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A FEDERAL RESERVE BANK

OF NEw YORK

|
\
November 17, 1921. i

My dear Professor King:
When I received and péad ng;xiﬁgg letter of November 13, frankly, my
conscience smote me hard in éalizing that I had imposed upon you a task of writing

such a long letter by hand. It was indeed most kind of you not only to read the

receive and hold its/ contente in confidence.

First, ease bear in mind that the scdkb of my statement, which necessarily

was a very long ghe, was 11m1ted by the tlme alloi%i by the Commiasi?ﬁ and the

especially the post-war perjod. I refer specifically to ty? year 1919 and the
policies of that year, with ®hich I was very much out of sfipaxhy during the greater
part of the time.

It seemed t6 me that argument as to the Treféury's policies of the
year 1919 was permitted by me so long as Secretary Glasé and Mr. Leffingwal were
available to the Commission, and especizlly, as I explained to the Gommisaion, when
I had occupied the position specified in the Federal Reserve Act of being the agent

of the Treasury rather than a principal.
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#2 Professor King s November 17, 1921.
‘t(f With this preliminary comment, which ie necessary to an understanding of
t)my personal poeition, let me add that almost every question raised by your letter,

) in order to be accurately answered, requiree consideration of the circumstances and
of public opinion at the time, and of what is practicably possible contrasted with
what ie theoretically perfect.

Should the government have taxed more and borrowed less? The answer to
that is Yes, had it been possible. My thoughts in regard to the policy of taxa-
tion during the war were, I may eay, slmost entirely controlled by the influence
of Professor Adams' book "Public Debts," and his admirable chapter upon Secretary
Cﬁase's pelicy in fipancing the Civil War. If you will, however, refresh your
memorj as to the statg of ?ind of the public, the temper of Congress, the difficulty
of getting legislation of the character required through Congress, I think you will
agree that while more might have been done, what was done was extraordinary when
one eunirasts the failuresof the Civil War period, and the equally disastrous failures
of" the European belligerent naticns. Over and over again the policy of high taxes
wae urged upon Congress by Secretary lMcAdoo, and was energetically supported by the
mansgere of the Federal Reserve System. The program for taxation recommended for
y the year 1918-1919 contemplated revenues of $8 billions from taxes. The approach-

ing conclusion of the war resulted in a modification of the program to $6 billions,
as was finally adopted.

My own view as to whether the people did save all the expense of the war while
the war was going on is slightly different from what is implied by your question.. They

v did furnish all of the services and they did produee all of the materials required for

the war during the war peried. That is certmnly true; but what t.hey did not do wae

Qrao I ”fo 54’ éb‘(z/r) M
we1r1uﬁb~%ree¢1mk

| to reduce their own consumption so that what was consumed by the war

‘ su¥- HA 7// A meit T

\ —as gpart of future paynents, as would have been the case had taxatlon covered ex-
|

A

\ |
penditures; but after all, could taxaticn bhave covered the entire expenditure?
|

Theoretically, I admit that it could, and cited the example of warfare in feudal
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#3 Professor King ' November 17, 1921.
2 i{ days to illustrate the point. But on the other hand, what is theoretically possible
and what is practicably possible are two very different things, and I doubt whether
o taxation to the extent required would have been politically and socially possible.
This can be only a bare expression of opinion.

This, in a measure, answers your next question as to the limitation of
the supply of circulating medium. Leaving out the influence of additions to our
gold and the inflationary effect of gold imports, I personally belisve that more
could have been done after the war ended toward limiting expansion and inflation
than wﬁs done. Very little,if anything, more could have been done during the
period of our belligerency, and under the existing state of the law prior to our
entry we were really powerless to do anything. The figuree prepared at the bank
indicate that the greatest expansion took place before we declared war; the least
expansion during our participation in the war; and a considerably greater expansion

’ o “"“'H‘-ig B Wany AUusd,
subsequent to the conclusion of the war, The first two periode were the most
difficult to deal with. The last period could have been dealt with in my opinibn
by a different policy had the Treasury and Cong;ess been willing to adopt it.

My belief is (and of course I am expressing but my personal opinion) that
the risk should have been assumed of a high rate policy commencing in March of 1919.
What the consequences would have been can only be surmise. We would have prevented
a considerable part of tﬁ%ii%;;nce in prices, which in fact had considerably de-
clined betwsen January and April in 1919. The arguments of the Treasury against
that poliey were principally two: One was that the declire in the values of Liberty
bonds, as the result of the higher interest level, would cause a demand in Congfess
for refunding the entire war debt, which was regarded as an impossible operation
and one necessitating gross injustice to those who subscribed at par and sold at
a discount, and an unwarranted profit to those who had not subscribed at bar but

who had purchased at a discount. You will recsall that the Treasury was borrowing

constantly increasing amounts until September 1919. The second argument was that
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fa Professor King ' November 17, -1921.

4,J“ie were faced with an imminent and sudden reduction in our export trade, with the

4 o

L 4

possibility of goods piling up at home and causing heavy price declines anyway.

) Possibly, writing with more frankness than I should, I might eay that neither of
these arguments.égzgfimpressed me. I did not expect our export trade to decline,
but rather to continue for a considerable period, and I was always williné to take
the risk of Congress running away with the situation by passing some big refunding'
act. - I do not think that they would have done it; but again that is just personsl
opinion.

Commenting upon your guestion in regard to control of prices. That is,

I believe, one of the most difficult and puzzling matters of policy with which the
Federal Reserve System deals. I realize not only the imperfections of my state- ‘
ment on that point,'but will go further and say that I realize my limitations in
dealing with so important a subject; but shall try and express to you just how I
feel the attitude of the Federal reserve banks should be toward prices in general.

| There are a great variety of considerations which enter into the rate |
policy of the Federal reserve banksg The statelof reserves, whether gold is being
imported or exported; whether the country is in a speculative or in an apathetic
state of mind; whether prices are advancing or declining; whether there appears to
be over-production or under-production; whether the general level of interest rates
is much above or much below the discount rates at the reserve banks; &c. &c. When
it comes to the question of prices, it seems to me that we should consider movementes
of prices in their relation to our discount rates, to our volume of discounts, to
market rates for credit, &c., as being a reflection of ouf policy, rather than a
primary cause of action. It is difficult to express by dictation, but what I have
in mind is that it is the movement or trend rather than the absolute figures of
the moment, which should determine our policies. If our discounte are expénding,
if our rates are getting below the market, if prices are advancing, if the.

speculative temper has developed, then rates should be advanced. Not only all of

these considerations together, but possibly only one or two would be justification
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,. #5 Professor King November 17, 1921.

{?,ffsr advancing rates. The converse of that is true to some extent as to possibly

| all of the factors that I have named, excepting declining prices. It should not

L necessarily be our policy to promptly reduce discount rates just because prices
decline; in fact, a declining of prices is likely to reach considerable proportions
before actual liguidation of the volume of credit takes place, assuming, of course,
that we escape, as we should, a panicky, perpendicular liquidation with = large '
volume of distress sales of securities end goods. On the whole, I think the
policy of the Federal Reserve System will be safer and less liable to politieal
attack if the attention of the country is focused more upon the state of our
reserves, the volume of our loans, and the cost of credit, than it will be if we
frankly assume to direct our policy toward regulating prices. This is a country

of a great variety of economic interests; when cotton is prosperous, cattle may be

prostrated; when manufacturing is prosperous, agriculture may be in difficulties.

There would always be one class or another to demand that we regulate their prices.
In fact, this has been frankly stated to me at ?he Capitol by those who are thiﬁking
sectionally rather than nationally. So, admitting, if you please, the effect of
our poliey, its reflection in the price level, will it not be safer in the long run
to direct our policy toward regulating the volume of credit (certainly in publiec
discussions of the question) rather than to direct our policy to the direct regula-
tion of prices. This argument may seem to you a bit specious, but I can assure

v/ you that it is practicable, with my experience wfgﬁ”the temper of Congress zﬁ during
the past ten months.

As to the world reaching a state of production beyond the power.of con-
sumption. I should.say that the answer to that is more psychological than actual.
We do know that people influenced by fear, propaganda, or for some one or another
reason, at times are driven to practice unusual economies, while production con-
tinues, and a great surplus of goods accumulates. It is a reflection of ; state

of mind rather than an economic condition. I believe, generally, that the world
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;,6/ Professor King November 17, 1921. 1
/Gust about capable of consuming all that it is capable of producing, so long |
56 one admits that the state of society is such as to support a constantly elevating
" @ standard of living. 1In fact, as to that whole line of inquiry, in your letter, I
attach much more importance to the influence of the state of mind of the people, L
than I do to the theoretiecsl possibilities in a theoretically perfectly organized
state, where the influence of fear, or the influence of the anticipation of futur.e

events, so strongly controls what people do. P

7rve

Expressing it differently, I think ,_,&1’1‘/of the losses and suffering in the
Y

h Kar "5{%5.(

past two years could have been escaped if two things wers possible of accomplishments
Une, if the volume of credit and the level of prices cod%QE;%?EZASOnably mainteined
at that established in the.spring of 1919; and second, if thé\hinds of the people of
the country could have escaped the influence of what was happening in other countries,
where less fortunate conditions led to the breakdown in Japan in the East, and some-
what later in Europe.

I have answersed your inquiry as to the rate poliecy of 1919, excepting és

‘

to the suggestion that rates might have been raised to any heights necessary on all
forme of borrowigg, excepting those secured by government collateral. There, I
think practical experience has completely demonstrated not only to us in New York,
but to the managers of the other reserve banks, that these differential rstes are
wholly wrong and ineffective. Had we established a 7% rate on commercial borrowings,
and maintained a 4% rate upon loans secured by government bonds and notes, in the
spring of 1919, within two or three months all of our loans would have been secured
by government bonds at the 4% rate; and the converse would have been true had we
made a 7% rate on government loane and a 4% rate on commercial loans. The banks
simply borrow in the cheapest f@rm in which they can. The only differential in

Z(,’fu f.'-?i ~ i
v~ rate, which our experience indicates is justified, is that applyiqéiﬁhf’the period
A o SRS

for which the loan is granted. The enormous volume of the government's borrowings
would have afforded ample means to all of the banks of the country to have borrowed

all that they wished at the low rate. To escape the 1919 expaneion, it would have - ;
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Professor King | November 17, 1921.
/‘G;fnecesaary to have advanced all rates. That is a matter which I believe the
//%Treasury never understood until the spring or fall of 1920.
!/// () The object of my statement in differentiating speculation from business
(r enterprise was to remove from the minds of the members of the Commission what I
believe was a very erronecus impression of the policy of the bank in New York.
Plesse bear in mind that having been deprived of the opportunity of controlling
the expansion of credit bf the employment of higher discount rates, it was necessary
* to do the best that we could do by direct control. The best example that I could
give to the Commission was the control which we exercised over the stock market
speculation. Of course, I admit that all business contains in a greater or lesser
degree some element of speculation, but having found ourselves unable to effect
a complete,democraﬁic and universal control by interest rates, we had to take hold
‘ of each department of enterprise by the best means we could devise, and in the case
of the stock exchange we did it in the way described in my statement. It was a
poor plan at best, and I hope never to be calle? upon to attempt it again.
I agree with you that if expansion could have been prevented in 1919, our
poliey in 1920 could have been reversed, probably with salutory effects.
It is difficult in a letter of reasonable length to answer your inquiry
about my optimism as to prices E?ing brought to & new stabilized level. . Some time
v 1 hope we can discuss this; aa4&y’attemp§fio describe jhis';g a very spotty develop-
ment. What I think you may safely imply from my statement is that with the
policies of the Treasury no longer controlling, it is at last possible for us to
be a greater influence in stabilizing prices and promoting, generally, more stable
business and price cohditions, thﬁn was possible during any of the periods that I
described in my statement. Without going too far in the implication, your question
- o Bl ats .
might have been framgd‘££é£ I;&as unduly optimistic in expressing an intenﬁion to .
endeavor to accomplish § better stabilization of prices and conditions. It is not
an attitude, however, which I would care to emphasize publiely, as I believe it is

filled with possibilities of danger to the Federal Reserve System.
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/“; Professor King : November 17, 1921.

o
This I fear ie a very inadequate reply to your rather searching guestions,

hjch I hope some day to answer verbally. In conclusion; as to the future, I be-
P lieve that you and the good men of your profession live ;1n an atmosphere which de-
prives you of the opportunity of forming judgment on two important aspects of our
work: One is what I‘might describe as the practical manipulation of rates, and the
effect of it. We have started a vast and complicated organization, with mixed
powers and influences, with very little experience to go by and that of an unusual
and extraofdin&ry character, and now that we have achieved a position of greater
freedom we must cautiously feel our way along and see what are the practical results
of the policies adopted from time to time, They are the problems which I would
describe as the operating problems as distinguished from the theories. But another
and more important influence is that which relates to the protection and perménence
of the System. There is the densest ignorance in Congress, and generally throughout
the counﬁry, as to what the Federal Reserve System can do and what it can not do,

of its purposes and its pglicies. Selfishness, ignorance andintulerames,prejudiced
critieism, with attacks ;éﬁdemagogs, politiecal aﬁbitions, and all sorts of influences,
which are ;1;;;;’and¢ﬁfii\§1wa¥§ be in the background of our &ffairs until the
Federal Reserve System has a great tradition behind it and is held in public esteem
as being sacred from attack. We must always have in m;nd that Congress has the .
power to sweep us out of existence or to change us from what we now are to something
that woyld be monstrous and dangerous. From this you must not gather that I am
influenced in the slightest degree by political consideraticns; they ﬁave no part

in cur policies. But I am, and always will be, influenced by the possibilities of
real dangers to the System, and those I can assure you during the past twelve monthe
have been greater than any of our University men have realized. My attitude to the
Commiseion before which 1 appeared was to leave our éritics alone, and to endeavor

to lay before the Commiseion as sound and well supported information as we had at

our command on the subjects in which they were interested, and endeavor to get as

favorable report as possible. This explaine much that is miesing from the
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‘ #9 o Professor King . November 17, 1921.
Agtatement,‘an% in general much of my attitude in dealing with the question of the
*felations between the Treasury and the Federal Reserve System.

One influence which has been strongly in my own mind during the past few
monthe in adopting a policy of lower rates, has been the need for opening our
markets to foreign credits, I cannot go into the detail of this situation in this
1etter, but 1 think I should say to you frankly that there is gradually lcoming up
ahead of us a new danger, and cne with which we must reckon. This country csnnot
afford to absorb the world's entire gold production, to gather 1nlmost of the gold

vy

which new serves as bank reserves in Europe, and lock it away w1th0u:T;;rfbrming
any function. If the Government of the United States determines to‘étart the
collection of 1nterebt upon loans made to¢ the Allied governments, we will undoubted-

gold stock. Ve w#ill see increaeing presesure for
ly see further great addltlons to our bank's 1nternat10nal currencies, and all sorts
of batten sehemes. Such men as Professor Cassel, Senator Hitchcock, Nr. F. A.
Vanderliﬁ, and many others, that I could name, are coming forwerd with plans for
thé restoration of stable conditions; in other words, for the accomplishment of the
impossible. I am only suggesting to your mind What I fear will be the next form
of attack upon the Federal Reserve System. There ié no danger of abuse of our
facilities at the present level of discount rates, and there is the possibility of
our facilitating the world's recovery in a sound way, and we have the power and
intention, when the need arises, to advance our rates.

Please overlook this very hastily dictated letter, and give me the pleasure

of a cell at the bank some day when we may have lunch and discuss these matters

more intimately.
' Yours sincerely,

Professor Willford I. King,
76 S. 23rd St.,
Flushing, N. Y.

BS: MM
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PERSONAL

January 30, 1922.

liy dear Professor King:

You must have wondered why you have received no reply to the letter which
you were kind enough to srite me on November 13. I did dictate a reply on November
17, but a few days afterwards I was obliged to go to the hespital for an operation,
and only to-day have returned to the office. In the meantime, having been prohibit-
ed from all work I wae unabie to read over the letter which I had dictated and send
it to you, and now it ie neievhat out of date.

It #i11 be so much more satisfactory if we could have a talk of sufficient
length to cover all the ground dealt w#ith in your letter. I feel so plessed that
you should have taken the troubls te wsrite me so fully, and in longhand, that I do
not want you to feel that your kindness is nmot appreciated.

Une point only I must refer to in this letter. It bears upen practically
every question which your letter raises.

Supposing during the war, or the pericd immediately subsequent to the
Armistice, the managere of the Federal reserve banks, or the Federal Reserve Board
itself, ehould have found what they believed to be just ground for disagreement with
the policy of the Secretary of the Treasury, and should have positively deelined to
develop a policy reasonably synchronizing wsith the Treasury's policy; what ;ould have
happened to the Federal Reserve System? Would we have remained in existence?
fould the Federal Reserve Act have been mat?rially modified by legislation?  Would
the provieions of the OUverman act have boenﬁgivokedf #ould the direction of the
Federal reaérve banks be under the direct contrecl of the Sscretary of the Treasury?
ficuld the members of the Federal Reserve Board have been remeved from office and

new membere appointed? In fact, shat would have happened nmo one can eay. But I
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s M% #2 Professor King Jenuary 30, 1922.
maintained at that time, and eince have no reason to change my view, that the poliey
of the Federal Reserve System could not be made practicably and sffectively to
dominate the poliey of the Secretary of the Treasury. I can recall reading in
years long gone by, a reference sither by Palgrave or Bagehot to exactly similar
conditions as those which prevailed in the pericd dealt w#ith, and in language which
I cannot exactly recall, but somewhat as follows:

"§hen war ariees, the sinster hand of the Finance ¥inister reache® cut to
the central bank."

So it may teem to be the case with us. But even were it a sinster hand, what was
this ecreature of Congress toc do? Fngage in propagands to defeat policies not only
sanctioned but made mandatory by Congress and by the varicus bond bills.

Frnntly,. I cannot see the force of the argument that "ths u.u could
poesibly weg the dog." I recall hearding such a deseription as this applied to the
relation of Austria to Germany by Dr. Henry Ven Dyke, #ho very aptly said that "while
the tail cannot wag the dog, thies did not uooagurily give ground for a fesling of
contempt for the tail.®

It must be recalled that during the period of cur partieipaticn in the war,
and during the year 1918, Treasury affairs wers run by two men of strong character
and personality, and whe I have alwaye believec} exercised discretion, so far as -
Congrees permitted, with the highest minded purposes of doing the best that could
be done. Fhen we disagreed with them, we said so frankly. #hen these disagree-
ments, which maturally arose one time or another, came to an issue, the choices were
assent, compromise, or resistence. Iy own belief was, and still is, that of the
three courses rnisteﬁoo wae the most dangerous and would have besen the most futile.
But in point of fact, no serious differences arose between the Secretary of the
Treasury and the reserve system management until the year 1919, and then f.h.y were
of a character most difficult to deal with; and they were in fact dealt »ith more
by way of compromise than by either of the other courses. Thie was suggested in
my statement to the Commission, and I wae most anxioue that the Tressury's point
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- #3 , Professcr King January 30, 1922.

Leffingwell. Time not permitting that, I could only introduce Mr. LefPfingwell's
public statement, Dr. Miller's sddress, and Professor Sprague's admirable paper.
#hat I vas unwilling to do, and am still unwilling to do, ie to turan upon my assoc-
iates of that most difficult and trying times, and charge them with responsibility .
for decisions which we all should share togéthér, and sepecially, ae in the case of
one of our prineipal critics, makse charges of bad faith.

I have aritten you with somewhat more frankness than I have sver written
to anybody on this éubjeot, and am led to do se by the cordial and frank character
of your letter, which you took so much paims to write me. You will, however,
please consider this letter as quite confidential and personal for yourself. I
would rather resigmn my poeitiaﬁ than start now to blame thoees with whom I wae
associated during the war, even though I disagreed with them at that time and said
BG.

#ill you not at some early opportunity telephone or wsrite me at the baﬁk,

f
and then make ansppointment to lumch with me there, and I #ill find so much pleasure

in taking you through the institution and giving you in that way some idea of the

immense affair it has bscome.
#ith cordial regards, believe me,

Yours sincerely,

Professor #illford I. King,
76 S. 23rd St.,
Flushing, N. Y.

BS. WK
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February 14, 1922,

My dear Professor King:

Thank you for your note of the 12th just received. I
shall ask my secretary to make an appeintment with you for some
day next wéek, as this week sesms to be rather crowded with
engagements,

My thought wae to arrange, if possible, for you to
reach the bank not later than 11 o'cloc%, as certain of our
departments at about that time are at the pesk of the load of
the day's bueiness. After going through a few of the de-
pertments of the bank we can have luach in the building and
bave & little discussion of the subject of our recent corres-
pondence.

Yourse sincerely,

Professor WilTIford I. King,
76 S. 23rd St.,
Fluehing, N. Y.

BS. M






