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THE GREAT CONTRACTION

to 1931, China was hardly affected internally by the holocaust that was
sweeping the gold-standard world,™ just as in 1920-21, (?ermany had
been insulated by her hyperinflation and associated floating exchanee
rate.™

The first major country to cut the link was Britain, when she left the
gold standard in 1931. The trough of the depression in Britain and in
other countries that accompanied Britain in leaving zold was reached
in the third quarter of 1932. In the countries that remained on the gold
standard or, like Canada, that went only part way with Britain, the
depression dragged on. In China, whose currency appreciated relative to
the pound as a result of the sharp depreciation of the peund relative 1o
gold. the depression set in for the first time in 1931,

Of course, the country in the vanguard of such an international moyve.
ment need not stay there. France, which had accumulatec a farge stock of
gold as a result of returning to the gold standard in 1928 at o exchange
rate that undervalued the franc, and therefore had much leeway, at some
point passed the United States and not only began to add to its gold stock
but also. after late 1931, to drain gold from the United States. The link
between the franc and the dollar was cut when the United States sus.
pended gold payments in March 1933, which proved to be the business
cvcle trough for the United States and countries closely linked to it In
Frarnce. which stayed on gold for a further interval. the contraction
dragged on still longer. Although there was an upturn from July 1932 to
July 1933, the low point of the intersvar vears was not reached until April
1935.

5. Development of Monetary Policy

The course of monetary policy in the difficult and cricical vears of the
contraction was greatly influenced by the struggle for power within the
Federal Rescrve S-stem, the beginnings of which were described in the
preceding chapter. At the time of the stock market crash. the New: York
Reserve Bank acted in the tradition of its earlier dominance. moving
rapidly, decisively, and on its own. The adverse reaction of the Board
ereatly inhibited further independent measures by New York.

In 1930. New York stronely favored expansionary open market optra-
tions, but after the middle of the Year was unable to persuade cither the
other Bank governors—al] of whom by this time had become members of
the reorcanized Open Market Policy Conference. which replaced  the
earlier Open Market Investment Committee—or the Board in Wash-
ingion. The same was true in 1931, except that New York was less

“Arthur Salter, China and Silver, New York, Economic Forum, 1934, pp. 3-6.
15-17.

®Frank D. Graham, Exchange, Prices. and Produstion 1n Hyperingation
Germany. 1920-23, Princeton University Press, 193], pp. 287-288 '
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THE GREAT CONTRACTION

vigorous iu pressing for expansionary aciion, thouigh it was now supported
by the new governor (Eugene Meyer) of the Federal Reserve Board.

The reaction to Britain's departure from gold did not provoke a flare-up
of those conflicts. The measures adopted at that time were favered by
almost all affiliated with the System. The agreement reflected the
dominant importance then attached to the preservation of the gold
standard and the greater significance attached to exterual thar: to
internal stability, by both the System and the community at large. Wot
long after, the differences within the System that had been sub\mcrch
in the fall of 1931 rc-emerged, New York generally pressing for ex-
pansionary open market operations, supported by the governor and
some other members of the Board and by a few Bank governors, aud
opposed by most of the Bank governors. -

The open market operation of 1932 was acceded to largely under Con-
gressional  pressure and with the new Glass-Steagall Act ostensibly
permitting release of the Systen's expansionary powers. The operation
was terminated in August, shortly after Congress adjourned, because so
many Bank governors remaiued unenthusiastic about the policy and
reluctant or unwilling to pursue it. The deadlock persisted through the
rest of the contraction. N

THE STOCK MARKET CRASH, OCTOBER 1929

At the time of the stock market crash, the Open Market Tuvestunent
Committee consisted of five Bank governors with the New York governor
as chairman. It was operating under its recommendation to the Board,
September 4, which had been approved by the Board on October 1. to
purchase “not to exceed $25.000,000 a week™ of short-term governnient
securities if needed to supplement purchases of acceptances, “for the
purpose of avoiding any increase and. if possible, facilitating some further
reduction in the total volume of member bank discounts . . . " Up to
the week ending October 23, the Committee had not made any govern-
ment sccurity purchases because bills liad been available. The System’s
holdings had declined by $16 million. while its bill holdings had increased
by $115 million.™

When the crash came, the New York Bank had no doubt about what
steps should be taken and proceeded to take them. It purchased $160
million of government securities in addition to encouraging New York
banks to discount freely. The amount purchased was far iu excess of the
amount that the Open Market Investment Commiittee was authorized
to purchase, but the New York Bank did not claim to be operating for the
Committee. It contended it had the right to purchase government sccu-

“ Harrison. Open Market, Vol. I, minutes, Sept. 24, 1929, and leuer, dated
Oct. 1, 1929, Young to Harrison.
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THE GREAT CCNTRACTION

rities for its own account. as a matter of general credit policy, without the
Board's approval.”” Harrison informed Governor Young of the Federal
Reserve Board that his directors had authorized him to purchase govern.
ment securities without limnitation as to amount, and that o October 29,
before the call loan rate was announced, a parchase kad been arranged.

Members of the Board regarded the New York Bank’s failure to seek
the authorization of the Board before taking action as smacking of in-
subordination, though some recarded the action itsell as desirable. As
a legal matter, the New York Bank seerned clearly within its rights. Under
the 1923 acreemnent setting up the Open Market Investment Conunittce,
each Reserve Bank retained the right to purchase and hold government
securities for its own account. Young and ost Board members acknowi-
edeed the legal right vet felt that the challenge to the Board’s authority
was insupportable. After much discussion. the Board finally authorized
Young to tell Harrison that. if New York should request approval of a
reduction of its rate to 3 per cent. the Board would consen: on condition
that no further purchases of government securities be made except with
approval of the Board.’* On November i. the discount rate at the New
York Bank was so reduced To the New York directors it was clear that
the System ought to proceed immediately with further purchases for
“unless this is done. after the events of the past weeks, there may be
areater danger of a recession in business with consequent depression and
uremployment, which we should do all in our power to prevent.” as they
declared in a resolutjon they adopted on November 7.7 Under the
leadership of Harrison, the Open Market Investmens Committee, meeting
November 12 recornmended that “the present limit of $25.000.000 per
week on the purchase of sovernment securities be removed and that the
Committee be authorized in lieu thereof to purchase not to exceed
$200.006.000 of Lovernment securities for account of such banks as care
to participate . . . " havine in mind also the fact “tha present condi-
tions may possibly develop to the point where, as an emergency measure.
in the interest of maintaining banking and business stability. it may be
necessary quickly to purchase large amounts of Government securities in
order to avoid anv undue stringency in credip."*

T Of the $150 million government securities purchased b New Yark in the week
endine Oct. 30. $75 million was wransterred to Systemn account. During the foljow.
ng two weeks. the New York Bank bouvht an addivonal $25 miliion direcily for
Svstem account, !

" Hamlin, Diary. Vol 16, Ocr, » C20.1929 ppo 187 196 Miller did not con.
sider the purchase desirable. He suggested a resoiution 1o the effact that the Board
wouid not have approved the purchase. had it been consulted : that New York
was more concerred about the stock market than the general credit situation: thar
forcing the banks to come to the discount window would have been (he proper
response.

* For the resolution, see Harrison, Miscellunsous. Vol [

¥ Open Marker, Vol, |. mmutes of meeting, Nov |2 1920
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THE GREAT CONTRACTION

The next day, the Board notified the Committce that “the general
situation was not sufhciently clarified for the System to formulate and
adopt a permanent open market policy at that time,” but conceded that if
“an emergency should arise with such suddenness and be so acute that it
is not practicable te confer with the Governor. the Board will interpose
no objection to a purchase operation being undertaken, with the under-
standing, however, that prompt advice of such purchase be furnished the
Board.”**

On November 15, Governor Young of the Federal Reserve Board was in
New York. and Harrison had an exchange of views with him: *} told
him,” Harrison wrote in recording the interview, “that I wanted a very
frank and complete conversation with him regarding our present dif-
ferences in the matter of the purchase of government securities . . . that
it had become obvious that the Federal Reserve Board and the directors
of the Federal Reserve Bank of New York were reaching a point in their
views regarding their respective powers where it might have very serious
consequences unless we could come to some sort of a workable under-
standing or agreement . . . I told him that more and more the Board
had taken to itself not supervisory powers but the equivalent of operating
functions and the responsibility for the detailed transactions of the various
Federal reserve banks. . . . Harrison then reviewed the Board's veto,
earlier in 1929 for a period of four months, of the increase in the discount
rate the directors of the New York Bank had repeatedly voted: the Board's
decision that year to fix the spread above the minuum buying rate for
acceptances within which the Bank might operate, although it had never
done so earlier. and, during the fall of the year, its actual determination
of the minimum rate. which had always been the Bank’s prerogative; and
finally, its stand

that we should go to the Federal Rescrve Board in advance for a prior
approval of any transactions in government securities . . . I 10ld him that the
logical consequence of his point of view. which was that the Federal Reserve
Board should approve of all these things in advance, was that the Federal
Reserve Board would become a central bank operating in Washington . . -
{Hiis only comment was Ihat the Federal Reserve Board had been given most
extraordinarily wide powers. that as leng as the Board had those powers. they
would feel free 1o exercise them and Congress could determine whether they
objected to having a ceniral bank operating in Washingion.”

Neither side was prepared to make any concessions until Governor
Young had a meeting with Owen D. Young. deputy chairman of the
board of directors of the New York Bank, in the office of Sccretary of the
Treasury Mellon. the ex-officio chairman of the Reserve Board, on
Novemnber 22 to discuss the Board’s power over transactions in govern-

“ Ibid., leuer. dated Nov. 13, 1929, Young to Harrison.
= Harrison, Conversations, Vol. I. Nov. 15. 1529.
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THE GREAT CONTRACTION

ment securities. Secretary: Melion said he was witling to give the New York
directors the widest discretion, but he realized that the Board had rights
and duties tn the mater. Owen D. Young said he saw no reason—-apart
from sudden critica! emergencies. about which there was no dispute—his
directors could not obtain the consent of the Board to all major trans-
actions. Governor Young replied that was just what the Boird wanted.®
The next day, November 23, Governor Young and Secretary Mellon
met with Harrison, who stated that “we in New York vere willing and
prepared to operate any policy agreed upon either for our own account
or for the Svstem account” Young answered that he wais prepared to
approve without reservation the Open Market Investment Committee's
recommnendation of November 12, but first wanted to know

where this would leave the debated question of the New York bank's
operating for its own account. | ‘Harrison; told him that I felr that this invelved
2 mateer of procedure and jurisdiction which I would like ¢ leave for de-
termunation sometime later on when we vere through this critical period and
vhen we could work out some mutually satisfactory procedure when condi-
ons and peoples’ emotions were in & quicicr and more normal state. [ then
made this proposition: That if the Federal Reserve Board would aporove
the Open Market Investinent Comunittee’s report without qualification, leaving
it to the commniittee 1o cxecute, I would recommend to our dircctors on nexr
Wednesday [November 27} that the Federal Reserve Bank of New York re.
frain, until such time as it and the Federal Reserve Board might formulige
some mutually saiisfactory procedure, from purchasing government securities
for its own account as a matter of general credit poiicy without the Boaid's
approval.

As a result of this understanding. the Board reconsidered, November 23,
and voted to approve the Committee’s recommendation and the policy
ontlined in the resolution of the directors of the New York Bank ™ Al
thouch authorized 1o purchase $200 million, the Commitiee purchased
only $133 million between November 27, 1929, and January 1. 1930,

In response to inqguiries from other Banks abont the New York
purchases during the week of the stock market crash, Harrison wrote a
long letter 1o all governors on November 27, describing the situation in
New York at the time, explaining the reasons for the measures the Bank
took. and defending thern. Some governors supported the action and ex-

“ Hamlin, Diarv. Vol {7, Nov. 12,13, 22, 1929, pp. 13,17, 20.22 3132,

* The miotion to approve was passed 3 to 3, the Secretar: of the Treasury and
the Comptroller voting with Goverror Young. Vice-Governor Plat, and Hamlin.
Miller objected on the ground that “money was now cheap and would be made
cheaper by the purchase of Government securities” and that j; would be bad
Federal Reserve policy--"abdication in favor of the Federai Reserve Bank of New
York.” The two other negative votes were cast by Board members Edward Cun-
ningham, an Towa farmer, and George James, a Memphis merchant fsee section
7, below). Harrison, Miccellareous. Vol I, letter, dated No--. 75, 1929, Youne 1o
Harrison; Office, Vol. II. inemorandum of Nov. 23, 1929; Hamlin, Diary, V!
17, Nov. 24, 25, 1929, pp. 3536, 33-40C.
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Prgsggd willingness to participate in the purchases. Others criticized the
action on the ground that it mcrely delayed “nataral lignidation” and
herce recovery.?®

The situation which confronted the New York Bank during the first
few weeks after the crash was to recur during the succecding years of
the contraction: it had a policy, which the Board or the other Banks
would not approve, er would approve only reluctantly after protracted
discussion. At the time of the crash, New York went ahead on its own.
Though the Bank then vielded to the Board in November 1929, later on
it again considered but. as we shall see, did not adopt, the alternative of
imoring the System account and purchasing for its own account, as it
had in October 1929.

FROM THE STOCK MARKET CRASH TO BRITAIN'S
DEPARTURE FROM GoLp, 1929 31

From ¢he time of the crash on, the New York Bank favored the reduction
of discount rates and purchase of bills and securities in sufficiently laree
amounts to offset reductions in discounts. The directors of the New York
Bank apparcntly voted to reduce the disconnt rate from 3 per cent to
414 per cent for the first tine on November 14, 1929, and the Board gave
its apptoval. On January 30, 1930, the directors voted to reduce the rate
to 4 per cent: the Board disapproved by a tie votc. On February 7, the
reduction was again voted by the dircctors and on the first vote by the
Board arain lost on a tic vote. One member then changed his vote to
affirmative, not because he approved the rate reductien. but becanse he
disapproved defeat of a mation on a tic vote: so the rednction was ap-
proved. The reduction of the rate to 334 per cent on March 14 was ap-
parentiy approved by the Board the first time the directors voted it. On
April 24, the directors voted to reduce the discount rate to 3 per cent; the
reduction was disapproved by the Board. It was voted again on May 1,
with the directors this time even considering but deciding against a public
statement if the Board shouid again disapprove. However. the Board ap-
proved it. Similar repeated delays were encountered in getting Board
approval of reductions in buving rates ot bills.*

* Harrison, Miscellaneous, Vol. 1. Nov. 27, 1929; for criticisin, see Notes, Vol
I. mneeting of executive committee, June 9, 1939,

™ For the time before Apr. 17, 1930, the first date of minutes of directors’ meet-
ings of the New York Reserve Bunk in the Harnson Papers. we have relied mainiy
on Hamlin’s Diary for statements about delays in Board approval of New York's
requests for reductions in discount rates. Hamlin simpiv notes the Board's approval
on Nov. 14, 1929, without indicating whether the monon to reducy was before the
Board for the first time. He does not reter to the reduction in the rate. effective
Mar. 14, 1930. (See Hamlin. Diary, Vol. 17, Nev. 14, 1929: Jan. 30. Feb. 6,
Apr. 24, May 1, 1930, pp. 23, 87, 97, 139-141, 145-146; also Hamisen, Miscel-
laneous, Vol. I, letier, dated Feb. 5, 1930, Harrison to all governors, another letter,
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New York had even less success in winning approval of its recom-
mendations for open market purchases. After the purchases in the ﬁna?
months of 1929, which were in accord with the usual seasonal pattern of
increase in Federal Reserve credit outstanding, the Open Market Invest-
ment Committee was most reluctant to engage in further purchases.
Some members were in favor of selling government securities in the usual
pattern of the post-Christmas season. The final recommendation; of.the
January meeting of the Committee was that “no open market operations
in Government securities [were] necessary at this time either to halt or to
expedite the present trend of credit.”’s7

In early March. concerned about the worsening of the economic situa-
tion and the inability of the New York Bank to maintain its bill portfolio,
the directors of the Bank voted to authorize purchase of $30 million of
government securities. The purchases were carried out after approval by
the Board and a circular letter to all Bank goverrors asking whether they
wanted to participate. When the Open Market Committee met formally
at the end of March, it concluded that “at present there is no occasion
for further purchases of Government securities.’””*3

That was the final meeting of the Open Market Investment Committee.
It was replaced by the Open Market Policy Conference of all twelve Bank
governors, with an ‘executive committee consisting initially of the same
five governors swho had constituted the Committee {New York, Boston,
Chicago, Cleveland, Phi!adelphia). But the executive committee was in a
different position from the former Committee. It was entrusted with
executing policy decisions of the Conference: it did not, like the ecarlier
Committee, both initiate and execute policy. The Cenference jtself re.
mained a voluntary oreanization of equals. Each Bank was free to decide
whether it would or would not Participate in a purchase or sale recom-
mended by the Conference, though dissenters were required to acquaint
the Federal Reserve Board and the chairman of the executive connnittee
with the reasons for not Participating. Each Bank also reserved the
eption to withdraw from the Conference. New York was not at all happy
about the change and consented to it reluctantly and only with the ex-
plicit proviso that the Conference had no authority over transactions jn

dated Mar. 17, 1930, Case to Governor Young: and a jetter, dated Apr. 29 1946
Rarrison to Platt: Notes, Vol I, Apr. 24, May 1. 1930,

At the Open Market Policy Conference meeting on Mav 21-22, 1930, CGovernor
Harrison reported that “In a number of recent weeks the Federal Reserve Board
had failed to approve without delay applications of the Federal Resenve Bark of
New York for a jower minithum buying rate on bills. and that for considerable
periods the New York bank had therefore bzen without any downward flexthility
in its bill buying rate as was the case at that verv time” (Open Market, Vol [}

" Ib:d., minutes of meeting. Jan, 23-29. 1930.

* Miscellaneous. Vo, L letter, dated Mar. 7, 1930, Case 1o ali governors: Open
Matket, Vol. I, minutes of meeting. Mar. 24-25.1930.
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THE GREAT CONTRACTION

bankers' acceptances®® As in 1929, New York hoped to be able to accom-
plish through the purchase of bilis what it might not be able to persuade
the rest of the System to do through transactions in government securities.
Unfortunately, New York was not successful with its alternative.

At its first meeting in May 1930. the Open Market Policy Conference
made no recommendation but left limited authority in the hands of the
executive commiztee. Early in June, Harrison recommended that the
System undertake the purchase of $25 million a week for a two-week
trial period. arguing that “‘small purchases of Government securities at
this time could do no harm . . . and might be desirable’” and. as in
earlier years, suggesting that security purchases be resorted to only if
easing through the acceptance market failed. The recommendation to
purchase was much milder than the statements at the meetings of the
New York directors, and the amount recommended was much smaller
than they thought desirable. Indeed, “there was some reluctance” on the
part of the New York directors “to accept this program on the grounds
that our difficulties of credit administration have grown largely out of our
disposition to postpone action and to administer rernedies in homeopathic
doses.”” Apparently, however. Harrison felt that a bold program was cer-
tain to be rejected and preferred agreement on a small program to rejec-
tion of a large one. A majority of the executive committee and of gov-
ernors agreed {after being consulted by telephone or telegram} . the Board
approved, and the purchase was made. A dechne in the System’s bill
holdings during the two weeks largely offset the effect of the purchase of
government securities, so, on June 23, Harrison suggested that pur-
chases continue in the amount of about $25 million a week. This ume, the
executive committee rejected the recommendation by a vote of 4 to 1.%°

Faced with a clear rejection of its leadership, the New York Bank
considered three alternatives: (1) simply to accede without further action
in the hope that its views would eventually prevail: {2} to “withdraw
from the . . . Conference and. assurning that the approval of the Federal
Reserve Board either can be or need not be secured, purchase Govern-
ment securities for the account of this bank™: "3} to conduct a campaign
of persuasion. The Bank adopted the third alternative. perhaps partly
because Harrison had lingering doubts about the validity of New York’s

* Commenting the foilowing vear on the change, Harrison was recorded by
Hamlin as saying that “'he had alwavs felt it was a mistake to put all the Governors
on the Open Market Policy Conference: that the Governors came instructed by
their directors: that under the former System the Fxecutive Commitiee were never
so instructed” (Hamlin, Diary, Vol. 19, Aug 1931, p. 123). See also Harrison,
Open Market, Vol. I. minutes of meeting. Mar. 24-25, 1930: Notes, Vol. I, May 1,
1930; Open Market, Vol. 1. letter, dated May 15. 1930, Case to Young.

®Harrison. Open Market, Vol. [, minutes of mecting, May 21-22 1930;

MisceHaneous, Vol. L. telegram dated June 3. 1930, Harsison to Young; Notes,
Vol. I, June 3, 1930; Open Market, Vol. [, June 23, 1930.
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position. As the report on the relevant dircctors’ meeting has .it, the deci.
sior to adapt the third alternative was influenced by the existence of a
“real difference of opinion among those deenied capable of forining 4
Judgment, as to the power of cheap and abundant credit, alone, 10 bring
about impro-ement in business and in comunodity prices.”"!

In July 1930. Harrison accordingly wrots 1 lone ietter to all £overnors,
telling them his directors “felt so earnestly the need of coitinuing pur-
chases of government securities that they have suggesied that [ write 10
you outlining some of the rcasons why the Federal Reserve Bank of New
York has for so many months favored having the Federal Reserve System
do everything possible and within its power te facilitate a recovery of
ousiness.” There followed a closely reasoned, inforined, and well docu-
mented analysis of the economic situation and the preblem of monetary
policy. Harcison stressed the seriousness of the recession. indicated that
while there were many other causes of the recession, tizht nmoney of the
preceding two vears had contributed to it. and placed greatest iniportance
on the depressed state of the bond market and the fimited avaiability of
funds for long-term financing. “In previous business depressions.” he
wrote. “recovery has never taken place until there has been a strong bond
market.” Harrison acknowledged that there was little demand for short-
terns funds. and that “‘when the System buys sccurities. short-time money
becomes more plentiful and cheaper.” However, “it has been demonstrated
in the past that in such circumstances, through a further increase in the
reserves of member banks money will be made available for the bond
market or shifted to the bond market from the shert time market or from
other investments less profitable than bonds.” He pointed out that Federal
Reserve credit had declined and that banks were sensitive to borrowing.
“[Aln even small amount of borrowing under present conditions s as
effective a restraint as substantially a greater amount was a vear ago.” He
concluded that “while there may be ro definite assurance that open
mnarket operations in government securities will of themselves promote
any immediate recovery, we cannot foresce any appreciable harm that can
resuit from such a policy and believe that the seriousness of the presen:
depressien is so great as to justify taking cvery possible step te facilitate
Improvement.”'#

One notable omission from Harrison’s letter was reference to the stock
of money. as such. Like almost every other document on monetary policy

* Harrison, Notes. Vol. I, June 26, 1930 On several occasions, Harrison
revealed doubts (Notes. Vol I. July 17, Sept. 17, 1930). It is clear from internal
documenis of the Bank that the technical personnel, rotahly W. B. Burgess and
Carl Sayder, were the most consistent supporters of expansionary measures on a
large scale. Perhaps because of these doubts, perhaps because of his overriding
desire to secure consensus. Harrisen continucd to present to the rest of the System
purchase proposals scaled down well below the level thar some af the directors

and technical persornel of the Bank regarded as desirable
“ Miscellaneous, Vol. 1. letter, dated Juiy 3. 1930, Harrison to al] Qovernors.
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e - : N oy N . .
within thclsl\stem until the 1950°s, the emphasis was exclusively on
credit conditions rather than the stock of monev. Howerer, the omission
did not affcet the pelicy conclusion: it only aitered the tine of areument
L .~ . .

through which it was reached. Consideration of the behavior of the stock
of money would have led to precisely the same conclusion: that the Svs-
tem should act st as to prevent a reduction in the amount of hiL;h.
powered money available and indeed so as o increase it. Moreover, as
we saw in section 3, there wias a particularly close connection at the time
between the bond market and the money stock. Improvement in the hond
market would have dene much to avert the sibsequent bank failures.
And though this conncetion was not explicit in the letter, it was implicit 23
Harrson's letter and the replies to it provide an extraordinarily illutninai-
ing and comprehensive picture of attitudes toward monetary matters
within the System. Only two governors—Fueene Black of Atanta and
George Scav of Richmond - clearly and unambieuousty agreed  with
Harrison's analvsis and supported his policy recommendations. The rest
disagreed. most of them sharply.

James McDouwal of Chicago wrote that it seemed to him ther- was
~an abundance of funds in the market, and under these circutstances. as
a matter of pridence . . . it should be the palicy of the Federal Reserve
System to maintain a position of strenzth. in readiness to meet future
demands, as and when they atise. rather than to put reserve funds into
the market when not needed” He went on to stress the daneer that
“speculation might casily arisc in zotne other direction” than in the stock
market. McDoucal had all along heen the most outspoken opponent of the
New Yark policy and was to remain for the rest of the contraction a con-
sistent proponent of selling government securities on almost any occasion.
The demands for which the System should hushand its resoarces remained
in the fature. McDosteal's entlonk was particularly influential because
Chicage was next ouly to New York i unportatice as a binancial conter.
and because he had been with the Svstetn <o lone. MeDoueal had bieen
appoitted governor of the Chicazo Bank at its founding in 1914, at the
same titne Strone was appointed vovernor in New York. He had had
disagreements with New York on earlier aceastons”

¥ Ore tmportant advantaze of explicit attention to the stock of money. hoth on
that occasion and later. would have bren provision of a cleatly defined indicaer
by which to judge in quantitative terms the needs and effects of policv. The out-
sider is struck. 1 readice the reports of discussions wathin the Svatem, by the
vagueness and imprecision of the criteria used. For example. with the “needs of
business” undefined. one participant recarded “eredic”’ also undefined. s re-
dundant” anosher as “tight” Lack of 2 comnnon usinene of discourse and n-
ahility 10 reduce diffeprnces of  opinien te guantitaiive terms were probahbly
important factors enabling ditferences to persist for so long with no approach 1o a
meeting of ninds,

* Harrison. Miscellancons, Vol 1. lrtter, dated Julv 10, 1930, McDougai to
Harrisor:: Lester V. Chandier. Benjarmn Strong, Central Benker, Brookings, 1955,
] §

pp. 79, 4¢%
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John U. Calkins of San Francisco was no less explicit than McDougal
was. In an earlier letter 1o Governor Young explaining why San Francisco
had not participated in the June open market purchases, he had stated
that “with credit cheap and redundant we do not believe that business
recovery wiil be accelerated by making credit cheaper and more fe.
dundant.” In his reply to Harrison’s letter, he repeated the sentiment.
expressed the view that “the creation, prometion. or encouragement of a
bond market” is not “‘within the province of the Federal Reserve Svstem,”
and that “no encouracement of the market for foreign bonds can counter-
balance the destructive effect upon our foreizn trade of the tariff bil]
recently approved.” He went on to say, “We believe that the volume of
credit forcibly fed to the market up to this time has had no considerable
good effect, certainly no discernible effect in the last few months, We also
believe that every time we inject further credit withont appreciable effort,
we diminish the probable advantage of feedine more to the market at an
OPportune momerit which miay come. 95

Lynn P. Talley of Dallas wrote that his directors were not “inclined to
countenance much interference with economic trends through artificial
methods to compose situations that in themselves arow out of evenis
recoenized at the time as being fallacious”—a reference to the stock
market speculation of 1028-29 Talley’s letter. like some others. reveals
resentment at New York's failure to carry the day in 1929 and the feeling
that existing difficulties were the proper punishment for the Systemn’s
past misdeeds in not checking the bull market. “If a physician,” wrote
Talley, “‘either reglects a patient. or even though he does all he can for
the patient within the limits of his professional skill according to his hest
judgment, and the patient dies, it is conceded to be quite impossible tc
bring the patient back to life through the use of artificial respiration or
injections of adrenalin.”%

W. B. Geery of Minneapolis wrote that “there is danger of stimulating
financing which will lead to still more overproduction while attempting
to make it easy to do financing which wil] Increase consumption.”®’

George W. Norris of Philadelphia replied that discussions with an
msurance company executive and with a private bauker in Philadelpkhia
had confirmed him in his own view “of the fruitlessness and urwisdam of
attempting to depress still further the abnormally low interest rates now
prevailing.” Later in the YE4r. at a meeting of the Open Market Policy
Conference in September, Norris, in strong disaereement with what he
regarded as the current policy of the Svstem, read 1 lengthy memorandum
summarizing the Philadelphia view The Philadelphia Bank objected to

* Miscellaneous, Vol I, letter, dated June 16, 1930, Calkins to Young: [etrer.
dated July 19, 1930, Calkins to Harrison. ’

* Miscellaneous. Vol. L. letter. dated July 15. 1930, Talley to Harrison.

" Ibid.. letter, dated July 7, 1930, Geery 1o Harrison.
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“the present abnorrially low rates for money™ as an interference “with
the operztion of the natural law of supply and demand in the monev
market . . .7 and concluded, “this is a complete and literal reversal 0}
the policy stated in the Board’s Tenth Annual Report . . . We have been
putting out credit in a period of depression. when it was not wanted and
could not be used. and will have to withdraw credit when it is wanted
and can be used.”™”

These views, which seem to us confused and miseuided. were by no
means restricted to the Reserve System. The Federal Advisory COl;nCil,
whose members were leading bankers throughout the country, consistently
adopted recommendations expressing the same point of view, us.mg
phrases such as, “the present situation will be best served if the natural
flow of credit is unhampered by open-market operations.”™* However, even
in the financial community, the New York Reserve Bank was not alone
in its view of the situation. The July 1930 monthly letter of the Royal

* Harrison, Miscellaneous, Vol. [, letter, dated Julv 8. Norris to Harrison:
Open Market, Vol. I, memorandum read by Norris at Sept. 23, 1930, meeting.
The meniorandum is such a remarkably clear statement of the rea! bills doctrine
that was so widely accepted at the time and earlier that it is worth quoting at
greater length. The policy which had

created artificially low interest rates, and artificially high prices for government
securities . . . is an injustice to our member banks. It had resulted in making
open market operations usurp the disccunt function, and tends to foster the
regrettable impression that there is some element of impropriety in borrowing
by member banks . . . [Als the result of injecting a laree amount of unasked
and unneeded Federal Reserve credit into an already glutied money market, we
find ourselves with over 600 millions of governments on hand, the bulk of which
must ultimately be disposed of . . . We do not undertake to sav how much
Federal Reserve credit shiould be in use today, but we do held to the beliei that
a substantial part of it should be the result of a demand expressed in borrowing
by member banks, and used in cooperation with those banks [.ess than one-
sixth of it is of this character tedav.

In addition to the letters guoted. and the two from Black and Seav, a brief
letter was sent to Harrison by . M. Atehery, depaty =overnor at St. Louis, on
behalf of Governor Martin. on vacation. expressing doubts and stating that condi-
tions in the Eighth District provided no justification fer further open market pur-
chases {Miscellaneous, Vol. 1. letter. dated July 9. 1930 . Frederic H. Curtiss,
chairman of the Boston Bark. sent a lengthv letter dated Julv 9 (the Boston Bank
at the tume had no governor. Harding having died in April. and Young. sill
governor of the Board. not vet having been appointed to fll the Boston Bank
vacancy:. Curtiss letter expressed strong opposition to further purchases on the
ground that they were likely to feed the stock market rather than the bond market.

Ornly the Federal Reserve Bank of Cleveland did no! repiyv, but its gosernor
acknowiedged the letter by telephore. In a letter to Governor Young. Harnson
summarized the views expressed bv Governor Fancher of Cleveland on his own
benalf and as spokesman for a miajority of his directors. "‘ihat continued purchases
of government securities weculd not contribute substantially to . . . recovery and
that, therefore. they would not . . . favor further purchases™ { Miscellaneous, Vol.
I letter, dated July 23, 1930, Harrison to Young .

® Quoted from recommendation. dated Nov. 18, 1930 ,Federal Reserve Board,
Annual Report for 1930, p. 2283,
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Bank of Canada concduded that “imnedinge and decisive acuon on the
part of the Federal Reserve Banks in puttine new funds into the nurket
in large volume is what is necessary toarrest the present scrious and
protr.”téu-d price decline and to ckange the present psvchology of business.”

One cannot read the correspondence with Harrison just reviewed., the
minutes of open market meetings, and similar Reserve System documents
without being mpressed with the extraordinary ditferences between New
York and most of the other Banks in the level of sophistication and
understanding about monetary matters. Years of priniary and direet
responsibility for the conduct of monetary policy in the central money
market of the country and of ceoperation with men similarly placed in
the other leading money markets of the world had developed in the
technical personncl, officers. and directors of the New York Bank a
profound awareness of monctary relations and a wensitive recognition of
the cffeets of monetary policy actions. These qualitics were clearly absent
at most ozher Reserve Barks, which had of necessity been concerned
primarily with locai and regzional matters, or at the Federal Reser e
Board. which had played only a minor role in the general conduct of
policy and had had no important operating functions.

The Jargely nevative response evoked by Harrison's letter induced New
York on several occasions during July to consider again engaging in
oper market purchases on its own but with the approval of the Board. and
Harrison sounded out the sentiment of the Board about such action. The
results were sufficiently unfavorable to deter any attermnpt. 190

By September. 1930, some of the Banks were even opposed to seasonal
easing. As Harrison told his dircctors

Some: of the other Federal Reserve Banks, including perhaps 4 majority of the
banks whose governors form the executive committee of :he Svstem Open
Market Policy Conference, advocate a policy of correction rather than of an.
tcipation. They would allow tightening of the money market and hardening
of rates of interest to develop, and then would move to correct the situarien
through the purchase of Government securitics.

A few days later. when Carl Snyder, at a meeting of the officers’ council
of the New York Bank. suggested that “this deflation should now be
Azaressively comlbarred by additional purchases of Government securitics

-+ Harrison replied that “from 1 System standpoint it is a pracucal
impossibility to cmbark on such a program at the present tinie—to do so
would mean an active division of Svstem policy, 1v:

Despite the decline in Federal Reserve eredi outstanding, the Board
described its policy for the vear 1930 as one of “monetary ease . . . ex-
pressed throuch e purchase at intervals of additional United States

":‘ Harrisor?, Nole‘s_ Vol I, July 19, 24,1930 ang Office. Vel I June 3. 1950

Notes, Vol. [, Sepr. 11, 17, 1930.
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Government securities and in progressive reductions of reserve bank dis-
count and acceptance rates”:9? This is 3 striking illustration of the
ambicuity of the terms “monetary ease” and “tichtness” and of the need
stressed above (p. 272} to interpret Federal Reserve actions in the light
of all the forces affectine the ~t011\ of monev and credit conditions. It
seems paradoxical to describe as “monetary ease” a policy which permitted
the stock of meney to decline in fourteen months by a percentage ex-
ceeded only four tumes in the preceding fifty-four vears and then only
during extremely severe business-cvele contractions. Ard those words
seem especially paradoxical when other factors were tendine o expand
the money stock. so that a potential expansion was converted into 1n
actual contraction entirely by the decline in Federal Reserve credit out-
standing.

In the context of the chanwees then oc curring in the economy and in the
money markets. the pnhu followed should be reearded as one of monetary
ughmess not “ease.” Durinz a period of severe economic comract:oﬁ
extending over more than a vear. the Svstern was content to lot its dis-
counts dectine by nearly twice its net purchases of government securitics,
and to let its total credit outstandine decline bv almost three rimes the
increase in the cold stock. Throuzh early 1932, the most striking feature
of the Svsten's portfolie of covernment securitics and bills bought is the
usual seasonal pattern of conuzction durine the first balf of the year and
expansioni during the second. From Aucust 1929 to October 193G, the
whole increase in government securities plus bills bought came in the
second half of 1929, The Svitem’s holdines of ecvernment securities plus
bills bought were nearly $200 million lower at the end of Julv 1930 than
they were at the end of December 1929, Even a mechanical continuation
of the Svstem’s carlier ¢old sterilization provram. by which it had quite
expitcitly recounized the need to detenmine its actions in lisht of other
factors outside its control. wonld have called for more vizorous expan-
sionary action from August 1929 1o October 1930, Such action would
have limited the dechine in Federal Ruserve credit outstanding to $210
million. the magnitude of the tise in the vold stock. instead of allowing
the actual seasonally adjusted decline of $590 million. As we read the
earlier policy statements of the Board. they called for eoing beyond
mechanical eold sterilization in view of contemporary economic condi-
tions. Since the bull market in stocks had collapsed and there were no
siens of anythine approaching speculation in commedities. any expansion
in credit would be likely to be, in the words of the Tenith Arrual Report
for 1923 “restricted 1o productive uses.” 1

“Federal Reserve Board. Asnuai Regort for 1920 p. i,
"'t should Be noted. however. that the possibility that easy moneyv corditions
might stimulate spesulative excesses in the stock market was a recurrent theme in

Y
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The stalemate within the System continued. with only minor varationg
throuchout the next vear. Harrisor was pressed on the one sjde by his
officers and directors—though less consistently by the direetors than in
the preceding year—to work for greater easing and larger purchases, Op
the other side. he felt stronely his responsibilities, as chairinan of the Open
Market Policv Conference. to carry out lovally the poiicy adopted by the
Conference. The one major difference in the situation was the replace.
ment of Rov Youne by Fugene Meyer as covernor of the Federal Reserve
Board. You'nl\v became covernor of the Joston Bank in September 1630
and. as such. was a member of the executive comnuittec of the (l?nnfcronco_
where ke joined McDoueal in consistently opposing purchases and favor-
me sales'™ Meyer was generally favorable toward purchases and, gy
having cone throueh Harrison's frustratine experience of 1930, inclined
to press strongly for them.

The January 193] meeting of the Open Market Policy Conference
brought out clearly the chanees in the situation. From October 1o mid-
December 1920, there had been: virtunlly no chanee in the Svstem's
holdings of covernment securities. The banking difficultics in New York
following the failure of the Bank of United States in the second week of
December necessitated purchase of $45 million of government securities
by the New York Reserve Bank for its own account. Theyv were boush
from two banks undergoine heayy withdrawals of currency in order o
enable them to avoid borrowing. In addition $80 million of goverrment
securities were purchased for Svstem account. as Harrison explained. “in
order to avoid tao areat tichtening of credit due to an unusual amount of
‘window dressing’." The purchases were made in accordance with the
authorization by the Confcrence rieeting on Septernber 25, 1930, 5 ,
compromise between the advocates of “anticipation” and “correction” of
purchases up to $100 million for seasomal case s a4 its Janvary 193]

the deliberations of the period, e £.. Harrison. Miscelluneous. Vol I detter, dated
Mar. 17, 1930, J. H. Case chairman of 1he New York Bank) to Governor Young:
Notes, Vol, [, Apr. 24, 1930, Miscellaneous, Vel | letter. dated Apr. 29, Harrison
lo Platt; ibx.d., fetter. dated July 10, 1930, J. B. McDoueal ‘o Harrison

e According (o Hamlin, Young was eased out of his position en the Board be.
cause of the administration’s disappointment with his leadership. If o, the resulr
could hardly have been the one intended. A governor of the Boston Bank and a
me{nhrr of the executive committee of :he Corference. he mav well have been in a
Position to exercise 3 stronger influence on OReN market operations, the ke area ‘n
which policy had been and continued to be unsatisiay tory, than he could have
exercised as governor of the Federal Reserve Board ‘see Hamlin, Diary, Vol e
Sept 4. 6. 24: Oct. 3.10: Nov. 24, 1930, pp. 67 70, 84.89.9i-93, 113-110"

’f'See Harrison. Open Markeq, Vol. I minutes of mceting, Jan, 210 1931, in
wh:ch Harrison revrewed changes in the neney market since the S 231950
Mmeeling. See also a memnorandun, prepared for Harrison hy R H‘urge;'s, dated
Dec. 19, 1930, referring 10 the absence of change in the Svstem account between
Sept. 25. 1930, and the date of the Mmeniorandumn. The purchases by New Yor up
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mecting. the Open Market Policy Conference recomnmended that it
would be desirable to disposc of some of the System holdings of govern-
ment securities as and when opportunity atfords itself to do\this without
disturbance or any tichtening of the money position.”"”® When the mem-
bers of the Reserve Board met subsequently with the governors, botlt
Adolph Miller and Euzene Mever objected. Harrison. in his capacity as
chairman of the Conference. defended the recommendation on the ground
that it “‘represcnted a compronuse since some of those present were in
favor of considerable sales of securtues, while others were only in favor
of such moderate sales as might be necessary to take up the slack.” Mevyer.
sensitive to political repercusstons. stated that '

4 reduction of Lills and discounts of the Svstem did not involve the
launching of any maior policv, whereas the sale of govemments is commonisy
interpreted s a mijor move in Federal reserve policy. The Reserve Svitem
has been accused in 2 number of quarters of pursuing a deflatorary pohev in
the past vear. and a sale of government securities at thts ume 1s likelv to draw
fire. In this situation 1t would appear most desirable to aveid a movi; which an-
pears to presel? a major change in policy when there 15 no necessity for
doing it. '
Despite Mevyer's reservations, the Board approved the Conference’s recom-
mendation and. by February 1931, sccurity holdings bad fallen by $130
million. although there was concern about the associated tightening of
the bond market.!”

w0 that date were only $40 million from one large bank The purchases for System
account after Dec. 20 were made by New York at its own diirretion. the executive
committee at a meeting on that day in Washington with Governor Mever and
several Board members having agreed “to leave it to tke judement of the Federal
Reserve Bank of New York whether some additional amourt of government
securities should be purchased within the $100.000,000 authority with the under-
standing that the New York bank would keep in close communication with the
members of the committee” {ibid., minutes of executive cormmittee meeting. Dec. 10,
193C).

® The original resolution as passed had the word “undue” ‘later deleted  be-
fore “tightening.”

“ Harrison. Open Market, Vol 1T minutes of meeting, Jan. 21 1931, and
letter. dated Jan. 29. 1931, McCletland for Board to Harrison. approving the
recommendation: Notes. Vol. [ Jan. 15, 19,22, 1931

A memorandum on the Open Market Policy Conference meeiing of Jan.
1031, written by E. A. Goldenweiser. the Federal Reserve System's director of
research. stated:

R

Mever strongly opposes sales of securities beyond the amount bought in Decem-
ber tor seasonal and special purposes . . . . The rest of e governors did not
change their miads. but were impressed by Mever's sipeerity and foree. It ap-
pears to Lave been his first bout with the intrenched hard-money crowd of the
Federal reserve svsiem

The memorandum is part of the Goldenwciser Papers in the Manuscript Division
of the Library of Congress (Container 1. folder of Contidentiai Memoranda.
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In April 1951, Harrison, as chairman of the Open Market Policy
Conference, presented a report to the Governors Conference. He ex-
pressed great concern about the coid intlow and the daneers to the world
of continued eold sterilization by the Uniied States.* ™ As to the domestic
sitnation, he noted:

While it is romnmionly stated that money conditiers have been exceedinoty
easv in recent memhs, and while indeed money rates have been at vere Loy
levels there has not heen over a period of months any consistem surplus of
Federal reserve funds pressmg for use upon the market © 0 0 . Purthermor:

P i ! )
apart from the relatively easv poston of the banks a the Lirger chtes. credit
cannot be :nd 1o be very cheap or very plentful genendly throughout the

country.’™

Harrison's report was discussed at the Open Market Pelicy Confurence,
which approved. at hi< ureing. a three-part prozram e make eold impons
more effective and eredit more active: mamtenance of the bill portfolio,
if possible; reduction of buving rates on biils and. less definitely. of dis-
count rates; and—as a last resort, if bilis purchased did not »nable earn-
ing assets to be maintained-—authority for the executive committee to
purchase up to 3100 milhon of government securitivs. The resolution in.
cluding the final part of this mild prograin—the orlv part within the
Conference’s exclusive jurisdiction—was adopted with four reluc:ant

supporters. three of the four. members of the executive committer
No purchases were made under that recommendation until afier a June
22 meeting of the executive committee. at which Harrison urged pur-
chases of 850 million. Mever. who was present at the meetins, stroncly
supported Harnson. savinr that “the Federal Reserve Board wonld . .
have some preference for a lareer program of purchases . . 7 The
authorization was eranted with only one neeative vote  Youns of Bosion
because Nornis of Phiiadelphia abstained and McDouzal of Chicaso
voted aganst his convictions out of deference to Presiden: Homver':
proposal, announced two days earlier, of 2 moraterium en inter overn-
mental debts {“purchases of governments would be recrived by the public
as supporting the President’s announcement”™ . On July 9. the exccutiv-

1922-33:. OF the srien cardboard lener files - descrined as connizers in the Dis -
sion's records’. onlv zix are epen to readers: 1he seventh phav ke oprrned helare
1985 onlv upen written perm » from Mrz Crldenweiser. Omiv A small fratien
of the open colleciion cont. current anabvses of Federal Reserve poliev oo
1919-45. 1he period of Goidenweizer's ser.ice with the Board The Goilenwelvr
Papers are meagsr i ceveraze compared ta the Harrison Paser: asd rrovide afor
less compreliensive view from within the Federal Reser.e Svsters than tle H:
Diary does. Consequemly. we have made only misior wse of therm

* See quntalion from his repert in sect. 4. above.

*® Open Marke:. Vol. 1. Apr. 27, 1951,

™ Norris of Philadeiphia, Young of Boston. and McDoueal of Chicaro, Tie
fourth was Calkins of San Francisco -:41d . minutes of meetine. Apr. 29 105]
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committee agreed to a further purchase of $30 million to complete the
$100 million authorized in April. but bmm'7 waz stopped on Julv 16 at
oniy $30 million because of Harrison's concein over forei
and despite the remonstrances of Mever, ™

By early August, Harrison and Mever aeain pressed for purchases, In
discussing the situation with the exccutive committee of directors of the
,\’ew York Bank, Meyer presented fiqures showing that between Novern-

r 1, 1930. and August 5, 1931, there had been “a total increase of
8421 000.000 in the gold stock of the United States: that currency circu-
lation had increased $350.000.000 instead of showing a normal seasonal
decline of at least $100.000,000: and that the Bank of France had with-
drawn about $123,000.000 from the market” (presumably the acceptance
market). He then pointed out that “while there had been no intentional
contraction of the base on which credit could be extended, the steriliza-
tion of art amount larger than the gain of gold had been passively per-
mitred.” He said that, "if we had been asked last November whether we
would favor. or even permit, the steritization of $400,000,000 of gold.
undoubtedly we would have answered in the negative 112

When a majority of the exccutive committee of the Open Market Policy
Conference proved to be unwilling to support further purchases. a meet-
ing of the full Conference was called for August 11. Harrison proposed a
program. to be put into cfect when desirable, authorizing the executive
.committee to buyv up to 3300 million of government securities. Other
governors, except Black of Atlanta who joined Harrison i favor of it,
were entirely negative in their reaciion, and the Conference voted instead
an authcrization for the executive committee to buy or sell $120 miltion.'*?

So far as we can discover, that was the first Conference meeting at
which there was explicit reference to a problem luter to be cited as a
major reason for the Reserve System’s failure to make any extensive
security purchases—the problem of free gold. However, the free gold
problem, to be discussed in the next section, plaved no role in the
outcome.

When the Confercnce met the same day with members of the Board,
Harrison was again in the position of having to present and defend a
recommendation he did not favor. He explained that the Conference
opposed immediate purchases of large amounts of government securities,
because banks would not employ excess reserves. The banks' reason:

gn dev elopments

" Harrison, Open Market, Vol. I1, minutes of executive meeting. June 22, 1931;
Miscellaneous, Vol. I, letter, dated July 9, 1931, Harrison to Seay; Notes, Vol. I,
July 16, 23, 1931

" Notes, Vol. L. Aug. 10. 1931.

" Open Market, Vol. [, minutes of executive committee meeting, Aug. 4. 1931;
minutes of meeting. Aug. 11, 1931. The $120 million included the usual 5100
miliion plus the $2¢ million authorized in Apri! but not used.
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“most prime investments are selling on 4 very low vield basis, while see-
ondary bonds consist largely of railroad issues, of which a considerable
proportion may in a short ume become inclivible for investment by sav.
ings banks. insurance companies, and trust funds, due w the provisions
of vanous state laws. In addition the bend market has been uncertain
because of pressure on the market, due to forced liquidation of bond
portfolios of closed bunks.” Governor Mever and other menbers of the
Board expressed disappointment at the action taken by the Conference,
“in that 1t fimited possible purchases to an meflective amount.” However.
the only consequence of their disappointment was a change in the thiming
of the Board's session with the Conference. Thercafter, the wwn bodies
discussed policy actions before rather than after the Conference adopted
its recommendation. Later, when the Board formally considered the
recommendation, it did not approve it outright hut delecated to Governor
Meyer the authority 1o approve purchases but not sales."'* In the event.
not even the 3120 million anthorization was carried out.

BRITAIN'S DEPARTURE FROM GOLD, SEPTEMBER 1931

Briain's departure from gold and the resulting gold outflow from the
United States changed the focus of policy-making from the Open Market
Policy Conference back to the New York Bank. New York had always
had. and continued to have, primary responsibdity for international
monetary relations. The Bank of England, the Bank of France. and other
central banks had always treated the New York Bank as their counterpart
and had conducted negotiations and consultations with it. The Board had
been kept informed, consulted in the process. and its approval obtained

" Harrison, Open Market, Vol. I1, wminutes of mecetings, Aug. 11, Nov. 30, 1931:
and letter, dated Aug. 18. 1931, Meyer to Harrison.

Though Harrison was in agreement with Meyer on the substance of the policy
issue, he was disturbed by the Board's response to the Conference recommendation.
and complained to Meyer that it was contrary to the rules adopted when the
Conference was established. Te his own board of directors, Harrison stated:

- the whole situation emphasized the inherent difficulries of existing open
market precedurs. Direction of system policies by a conference of twelve men
who must also consult the Federal Reserve Board means . . . thar . . . we run
a real risk of having no policy at ail. Some of the Federal reserve bank governors

- attended the Conference with preconceived ideas which would not admit
of argument, and others in spite of. or perhaps because of, the fact thar their
banks would not be able to participate in further purchases of government
securities. looked at the whole question from the narrow standpoint of their
individual position (Notes, Vol. 11, Aug. 20, 1931)

Commenting on the results of that meeting of the Conference. Govr.rnor Meyer
said, according to Hamlin, that “Governor Harrison could present a matter very
gracefuily, but could not sell it: that if the Board had taken part in the conference.
he believed the Governors would have followed the Board and the New York
bank” {Hamlin. Diary, Vol. 19, Aug. 11, 1931 p. 129;. He may have been right
on this occasion, but later experience suggests that he was urduly sanguine.
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before final action, but it had never had a major voice in forming policy.
The other Reserve Banks had for the mout part simply been kc-l,l -
formed. That had been the practice while Strong was alive and had re-
mained the practice. The most recent instance during the contraction
had been the negotiations in thie summer of 1931 in connection with
loans to foreign banks,

New York had little doubt about what action to take. At its October
8 meeting, the board of directors voted to raise the discount rate from
1% to 2% per cent. The arguments given at the meeting were, first, the
gold ontflow itself, and second, “advices from France, where foreign
fears concerning the dollar appear to have concentrated, which indicated
that an increase in the rate would be interpreted there more favorably
than otherwise.”” Some fear was expressed that the rise in rates might
have adverse domestic effects. particularly by interfering with Hoover's
efforts to organize a National Credit Corporation, but that fear was
belittled. Harrison noted that any unfavorable effect on the bond market
could be offset by security purchases, since the executive committee of
the Open Market Policy Conference still had authority, under the recom-
mendation of the August 11 meeting, tc buy up to $120 million of gov-
emment securities.™® The only discordant note was a cablegram from
Burgess, who was in Europe on a mission for the Bank, recommending
no actionn that would bring about higher money rates in the United
States."'® The cablegram was read at the meeting, then disregarded. The
Reserve Board promptly approved the rise in discount rates, several of
its members having been strongly in favor of a rise ever since the be-
ginning of the gold drain.!*?

A week later, Eugene Mever attended the directors’ meeting at the
New York Bank. Harrison proposed a further increase in the discount
rate to 315 per cent, giving as the technical reason the continued gold
outflow. One director, Charles E. Mitchell, expressed serious doubts about
the domestic effects. Meyer replied that “an advance in the rate was called

" However, three days earlier, at a meeting of the executive committee of the
board of directors, tHarrison said that "“he considered the gold position of the
System paramount at this time and on that account would not be inclined to
purchase Government securities” (Harrisen. Notes, Vol. 11, Oct. 5, 1931).

™ Burgess had arrived in Europe on Oct. 9 to attend a regular monthly meeting
at Basle of the Bank for International Settlements. It was the first time a Federal
Reserve official had formally participated in discussions of Eurcpean central
bankerz at the world bank. The New York Bank was not a member, because it had
been forbidden by the State Department to subscribe to shares of the BIS whea
the latter was formed in 1930. However. there were unofficial ties between the two
institutions, strengthened by the fact that Gates W. McGarrah, president of the
BIS, had formerly been chairman of the New York Bank.

"' Hambin and Miiler, at least, strongly favored an increase in discount rates
and considered a possible effect on the bond market as no valid reason for delay
(Hamlin, Diary, Vol. 19, Oct. 1, 1931, p. 148).

)
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for by every known rule, and that . . . foreiuners would regard it a5
lack of courage if the rate were not advanced.” He expressed the opinjop
that “the bond market was already adjusted to a hicher level of nterest
rates, and therefore it would he but little affected. s A month later,
Oweh D. Young pressed the desirability of purchasing government securi-
ties to offset unfavorable domestic effects. Harrison wag exceedingly
hesitant to accede.!'®

The sharp rises in discount rates were widely snpported not only within
the System but also outside.*® The maintenance of the gold standard was
accep.ted as an objective in support of which nen of a broad range of
views were ready to rally. The drain of gold was a dramatic event
for which there were many precedents.’#? Thus both the problem and i1
solution scemed clear and straightforward. Indeed. one gets the impres.
sion that after grappling with unfamiliar, elusive. and subtle problems,
the System greeted with almost a sense of relief the emergence of a
problem that could be put in black-and-white terms.

Less than two weeks after the second rise in discount rates. the execu-
tive committee of the Open Market Policy Conference met. The prelimi-
nary memorandum for the meeting outlined the drastic change that had
occurred in currency in circulation, pointed out that internal develop.
ments had been more important than the gold outflows in their effects
on domestic business, and noted that the decline in deposits “constitutes
by far the most rapid shrinkage in member bank deposits during the life
of the Svstem.” Nevertheless, McDougal continued to recommend that
the System should reduce its security holdings, although—in addition to
the unprecedented pressure on commercial banks at the time—it was the
beginning of the season when the System typically expanded its security
holdings. The final outcome was a vote against sales but in favor of re-
questing the Federal Reserve Board to give the committee the same
leeway for sales that the Board had given it for purchases under the
Conference recommendation of August 11122

¥ Harrison, Notes, Vol. I1, Oct. 15, 1931.
"™ [bid., Nov. 23, 1931.

™ “We think the really constructive event of the week has been . . . the action
of the New York Federal Reserve Bank in raicing its rediscount race . .. This
step should have been taken long ago, and, indeed. it was a sad error of judgment
to put such a fantastically low rate as that at New York in force. . ."* {Com-

mercial and Financial Chronicle, Oct. 10, 1931, p. 2305). < . . [The Federal
Reserve Bank of New York has been driven into making another advance of a
full 1% in its rediscount rate -+ . . a decidedly wise move. . (ibid., Oct. 17,
1831, p 3460). The New York Times reported that the rise w
almost all barkers” (Oct, 11, 1931); that the rise was
in banking circles” (Oct. 16. 193i).

' See, however, further discussion in sect. 6, below.

% Harrison. Open Market. Vol. 11. memoran
mittee meeding, Oct, 26, 1931. In the course
“the free gold posidon . .

as “‘welccmed by
“hailed with enthusiasm

dum and minutes of executive com.
of the mecting. Harrison roted that
- Was not a consideration at this time, L
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The preliminary memaorandum for a meeting of the full Conference at
the end of November noted with satisfaction that the “foreign and dq-
mestic drains upon bank reserves were met in the classic way by increases
in discount rates combined with a policy of free lending.” I recorded
that “one result” of the rise in discount rates and the associated rise in
other market rates “‘was certainly to make bankers and others more timid
and reluctant in contemplating new uses of funds or new enterprises.”
It stressed the sharp dechine in bond prices and the resulting worsening
of the position of the banks. It discussed the year-end seasonal problem,
suggesting that purchases “similar to those made last year” should be
provided for. and proposed deferring the longer-term policy decisions
until after the first of the year. The Conference adopted a resolution giv-
ing the executive comrnittee authority to purchase up to $200 million of
governments for seasonal needs.'”* Only part of that authority was in fact
exercised. Gevernment security holdings were raised by $75 miliion to the
end of December 1931 and then lowered by $30 miilion in January 1932,

During those months, it is not clear that Harrison was as unhap]:;y with
the policy followed as he had been before and was to be again. His con-
cern about gold inhibited his desire to expand Federal Reserve credit.
New York still had control over the buying rate on bills, subject only to
the approval of the Board. As we have seen, New York had repeatedly
tried to use bill purchases to enable it to accomplish on its own what it
could not accomplish through the System open market account. Yet the
bill buying rate. which had been raised from 1%; per cent to 3 per
cent in Cctober along with the discount rate, was reduced only slowly
and moderately, to 3 per cent on November 20, and to 2%4 per cent on
January 12. 1932. Both reductions left the rate above the market rate
and therefore did not lead to an increase in bill holdings.

Early in January 1932, partly under pressure from his staff and directors,
Harrison resumed his advocacy of a program of further substantial pur-
chases as part of a broader national program which he outlined to the
meeting of the Open Market Policy Conference that month. The main
features of the program were: passage of an act establishing the Recon-
struction Finance Carporation, then under consideration by Congress;
organized support of the bond market, predicated on an agreement be-
tween the railroads and the unions to cut wage rates; cooperation of
Federal Reserve Banks and member banks with the Treasury in its financ-
ing program; purchase of bills by the Reserve System when possibie; re-
ductions in discount rates; and, as a final step, “buying of Governments,
if necessary, facilitated by an alleviation of the free gold position,” the

™ Governor McDougal asked assurance at the meeting that no purchases would
be made immediatelv. Governors Norris and Fancher said “they were not disposed
to approve of the purchase of government securities solely for the purpose of en-

ablirg the New York and Chicago banks to keep out of debt at the end of the year”
{ibid., memorandum and minutes of meeting, Nov. 30, 1931).
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final phrase being a reference to proposals then under consideration whicl,
were finally embodied in the Glass-Steagall Act. The Conference author.
ized the executive commuttee to purchase up to 3200 million, if neces-
sary,” over three negative votes.'"* That authorization was not exercised
at all. Between the January 11 and February 24, 1952, mectings of the
Conference. wovernment security holdings declined by 311 iniilien, bif]
holdings by $80 million. while discounts rose $20 million. Federal Resene
credit outstanding fell by $100 miilion over the six-week period.

The Fcbruary>mecling of the Open Market Policy Conference was
largely a repetition of the Januarv meeting, althoush the pending passage
of the Glass-Steagall Act removed the problem of free gold. At the joint
meeting with the Board preceding the formal business session, Mever. who
continued as governor of the Board though he had by then been named
chairman of the RFC as well, asserted that it scemed unnecessary for
the banking position to be subjected to severe strain because of the funds
withdrawn for hoarding.” Miller stated that “he believed there was never
a safer time to operate boldly than at present.” He indicated that ke
would approve purchases on an even larger scale than the amounts being
discussed.” McDougal continued to argue that “on general principles he
preferred to sce the banks borrowing to secure funds.” The upshot was
a mild expansion in the authority of the executive comnittee. It was au-
thorized to buy up to $250 million at the approximate rate of $23 million
a week. McDougal and Young voting in the negative. Immediately
after the general meeting. the executive committee voted 3 o 2 to siart the
program.'®

OPEN MARKET PURGHASE PROGRAM of (939

That modest program would very likely never have been expanded into a
major one, or prrhaps even carried out, if it had not been for direct and
indirect pressure from Congress. Harrison told the execulive comrmittee
of his directors on April 4 that apparently “the only wav to foresiall
some sort of radical financial legisiation by Congress. is to «n further
and faster with our own program.” When Harrison reported to a fuli
rueeting of his directors or April 7 that the executive comrnittee of the
Open Market Policy Conference was deeply divided about the wisdom
of accelerating the purchase program, and had voted to continue the
existinz program. one of the directors asked “if 2 MoTe Vigorous program

¥ Harri:on. Open Market, Vol. 1], mirutes of meeting, Jan 11, 1932, McDoucal
of Chicago. Seay of Richmond. and Deputy Governor Day., representing Governor
Calkins of San Francisco, were the three who voied in the negative. Neither
Governor Yourg ror any other representative of the Boston Bank attended the
meeting. The Kansas City Bank was represented by a director who was not present
at the session when the resolution was adopted.

' Iiud., minuies of mecting. Feb. 24, 1932
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on the part of the Federal Reserve Syiteint would not be heipful in de.
feating the Thomas bonus bill and other similar lrsislation.

) . Governor
Harrison «aid that Senator Thomas had indicated

. ie b thar he ntight
be satished not to press for Congressional action if the Svstern would pro-

ceed more vigorously.” The Bank directors accordingly voted to have the
Bank. subject to the approval of the Board. buy for its own account up to
$30 million of covernment securities, outside the Svstem account and
befare the meeting of the Conicrence, which was set for April 12126

In opening the joint meetiny of the Conference and the Resenve
Board. preceding the business meeting of the Conference, Governor Meyer
“called attention. merely as a matter of information. to the fact tha; a
resolution had been oifered in the Senate asking the Fedcral Reserve
Beard to state its program . . . . Consideration of this resoiution had
been postponed. He stated that the Reserve Systetn could now urdertake
to do more toward aiding in the recovery than it had vet done. and that
he believed the time had come when the Sysiem might be expected to use
its powers more fully in an effort to stop the credit decline.” Other mem-
bers of the Board supported Mever. Qceden L. Mills. since February 13.
1932. Secretary of the Treasury. who had all along been in favor of more
estensive action, stated: “For a great central banking system 1o stand by
with a 7077 gold reserve without taking active steps m such a siluatioﬁ
was almost inconceivabie and almest unforgivable. The rcsources of the
Svstem should be put to work on a scale commensurate with the existing
emergency.

After the Board left. the Contference voted 16 to 1 to approve a reso-
lution effered by Harrison authorizing the executive committee to purchase
up to $300 million of covernment securities in addition to the unexpired
authority granted at the February 24 meeting. The purchases were to be
made as rapidly as practicable and. if possible, to be no less than $100
million in the current statement week ending next day, April 13.1%% The

**Nates. Vol. IT, Apr. 4, 7. 1932,

“*The lone dissenter was Governor Young of the Boston Bank, who had said
at the joint session with the Board that he

questioned whether purchases of governments which piled up reserves in tne
centers wouid result in the distribution of these funds to other parts of the
country. He was skeplical of getting the cooperation of the banks without which
success appeared difficult. and was apprehensive that a program of this sort
would develop the ammostty of many bankers. and was apprehensive also that an
extensive program of purchases of government securities wouid impair the con-
fidence oi the public in the Reserve banks. He cited the experience of 1931 as
an indication of the futility of government purchases.

Governor McDeugal of Chicago asked whether the Reserve System “could retain
the confidence of the public after inaugurating a policy of this sort. which was in
some measure inflationary. particularly since it invclved the use of government
securities as collatcral for Federal reserve notes” (Harrison. Open Market, Vol. T1.
minutes of meeting, Apr. 12, 1932),
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final proviso w erted after Harrison had informed the Conference he
was scheduled ily the nexe day before a subcommittee of the House
on a bill that in ¢..cct would have directed the Reserve System to purchase
in the open market until wholesale prices had risen to their 1926 level. He
said that “‘it would probably be necessary for him to make some reference
to the program at that time.”*?®

After the initial program was voted on April 12, the System bought
$100 million of government securities per week for Ave weeks. At the
May 17 meeting. the Conference again voted another $300 million open
market purchase, McDougal joining Young in dissenting. At the suggestion
of Meyer, the weekly rate of purchases after that mecting was reduced.
Harrison deplored the reduction: “The temper of Congress is not im.
proving, and the danger of unsound credit proposals is still great. [t
might, therefare, be unwise to give unnecessary substance to the argument
now being used, that the Federal Reserve Svstem intends soon to abar.
don its open market program.” Yet in June. partly no doubt in the hope
of conciliating McDoucal and Young, he suggested to the executive com.
mittee of the Conference that the purchases each week be geared to the
maintenance of member bank excess reserves at a figure somewhere be-
tween $25C and $300 million, the purchases to be as small as possible to
preserve the desired level, but with some increase from week to week in the
System’s holdings, *'to avoid the creation of a feeling that the policy of the
system liad been chaaged. "12®

By the end of June, as Burgess summarized the results of the program
for the New York directors, total purchases of $1 billion had offset a
loss of $500 million in gold and a reduction of $4G0 million in discounts
and bills bought, leaving a net increase of $100 million in Federal Re-
serve credit outstanding. To Owen D, Young, this meant that “most of
our efforts had, in reality, served to check a contraction of credit rather
than to stimulate an expansion of credit. We have been clearing the way
for action, rather than taking action. . . " A week later, in discussing the
pressure from Chicago and Boston to stop the program, he said,

As it is. we are asked to stop when we are just half way through our program,
when we are just at the point where further purchases of Government securities

**The hearings, which threatened to develop into a fullscale investigation of
the System, were held by the House Subcommittee on Banking and Currency on
HR. 10517 (a bill to stabilize commodity prices, introduced by Rep. T. Alan
Goldsborough). Governor Harrison testified that the Federal Reserve *began 10
really utilize the” Glass-Steagall Act only two days before he appeared before the
committee (Congressional Record, House. June 8, 1932, p. 12354, remarks of
Mr. Goldsborough). See also Stabilization of Commodity Prices, Hearings before
the House Subcommittee on Banking and Currency, 72d Cong., Ist sess., part 2.
pp. 477-478, 500-501.

' Harrison, Open Market, Vol. I1. Mever was referring to the series of bills
1932; Notes, Vol. T, May 26, 1932,
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will bung actued and affirmative pressure to hear vpon the member banks

T stop just when you have reack:ed the place wheve von age able t Pt i e
pressure the progran was designed to produce, wonld be a gidie wlous thing to
do. We shall bave no policy left if we do this'®

Chicago and Bosten ook those same facts as evidenee jn favor of
their .;ppmiliuu to the program, as evidence that it had only substituted
an nadesitable fonn of credie for o desitable fonn, M. Donual, teported
Harrison, “dors not see what the purchases have done anvway, and is iy
favor of stoppine.” Governor Yonn felt “that there are poing to be o
lot mote banks closed, that there will be a laeee incrense in hm'rn-.vinq at
the Yedewal reserve banks and that, thevefore, we are wasting m“: o
sonress buying Govermnent secutities,” ™

Some officers of the New York Bank, notably Runvess, and some i
pectors fvoted eoutinuing the program, with the approval of the Board,
even if that meant New York would have to proceed without Chicaco and
Buston Since the Reserve Board was in faver ol continuing the proeran,
it doubtiess wonld have spproved. Bat Haurison was unwilling to follow
that coutse. The wold reserve tanio of the New York Bank was only i)
per cent, of the System S per cent, of Chieago 75 per cent, Yet Chieago
was reluctant to participate. His own feeling, Harrison said, *is that
we should continue with our open inarket program, and perhaps step it up
 bit, but on one condition~ that the progeam be made o real System pro-
gram and that the Federal Reserve Banks of Boston and Chicago. in pars
ticular, give it their affivmative support.” When the comment was made
that the Board had the legal power to require other Banks to rediscount
for New York, if its ratio feli below 50 per cent, Harrison replied “tha
it would be most undesirable for us o go ahead o defiance of the wishes
of the other Federal veserve banks and then to ive those banks bale us
out under compulsion. Systein policy and the system Open Market Poiicy
Confercice tmight just as well be thrown out the window under such cit-
rumstances,”"?

At that juncture, Hartison wiade 1 final effort to seeure the cooperation
of Boston and Chicago He pleaded the case not oniy with the covernors
and directors of the two Banks but also with conuncreial bankers and busi-
nestmen in the two cities. Owen 12 Young made a0 trip to Chicago to

P Notes, Vol, 11, June 30, July 5, 1932,

Y Office, Yol 11, Jaly 5 1932 Nutes, Vol I, June 30 109742

W Notes, Vel 11 June 10, July 5, 1992 Harrison was e fiest ateacted by the
propesal that the Reterve Board bring pressure on the other Banks to participate
w the puichase program. The Bowrd's authority to rompel one Reserve Bank to
wediscount papee Tor another Reserve Bank, 1t wan suggesied, wonld apply alw 10
purchases of government seonrities, when the reserve positon of several Banks was
involved (ibid., June 30, 1932, On reconsideraiion, he decided that the Board
had 1o power to bring such pressure, and that, “furthermore, this bank would be
the fint to object to such action by the Board, in other circumnances” (ibid.,
July 3, 1932; see also July 11, 1932),
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attempt to persuade the directors of the Chicago Bank. But all to no
avail '3

In an attempt to decide the issue, the full Open Market Policy Con-
ference met on Julv 14 At the joint meeting with the Board, Governor
Meyer suggested that “in determining future policy it was imporiant to
consider that the public effect of any discontinuance of the policy which
had been pursued would be unfortunate, and also that in future policy
every effort should be made to secure an effective united system policy.”
He pointed out that “there existed a trend in Congress toward giving the
System more centralization, and that the open market program offered a
test of the capacity of the System to function effectively in its present
form. '3 The Conference voted that excess reserves should be maintained

™ Notes. Vol. I1. July 7. 14, 1932: Office. Vol. 111 letter, dated July 8. 1932,
Harrison to Owen D. Young.

™ Yarrison. Open Market. Vol I[. Meyer was referring to the series of bills
introduced by Senator Glass (see footnote 29, above). the most recent on Mar. 17,
1932. predecessors of the Banking Act of 1933. The latest bill was the occasion
for a bitter exchange of letters between Glass and Harrison. With the approval of
the New York Bank’s directors, Harrison wroie to Senator Peter Norbeck. chair.
man of the Senate Banking and Currency Committee. enclosing a letter he had
sent Glass. Feb. 6, about an earlier draft of the bill, which read in part as follows:

Many provisions of this bill are designed further to limit the autonomy of the
individua! Federal resene banks and to concentrate more and more power in
the Federal Reserve Board . . . . [Tthe provisions of your bill relating to the
open market committee which is given jurisdiction over operations in bills as
well as government securities are so cumbersome as to be inimical to the best

interest of Federal reserve operation . . . . The bill requires approval not only
of the Federal Reserve Board but of a committee of 12 representatives of the
several Federal reserve banks . . . . Under the proposed bill no operations in

securities or bankers bills, even the day to day transactions. can be effected,
even in cases of emergency. without approval of the committee . . . .

To the extent that your bill further shifts power and authority from the Federal
reserve banks to the Federal Reserve Board, to that extent. I believe it aims
towards centralized operation and control through a politically constituted body
in Washington.

On Apr. 9. Glass answered Harrison's letter to Norback. writing:

In my considered view it constitutes a challenge to statutory authority and an
unyielding antagomsm to any restraining influence whatsoever.

. you and your board have thus stated in unequivocal terms the misconcep-
tion of the Federal Reserve banking act which so long has been reflected in the
extraordinary policies pursued by the New York bank with respect to both
domestic and foreign transactions.

The “extraordinary policies” referred to by Glass, who was an undeviating follower
of the real bills doctrine. included the use of open market operations in govern-
ment securities and the failure to restrict loans to real bills only. In his eyes, the
failure was responsible for both the boom and the bust.

Harrison's reply of Apr. 18 concluded the exchange:

The officers and directors of this bank have been just as desirous to do their
part in checking the use of bank rredit for excessive speculation as you or anyone
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at approximate!y £200 mullion by purchases limited in total to the amount
previously authorized bv the Conference but not evecyed $207 million
For the guidance of the executive committee, the Conference recom.
mended purchases not to exveed %15 million a weck—except in unusual
or unforeseen circumstances-—but not less than $3 million a week for the
next four weeks. McDougal. Young. and Seay of Ricltmontd voteq against
even this resolution.}**

Freed from Congressional pressure—Congress adjourned on July 16—
the Conference lapsed inte tts earlier pattern.'® The program adopted
was a inimum face-saving program. and was carried out at nearly the
mintmam level constsient with the letter of the recommendation. Mec-
Dougal and Young refused to participate in further purchases. Harrison
was unwilling to proceed on his own. As a consequence, in the four weeks
after the Conference met, total purchases amounted to $30 million 1515
million the first week, then 85 million a week). From August 10 until the
close of the year. the System’s holdings rentained almost precisely constant.

THE BANKING PANIC ofF 1933

The preliminary memorandum for the January 4. 1933, meeting of the
Open Market Policy Conference said of the existing situation, “that a
good start was made toward recovery, that this movement has been inter-
rupted. and s now hesitant and uncerqin.” At the meeting. both Gover-
nor Meyer and Secretary of the Treasury Mills stressed that any slack-
ening in Federal Reserve open market policy might provide an excuse for
the adeption of inflaionary measures by Congress. Governor Harrison
listed the Congressional situatiort as one of three reasons for holding the
System portfolio of government securtties tntact: the second was that a
reduction “might operate as a check to the bond market thus retarding
business recovery and further injuring bond portfolios of banks;” the third

clse. From their practical experience in operating a bank in this money center.
they feel that in the long run there is only one really effective method of bring-
ing about this result. and that is the traditional method of the vigorous use of
discount rate and open market operations . . . . The tragedy of the experience
of 1928 and 1929 lay, in cur opinion, in the failure of the Reserve System
promptly and vigorously to use the instruments for credit control which decades
of experience have proved to he powerful and eflective (Miscellaneous. Vol. 11;.
™ Open Market. Voi. I1. minutes of meeting, July 14, 1932.
™To the executive committee of the New York Bark's board of directors
Harrison reported on July 11, 1932, a discussion he had had with Meyer in which
“Governor Mever agreed as to desirability of going ahead with the System open
market program saying that, if for no other reason. it is politically impossible for
us to stop at this particular time. The program was begun at about the time the
Goldsboraugh Bii! was introduced in Coreress and if it were terminated just as
Congress adjourned we would he crucified next winter” (Notes. Vol. II, July 11,
1932).
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was that larger excess reserves might lead to the .elimination of intereg
on deposits in principal centers, thus d%stributmg “the pressure for
putting money to work more widely.” Against ‘those three reasons, Har.
rison listed three cthers in favor of some reduction of the portfolio: first,
the “System open market policy had not been one to accumulate any
definite amount of securities but rather to check deflation through the re.
duction of bank debt and the creation of substantial excess reserves,
which had been accomplished;” second, any further substantial increase
in excess reserves might not increase pressure on the banks to lend ang
invest but would serve only to minimize control when necessary; third,
the open market purchases had enabled the Treasury to borrow cheaply
and “so in some measure has encouraged the continuance of an unbgj.
anced budget.”

The sentiment of most governors was clearly in favor of reducing the
portfolio, and the final motion reflected that sentiment. It gave the
executive committee authority to reduce the System’s holdings of Treasury
bills, the reduction in January not to exceed $125 million and not io
bring excess reserves below $500 million. The committee was authorized
to purchase securities if necessary to prevent excess reserves from falling
below the existing level, but not if such purchases would do more than
make up for declines in heldings. Before any increase in security holdings
above the existing ievel was made, a new meeting of the Conference was
to be convened.?’

The policy recommendation was followed, and security holdings re-
duced by $90 million in January, despite the concern of Burgess and
Treasury officials about the weakness of the bond market, and despite re-
newed banking difficulties. By February 1, 1933, excess reserves had
fallen below $500 million, and the purchases made were not enough to
restore that level. From the last week in January to February 15, the Sys-
tem increased its security holdings by $45 million, and permitted total
Reserve credit to rise by $70 million. Yet, in those three weeks alone,
member bank reserve balances at Federal Reserve Banks declined by
$280 rnillion.

The state to which open market operations—the most potent mone-
tary tool of the System—had fallen was graphically revealed when, as the
banking difficulties mounted in February, Harrison ruled out a meeting of
the Confercnce on grounds that it would be “difficult, if not impossible,
to hold a meeting of the system Open Market Policy Conference at this
time.” Instead, New York turned to bills as an alternative. On February
16, New York requested, and the Board approved, a reduction in its mini-
mum buying rates on bills to ¥ of 1 per cent. It acquired $350 million in

”'Harrisor_l. Open Market, Vol. II, preliminary memorandum, dated Dec. 3,
1932, and minutes of meeting, Jan. 4-5, 1933.
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bills the following two weeks, though at the end of the second the Bank
ciced the bill rate twice, to ) per cent on February 27, and 1o 112,
per cent on March 1, in consonance with rises in the discount rat'e.,
Jt also acquired $25 niillion of government securities in the first of the two
weeks and $2 million in the second, primarily to enable banks to hqui.
date by selling government securities instead of borrowing on them.!*

In the final two months prior to the banking holiday, there was nothing
that could be «alled a System policy. The System was demoralized. Each
Bank was operating on its own. All participated in 1lie general atmos-
phere of panic that was spreading in the financial community and the
comniunity at iarge. The leadership which an independent ¢entral bank-
ing system was supposed to give the market and the ability to withstand
the pressures of politics and of profit alike and to act counter to the mar-
ket as a whole, these—the justification for establishing a quasi-govern-
uental institution with broad powers—were conspicuous by their absence.

6. Alternative Policies

It is clear that the monctary pelicies followed from 1929 to 1933 were
not the inevitable result of external pressure. At all times, alternative
policies were available and were being seriously proposed for adoption
by leading figures in the System. At all titnes, the System was tech-
nically in a position to adopt the alternative policies.

To give a clearer idea of the consequences of the policies actually
followed, we consider explicitly the alternatives available at three critical
periods and what their effects might have been. The periods are:
1} the first ten months of 1930; (2) the first eight months of 1931;
(3) the four months following Britain’s departure from gold in September
1931. This is followed by an evaluation of the chief justification that has
been offered by writers on Federal Reserve histery for the poiicy actually
pursued in late 1931 and early 1932, namely. that a shortage of “‘free
gold” greatly inhibited use of the policy alternatives available to the System
until the passage of the Glass-Steagali Act at the end of February 1932.

The successive banking crises which followed the first period and
occurred during the other two were, as we saw in section 2, each more
severe than the preceding. Measures that might have been adequate to
cope with the earlier ones would have been inadequate for the later ones.
On the other hand, as we shall see. tie bond purchases actually made in
the spring and summer of 1932, which did halt the deciine in the stock of
money but were inadequate to prevent a subsequent relapse some months
after, would have been more thau adequate to cope with the earlier
crises. As so often in human affairs. a stitch in time saves nine.

mNotes, Vol. 111, Jan, 16: Feb. 2. 6. 16. 27. 1933: Coaversations, Vol. I,
Jan. 18, 1933. Quotation from Notes. Vol. {11 Feb. 16, 1933.
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