would also have eased the banking difficulties appreciably. Prevention
or moderation of the decline in the stock of money, let alone the substitu-
tion of monetary expansion, would have reduced the contraction’s severity
and almost as certainly its duration. The contraction might still have been
relatively severe. But it is hardiy conceivable that money income could
have declined by over one-half and prices by over one-third in the course
of four years if there had been no decline in the stock of money.?

1. The Course of Money, Income, Prices, Velocity, and Interest Rates

Chart 16, which covers the two decades from 1914 to 1933, shows the
magnitnde of the contraction in the perspective of a longer period.
Money income declined by 15 per cent from 1929 to 1930, 20 per cent
the next vear, and 27 per cent in the next, and then by a further 5 per
cent from 1932 to 1933, even though the cyclical trough is dated in
March 1933. The rapid decline in prices made the declines in real income
considerably smailer but, even so, real income feil by 11 per cent, 9 per
cent, 18 per cent, and 3 per cent in the four successive years. These are
extraordinary declines for individual years, let alone for four years in
succession. All told, money income fell 53 per cent and real income 36
per cent, or at continuous annual rates of 19 per cent and 11 per cent,
respectively, over the four-year period.

Already by 1931, money income was lower than it had been in any year
since 1917 and, by 1933, real income was a trifle below the level it had
reached in 1916, though in the interim population had grown by 23 per
cent. Per capita real income in 1933 was almost the same as in the de-
pression year of 1908, a quarter of a century earlier. Four years of con-
traction had temporarily erased the gains of two decades, not, of course,
by erasing the advances of technology, but by idling men and machines.
At the trough of the depression one person was unemployved for every
three employed.

In terms of annual averages—to render the figures comparable with
the annual income estimates—the money stock fell at a decidedly lower

* This view has been argued most cogently by Clark Warburion in a series of
important papers, including: “Monetary Expansion and the Inflationary Gap,”
American Economic Review, June 1934, pp. 320, 325-326. “Monetary Theory,
Full Production, and the Great Depression,” Econometrica, Apr. 1345, pp. 124-
128; “The Volume of Money and the Price Level Between the World Wars,”
Journal of Political Economy, June 1945, pp. 155-163; “Quantity and Frequency
of Use of Money in the United States, 1919-45," Journal of Political Economy,
Oct. 1946, pp. 442-430.
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THE GREAT CONTRACTION

CHART 27
Money Stock, Currency, and Commercial Bank Deposits,
Monthly, 1929-March 1933
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rate than money income—by 2 per cent, 7 per cent, 17 per cent, and 12
per cent in the four years from 1929 to 1933, a total of 33 per cent, or at
a continuous annual rate of 10 per cent. As a result, velocity fell by
nearly one-third. As we have seen, this is the usual qualitative relation-
velocity tends to rise during the expansion phase of a cycle and to fall
during the contraction phase. In general, the magnitude of the movement

from 1929 to 1933 was roughly matched in the opposite direction by the
sharp rise during World War I. which accompanied the rapid rise in the
stock of money and in money income; and, in the same direction, by the
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THE GREAT CONTRACTION

CHART 28
Prices, Personal Income, and Industrial Production, Monthly,
1929-March 1933
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sharp fall thereafter accompanying the decline in money income and in the
stock of money after 1920. On the other hand, in mild cycles, the move-
ment of velocity is also mild.® In 1929-33, the decline in velocity,
though decidedly larger than in most miid cycles, was not as much
larger as might have been expected from the severity of the decline
in income. The reason was that the accompanying bank failures greatly
reduced the attractiveness of deposits as a form of holding wealth and
so induced the public to hold less money relative to income than it
otherwise would have held (see section 3, below). Even so, had a decline

*See Milton Friedman, The Demand for Money: Some Theoretical and Empiri-
cal Results, New York, National Bureau of Economic Research, Occasional Paper
68, 1959, p. 16.

i



THE GREAT CONTRACTION

CHART 2¢
Common Stock Prices, Interest Yields, and Discount Rates of
Federal Reserve Bank of New York, Monthly, 1929-March 1933
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THE GREAT CONTRACTION

in the stock of money been avoided. velocity aiso would probably have de-
clined less and thus would have reinforced money in moderating the de-
cline 1n income.

For a closer Jook at the course of evenis during these traumatic years.
we shift from annual to monthly tiqures. Chart 27 reproduces on an ex-
panded tine scale for 1929 through March 1933 the stock of moncey. as
plotted on Chart 16, and adds serics on deposits and currency. Chart 28
reproduces the series on industrial production and wholesale prices, and
adds a serres on personal income. Chart 29 plots a number of interest
rates—of special importance because of the trucial role played during
the contraction by changes in hnancial markets—and also Standard
and Poor’s index of common stock prices and the discount rates of the
Federal Reserve Bank of New York.

It 1s clear that the course of the contraction was far from uniform.
The vertical lines mark off segments into which we have divided the pr-
riod for further discussion. Although the dividing lines chosen designate
monetary events—the focus of our special interest—Charts 28 and 29
demonstrate that the resulting chronology serves about equally well to
dernarcate distinctive behavior of the other economic magnitudes.

THE STOCK MARKET CRASH, OCTOBER 1926

The first date marked is October 1929, the month in which the bull
market crashed. Though stock prices had reached their peak on Sep-
tember 7, when Standard and Poor’s composite price index of 90 cornmon
stocks stood at 254, the dechine 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 deciire thereafter degenerated
into a panic on October 23. The next day, blocks of securities were
dumped on the market and nearly 13 million shares were traded. On
October 29, when the index fell to 162. nearly 1615 million shares were
traded, compared to the daily average during Scpternber of little more
than 4 mullion shares.* The stock matket crash is reflected in tiie sharp
wiggle in the money serics, entirely a result of a corresponding wiggle
in demand deposits, which, in turn, reflects primanly ar increaze in
loans to brokers and dealers in securities by New York City banks in re-
sponse to a drastic reduction of those loans by others® The adjustinent was

“ As in pre-Federal Reserve times. J. P. Mcrean ard Company assumed leader-
ship f an effort to restore an orderly market by organizing a pool of funds for
iendiry on the call market and for purchase of <ecurities. But the bankers pool
did not stem the tide of selling. By the second week after the crash the phaze of
organized support of the market was over.

* During the two weeks hefore the panic on Oct. 23. loans to brokers for the
account of others by reporting member banks in New York City declined by S10u
million, largely as a result of withdrawals of funds by foreigners. From then to
the end of the vear, those ioans declined by $2.3500 miltion. or by no less than 66
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THE GREAT CONTRACTION

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 {see section 2, below). In partic-
ular, the crash left no mark on currency held by the public. Its direct
financial eflect was confined to the stock market and did not arouse any
distrust of banks by their depositors.

The stock market crash coincided with a stepping up of the rate of
economic decline. During the two months from the cyclical peak in
August 1929 to the crash, preduction, wholesale prices, and personal
income fell at annual rates of 20 per cent. 7% per cent, and 3 per cent,
respectively. In the next twelve months, all three series fell at appreciably
higher rates: 27 per cent, 13% 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 te ensue, it would have
ranked 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 econoniic activity, Bu:
partly also, its occurrence must have helped to deepen the contraction,
It changed the atmosphere 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 both consumers snd business enterprises to spend:® or. more pre-

per cent. Loans on account of out-of-town banks fell an additional $1 billion. More
comprehensive figures show a decline of roughly $4.5 billion in hrokers’ loans by
out-of-town banks and others from Oct. 4 to Dec. 31, and a more than halving of
total brokers’ loans.

For the data on New York City weekly reporting member bank loans to brokers
and dealers in securities, gee Banking and Monetary Statsstics. Board of Governors
of the Federal Reserve System, 1943, Table 141, p. 199, and. for quarterly esti-
mates of the total of such loans by all lenders. see ibid., Table 139, p. 494
Although both tables show similar captions ior the principal groups of leniders—
most 0i whose funds were placed for them by the New York banks—except for
loans by New York City banks for their own accounts, the breakdowns are not
cemparable. In the weekly series, “‘out-of-town domestic banks" include member
and nonmember banks outside New York City and. to an unknown amount, cus-
tomers of those banks, whereas in the comprehensive series that category 1s re-
stricted to member banks outside New York City. Similarly, “others” in the weekly
series cover mainly corporations and foreign banking agencies. but in the comprev-
hensive series include also o:her brokers, individuals, and nonmembher banks.

For loans except to brokers and dealers by New York City weeklyv raporting
meimber banks, which alo increased jn the week after the crash. see ibid., p. 174,
Also see the discussion of that episode in sect. 2. below.

“See A. H. Hansen, Economic Stabilization n an Urbalanced World, Harcourt,
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THE GREAT CONTRACTION

cisely, that it decreased the amount they desired to spend on goods and
services at any given levels of interest rates, prices, and income, which has,
as its counterpart, that it increased the amount they wanted to add to
their money balances. Such effects on desired flows were presumably ac-
companied by a corresponding effzct on desired balance sheets, natnely, a
shift away from stocks and toward bonds, away from securities of all
kinds and toward money holdings.

The sharp decline in velocity—by 13 per cent from 1929 to 1930-—and
the turnaround in interest rates are consistent with this interpretation
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 so, 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 declined by only
4 to 5 per cent. It seems likely that at least part of the much sharper de-
clines in velocity in the other vears was a consequence of the special
events listed, rather than simply a reflection of unusually sharp declines in
morey income produced by other forces. If so, the stock market crash
made the decline in income sharper than it otherwise would have been.
Certainly, the coincidence in timing of the stock market crash and of the
change in the severity of the contraction supports that view.

Whatever its magnitude, the downward pressure on income produced
by the effects of the stock market crash on expectations and willingness to
spend—effects that can all be suinmarized ir an independent decline in
velocity—was strongly reinforced by the behavior of the stock of money.
Compared to the collapse in the next two vears. the decline in the stock
of money up to October 1930 seems mild. Viewed in a loneer perspective,
it was sizable indeed. From the cyclical peak in August 1929—t0 avoid
the sharp wiggle in the stock of money produced by the immediate effects
of the stock market crash—the money stock declined 2.6 per cent to
October 1930, a larger decline than during the whole of all but four pre-
ceding reference cvcle contractions—1873-79, 1893-917 1907-08, and

Brace. 1932, pp. 111-112; J. A Schumpeter, Business Cucles. McGraw - Hill, 1939,
Vel II. pp. 679-680: R. A. Gordon, Business Fluctua:ion.. Harper. 1932, pp.
377-379, 388; ]J. K. Galbraith. The Great Crash. 1629, Bosion. Houehton Mifflin,
1955, pp. 191-192. Sece also Federal Reserve Board, Arnual Report for 1929,
p.- 12

* Since only June estimates of the monev stock are available for those vears, the
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THE GREAT CONTRACTION

1920-21—and all the exceptions are contractions that were extraordinarily
severe by other indications as well. The decline was also larger than in all
succeeding reference cycle contractions, though only slightly larger than
in 1937-38, the ouly later contraction comparable in severity to the
earlier ones listed.

The decline in the stock of money 15 especially notable because it
took place in a monetary and banking environment that was in other re-
spects free of marked difficulties. There was no sien of any distrust of
banks on the part of depositors, or of fear of such distrust on the part of
banks. As Chart 27 shows, currency held by the public declined by a
larger percentage than deposits-—8 per cent compared with 2 per cent—
though the reverse relation had heen an invariable accompaniment of
earlier banking crises. Similarly, the banks made no special effort to
strengthen their own liquidity position. Excess reserves-—for which no
estimates are available before 1999-—remained neglieible. As we shall
see in more detail in the next section. the decline in the stock of money
up to October 1530 reflected entircly a decline in Federal Reserve credit
outstanding which more than offset a rise in the gold stock and a slignt
shift by the public from currency to deposits.

ONSET OF I'IRST BANKING CRiSIS, OCTOBER 1930

In October 1930, the monetarv character of the contraction changed dra-
matically—a change reflected in Chart 30 by the extraordinary rise in the
deposits of suspended banks. Before October 1930, deposits of suspended
banks had been somewhat kigher than during most of 1929 but not out of
line with experience during the preceding decade. In November 1930,
they were more than double the highest value recorded since the start of
monthly data in 192]. A crop of bank failures, particularly in Missouri,
Indiana, Ilinoss, Towa, Arkansas. and North Carolina, led to wide-
spread attempts to convert demand and time deposits into currency, and
also. to a much lesser extent. nto postal savings deposits * A contagion
of fear spread among depositors, starting from the agricultural areas,
which had experienced the heaviest impact of bank failures in the
twenties. But such contigion knows no geographical limits. The fajlure
of 236 banks with $180 million of deposits in November 1930 was fol-
losed by the failure of 352 with over 3370 million of deposits in De-

decline was measured from June 1392 ¢o June 1894 rather than from Jan. 1893
to June 1594 the monshiv reference dates

In view of the 5.4 per cent decline in the money stock from Jan. 1867 19 Jan.
1868—1he earliest dates for which we have estimares—-another possible exception
is the reference contraction fram Apr. 1865 (o Dec. 1867,

* The growth of postal savings deposiic from 1929 ¢4 1933 is one measure of the
spread of distrust of banks. In Nov. 1914 postal savings deposits were $37 mutlion
By Aug. 1929 they had grown by anly $100 million. By Oct. 1910 they were $190
million; from then 10 Mar. 1933 they increased 10 $1.1 billion. ‘

12
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THE GREAT CONTRACTION

CHART 30
Deposits of Suspended Commercial Banks, Monthly,
1929-Februery 1933
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cember (all figures seasonally unadjusted), the most dramatic being the
failure on December 11 of the Bank of United States with over $200
million of deposits.® That failure was of especial importance. The Bank of

* Anzual Report of Supervintendent of Banks, Siate of New York, Part [, Dec.
31, 1930, p. 46.

For two and a half months before its closing, Joseph A. Broderick, New York
State Superintendent of Banks, had sponsored various merger plans—some vir-
tually to the point of consummation—which would have saved the bank. Governor
Harrison devised the final reorganization plan. the success of whick seemed so
sure that, two days before the bank closed, the Federal Reserve Bank had issued
a statement naming preposed directors for the merger. The plan would have he-
come operative had not the Clearing House banks at the last moment withdrawn
from the arrangement whereby they would have subscribed $3C million in new
capital funds to the reorganized institution. Under Harrison's plan. the Bank of
United States would have merged with Manufacturers Trust, Public National, and
International Trust—a group of banks that had a majority of stockholders and
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THE GREAT CONTRACTION

United States was the largest commercial bank. as measared by volume
of deposits, ever to have failed up to that time in U.S. history. More-
over, thaugh an ordinary commercial bank, its narme had led many st

directors of the sanc ethnic origin and social and financial backgrugnd as most of
the stockholders and directors of the Bank of United States—uith J. Herbert
Case, chairman of the board and Federal Reserve agent of the New York _Bank,
as head. The decision of the Clearing Hceuse banks not to save the Bank of United
States was reached at a meeting held at the New York Bank and was not changed
despite personal appeals by Broderick and New York State Lieutenant Govern_or
Herbert H. Lehman. Broderick, after waiting in an anteroom for hours despite
repeated requests to be allowed to join the bhankers in their conference room,
was finally admitted through the intercession of Thomas W. Lamo_m. o( J. P
Morgan and Company, and Owen D. Young, a director of the New \orkﬂcher;\l
Reserve Bank. Broderick's account of his statemnent of the bark:es follows in part:

I said it [the Bank of United States] had thousands of borrowers, tha_t it
financed sinall merchants, especially Jewish merchants, and that its closing might
and probably would result in widespread bankruptey among those it served. [
warned that its closing would result in the closing of at least 10 other banks
in the city and that it mignt 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 weeks betore they had rescued two
of the largest private bankers of the city and had willingly put up the money
needed. I recalled that only seven or eight vears 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 to save the Bank of United States but only after some
of their heads had been knocked together.

I asked them if their decision to drop the pian was still final. They told me
it was. Then I warned them that they were making the mast colossal mistake
in the banking history of New York.

Broderick’s warning failed to impress Jackson Revrolds. president of the First
National Bank and of the Clearing House Association, who informed Broderick
that the effect of the closing would be only *local.”

It was not the actual collapse of the recrganization plan but runs on several
of the bank’s branches, which had started on Dec. 9 and which he believed wouid
become increasingly serious, that led Broderick to order the closing of the bank
to conserve its assets. At a meeting with the directors after leaving the conference
with the bankers, Broderick recailed that he said: “I considered the bank solvent
as a going concern and . . . | was at a Joss 16 understand the attitude of askance
which the Clearing House banks had adopted toward the real estate holdings of
the Bank of United States. T told thetn I thought it was because none of the other
banks had ever been interested in this field and therefore knew nothing of it”
Until that time, he said he never had proper reason to close the bank.

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

The details of the effort to save the bank were rev
trials of Broderick upon his indictment by a New York Courty grand jury for
alleged neglect of duty in failing to ciose the bank before he did. The first
proceedings ended in a mistrial in Feb. 1932. Broderick was acquiited on May 28,
See Commercial and Financial Chronicle, May 21, 1932, pp. 3744-3745 for the
quotations; also June 4, 1932, p- 1087, for Harrison's testimony.
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THE GREAT CONTRACTION

home and abroad to regard it somehow as an official bank, hence 1ts
fatlure constituted more of a blow to confidence than would have been
administered by the fall of a bank with a less distinctive nanie. In addi-
tion, it was a member of the Federal Reserve System. The withdrawal
of support by the Clearine 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
circumnstances 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 started
to rise, so that deposits and currency began to move in opposite direc-
tions, as in earlier banking crises. Banks reacted as they alwavs had under
such circurnstances, each seeking to strengthen its own liquidity position.
Despite the withdrawal of deposiis, which worked to deplete reserves.
there was a small increase in seasonally adjusted reserves, so the ratio of
deposits to bank reserves declined sharply from October 1930 to January
1931

We have alreadv expressed the view (pp. 167-168) that under the pre-
Federal Reserve banking system, the final months of 1930 would
probably have seen a restriction, of the kind that occurred in 1907, of
convertibility of deposits into currency. By cutting the vicious circle
set in train by the search for liquidity, restriction would almost certamly
have prevented the subsequent waves of bank fatlures that were destined
to come in 1931, 1932, and 1933, just as restriction in 1893 and 1907 had
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
cent of its adjusted lizbilities at its closing on Decerber 11. 1930, despite
its having to liquidate so large a fraction of its assets during the extraor-
dinarily difficult financial conditions that prevailed during the next two
years.®

As it was, the existence of the Reserve System prevented concerted
restriction, koth directly and indirectly: directly, by reducing the
concern of stronger banks, which had in the past typically taken the lead
in such a concerted niove, sinee the System provided them with an es-
cape mechanism in the form of discounting: and indirectly, by supporting
the general assumption that such a move was made unnecessary by the
establishment of the System. The private moves taken to shore up the

* Annual Report of Superintendent of Bunks, State of New York, Part 1, 1931-
45, Schedule E in each report. Four-fifths of the total recovered by depositors and
other creditors was paid out within two years of the bank’s closing.
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THE GREAT CONTRACTION

banking system were therefore extremely limited.!* The result was that
the episode. instead of being the climactic phase of the banking difficul-
ties, \;'as only the first of a series of liquidity crises that was to characterize
the rest of the contracticn and was not to terminate until the banking
holiday of March 1933,

The mitial crisis did not last long. Bank failures declined sharply
in eariy 1931, and the banks' scramble for liquidity came to a halt. There
was a marked rise in the ratio of deposits to reserves from January 1931 to
Maich 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 jts 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 vields on
corporate Baa bonds. Synchronous with the first crisis. a widening differ-
ential began to emerge between vields on lower-grade corporate bonds
and on government bonds. The vields on corporate bonds rose sharply, the
vields on government bonds continued to fall. The reason is clear. In their
search for liquidity, bar-< and others were inclined first to dispose of
their lower-grade honds o very desire for liquidity made government
bonds ever more desir: » ag secondary reserves; hence the yield on
lower-grade securities ro. -, which is to say, their prices fell, while the
vields on government bonds fell. The decline in bond prices itself con-
tributed, as we shall see n more detail later. to the subsequent banking
crises. Tt made banks more fearfyl of holding bonds and so fostered de.
clines in prices. By reducing the market value of the bond portfolios of
banks, declines in bond prices in turn reduced the margin of capital
as evaluated by bank examiners, and in this way contributed to subse-
quent bank failures.? The end of the first banking crisis was registered

James, The Growth of Chicago Banks, New York, Harper, 1938, Vol. II, Pp-
994-995) .

n According to a memorandum, dated Dec. 19, 1930, prepared for the executive
committee of the Open Market Policy Conference, banks “dumped securities to
make their positions more liquid.” thus increasing the pressure on the bond market.
Weak bond prices in tumn produced “a substantial depreciation in the investment
portfolios of many banks. in some cases €ausing an impairment of capital” In
addition, the bond market was almaost combletely closed to new issues (George L.
Harrison Papers on the Federal Rese-ve Systen:, Columbia University Library,
Harrison, Open Market, Vol. I. Dec. 19, 1930: for a fyli description of the Paper;
see Chap. 5, footnote 41 and the accempanying text). '
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in a sharp improvement in the bond market after the turn of the vear;
the onset of the next crisis, in renewed deterioration.

The onset of the first liquidity crisis left no clear imprint on the
broad sconomic series shown in Chart 28. However, after the turn of the
year, there were signs of improvenient in those indicaters of *CONOMIC
activity—no doubt partly cause and partly effect of the contemporaneous
minor improvement in the monetary area. Industrial production rose from
January to April. Factory employment. seasonally adjusted. which had
fallen uninterruptedly since August 1929, continued to fall but at a much
reduced rate: in all but one month from August 1929 to February 1931,
the decline was equal to or greater than the total decline in the three
months from February to May 1931. Other indicators of physical acrivity
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 distributions to veterans.’® All m 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
bottom of a cvcle and the beginning of revivai.

Perhaps if those tentative stirrings of revival had been reinforced
by a vigorous expansion in the stock of money. they could have been con-
verted into sustained recovery. But that was not to be. The effects of
returning confidence or the part of the public and the banks. which
made for monetary expansion by raising the ratios of deposits to currency
and to reserves, were largely offset by a reduction in Federal Reserve
credit outstandine (see section 5, below). Consequently. the total stock
of money was less than | per cent higher in March than in January 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 monev
and at an accelerated rate. A month or two later. a renewed decline
started in economic activity in general. and the hope of revival that
season was ended.

ONSET OF SECOND BANKING CRIsIS, MarcH 1931

As Chart 30 shows. deposits of suspended barks began to rise in March.
reaching a high point in June. From March on. the public resumed con-
verting deposits into currency. and from April on, banks started strenath-
ening their teserve position. liquidating available assets in order to meet
both the public's demand for currency and their own desire for liquidity.
Excess reserves, which in Jannary 1931 had for the first time since 1929,

1S, advances to vetzrans of World War I of up to 50 per cent of the face
value of their adjusted service certificates were made possible by legislation of
Feb. 27, 1931. These loans totaled $796 million in the first four menths after the
enactment.
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when data become available, reached the $100 million level and had then
declined as confidence was restored, again rose, rcaching a level of
$125-8130 million in June and July.'* Once bittcn,lt\\'lcc shy, both
depositors and bankers were bound to react more  vigorously to any
new eruption of bank failures or banking difficulties than they did in
the final months of 1930,

Events abroad still further intensified the financial weakness——a feed.
back effect, since the events were themselves largely a response to the
prior severe economic and monetary decline in the United States which
reduced markets for both goods and services and for fore m securities. The
failure in May 1931 of the Kreditanstalt, Austria’s . - st private bank,
had repercussions that spread throughout the continer It was followed
bv the closing of banks jn Germany on July 14 and {3, as well as in
other countries, and the freezing of British short-term assets in Germany.
A one-vear intergovernmental debt moratorium, and a “standstil] agree-
ment” among commercig] banks not to press for repayment of short.
term international credits, both Proposed by President Hoover and acreed
o in Julv.® gzave the countries involved only temporary relief, as did
strict  contro] of foreign exchanges by Germany and borrowing by
Britain in France ar.d the United States.

These events had mixed effects on the monetary situation in the Unijted
States. On the one hand. they stimulated a flight of capital to the United
States. which added to the already swollen gold stock. On the other hand,
U.S. commercial banks held a large amount of short-term obligations of
foreign banks which were now frozen, Furthermore, financial panic is no
respecter of national frontiers. The failure of world-famous financia!
institutions and the widespread closing of banks in a great country coulid
not but render depositors throughout the world uneasy and enhance the
desire of bankers everywhere to strengthen their positions.

The downward pressure on the money stock arising from atrempts hy
depositors to convert deposits into currency and by hanks to add 1o their
reserves relative to their liabilities was offse( to some extent by the
gold inflow from abroad. But this was the only offset. Federal Reserve
credit outstanding showed only its usual seasonal movements, though
miner open market purchases were undertaken, June-August, 10 ease the
market (see section 3, below). In all. from Februar_v to mid-August, there
Was no net change in Federa) Reserve credit outstanding. despite an yp.-
precedented liquidation of the cominercial banking systern,

The result was that the second banking crisis had far more severe

effects on the stock of money than the first. In the six months from

*Benking and Monetary Statistics, p. 371.

¥ Herbert Hoover, Memoirs, The Great Deprem’on, 1929-1941 Macmillan.
1952, pp. 61-80.
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February to August 1931, commercial bank deposits fell by $2.7 billion or
nearly 7 per cent, more than in the whole cighteen-month period from
the cvchical peak in August 1929 to February 1931. In the seven months
from February to Septeniber 1931. commercial bank depostts fell by 9 per
cent, one percentage point more than the maximum decline in deposits
during the whole of the 1920-21 contraction. Currency in the hands of
the public increased, absorbing the increase in gold and the decliue in re-
serves, so that the total stock of money feli by a smaller percentage than
deposits did. Even so, it fell by nearly 5% per cent from February to
August 1931, or at a rate of 11 per cent per year.

The effects of the banking crisis on interest rates show up clearly
in the rcnewed and far more drastic rise in yields on lower-grade corpo-
rate bonds, as banks sought to realize on their portfolios and in the process
forced boud prices ever lower. By that time, too, the economic con-
traction had seriously impaired the earning power of many concerns and
sharply raised the chances of default. Yields on long-term government
bonds continued to fall and reached extraordinarily low leveis in mid-
1931; so the vield differential rose as a result of a movement in both
low- and high-grade securities. One reason, already cited, was that the
very desire for liquidity served to enhance the value of government
securities. Another was that those securities could be used as coilateral
for loans from Federal Reserve Banks, hence the decline in Federal
Reserve discount rates served to make them more attractive as a sec-
ondary reserve. Yields on commercial paper also fell, keeping nearly
a stable relation to discount rates.

BRITAIN'S DEPARTURE FROM GOLD, SEPTEMBER 193]

The climax of the foreign difficulties came on September 21, when, after
runs on sterling precipitated by France and the Netherlands, Britamn
abandoned the gold standard.'® Anticipating similar action on the part

“Some 25 other countries followed Britain’s lead within the following vear.
The currencies of about a dozen—the sterling area within which British financial
and economic influence remained dominant—moved in general conjormity with
sterling.

Because of the weakness in sterling immediately after the departure from gold.
there was no internal relaxation of orthodox financial standards for several
months: Britain balanced her budget and repaid foreign credits; Bank rate went
up to 6 per cent on the date of suspension and was not reduced until February
1932, when it was changed to 5 per cent. From that point on. defense of sterling
was in general no longer considered necessary; instead, control was substituted to
prevent a rise in sterling exchange that, it was feared, would eliminate the stimulus
a low rate was expected to give to British exports. Imporis were restricted by a
new protective tariff passed in February. Accompanying the protective tariff policy
was a cheap money policy, adopted originally to faciiitate refunding wartime issues
at lower rates. An expansion in bark credit began in the second quarter of 1932;
the trough of the British business contraction was reached in August 1932, ac-
cording to NBER reference cycle chronology.
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of the United States, central banks and private holders in 2 number of
countries—riotably  France. Belgium. Switzerland, Sweden, and  the
Netherlands---converted substantial amounts of their dollar assets in the
New York money market to cold betwren September 16 and October 28.
Bucause 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 previcusly 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 8275 million. from then to the
end of October by an additional $450 million. Those losses about offset
the net influx during the preceding two vears and brought the gold stock
Lack roughly to its average level during 1929

The onset of the external drain was preceded and accompanied by an
mtensification of the internal drain on the bankirg 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 vet. 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 externaily by foreieners fearful for the maintenance of *he gold
standard. The combination of an external drain and an internal drain.
and particularly their joint occurrence in the autumn when the demand
for currency wus in any cvent at its seasonal peak. was precisely the set of
arcumstances that in pre-Federal Reserve days would have produced
restriction of convertibility of deposits into currency. If the pre-Federal
Reserve bankine system bad been in effect. all other events had been
as they were, and restriction of Pavments by banks had not taken
place in December 1930, restriction almost certainly would have oc-
curred in September 1931 and very likely wonld have prevented a: least
the subsequent bank failures.’?

" Men who had experienced the 1907 panic were not unmindful of lessons Lo
be learned from it. Samyel Revburn fpresident of Lord and Tavlor. 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 barking difficulties ex-
tended much further, it would be posible for the banks to suspend cash payments
as they did in 1907. but stjll 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 .
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The Federal Reserve Systern 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 2% per
cent and on October 16, to 3} 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 increaze 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 $364 million of deposits. Ali 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 fzll 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 commiented that ‘“there is the further difference between 1907 and
the present time, that the difficulty of the banks in 1907 was not ore of solvency,
but inability to continue to pay out currency, whercas 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.
1I, Dec. 7, 1931).

That answer was hardly to the point, confusing the problem of the irdividual
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 wou!d 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.

¥ Rumor: about the condition of sorne of the largest and bes:-known New York
City banks spread alarm in Europe (Harrison. Conversations. Vol. I, Oct. 2,
1931). However, Harrison considered their position in October 1931 “stronger and
more liguid 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. 1. Dec. 8, 1931). The
shrinkage ranged from 56 per cent for the highest quality group of banks to more
than douhle 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 horrowings as an indication of
weakness.
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G103 ary 3032, 6r at ihe Al rap. ar
by 12 per cent from August 1931 to January S932. or atihe e rate of

31 per cent—a rate of decline l:lrg.er by far than fu.r any other (-0n.~,.
paratle span in the 53 vears for .w}nch wt have mo.nml_v dum»_‘e and in
the whole 93-year period for which we have a continuous serics on the
rnoney stock. o

Wh'\- should the gold drain and the subsequent rise in discount rates
have .intensiﬁcd the domestic financial difficulties <o greatly? Thev
wouid not have done so. if they had been accompanied by extensive open
market purchases designed to offset lht'. etfect of the (-.\u-rn:ll. vold drain
on high-powered money, and of the internal ('11r1'f>11c}- drain on bank
reserves. Unfortunately, purchases were not made. The Reserve Svstem's
holdings of governinent szcurities were actuaily reduced by $13 million i
the six-week period from mid-Septembur to the end of October. ang
then kept unchanred until mid-December. Thouch e Svstem rajsed
bill buving rates along vith discount rates. 1t did buy some $500 million
Jdditio‘!ml bills n the crucial six-week period. However. that amoeunt
was inadequate to offset even the outflow of wold. let alone the intemnal
drain. The result was that the banks found their reserves being drained
from two directions--by export of gold and by internal demands for
currency. They had only two recourses: to borrow from the Resorve
Svstern '.”md to durnp their assets on the market. They did both, though
neitker v:1s a sausfactory solution.

Discounts rose to a level not reached since 1929, desnite the rise
i discount rates. The situation and its effects are well described in
a memoranduin prepared for a mecting of the Open Market Policy Con-
ference in February 1932, The conditions it described were still much the
same as those that had prevailed in October 1931,

- - . The weight of thes discounts is falling most heavily on banks outsids
the principal centers. In face, the discounts of these groups of banks are con-
siderably larzer than they wire in 1929 when the resenve SYSICM Was excrting
the maximum of pressure for defation. The present amount of member bank
barrowing hav alwavs proved deflationary, excepr perhaps during the war.
and with the presenr sensitive psychology. an interruption to detiation seems
unlikely a< long as the weigh: of discounts is as heavy as at present.”

The aversion to borrowing by banks. which the Reserye: Svsteny had tried
to strencthen during the twenties. was still erearer at A time when de-
positors were fearful for the safety of every bank and were <ertinin

balance sheets with ereat care to see which banks were likelv to be the

® Excluding only the five S-monith inter als spannine the heliday, Oet, 1930,
Mar. 1935-—Feb.-July 1933, when the recorded data <how 4 decline of the same
order of magnitude as the annya! rate of decline, Aue. 194]- Jan. 1432 As we
shall sec in Chap. 8. sect. i. the banking holiday produced a discontinuity in the
money fiures, and the recorded dechee mav he g <tativiieal et ‘

* Harrison. Open Market, Vol [[. memorandum, dazed Feh 5 1a1)
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next io go. This is the context of the “sensitive psychclogy” to which the
quotatior refers.

The effect of the attempt to realize on assets is vividly displayed
in Chart 29. For the first time, vields on long-term governnient bonds
and on commercial paper rose sharply along with the yields on lower-
grade corporate securities. Those rises in yields clearly did not reflect
:he effect of the depression on corporate earnings; they reflected the
liquidity crisis and the unwillingness or inability of banks to borrow
even more heavily from the Reserve System. There was sorne discussion at
the time, and even more later, attributing the decline in the price of
government bonds to the federal deficit (under $0.5 billion in fiscal 1931;
2.5 billion in fiscat 1932), and to the fear of “irresponsible” legislation,
but it is hard to believe that these factors had much effect in com-
parison with the extremely heavy pressure on banks to liquidate their as-
sets. Certainly, the rise in the commercial-paper rate reflected both in
timing and amount primarily the movenients in the discount rate.

Again, we may draw on a preliminary memorandum for an Open
Market Policy Conference, this time in January 1932.

Within a period of a few months Urited States Government bonds have
declined 10 per cent: high grade corporation bonds have declined 20 per cert;
and lower grade bonds have shown cven larger price declines. Declines of such
proportions inevitably have increased greatly the difficulties of many banks,
and it has 1ow become apparent that the efforts of individual institutions to
strengthen  their position have seriously weakened the banking position in
general.™

Some measures were attempted or proposed for the relief of banking
difficulties, for example, measures sponsored by the New York Reserve
Bank to encourage a more liberal evaluation of bank assets, to reduce
the pressure on railroad bond prices, and to accelerate the liquidation
of deposits in closed banks?? These were palliatives that would have

" Ibid., memerandum, dated Jan. 8, 1932.

3 (1) The Bank sponsored an attempt to develop a uniform method of valuing
bank assecs. involving a more liberal procedure to be followed by examiners in
estimaung depreciation. The Comptroller ruled that national banks would be
required to charge off no depreciation on bonds of the four highest ratings, and
only 25 per cent of the depreciation on all other bonds, except defaulted issues on
which the full depreciation was to be charged off. The rule, however, was applied
only tc banks whose capital funds would not be wiped out if the entire deprecia-
tion of all the invesiments, together with any losses on other assets, were 10 be
written off. Hence banks most in need of liberal treatment were not helped
{Harrison, Notes, Vol. 1[, Aug. 6. 13. and Dec. 7, 1931). (2) It tried to obtamn
a revision of the rules governing the list of investments legal for savings banks,
insurance companies, and trust funds in New York State. The prospect of the
elimination of railroad bonds from the legal list threatened a further decline in
their price, as holders bound by the list sold the bonds. As a result. commercial
bank holdings of railroad bonds suffered iosses {(ibid., Aug. 13, 1931). (3) It
promo:ed the formation of a railroad bond pool, 10 restore bond values, conditional
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had little effect, even if they had been fully carried out. More far-
reaching proposals «ame from outside the Reserve System. At the
urging of President Hzover, and with only the reluctant cooperation of the
banking community, a private National Credit Corporation was created
in October 1931 to extend loans to individual banks, associated tegether
In cooperatives in each Federal Reserve district, against security col-
lateral not ordinarily acceptable and against the joint guarantee of the
members of the cooperative. The Corporation’s loans were, however,
limited. In Hoover's words, “After a few weeks of enterprising courage

- [it] became ultraconservative, then fearful. and finally died. 1t had
not exerted anything like its full possible strength. Its members—and the
business world—~threw up their hands and asked for govermnenta] action. "3
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 rezommendation. the Reconstruc-
tion Finance Corporation was established in Januarv 1932, with authority
to make loans to banks and other financial institutions. as well as to rail-
roads, many of which were jn 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, thouch the two developments may have
been unrelated. In any event, during the rest of 1932, RFC loans to

on prior adjusiment of railroad costs and income (ibid., Oct. 3, and Dec. 7, 193] -
also. Conversatiens, Vol. 1. Dec. 5, 19317, (4) 1o sought the assistance of a group
of member banks to accelerate the liquidation of deposits in closed banks, The
going banks were asked to buy the assets of the ciosed banks. and to make an
immediate advance against the assets, so that an agreed percentage of deposits
could be paid out promptly to depositors (Harrison, Office, Vol. 11, Sept. 11,
1931y,

* Hoover, Memoirs, p. 97. See the copy of the prepared statement—requesting
fonmation of the Corporation—-read to a meeting of nineteen New York bankers
held at Secretary Mellon’s apartment. Sunday, Oct. 4. 193] : Hoover's letter, dated
Oct. 5, 1931. to Harrison: and Harrison's answer of Oct. 7 (all in Miscellaneous.
Vol. I, Harrison stressed the need for a railroad bond pool. to raise the prices
of those bends in bank ass€ts. as an indispensable measure to help the banks jn
addition to the formation of the Corporation. Also see Notes. Vol. II. Oct. 5. 19,
15, 1931, for the tepid reception of the Corporation by most of the Bank's

*The Emergency Relief and Construction Act of Julv 21,1932, which increased
the borrowing power of the RFC from $1.5 billion to $3.3 billion in addition to
1ts subscribed capital of $500 million. authorized jt to advance up to £300 million
at 3 per cent interest to states and territories for uncmplovinent relief: to make
ioans for self-liquidating Public works (little was acteally advanced either for
relief or public works up to the end of the year): to finance marketing of agri-
cultaral products in foreign markets and in the US.. and to create a regidnal
credit corporation with capital subscribed by the RFC in any land-bank district
These measures did not prevent the continued fall in farm income and farm lan(j
vaiues, the rise in famm foreclosures. and continued forced sales due

X to tax
delinquency.
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banks totaled $0.9 billion, and deposits of banks that suspended fluctuated
abont the l=vel 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 included 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 of deposits in banks
was passed by the House of Representatives. It was referred to a sub-
committee of the Senate Banking and Currency Committee, of which
Carter Glass was chairman, but was never reported out.?’ He had opposed
a similar provision at the time of the passace of the original Federal
Reserve Act.” Glass believed that the solution was reform of the
practices of commercial banks and introduced several bilis to that end.?
None received the support of the administration or of the Reserve Sys-
tem, and none was 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
year on Feb. 3, 1933, and thereafter periodically until made permarent by
the act of June 12, 1945,

* The Glass-Steagall Act permitted memiber barks to borrow from the Reserve
Banks (at penalty rates) on ineligible assets under specified conditions. With the
conser:t of at least 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 a capital under $5 mllion was also authorized, in exceptional
circurastances, to borrow on ineligible asse's with the consent of at least five
members of the Federal Reserve Board. Tha release of funds by these terms was
slight. The Emergency Relief and Construction Act of July 21, 1932, therefore
permitted the Reserve Banks to discount for individuals. partaerships, and corpo-
rations, with no other sources of funds, notes. drafts. and bills of exchange eligitle
for discount for member banks. Those powers were used to a very limited extent.
Discounts for individuals, partnerships, and corperations reached a maximum of
$1.4 million in Mar. 1933. Authorization to make those discounts expired July 31.
1936.

* House bill 11362 was referred to the Senate Banking and Currency Commit-
tec on May 28, 1932 (Congressional Record, 72d Cong., Ist sess.. p. 11515).

®(lass had been chairman 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 House did not. In the conference. the House conferces succeeded
in eliminating that provision {Paul M. Warburg. The Federal Reserve System,
New York, Macmillan, 1930, Vol. I, p. 128).

*1In 71st Cong.. 2d sess.. June 17, 1930, S. 4723, on national banking associa-
tions /Congressional Record, p. 10973) ; in 72d Cong., Ist sess., Jan. 21 and Mar.
17, 1932, S. 3215 and S. 4113, on Federal Reserve Banks (i5id., pp. 2403, 6329),
also Apr. 18, 1932, S. 4412, on Federal Reserve Banks and national banking
associations.

® See also footnote 134, below.
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financing institutions (ie., savings and loan associations. savines banks,
insurance companies). The act provided for the organization of federal
home loan banks to make advances to those institutions on the security of
first mortgages they held.

The broader economic indicators in Chart 28 show little effect of the
financial developments that followed Britain's departure from eoid.
Rather. they show a continuous decline from the onset of the second
banking crisis in March 193] richt on throuech mid-1932. If anvthine.
there is some stepping up of the rate of decline. but any acceleration s
less notable than the hich rate of decline throughout: an annnal rate of
31 per cent for personal income. of 14 per cent for wholesale prices. and
of 32 per cent for production,

The severity of the depression stimulated many remedial efforts. gov-
ernmenial and nongovernamental. outside the monetary area. A nation-
wide drive to aid private relief acencies was organized in the fall of 1931
bv a eommittee of seveaty. appointed by Hoover and numned the Pres).
dent’s Unemployment Relief Oreanization. The unemploved in many
states formed self-ltelp and barter organizations, with their own systems
of scrip. Hoover expanded federal expenditures on public works. but was
concerned about incurring deficits for such a purpose. A committee of
twelve, representing the public, industry. and Iabor. appointed by hint in
September 1931, opposed a construction program financed by public
funds. In Congress, however. there was growing support for increased
government expenditures and for monetary expansion, proposals widely
castizated by the business and financia] community as “ereenbackism”
and “inflationary.” On its part. the business and financial community, and
many outside it, regarded federal deficits as - major source of diffict:liy.
Pressure to balance the budeet finally resulted in the enactment of a sub-
stantial tax rise in Jurie 1932, The strenath of that sentiment, which. in
light of present-day views. seems hard to credit. is demonstrated by the
fact that in the Presidential campaien of 1932, both candidates ran on
piatforms of financial orthedoxy. promising to balance the federal budget.

BECINNING OF LARGE-SCALE OPEN MARKET PURCHASES, APRIL 1932

In April 1932, under heavy Conaressional pressure {see section 3. helow
the System embarked on large-scale open market purchases which raised
1ts secrity holdings by rouchly 81 biilion by early August. Nincty-five per
cent of the purchases were made before the end of June. and no ne pur-
chases were made after August 10. The System’s holdings then rerained
almost exactly constant umif after the turn of the vear when they were
reduced in the usual seasonal pattern. Initially, the purchases served
mostly to offset a renewed wold outflow but. after June. thev were rpin.
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forccd by a mild gold inflow. From the time the purchkases ended until
the end of the vear. a continued and stronger gold inflow served in their
stead to keep high-powered money rising.

The provision of additional reserves reinforced the effect of the taper-
ing oif of bank faiiurcs in January and February 1932, referred to above,
which was accompanied by a return of currency from circulation from
February to May. In the absence of the bond purchases, it is possible
that the renewed flurry of bank failures in mid-1932. consisting partly
of a wave of over 40 failures in Chicaeo in June. before the RFC granted
a loan to a leading Chicago bank, would have degenerated into a major
crisis. As it was, bank failures again subsided. so that the rise in the
public’s currency holdings from May to July was again foliowed by 2
decline.

The combination of tlie more favorable banking situation and of the
bond-purchase program is clearly refleccted in the behavior of the stock
of monev. As Chart 27 shows. the decline in both bank deposits and the
stock of money moderated. Demand deposits reached a trough in July,
total deposits and the money stock. in September; the following rise was
mild. In absolute terms, the changes in the stock of money were small; by
comparison with the prior sharp declines, the shift was major.

The effect of the purchase program is even clearer in Chart 29, which
shows interest rates. In the first quarter of 1932 the rates had fallen from
the peaks reached in December 1931 or January 1932. In the second
quarter, however, the corporate Baa bond vield soared to a peak (11.63
per cent in May)—unmatched in the monthly record since 1919—and the
yield on jong-term government bonds rose slightly. Commercial paper
rates centinued to decline in the second quarter, the reduction in the dis-
count rate in New York on February 26 having led the commercial paper
rate. After the purchase program began, a sharp fall occurred in all the
rates. The reduction in the discount rate in New York on June 24 again
led the commercial paper rate and, in August, the commercial paper rate
fell below the discount rate and remained there, a relation without paral-
lef since the beginning of the Reserve System.

The revessal in the relation between the commercial paper ratc and
the discount rate marked a major change in the rele of discounting.
about which we shall have more to say in Chapter 9. Except for a spurt
in connection with the 1933 banking panic, discounting was not again
to be of major importance until long after the end of World War H.
Bauks were henceforth to seek safety through “excess” reserves. and later,
through government securities whose prices were pegged, not through
recourse to borrowing. That change was, of course, a major factor in
keeping rates from going even lower. Throughout 1932, for example,
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vields on long-term government bonds were notably higher than at any
time between May 1930 and Septermber 1931,

The tapering off of the decline in the stock of money and the bevinning
of the purchase program were shortly followed by an equally notable
change in the general econonic indicators shown in Chart 28. Wholesale
prices started rising in July, production in August. Personal income con-
tinued to fall but at a much reduced rate. Factory employment, railroad
ton-miles, and nurnerous other indicators of physical activity tell a similar
story. All in all. as in early 1931, the data again have many of the ear-
marks of a cyclical revival. Indesd. some students date the cvclical
trough in 1932. Burns and Mitchell. although dating the trough in March
1933, refer 10 the period as an example of a “double bottom.”3?

There is, of course, no way of knowing that the economic improve-
ment reflected the monetary improvement. But it is entirely clear that the
reverse was not the case, Aside from the precedence in time of the mone-
tary imnprovement, the program of large-scale open market purchases was
a deliberative action undertaken by the Reserve System. And it was the
major factor acceunting for the monetary improvement.

The timing relations, previous experience, and general considerations
all make it highly plausible that the economic improvement reflected the
influence of the monetary improvement, rather than the only other
alternative—that it occurred shortly thereafter entirely by coincidence.
We have observed that. in the Past. an increase in the rate of monetary
growth—in the present case, from rapid decline to mild decline and then
mild rise—has invariably preceded a trough in general business. After
three vears of economic contraction, there must have heen many forces
in the economy making for revival, and it is reasonable that theyv could
more readily come to fruition in a favorable monetary setting than in the
midst of continued financial uncertainty.

THE BANKING PANIC oF 1933

As it happened. the recovery proved only temporary and was followed
by a relapse. Once again, banking difficulties were a notable feature of
the relapse. A renewed series of bank failures began in the last quarter of
1932, mostly in the Midwest and Far West, and there was a sharp spurt
in January involving a wider area. The depmit-currcnc_v ratio fell: the
stock of money ceased growing and began to fall precipitously after
January 1933. Statewide bank kolidays spread, increasing the demand
for currency. Substitutes for currency were introduced as in“earlier panics,
offsetting to some extent the decline in the money stock shown in our

"A. F. Burns and W, C. Mitchell, Measurin 7 y ¥

) G , 2g Business Cycles, New York.
NBER, 1945, pp- 82_—83; tdem, Production during the American Busine;s C:):le
of 1927-1933, New York, NBER, Bulletin 61, Nov. 1936, pp. 2 and 4. )
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estimates.’* The monetary difficulties were accompanied by a reversal in
the movement of interest rates and by a relapse on the economic front.
Physical indexes ceased rising and began to fall once again and so did
prices and other indicators of business activity.

This time the availability of RFC loans did not stem the rising tide of
bank failures, partly because a provision of an act passed in July 1932
was interpreted as requiring publication of the names of banks to which
the RFC had made loans in the preceding month, and such publication
began in August. The inclusion of a bank’s name on the list was correctly
interpreted as a sign of weakness, and kence frequently led to runs on the
bank. In consequence, banks were fearful of borrowing from the RFC.
The damage was further increased in January 1933 whern, pusuant t¢ a2
House resolution, the RFC made public all loans extended before August
193233 When runs on individual banks in Nevada threatened to involve
banks throughout the state, a state banking holidayv relieving them of the
necessity of meeting their obligations to creditors was declared on
October 31. 1932. Iowa followed suit under similar circumstances on
January 20, 1933; Louisiana declared a holiday on February 3 to aid the
banks of the city of New Orleans; and Michigan, en Feobruary 14
Congress freed national banks in February from penalties for restricting
or deferring withdrawals according to the terms of holidays in the siates
where they were located. By March 3, holidays had been declared in about
half the states.** While the holiday halted withdrawals in a given state, it

**It has been estimated that probably as much as 81 billion in scrip was in cir-
culation in the United States up through the bank holiday (H. P. Willis and J. M.
Chapman. The Banking Situation, New York, Columbia University Press, 1934,
p- 13). See also Chap. 8, sect. 1.

® Hoover asserts in his memoirs that, before signing the bill in question (the
Emergency Relief and Construction Act of July 21, 1932), he was assured that
the list of borrowers from the RFC would be treated as confidentiai and would not
be published. and that if it had not been for this assurance, he “would probably
have had to veto the bill” (Memeirs, pp. 110-111).

The law specified only that the RFC make monthly reports to the President
of the United States and the Congress on all loans granted the previous month.
It was John N. Garner, then Speaker of the House, who in August instructed the
Clerk to make the reports public. The Democrats claimed that publication of RFC
loans served as a safeguard against favoritism in the distribution of loans. There
was also some resentment against Eugene Meyer, chairman of the RFC unti! July
1932, and Secretary of the Treasury Miils, a member of the board of directors.
for not keeping Democratic directors informed about RFC actiors (Jesse Jones,
Fifty Billion Dollars, Macmillan, 1951, pp. 72, 82-83. 517-320). For the House
resolution, see Congressionai Record, Jan. 6, 1933, p. 1362.

* Bank hoiidays, by legisiation or executive order. included the fellowing main
tvpes: (1) for a designated time local banks under state jurisdiction were for-
bidden to pay out funds at depositors’ request: (2) individual banks were author-
ized, either on their own initiative or with the consent of the state banking depart-
ment. to notify their depositors of their determination to restrict withdrawals to a
specified amount or proportion of deposiis: ¢3! a percentage of deposits up to
whicti depositors might draw was specified for all the hanks in a state.
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increased pressure elsewhere. because the banks that had been given
temporary relief withdrew funds from their correspondents in other states
in order to strengthen their position. In addition, substitutes for bank
money becarne essential, as in past restrictions of convertibility of deposits,
and internal exchanges were disrupted. Currency holdings of the public
rose $760 million, or about 16 per cent, in the two months from the end
of 1932 to February 1933.

The main burden of the internal drain fell on New York City banks.
Between February | and Maich 1. interior banks withdrew $760 miliion
in balances they held with those banks. New York City banks reduced
their holdings of government securities by $260 million during February-—
& measure that tightened the money market—and turned to the Reserve
Bank for borrowirg funds. The situation produced nervousness amony the
New York banks with their much intensified aversion to borrowing. At
the berinninz of March they still held 8900 million in interbank balances,

Fear of a renewed foreign drain added to the anxiety of both the com-
mercial banks and the Federal Reserve Svstem. Rumors that the incorning
administration would devalue—rumors that were later confirmed by
the event—led to a speculative accumulation of foreign currencies by
private banks and other holders of dollars and to increased earmarkings
of cold. For the first time, also, the internal drain partly took the form
of a specific demand for gold coin and gold certificates in place of Federal
Reserve note or cther currency. Mounting panic at New York City banks
on these accounts was reinforced in the first few days of March by heavv
withdrawals from savings banks and demands for currency by interior
banks.

The Federal Reserve System reacted to these events very much as it
had in September 1931, It raised discount rates in February 1933 in re-
action to the external drain, and it did not seek to counter either the
external or internal drain by any extensive open market purchases.
Though it increased its government security holdings in February 1933,
after permitting them to decline by nearly $100 million in January, they
were only $30 million higher at the time of the banking holiday than
they were at the end of December 1932 Again it raised the buying rates
on acceptances along with the discount rate, and again bills boieht
increased hut by far less than the concurrent drain on bank reserves,
Again. as in September and October 1931, banks were driven to discount
at the higher rates and to durop securities on the market, so that interest
rates on all catecories of securities rose sharply (sce Chart 29,

This tite the situation was even more serious than in Septenther 103)
because of all that had gone before. In addition, the panic was far more
‘\\-idcsprcad. In the first few davs of March, heavy drains of ¢old, both
interr.al and external, reduced the New Yo
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below its legal limit. On March 3, Governor Harrison informed Governor
Mever of the Federal Reserve Board that “he wou'd not take the responsi-
bility of running this bank with deficient reserves in the absence of legal
sanction provided by the Federal Reserve Act.” With some reluctance,
the Board suspended reserve requirements for thirty days.*®

The System itself shared in the panic that prevailed in New York.
Harrison was eager for a bank holiday, regarding suspension of reserve
requirements as an inadequate solution and, on the morning of March 3,
recommended a nationwide holiday to Secretary of the Treasury Mills
and Governor Meyer. Despite much discussion between New York and
Washingten, by evening the deciaration of a national holiday was ruled
out. Harrison then joined the New York Clearing House banks and the
State Superintendent of Banks in requesung New York's Governor
Lehman to declare a state banking holiday.®® Lehman did so, effective
March 4. Similar action was taken by the governors of [llinois, Mas-
sachusetts, New Jersey, and Pennsylvania. On March 4, tl:e Federal Re-
serve Banks remained closed as did all the leading exchanges. The central
banking svstem, set up primarily to render impossible the restriction of
pavments by commercial banks, itself joined the commmercial banks in a

> Harnison, Notes, Vol. ITI, Mar. 3. 1933.

* Harrison regarded suspension of reserve requirements as the least desirable
alternative. hecause the Reserve Bank would still be obliged to pay out gold and
currency to hoarders. Another alternative was suspension of specie payments, which
he also considered unattractive, because “hysteria and panic mignt result and there
probably would be a run on the banks of the country.” He concluded that the best
course was to declare a nationwide holiday “which weculd permit the country
to calm down and which would allow time for the pasage of legistation to remedy
the situation.”

{n response to Harrison's recommendation, Secretary Mills and Governor Mever
suggested instead a banking holiday in the State of New York. Harrison refused
to make such a request of Governcr Lehman on the initiative of the New York
Bank, because he believed a state holiday would <aly result in greater confusion,
sincc the New York Bank would still have to pay out gold to forcigners, and the
rest of the country's banking system could not function if New York declared a
holiday. The directors of the New York Bank adopted a resoiution requesting the
Federal Reserve Board to urge the Presiden: of the United States to proclaim a
nationwide holiday on Saturday. Mar. 4, and Menday, Mar. 6. Harrison
talked to President Hoover by telcphone, but the President would not cormmit
himself. Later that evening. reports were received from Washington that hoth the
President and President-¢lect had gone to bed and that tiiere was no chance that
a national holiday would be declared.

Harrison left the Bank immediately to join a conference at Governor Lehman’s
tiome in New York, at which the decision for a state holiday was finally reached.
Lehman had advised Harrison earlier in the day that he would declare the holi-
day if it seemed desirable, but he had bheen annoved with the Clearing House
banks because they had induced him to make a satement that he would not.
Later that day the Clearing House banks had agreed to cooperate if Lehman
declared a holiday but would nct request him to. They feared it would hurt their
prestige if they were represented as seeking a holiday, in that case, “they would
rather stay open and take their beating” (ibid.).
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more widespread, complete, and economically disturbing restriction of
payments than had ever been experienced in the history of the country,
One can certainly sympathize with Hoover’s comment about that episode:
“I concluded [the Reserve Board] was indeed a weak reed for a nation to
lean on in time of trouble.”*

A nationwide banking holiday, which was finally proclainied after
midnight on March 6 by President Roosevelt, closed all banks until
March 9 and suspended gold redemption and gold shipments abroad. Op
March 9, Congress at a special session enacted an Emergency Banking
Act confirming the powers assumed by the President in declaring the
holiday, provided for a way of dealing with unlicensed banks and
authorized emergency issues of Federal Reserve Bank notes 1o fill currency
needs. The President thercupon extended the holiday; it was not termi.
nated until March 13, 14, and 15, depending on the location of the banks,
which were authorized to open only if licensed to do so by federal or state
banking authorities {for a fuller discussion, see Chapter 8, section 1).

As noted in Chapter 4, section 3, the banking holiday, while of the
same species as earlier restrictions of payments in 1814, 1818, 1837, 1839,
1857, 1873, 1893, and 1907, was of a far more virulent genus. To the best
of our knowledge, in these earlier restrictions, no substantja] number of
banks closed down entirely even for a day, let alone for a minimum of
six business days.* In the earlier restrictions, banks had continued to make
loans, transfer deposits by check, and conduct all their usual business
except the unlimited conversion of deposits into currency on demand,
Indeed. the restriction enabled them to continye such activities and, in
some instances, to expand their loans by relieving them from the im-
mediate pressure to acquire currency to meet the demands of their
depositors—a pressure that was doomed to be self-defeating for the
banking system as a whole except through drastic reduction in the stock
of money. True, to prepare themselves for resumption, banks generally
tended to reduce the ratio of their deposits to reserves, following restric-

T Memoirs, p. 212,

® Clark Warburton notes: “By the middle 1830’s most of the states had adopted
or were in the process of developing general banking codes, with the insertion of
provisions for severe penalties for failure 1o Pay notes in specie, or had placed
such provisions in bank charters when renewing them or granting new ones Under
such provisions, suspension of specie pavments meant forfeiture of charters, or at
I=ast curtailment of business untijj specie payments were resumed. In some cases,
the l‘agter was permitted by special enactments of state legislatures, Under these
conditions, suspension of specie payments provided relief from an immediate bank-
ing panic, but led to a process of contraction of the bank-supplied circulating
medium”  (“Variations in Economic Growth and Banking Dcvc]opments in the
United §(ates from 1835 1o 1885 Journal of Economic History, Sept. 1958, p,

150ry authority

arec neral restriction of cop.
vertibility. Instead, legislation was enacted Postponing or relipy;

penalties the law impesed for suspension of specie pavments.




THE GREAT CONTRACTION

tion. But the fall in the deposit-reserve ratio and the resulting downward
pressure on the money stock were moderate and gradual and could be
largely or wholly offset by expansion in high-powered money through
specie inflows.?® As a result. contraction of the stock of money, when it
occurred at all, was relatively mild and usually lasted perhaps a year, not
several years as in 1929-33. Restriction was, as we remarked earlier, a
therapeutic measure to prevent a cumulation of bank failures arising
solely out of liquidity needs that the system as a whole could not possibly
satisfy. And restriction succeeded in this respect. In none of the earlier
episodes, with the possible eaception of the restriction that began in 1839
and continued until 184249 was there any e.tensive series of bank failures
after restriction occurred. Banks failed because they were “unsound,” not
because they were for the moment illiquid.

Restriction of payments was not, of course, a satisfactory solution fo
the problem of panics. If the preceding description makes it sound so,
it is only by comparison with the vastly less satisfactory resolution of
1930-33. Indeed. the pre-World War 1 restrictions were regarded as
anything but a satisfactory solution by those who experienced them, which
is why they produced such strong pressure for monetary and banking
reform. Those earlier restrictions were accompanied by a premium on
currency, which in effect created two separate media of payments: and by
charges imposed by banks in one locality on the remission of funds to
other banks at a distance, since local substitutes for nioney would not

" See Bray Hammond, Banks and Politics in America, Princeton University
Press, 1957, p. 713. Referring to the restriction in 1857 which had occurred in
the United States but not in Canada. he states: *‘As usual, the immediate eflect
of stopping 3pecie payments in the States was ease. The banks, relieved of having
to pay their own debts. ceased their harsh pressure on their borrowers. The general
understanding that specie payments must sooner or later be resumed impelled a
continuance of liquidation but of milder sort.”

It is significant that the extensive bank failures of 1839-42 were associated
with a restriction of convertibility that was limited mainly to banks in the West
and the South. The banks of New York and New England maintained pavments.

We are doubtful that the 1837 restriction is an exception. although Willard L.
Thorp's Business Annals (New York, NBER, 1926, p. 122) refers to “‘over six
hundred bank failures” in that year-—which may, cf course, have occurred before
restriction came in May. The reliability of this figure is questionable. The only
data available on number of banks for the pericd 1834-63 are those contained in
the reports on the condition of the banks, made annually to Congress in compli-
ance with a resolution of 1832 (the figures are reprinted in Annual Report of
the Comptroller of the Currency, 1876, Appendix, p. 94). The number of banks,
according to this source, rose from 713 in 1836 to 768 in 1837, 829 in 1838, and
340 in 1839. This series shows a continued rise, whereas it aimost surely would
show a decline if the number of failures had been the more than 600 noted by
Thorp. The number of banks is doubtiess an underestimate and may entirely ex-
clude unincorporated private banks, whereas failures may have been concentrated
among the latter. Even so, it seems unlikely that new banks would have been more
numerous than failures in 1837 even among the categories covered, if so many
banks of all kinds had in fact failed
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serve as means of payment elsewhere in the country and banks were re-
luctant to part with reserve funds that were generally acceptable. To
O. M. W. Sprague, “the dislocation of the domestic exchanges™ as a result
of restriction was a scrious disturbance to the trade of the country.}

The term suspension of payments, widely applied to those earlier
episodes, is a misnomer, Only one class of payments was suspended, the
conversion of deposits into currency, and this class was suspended in order
to permit the maintenance of other classes of payments. The term suspen-
sion of payments is apt solely for the 1933 episode, which did indeed in-
volve the suspension of all payments and all usual activities by the bank-
ing system. Deposits of every kind in banks became unavailable to de-
positors. Suspension occurred after, rather than before, liquidity pressures
had produced a wave of bank Failures without precedent. And far from
preventing further bank failures, it brought additional bank failures in its
train. More than 5,000 banks stiil in operation when the holiday was
declared did not reopen their doors when it crded, and of these, over
2,000 never did thereafter (see Chapter 8. section 1i. The “cure” came
close to being worse than the disease.

One would be hard put to it indeed to find a more dramatic example
of how far the result of legislation can deviate from intention than this
contrast between the earlier restrictions of payments and the banking
holiday under the Federal Reserve System, set up largely to prevent their
repetition.

The facts of the banking panic are straightforward. The immediate
reasons for its occurrence are not. Why was tentative recovery foliowed by
relapse? Why after some months of quiet was there renewed pressure on
the banking system? The answer 1s by ne means clear.

One :mportant factor was the drastically weakened capital position of
the commercial banks, which made them extremely vulnerable to even
minor drains. The recorded capital figures were widely' recounized as
overstating the available capital, because assets were being carried on the
books at a value higher than their market value.$? Federal Reserve open
market purchases would have improved the capital position by raising
market values, but those purchases ended in August 1932, Alternatively,
Reconstruction Finance Corporation funds could have improved the
«apital position if they had been made available in the form of capital **

“History of Crises Under the National Banking Systzm, National Monetary
Commission, 1910, pp. 75, 206, 291,

“Sce footnote 22 above for the change at the end of 1931 in the Comptroller
of the Currency's valuation of bonds in national bank Portfolios. State banking
authorities followed the Comptroller’s procedure.

“RFC loans helped in a neasure, but since the RF( took the best of a dis-
tressed bank’s assets as secunity for a loan. often little
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They were not, however. until the Emergency Banking Act of March 9,
1923, authorized the RFC to invest in the preferred stock or capital notes
of commercial banks.

The election campaign may well have been another factor. [t was the
occasion for a summing up by the Republicans of all the perils to which
the financial system had been exposed and which they claimed to have
successfully surmounted, while the Democrats predicted worse periis to
come if the Republicans were continued in office. Fears concerning the
safety of the banking system were heightened not only by the campaign
talk. but also by the January 1933 disclosure, as noted above, of names
of banks to which the RFC had made loans before August 1932. and by
consideration in the Senate that same month of the Glass bill which
proposed reform of questionable practices of the banks.

Uncertainty about the economic and. particularly, the monetary policies
to be followed by the new administration also contributed to the relapse.**
In the course of the election campaien Roosevelt had made ambivalent
statements which were interpreted—certainly by Senator Glass. among
others—as committing himself to the retention of the gold standard at

demands by depositors. Many of the banks helped by the RFC failed by March
1933 for lack of sufficient capital. Owen D. Young remarked to the directors of
the New Ycrk Federal Reserve Bank, “Under present methods a loan from the
Reconstruction Finance Corporation is largely used to pay off certain depositors
before the bank ultimately closes, leaving the other depositors out on a limb be-
cause the Reconstruction Finance Corporation has gutted the bank of collateral
in securing its loan. If this is all that is to be accomplished it might have been
better to make no loans” (Harrison, Notes. Vol. II, July 7, 1932).

“The election was decided in Nov. 1932 but the new President was not inau-
gurated unti} Mar. 1933, and this interregnum coincided almost precisely with the
initial halt in the tentative recovery and then the sharp downward slide. in his
memoirs, Hoover argues that the final banking panic could kave been prevented
had Roosevelt disavowed any intention to devalue the dollar or unbalance the
budget and had Roosevelt cooperated with hin, as he repeatedly requested him
to do. in joint measures to stem ihe rising tide of banking difficulties (Memoirs,
pp. 206-216: J. M. Burns, Roosevelt: The Lion and the Fox, New York, Harcourt.
Brace, 1936, p. 147).

Roosevelt’s view was that people were withdrawing money from the banks not
because of lack of confidence in nim, but because of lack of confidence in banks:
what was needed was reorganization and reform of the banking system. not opti-
mistic statements by him (A. M. Schlesineer. Jr.. The Age of Roosevelt, Vol. 1,
The Crisis of the Old Ordcr, 1919-1933, Boston. Houghton Mifflin. 1957, pp.
176-477).

There were nieasures Hoover might have taken on his own responsibility, but
as his administration approached the end he was understandably unwiliing to
initiate policy without the approval of the incoming administration. A few days
tefore the inauguration, the Treasury and the Federal Reserve Board pressed him
to declare a nationwide bank holiday, but he proposed instead an executive order
controlling the foreign exchanges and gold withdrawals if Roosevelt would ap-
prove. Rooscvelt again refused to take joint action with him.
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the then existing gold parity.** After the election, rumors spread that the
new administration planned to devalue, that Roesevelt had been per-
suaded by George Warren to follow a policy of altering the gold content
of the dollar as a means of “reflating” prices. The rumors became par-
ticularly widespread in early 1933 and gained credence when Roosevelt
refused to deny them. The effect of the tumors and the failure to deny
them was that, for the first time in the course of the contraction, the
internal drain in part took the form of a demand for gold coin and
certificates thereby reinforcing the external drain arising from speculative
accumulation of foreign exchange.

The rumors about gold were only one part of the general uncertainty
during the interregnum ahout future financial and economic policy. Under
ordinary circurnstances, it would have been doubtful that such rumors
and such uncertainty could be a major factor accounting for so dramatic
and widespread a financia panic. But these were not ordinary circum-
stances. The uncertainty came after more than three years of severe
economic contraction and after more than two vears of banking difficulties
in which one wave of bank fajlures had followed another and had eft the
banking system in a pecuhiarly vulnerable position. The Federal Reserve
itself participated in the general atmosphere of panic. Once the panic
started, it fed on itself.

2. Factors Accouniing for Changes in the Stock of Money

The factors accounting for changes in the stock of money during the four
vears from 1929 to 1993 are strikingly different from those in the other
Periods we have examined. Generally, the pattern for high-powered
money has impressed itself most strongly on the total stock of money, the
behavior of the two deposit ratios serving mainly to alter the tile of the
money stock relative to the tilt of high-powered money. That relation
holds in Chart 31 only for the period up to October 1930, the onset of
the first banking crisis. Thereafter, the two deposit ratios take command.

unpress on the stock of money.

From August 1929 10 March 1933 as a whole, the change in high-
powered money alone would have produced a rise of 17%4 per ceny in the
stock of money. The change in the d&posit-currcncy ratio alone woyld

.“Frank B. Freidel, Frankiin Delane Roosevelt, Vo). 3. The Triumph, Boston
Littie, Brown, 1956, p. 351 Rixey Smith and Norman Beaslev, Carrer G('as: ..\'cw'
York, Longmans, Green, 1939, PP. 321-323. When Roosevelt was authunzyed to
reduce the gold content of the dollar ynder authoritv of the Thomas amendment
to the Agricultural Adjustment Act of May 12, 1933, Giass, whe had made an
mportant speech on behalf of Roasevelt during the election campaign, made 2
Vigorous attack on him in the Senate (Smith and Beasley, pp. 349-356) .
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