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FEDERAL RESERVE BOARD
WASHINGTON

X-3170
July 18, 1921.

SUBJECT: Correspondence Regarding Decline of Prices
of Agricultural Commodities.

Dear Sir:

There are enclosed herewith for your informa-
tion copies of correspondence between the Governor of
the Federal Reserve Bank of Richmond and an official of
a mercantile company in South Carolina. In his letter
Governor Seay discusses the charge that the credit
policies of the Federal Reserve Banks have been the

direct cause of the deflation or decline of prices of
sgricultural ccmmodities.

Very truly yours,

(Enclosures) Gcvernor.

Governors of all F.R.Bs. except Richmond
copies to Chairmen.
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July 2, 1921.

Dear Sir:

Your letter of June 30th in which you ask for a brief report
from us as to conditions in ocur particular line, also any other lines
as far as they - incidental to our o¢perations - come under our observa-
tion. ‘

The purchasing and debt-paying power of a large portion of
our population has absolutely been destroyed, as a result ¢f the deila-
tion policy of the Federal Reserve fystem. This policy has paralyzed
our agriculture and stagnated our commerce, and, unless relieved,
eventually the consumers will pay a fearful penalty. Tne policy has
of course resulted in forcing down prices of agricultural products.
This has always been the case, ionllowing great wars in which we always
have great inflation. Where credits have been restricted and rates of
discount raised it has always resulted in bringing about artificial
deflation and forcing down prices, and has brought tremendous losses.

As the result of close study of the situation, we find that
throughout the agricultural sections of the South, practically the same
conditions ezist. The farmers are vnahle to secure credits of either
money or goods with which to pronduce, except in a limited way. They are
loaded with debts which were incurred on the peak of inflation in the
spring of 1920 for the production of that crop. We had eighteen menths
of prosperity and business activity, following ths cessation of hostili-
ties, and the present distressing financial conditions, therefore, are
certainly not the natural aftermath of the World War, but the result of
the deflation policy as outlined above.

Millions of people in Europe and Asia who own lands, forests,
mines and factories and who are an industriaus people, are in desperate
need of our raw products, while on our side, as a result of this policy,
we are being smothsred by the very products which they are needing so
badly. We are suffering, not from over-production but from under-
conswnmption. There are no markets for staple products, except in a very .,
limited way and at prices of less than one-third the cost of producticn.

Unless these conditions are relieved, through a lowering
of the re-discount rate to say U per cent. on bonds, (this being the
understanding of the people who purchased the bonds), and Y3% on agri-
cultural and commercial paper, through a renewal of agricultural loans
until markets can be opened and confidence restored, and through more
liberal extensions of credits, conditions will grow steadily worse
and a large portion of the agricultural se¢tion of the nation will face

universal bankruptcy.
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In our immediate section, there has been a drastic reduction
in cotton acreage; in fact, in all agricultural production. We find
@hat the same condition exists throughout the State. The report just
issued by the U. S. Agricultural Department shows a reduction in cotton
acreage of 2g.U4 per cent. and a drastic reduction in the use of fer-
tilizers, showing that the cotton yield of this year's crop will be
the smallest in t.e last twenty-five years. In fact, even with ideal
weather conditions, we cannot expect it to be otherwise, due not only
tg the reduction in acreage, but also, on account of the distressing
financial conditions, of the fertilizers used, tnere was uot only a
drastic reduction in tonnage, but only the cneapest material was pur-
chased by the farmer.

In my humble judgment, confidence can cnly be restorad and the
présent conditions remedied, by an immediate reversal of the policy
which created them. A lowering of the re~discount rate charged by the
Federal Reserve Bcard to U per cent on bonds and to 4F per cent on
agricultural and commercial paper, renewal of agricultural loans until
confidence can be restored and markets cpened; extension of credits

based upon credits justified by the gold reserve; we view as a werld-~
wide necessity.

Ve beg to remain,

Very respsctfully,

Vice-President.
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FEDERAL RESERVE BANK OF RICHMOND

July 11, 1921.

My dear Sir:

Your letter of the 2d, written in reply to our request for
a brief report frow you as to conditions in your line and locality,
for the purpose of incorporation in our monthly report on trade and
financial conditions, has come to my attention.

Your letter is a very interesting one, and your opinions,
whether we may be able to agree with them or not, are welcomed and
encouraged, because they are needed to make up that composite viewpoint
which alone can truly depict conditions as reflected by actual physical

circumstances and the mental attitude of the people of a locality or
district.

I am going to take tiae liberty of analyzing and commenting
upon several of your statements, in the hope that it may be profitable
to both of us. First, you state that --

"The purchasing and debt-paying power of a
large portion of our population has absolutely
been destroyed as the result of the deflation
policy of the Federal Reserve System.,"

By this I assume you mean that the credit policy or praciice of the
Federal Reserve Banks has been the direct cause of th: ".eflation" or
decline in the prices of commodities, particularly cf agcicultural
commodities. Of course, it must be admitted that anyone who incurs ‘
obligations based upon high-priced commodities, or laber, or sscurities,
or real estate, or anything else, is seriously handicapped in his ability
to pay by a drastic decline in the price of any of these things. That
has always been the case and always will be; it is axiomatic. As to
the cause of these severe declines inprices, there you will find a very
great divergence of opinion. First and foremost must always be takep
into account the antecedent rise, the natural law that what goes up 1s
bound to come down -~ no matter what sends it up. As oppused to your
opinion, I held the view that the action of the Federal Reserve Banis
in protection of their reserves, which were being rapidly exhausted,.——
sxhaustion of which would have caused collapse and ruia entailing um-
versal disaster, from whicih there could have been no recovery except by
the long, tedious, patient, toiling process of building up after de-
struction, =~ was no more responsible for what you call the deflation"
of prices than you are responsible for the action of the law of
gravitation.

This "deflation" or decline in prices was not peculiar to our
oWn country, and to attribute such declines here or in other countries
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to the policy of the Federal Reserve System is arbitrarily to assign

it to an influence which it does not and cannot exercise but which is
the result of those laws of action and reaction which have been at work
from tne beginning of things,

The first eerious shock which the business world received, as
a forewarning of what was likely to happen everywhere in the world, was
the sudden and violent decline in the silk narket in Japan and the de-
moralization of business and finance there. The significance of that
decline was not grasped at the time. Then came along an equally violent
decline in wool prices; the market simply disappeared overnight. Then
came declines in sugar prices and in cotton prices, in copper, rubber,
anda wide range of staple commodities. You might go around the world
and in every land you would find a parallel.

This country waked up to the fact that the power to buy things
at very high prices was limited by the income arnd disposition of a very
large proportion of its popuwlation. The governments of the world were
no longer buying goods in unlimited quantities for war purposes, and the
peoples of exhausted countries had not the means to buy them, whatever
tneir needs. Moreover the capacity for production, stimulated by the
urgent demand of war and the consequent high prices, was tremendously
increassd. It gradually became apparent that the supply of raw products
and the manufacturing capacity were both greater than the people were able
to absorb. What was bound to be the result? Credit was powsrless to -
sustain prices. From that time on it became, day by day, increasingly
apparent that the supply of things which the peoples of the world were
bound to have was greater than was supposed, and greater than their in-
comes would enable them to purchase at the prices exacted. A very large
proportion of the world had 1ittls or no income with which to purchase
anything, even the bare necessities of life, and hunircds of millions of
dollars were contributed by charity in this country tc meest the needs
of such people.

Surely no man can contend, with any show of reason that these
things were brought about by the policy of the Federal Reserve System
and by interest rates established by Federal Reserve Banks, which rates
at no time were really very high, and which were never as high as the rates
Charged by private owners of capital.

In one paragraph of your letter you state:

"The policy has, of course, resulted in forcing
dewn prices of agricultural products. Tais has al-
Wways been the case iolliowing great wars, in which we
always have great inflation."

In another paragraph of your letter you say:

"We had 14 months of prosperity and business ac-

tivity following the cessation.df hostilities, and
the present distressing fimancial conditioms, there-
fore, are certainly not the natural aftermath of the

‘ ' esult of tae ueflaticn policy as
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outlined above."

There seems to be an inconsistency and even a contradition between

these statements. It was during the period of "13 months of prosperity
and business activity" to which you allude that the extraordinary
expansion or inflation of bank credit took place, until it reached a
dangerous point beyecnd which it could not have gone much further without
an 1inevitable, sudden and violent collapse. It was during this period

of what you call “prosperity" that the production of commodities, and
particularly warufactured products of a peace-time nature, was stimulated
and competitien in the purchase of such commodities, under the cultivated
be}lef that they would go still higher, resulted in rapidly rising
Priceés requiring more and yet more credit to finance transactions.
Moreover this should be taken into account, and it is an extremely im-
portant factor in considering business activity and the course of prices
during the period to which you refer: After the armistice there remained
about $2,500,000,000 of loans to foreign countries unexpended and avail-
able, and our large exports to Europe in 1919 were paid for very largely
out of this fund, provided by the people in this country through Treasury

loans. That situation in itself would have served to keep business
active for a time.

For the full period of a year, the attention of the whole
country was calléd to these conditions and the inevitable consequences.
Rates of discount at Federal Reserve Banks were gradually raised, and
warnings were given people to exercise restraint in the use of credit.
But notwithstanding these warnings and increases of the discount rate,
any writers who should have known better bitterly scored what they
termed restrictions of credit when, as a matter of fact, credit was being
continuously expanded. During the most violent stages cf price adjust-
ment, crédit was being expanded, not contracted. lNcbody would heed the
Warnings. The individual banks the country over lent cut all of their
reserves -- every dollar and more, too, -- and borrowed from Federal
Reserve Banks to recreate or replace their reserves. It did not take
19ng to discover that credit obtained against ‘commodities and goods at
high prices was being used to hold them off the market and create a
belief in scarcity and force up the price. When this became well under-
stood, the game was up.

You further state:

“Millions of people in Europe and Asia who own
lands, forests, mines and factories and who are in-
dustrious people are in desperate need of raw products,
Wwhile on our side, ag a result of this policy, we are
beingsmothered by the very products which they are
needing so badly. We are suffering not from cverpro-
duction but from under-consumption."

Can anyone explain how these millions of peoples in Europe and Asia
who own lands, forests, mines and factories can use them in paying you
for your raw products? Raw products are not usually paid for in any such

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



[ el

e {f_ 3
] LR S T
N

U X-3170b

way. The best thought of this country has been vainly searching for a
way by which the people who have no liquid capital and little credit can
buy our goods and by which we can safely sell them our goods under such
conditions.

What has been done alrsady in the way of granting them crsdit?
Your statement appears to imply that there is some easy way of continuing

it, and even that the Federal Reserve System has the power of doing it.
These countries to which you allude already owe us the incredible sum of

about 18 billion dollars, made up about as follows:

Advances for War Loans ..........evivninennnnnnnn. $10, 000, 000, 000
Surplus War Material sold Abroad ........... ..... 3,000, 000, 000
Due to American Exporters and Manufacturers ..... 3, 000, 000, 060
Due to American Investors, etc..c.vvu v vens 2,000, 000,000

TOtal eevvvennrnnnnnn $18, 0C0, 000, 0CO

There is a limit to this thing. Corporations have been formed for the
purpose of aiding exporters to do more business with these foreigners
described by you, but a very small amount of business has resulted, be-
cause no way has yet been found by which credit can safely be extended in
large volume to people who caniot pay, or if they can pay at all can only
pay by slow degrees as they accumulate capital. Our merchants are slow

to take further risks. Doubtless you know that hundreds of millions of
dollars in goods were repudiated by foreign buyers, and were left on docks
unclaimed.

The English government agreed to assume 85% of the risk of its
manufacturers in selling to these people whom you describe, but I am in-
formed by very competent authority that comparatively little business has
been done under that guarantee, because the English merchants are un-’
willing to assume the balance of 15% of the risk, and have found that
the pe }e haye Hothing available as a basis of credit and that they can-
not/%%gg;g.ex °K§ to Yunderconsumption’, it has always, everywaere been
demorstrated that people under stress of circumstances can and will govern
their consuming capacity, and that without material distress. The
difference between extravagant and frugal consumption in this country
alone, is sufficient to bring about temporary depression.

Is the Federal Reserve System to blame for these conditions?
You say:

"Unless these conditions are relieved through a
lowering of the rediscount rate to, say, 4% on bonds
and 44% on agricultural and commercial paper, through
a renewal of agricultural loans until markets can be
opened and confidence restored, and through more lib-
eral extengion of eredits, conditions will grow stead-
ily worse and a large portion of the agricultural sec-
tion of the nation willface universal bankruptcy."
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Loans are being constantly renewed. In your State particularly,
there has been practically no liquidation for a year. I am wondering
what you mean by a more liberal extension of c¢redits. There are 99
member banks in South Carolina, 91 of which are borrowing from us.
(The 8 banks which are not borrowing, amownt to a small sum in re-
sources.) This bank is lending those 91 barks 3080 of the amount
which they contribute to the lending power of the Federal Reserve
System. This is petween five and six times the amount of the re-
serve deposits cof those banks in the Federal Reserve Bank of Richmond.
Take the two mewber banks in your city by way of illustracion: TWe
are lending to ithsse two banks ten times the amount of their reserve
deposits. Would you contend for a more liberal grant of credit than
this? In some cases in South Carolima -- principally the cases of
smll banks ~- we are lending ten to fifteen times the amount con-
tributed by those banks to the lending power of the Federal Reserve
Bank of Richmond. We are lending to the banks of North and South
Carolima 47 million dcllars, which is practically one-half of the
largest amount ever btorrowed at any one time by the national banks of
the country prior to 1913, or before the establishmernt of the Federal
Reserve System. Besides, the member banks of your State are borrowing
between six and seven million dollars from other banks, which get the
funds from the Federal Reserve System.

We often hear that the farmers cannot obtain credit from
their local banks. What is the reason when tne Federal Reserve Bank
is lending its member banks so freely? As I nave stated, the Reserve
Bank is lending to some cof these banks beyond all reason, and to all
of them with the utmost liberality consistent witn prudeace.  If,
then, the banks, notwithstanding, are not in a pcsition to lend to
their agricultural custcmers as may be needed, it is due to one of
two causes: First, a lack of capital in the community; or, second,
to the management of the banks in placing their loans. In a very
large number of cases, the banks have so loaned their funds that they
have become tied up and they can do no more tnan renew tne loans time
after time. We, ofcourse, have access to the statements of all
member banks, ard I feel that I am wholly justified in making the
statement that the inability of banks to make temporary loans is due
to the fact that they have so managed their funds as to allow them to
become tied up. Scmetimes the causes of this are beyond their control,
but far more often indeed, due to the nmature of the loans themselves.
The experience of banking everywhere is that there is danger in heavy
borrowing by banks, and the safety of the Mational Ranking System was
founded upon two principles: First: that no bank should become
liable in an amount greater than its capital stock; and, second, in the
limitation that was placed by the law upon the awount waich a natiomal
bank could lend to one borrower.

This week I participated in a conference with cotton men from
the far South, or men interested in the cotton business, scme of them
bankers. One of thsm stated that he was lending to his cotton borrowers
all that he was willing to lend, which illustrates tne principle which
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1 have enunciated above. These men appeared to have no delusion as
to the causes of the decline of cotton prices, and stated that they,
and many others whom they knew, gore than a year ago when many people
were advocating the holding of cotton for 40 cents, were selling their
cotton as fast as they could and as fast as the market would take it,
knowing what would come.

As soon as capital becomes sufficiently plentiful, the natural
course of interest rates will be to decline. Nobody can say at this
time that capital is plentiful. Then why should it be made artifically
cheap?- look at the ratss which cities, counties, and towns have to pay
for their funds; Lock at the rates which railroads and great manufactur-
ing corporations have to pay for large loans; Look at the rates which
governments, both foreigr and domestic, have to pay for large loans;
Capital can only be called abundant when banks have surplus funds of their
own which they are anxious to place. It cannot be abundant when they
are forced to borrow from other banks or from Federal Reserve Banks for
the purpose of lending. It would, therefore, serve no good purpose for
Federal Reserve Banks to lower their rates, but, on the contrary, would
give a false impression as to the supply of @pital. Banking institutions
are not borrowing institutions; they arelenders, and the sound opinion
everywhere is that banks should be borrowers only for seasonal operationg
which demand greater use of capital, or for extraordinary emergencies
to tide over difficulties in individual cases. For banks to borrow in
order to lend at a profit has been everywhere, at all times recognized
to be an unsound practice. No bank can absolutely control the use of
fgnés which it lends. Particularly is tnis true in the cases of large
gltzes and large banking institutions. In my judgment, to lower the
interest rate to any such figures as you specify would not only be re-
sponsible for a false idea as to the abundance of capitial but would result
in stimulating the use of liquid capital in directiocus in which by no
means it ought to go under existing onditions, and wculd make the
situation worse instead of better.

We are advised that your State Bankers' Association at their
recent Convention unanimously rejected a resolution that tae Reserve
Bank rates should be reduced to the figures specified by you.

As for this bank, it is lending as liberally to its member banks --
particularly in South Carolina -- as any borrowers have the right to expect,
and further "liberal extension of credits" i. such cases could uot possibly
be allowed with prudence. When either banks or individuals are already
borrowing more than their squitable proportion of available funds, and.
in many cases beyond the limits dictated by experience, prudence and
safety, how can there be talk of still more liberal extension of credits?
The trouble lies desper than this, and it can only be cured by time and
the reaccumulation of capital by the slow process of saving and the dis-
charge of debts by the products of labor. There is .0 universal remedy,
nor is there any specific cause for the declines of which you complain,
but rather a cause complicated by and embracing the operations of all
natural and economic laws.

Yours very truly,
(Signed) GEO. J. SEAY,
‘Governor.
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