Protecting Financial Stability in the Aftermath of the Great War:
The Experience of the Federal Reserve Bank of Atlanta

The dislocations of the Great War led to a frenzied postwar
boom, where commodity prices first rose to unprecedented heights
then plummeted. Agricultural regions like the cotton economy of
the Federal Reserve System’s Sixth District experienced a stunning
collapse. As part of its deflationary strategy to stabilize the
American economy, the Federal Reserve Board in Washington
D.C. pressed the Federal Reserve Bank of Atlanta to quickly
“liquidate” its loans to member banks. The Atlanta Fed resisted
and aided it banks with liquidity and capital infusions that
mitigated the shock and enabled the regional economy to recover.
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World War I upended the global system of trading and finance that was a central factor in
the prewar golden age of economic growth. Apart from the vast destruction and cost in human
lives, the dislocations to worldwide markets ensured that postwar adjustment would be painful,
presenting new challenges to central banks that had been coopted as engines of war finance. In
the United States, the severe 1920-1921 recession accompanied by the collapse of commodity
prices created unexpected problems for the Federal Reserve System. Composed of twelve semi-
autonomous reserve banks, each was individually responsible for maintaining its gold reserves,
supervising its member banks and setting discount rates with the approval of the Federal Reserve
Board. The recession produced an agricultural crisis that devastated some Federal Reserve
districts, while having mild effects on others, producing a struggle over policy. The worst
affected districts saw rising bank failures and a “currency crisis” as a result of interregional
imbalances. In many dimensions, this crisis was similar to the recent Eurozone crisis where
semi-autonomous financial systems, linked together by a common currency face profound
imbalances (Eichengreen et.al., 2014).

One of the long-standing problems of American economy in the nineteenth century was
the currency union that combined significantly different regional economies, whose business
cycles diverged substantially. Reflecting the federal political system, the Federal Reserve
System was designed in recognition of this problem. However, the high degree of money and
capital market integration and wartime funding priorities led to more centralized financial
decision-making. Drawing on archival sources, this paper examines how the postwar crisis was
managed by the Federal Reserve Bank of Atlanta (FRBA), whose district, the Sixth Federal
Reserve District, was ravaged by the collapse of the price of cotton.' .Although the region
experienced a severe recession, it was mitigated significantly by the FRBA, which took
unprecedented actions, supplying both capital and liquidity to many banks on the verge of failure
and borrowing gold from other Federal Reserve banks for prolonged periods to cover its reserve
deficiencies. These policies ra counter to the efforts of the Federal Reserve Board in Washington
D.C., which pursued a deflationary policy, intended to stabilize the U.S. economy by cutting

back on loans to member banks to force them to contract credit, thereby forcing down the price

! Although its economy has grown proportionately larger since the early twentieth century, the Sixth Federal
Reserve District, represented a large economy. Headquartered in Atlanta, it encompasses the states of Georgia,
Florida, Alabama and approximately half of Tennessee and Louisiana (including New Orleans). Its 2011, GDP was
$1,792 billion or roughly 10 percent of U.S. GDP (Bureau of Economic Analysis, 2012). The Sixth District would
be the world’s tenth largest economy in 2011, ranking just ahead of Canada ($1,738 billion) and below Russia
($1,954). France with a GDP of $2,238 was the fifth largest (International Monetary Fund, 2011).
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level. While the FRBA was denounced by many Federal Reserve officials for exceeding its
mandate and propping up insolvent banks that had recklessly expanded during World War 1, it
actions were later acknowledged by some to have prevented a greater crisis.  Its success may
have emboldened it to be more expansionary than other Federal Reserve banks during the Great

Depression (Richardson and Troost, 2009).

An Unparalleled Series of Shocks, 1918-1921

Key dimensions of the shocks delivered to the American financial system by the
termination of the First World War can be seen in Figure 1, which displays the rate of inflation
on the right-hand vertical axis and the number of national and state bank failures on the left-hand
axis from 1866 to 1929.> After the Civil War (1861-1864), the U.S. experienced a mild secular
deflation until the 1890s when gold discoveries resulted in a mild secular inflation, with prices
fluctuating around these trends (Friedman and Schwartz, 1963). Over the short-run of a few
years, under this gold standard regime, there was typically no persistent inflation or deflation. In
contrast to Europe, the U.S. had no central bank in this era to smooth adjustment to shocks or to
manage financial crises, as the Second Bank of the United States had lost its charter in 1836.
The only federal banking or monetary agency was the Office of the Comptroller of the Currency
(OCC), created by the National Bank Act of 1864, which also established a national and
uniformly regulated banking system, with what were then considered strict rules. Until the
revival of state-chartered banking in the 1890s, federally chartered national banks were the
dominant financial institution. Supervised by the OCC, national banks had relatively low failure
rates, as seen in Figure 1, although there were some spikes in the bad years of the 1890s. When
banks were examined by the OCC their assets were marked to market and promptly closed when
found to be insolvent. State banks were more weakly regulated and tended to be smaller and
more rural, with higher failures rates but their failures followed the same pattern as national
banks (White, 2013).

The OCC had no means to assist troubled banks and did not attempt to do so; its head
office was provided with a limited budget by Congress that paid for little more than salaries,

while the OCC’s examiners were compensated by fees from the examined national banks.

? There is no equivalent series for state-chartered bank failures for this whole period (White, 2013).
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Regulations, notably double liability, created incentives that, coupled with supervision, left very
small aggregate losses from national bank failures, approximately $44 million, or $1 billion in
2013 dollars and less than 1 percent of GDP for any year in the period 1865-1913 (White, 2013).
In the absence of a central bank, the only assistance available to troubled banks came from the
privately organized clearing houses, located in major cities, whose member banks might act
collectively to provide temporary funds if they believed a bank to be inherently solvent and a
threat to financial stability (Friedman and Schwartz, 1963; Moen and Tallman, 1992)

Figure 1
Inflation and Bank Failures, 1866-1929
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Inflation during World War I and the postwar boom, where the price level nearly
doubled, was followed by the sharp deflation of 1920-1922, when prices fell 22 percent. This
experience was largely unanticipated. While there had been a major inflation during the Civil
War, the postwar deflation that enabled the country to return to the gold standard was gradual,

lasting from 1865 to 1879. Financial institutions were not subjected to a giant shock, as occurred



after World War I, and there was no upsurge in bank failures. For the fifty year period preceding
1914, there were only 501 national bank insolvencies. In contrast, bank failures rose to new
heights in the 1920s, with 766 national bank and 4,645 state bank failures. Losses to national
bank depositors for 1920s were higher than for the whole of the period 1865-1913, totaling $565
million or nearly 1 percent of 1925 GDP (Calomiris and White, 1994). Figure 1 displays the
national picture, but bank failures were concentrated in agricultural regions where commodity
prices plummeted suddenly. During the war, there had been a major expansion of agricultural
production, fulfilling demand for war commodities, such as cotton and replacing European
production of foodstuffs such as wheat. Acreage had expanded and farmers had taken out
mortgages and loans for inputs to expand output. When prices fell, farmers and their suppliers
failed to make payments on their loans. Non-performing assets for rural banks and their
correspondent banks rose quickly, threatening local financial systems.

The Sixth Federal Reserve district was dominated by cotton production. The movement
of cotton prices is depicted in Figure 2. After fluctuating for decades between 5 and 15 cents a
pound, the price of cotton soared to over 30 cents in 1917. In the brief, immediate postwar
recession, the price in New York hovered around 33 to 35 cents a pound in August-September
1918, falling to 28 to 29 cents in March-April 1919, a relatively modest drop. This national
recession was quickly reversed by a vigorous expansion characterized by inventory accumulation
and commodity speculation. The boom was reflected in the price of cotton that moved to a
monthly peak of 42 cents a pound in April 1920 As the general price level had only increased
109 percent from 1913 to 1920 (Measuring Worth, 2014), the real price of cotton had effectively
doubled. Yet, by 1921, cotton prices plunged below 12 cents or a 70 percent drop, while the
general price level as measured by the Consumer Price Index, declined only 16 percent, implying
a huge decline in real terms and a big swing in the terms of trade between the agricultural and
manufacturing sectors. Although the American economy may have bounced back fairly quickly
in 1921-1922, the cotton economy did not. Prices did not exceed 23 cents a pound until late
1922, and they did not recover to the 33 to 35 cents range of 1918 until the end of 1923.

To make matters worse, the cotton crop reached a historic high in 1921. The Atlanta Fed
estimated that there were inventories of 4 million bales of low grade cotton. Not only did the
price of cotton fall but so did the prices of rice, sugar, peanuts, naval stores and livestock.
Merchants and general stores who had made collateralized loans for supplies could not collect,

leaving them unable to repay wholesalers, jobbers and manufacturers for goods they had bought
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on credit (Federal Reserve Bank of Atlanta, Annual Report,1920). The precipitous decline in the
price of cotton wreaked havoc on banks’ balance sheets in the Atlanta district. Many loans were
collateralized by cotton or assets tied to cotton production. If borrowers were unable to repay a
loan, sale of the collateral could cause large losses on banks’ capital accounts. Worse yet, any

generalized effort to realize collateral could produce a fire sale, harming banks further.

Figure 2
Monthly Wholesale New York Cotton Prices
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The position of banks in the Sixth District was thus acute. Compounding the problem
was that while all national banks had been required to become members of their respective
Federal Reserve banks, it was optional for state-chartered banks. In spite of considerable efforts
by the Atlanta Fed and the other Federal Reserve banks, few became member banks. If they
were not member banks, they could not borrow from the Atlanta Fed’s discount window.
However, they could borrow from member banks---typically small-town rural banks borrowed

from their larger city banks that were members----and this extensive interbank borrowing, linked
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the fate of all banks. The whole system, even those institutions not directly lending to cotton

producers and the cotton industry, was thus endangered by the collapse of the price of cotton.

Policy Making at the Center---the View from the Federal Reserve Board

The asymmetric character of the shocks that hit the American economy after World War I
produced a struggle between the regional Reserve banks and over how much policy decision-
making should be centralized at the Federal Reserve Board in Washington D.C. Those shocks
were aggravated by the Fed, when at the war’s end, as the Fed sought to regain independence
from the Treasury, it committed “several mistakes, some avoidable, some unavoidable in the
circumstances.” (Meltzer, 2003, p. 90)

Immediately after the cessation of hostilities in 1918, economic activity in the U.S.
slowed, as orders for munitions were terminated and there was considerable uncertainly in the
general economic outlook. Friedman and Schwartz (1963, p. 222) characterized the contraction
from August 1918 to March 1919 as sharp but the decline in output and prices as brief. This
national recession was quickly reversed by an intense boom characterized by inventory
accumulation and commodity speculation. The peak of the boom was reached in January 1920.
Contributing to this expansion was the low interest rate policy of the Fed, still obliged to assist
the Treasury with bond sales. The rate for discounts and advances on eligible paper at the
Federal Reserve Bank of New York had been set at 4 percent in April 1918, which was well
below market rates. This New York rate remained that that level until November 1919, and none
of the other eleven Reserve Banks posted a rate more than 4 2 percent. At these attractive rates,
member banks discounted heavily, contributing to a monetary expansion and inflation. Measured
by the GDP deflator, inflation rose from 4.3 percent in the first quarter of 1919 to 15.8 percent
during the last two quarters of 1919 (Meltzer, 2003). Real rates were negligible if not negative.

This expansionary policy was driven, in part, by the U.S. Treasury’s pressure to prevent a
decline in the price of government bonds because of the consequences for commercial banks that
had amassed huge holdings of war bonds and the final Victory bond issue (Friedman and
Schwartz, 1963). It was, however, an unsustainable policy, given the Federal Reserve System’s
gold reserve requirements. The gold reserve ratio for the whole system that had been as high as
50.6 percent, in June 1919, quickly fell to 42.7 percent in January 1920, just above the 40 percent

minimum. After a long battle within the Fed, the New York Fed was permitted to raise its rates
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to 4 % percent in December 1919 and most banks followed suit.’ To this modest increase in
discount rates, Congress passed the Phelan Act of 1920, granting the Fed the power to impose
progressively higher discount rates on member banks that were heavy borrowers. When no
agreement could be reached on how to implement this power, the Fed conceded it to the
individual Federal Reserve banks (Meltzer, 2003, p. 105). As the commodity boom progressed,
member banks in agricultural districts were undeterred by discount rates of 5 or 6 percent, as
they often lent above 10 percent. The Atlanta, Dallas, Kansas City and St. Louis Reserve banks
then took the lead and implemented progressive rates to deter these borrowers. Yet, this uneven
policy did not deter member bank borrowing. Belatedly, in late January 1920 the Fed permitted
a number of Reserve banks to jack up their discount rates to 6 percent, which became uniform
across all banks the following month.

As business cycle had just turned downward in January 1920, this action was probably
excessive and Friedman and Schwartz comment “The rise in the discount rates in January was
not only too late but also probably too much.” (p.231), turning a mild recession into a dramatic
one. Yet, this interest rate hike seemed to have little immediate effect, as member banks did not
cut back and their borrowings at the Fed were higher than their reserve balances. Consequently
the New York Fed raised its rediscount rate to 7 percent on June 1, 1920, quickly followed by
Boston, Chicago, and Minneapolis, and lastly by Atlanta on November 1, 1920, with the
remaining Federal Reserve banks keeping their basic rate at 6 percent.

Member banks responded by reducing their borrowings from the Federal Reserve banks,
which meant, in turn, that the banks refused to renew loans to their customers. Friedman and
Schwartz, 1963, p. 235, fn 57) point out that it was easier to liquidate loans in the East than in
agricultural regions, and farmers, hard-pressed by the revival of European production. Many
farmers did not survive the drop in agricultural prices and many rural banks went under. From
63 bank insolvencies in 1919, there were 155 in 1920, climbing to 506 in 1921.

Amplified by the interest rate increases, the recession was severe. Unemployment

jumped from 4 percent in 1920 to 12 percent in 1921 and industrial and agricultural production

*When the Federal Reserve banks of New York and Boston voted to further increase their discount rates, the move
was rejected by the Board. When the head of the New York Fed, Benjamin Strong insisted that the banks had the
right to regulate their discount rates, the Secretary of the Treasury, Carter Glass threatened to remove him from
office and obtained an opinion from the attorney general that gave the Board veto power over discount rate changes
voted by the District banks. This significant victory ensured that only modest deviations in discount rates would be
tolerate by the Board (Meltzer, 2003).



fell 23 and 14 percent respectively, with wholesale prices tumbling 37 percent (Meltzer, 2003).
But, there was not immediate cut in the Fed’s interest rates. Concerned about their ability to
exercise control, many Fed officials were opposed to lowering discount rates, as market rates
were higher (Meltzer, 2003).

Benjamin Strong of the New York Fed was adamantly opposed to any decrease because
the discount rates were not yet serving as penalty rates. He wanted to see member borrowing
from the Reserve banks drastically reduced because it had fallen only 4 percent and he believed
that they needed to decline by 20 percent. Like many Fed officials, he believed that a larger
deflation was necessary to stabilize the economy and that any reduction in discount rates would
ignite inflation. In his view, the Fed had to follow “Bagehot’s gold rule” (quoted in Chandler,
1958, pp. 173-174.) and lend only at above market rates. Popular opposition to this policy,
especially in agricultural states, stirred up criticism in Congress. In response, Congress revived
the War Loan Corporation in January 1921 to finance agricultural and other exports, considered
setting limits on discount rates, and opened a Joint Commission of Agricultural Inquiry to
investigate the Fed’s role in agriculture’s economic distress (Meltzer, 2003, p. 127).

Pressure mounted on the Fed to cut rates, but even when the Secretary of the Treasury,
Andrew Mellon met with the Board in April 1921 and recommended a reduction to 6 percent, he
was met with opposition. As late as the Governors’ Conference of April 12, 1921, only the
Governors of the Boston and Atlanta Federal Reserve banks favored a decrease to 6 percent,
which was conceded to them three days later. Finally, the discount rate was lowered in New
York to 6 Y2 percent in May 1921 (Friedman and Schwartz, 1963). Rates cuts for all banks
began in July----which was the month that the bottom of the recession was reached (Friedman
and Schwartz, 1963; Meltzer, 2003). In following months, industrial production recovered
quickly though agricultural output remained sluggish, so that real GDP did begin to growth until
the second quarter of 1922. Deflation and high interest rates prompted large gold inflows; and in
October 1921, the New York Fed’s gold reserve ratio reached 82 percent, leading to a new round
of interest rate cuts, with the New York rate returning to 4 percent on June 23, 1922. Policy was
thus restrictive in the recovery with high real rates in a deflationary environment, yielding falling

system-wide discounts and advances until September 1922.



Policy Making at the Regional Level

As organizations, owned by their members who provided their capital by stock
subscriptions and governed by a board of directors that they elected, the Federal Reserve banks
were not government agencies, even though they had been created by an act of Congress. In
conception, they owed much to the numerous private city clearing houses that assisted with the
clearing and collection of checks, and which in times of crisis had given assistance to members
in need of liquidity, sometimes even rescuing members near collapse. Their usefulness was
recognized when the government sponsored similar organizations that could provide temporary
liquidity under the Aldrich-Vreeland Act of 1908, passed after the Panic of 1907. The twelve
Federal Reserve banks were similar in conception to the clearing houses and Aldrich-Vreeland
associations. They were to assist their members with the clearing and collection of checks,
provide short-term loans and exercise some supervisions.

In terms of the lending authority, the Federal Reserve Act of 1913 carefully specified the
powers of the Federal Reserve banks (Section 14, Federal Reserve Act, 1913). They were
permitted to “discount notes, drafts, and bills of exchange arising out of actual commercial
transactions,” “for agricultural, industrial or commercial purposes” but were forbidden to
discount such instruments for carrying in “stocks, bonds or other investment securities” except
for U.S. government securities. The maturity of discounts was limited to 90 days, except for
those for agriculture or livestock, or bills of exchange for imports and exports where a maturity
of six months was allowed. The Federal Reserve banks were also permitted to discount
acceptances for the imports and exports with maturities up to three months (Section 13, Federal
Reserve Act. In addition to these discounts, the Federal Reserve banks could engage in open
market operations, directly purchasing or selling any of the listed financial instruments.

Each Federal Reserve bank had limited monetary authority, being able to change its
discount rates, subject to approval of the Federal Reserve Board. While the Board often
exercised this authority, it did not impose uniform rates; and there was divergence of up to 1
percent among banks in the System’s first decade (Board of Governors, 1943, Table 115). In
addition, Reserve banks had some discretion over the quality though not the type of collateral
that could be discounted. Each bank was also required to maintain in gold and lawful money a
reserve of 35 percent against its deposits and reserve of 40 percent against its Federal Reserve
notes in circulation. Gold could be held in each bank’s vaults or by certificates for gold at the

Treasury. The reserve ratios thus had the potential to constrain the expansionry activities of the
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Reserve banks. If it fell below the required minimum for either ratio, a Federal Reserve bank
would be forced to reduce its lending and its ability to clear and collect checks for its member
banks would be curtailed or it would have to violate the Federal Reserve Act’s mandate for par
clearance. However, a deficit Federal Reserve bank could request that a surplus reserve bank
rediscount bills that it had discounted for member banks in exchange for gold. The rediscounting
Federal Reserve bank then wired the “Gold Settlement Fund,” which transferred gold certificates
between the accounts of the two banks, after which their reserve ratios were adjusted, raising the
ratio for the borrowing bank and lowering it for the lending bank (Eichengreen, et.al. 2014). If
Reserve banks were unwilling to provide assistance, the Federal Reserve Act empowered the
Board compel assistance at a rate that it fixed.

Unlike the financially constrained OCC, the Federal Reserve banks had substantial
financial resources that had been accumulated during World War I, when they were induced to
buy bonds for their own account and lend to the public to purchase them to assist the massive
financing needs of the federal government. As their balance sheets swelled, so did Federal
Reserve banks’ earnings. In 1916, the earnings of the FRBA were a mere $141,774, but by
1918, they stood at $1,758,000 (Gamble, 1989). While they paid dividends to their member
banks from this income, the Federal Reserve banks increased their surplus and their capacity to
aid troubled member banks.

Officially, direct intervention in the affairs of a member bank was not countenanced by
the Federal Reserve Act, and Federal Reserve banks were limited to the acquisition of
information. Under the 1913 Act, the Comptroller of the Currency continued to conduct twice
yearly examinations of national banks and the state banking authorities examined of state-
chartered banks; but the Federal Reserve banks were given authority to conduct special
examinations of member banks within their districts “to inform the Federal reserve bank of the
condition of its member banks and of the lines of credit which are being extended by them.”
(Section 21, Federal Reserve Act, 1913).

While this legal framework would seem to have kept interactions of the Federal Reserve
Banks with their member banks at arms’ length, some Federal Reserve banks took a much
broader view of their role and the assistance that they would render a member bank from the
very beginning. A history of the Atlanta Fed (Gamble, 1989) described the intentions of the
new Federal Reserve Bank of Atlanta to smooth the seasonal cycle of agriculture, the FRBA

would rediscount bills of its member banks, enabling them to provide more credit to their farmer-
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customers during the peak season of planting and at times when crop prices were low so that
they would not have to dump their crops. In addition, the Atlanta Fed believed that it could
strengthen the cotton economy by lessening its dependence on New York banks.

As early as 1915, the minutes of the Board of Directors of the Federal Reserve Bank of
Atlanta record interventions that moved well beyond the role specified for a Federal Reserve
bank in the Federal Reserve Act. Concerned about the weak condition of the Third National
Bank of Fitzgerald, Georgia, the Board expressed a “willingness to help if it can be done with
safety,” as assistance “would not only probably save this institution but would redound to the
best interests of the Federal Reserve System.” (Minutes, May 14, 1915, Volume I, p. 40). A
Federal Reserve bank director and the head of the Credit Bureau visited the bank with
authorization to discount up to $15,000 of the bank’s paper and to obtain the assistance of
neighboring banks in providing another $15,000 and hopefully $20,000 in discounts. As part of
this operation the Third National Bank had to consent to the placement in the bank of an
individual chosen by the Atlanta directors who would represent the interests of the Federal
Reserve bank (Minutes, May 14, 1914). Ultimately, the bank had to be rescued. The minutes
of July 8, 1915 reported that the bank’s capital had been wiped out by bad debts and loans, and
that the Federal Reserve bank assisted with a new subscription of capital stock for a reorganized
bank. Subscribers to the new capital stock agreed to pay part in cash and part in notes, of which
$50,000 to $55,000 could be discounted immediately at the Federal Reserve bank.

Such an intimate involvement in the management of a bank and its rescue was not
contemplated by the Federal Reserve Act, although clearing houses had provided similar
assistance (Friedman and Schwartz, 1963).  The minutes of the FRBA record several similar
actions for other banks in its early prewar years; but, as they only involved a few banks and were
not part of a systemic problem, they attracted little notice. When the recession of 1920-1921 hit,
many banks in the district were threatened by failure. As the problem was District-wide, the
FRBA'’s efforts to save them led caused it to draw on the resources of other Federal Reserve

banks creating a furor within the system.

Protecting District Financial Stability: the Atlanta Fed and the Recession of 1920-1921

The greater severity of the recession of 1920-1921 in the Sixth District and the

predisposition of the Atlanta Fed to assist struggling banks set up a confrontation with the
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Federal Reserve Board, which was convinced that a large deflation was necessary to reduce the
price level and ensure the “liquidation” of loans by Federal Reserve banks to their member
banks. What is surprising is how little of the conflict over policy was seen outside of the Fed. In

the Atlanta Fed’s 1920 Annual Report, there was no evidence of the pressure that the Board had

put on the FRBA to contract its balance sheet. The Report blandly states: “Probably never in the
history of this country has its financial structure been so severely tried as during 1920, certainly
the Federal Reserve System has received a most severe test, and successfully performed the
functions for which it was inaugurated.” (p. 7). Similarly, the Board’s Annual Report for 1922
records the extraordinary interregional bank transfers but gives little hint at the struggle between
the Federal Reserve banks in heavily agricultural regions whose reserves were deficient and the
rest of the System.

Even recent researchers treat the operation of the Federal Reserve System in this period
as cooperative and almost seamless. To offer historical perspective on the debate over
TARGET2 imbalances between the national central banks of the Euro, Eichengreen, Mehl, Chitu
and Richarson (2014) examined the period 1913-1960 and claim that mutual assistance between
Reserve banks was common and

Fortunes could changes quickly with earlier emergency recipients of gold turning
into providers. Imbalances did not grow endlessly but narrowed once shock
subsided. Mutual assistance did not excite experts or the American public, nor in
most cases did they trigger insurmountable tensions between regions (p. 5).

Citing the 1920 Annual Report of the Board, they view this cooperation as arising out of wartime
patriotism “there has...been such a spontaneous spirit of cooperation between the Federal
Reserve Banks that all transactions suggested by the Federal Reserve Board have been made
voluntarily.” While this selfless accommodation by Federal Reserve banks may have been
typical during the war or the post-World War II, it did not characterize earlier years. In
particular, the recession of 1920-1921 weighed unevenly among regions; and inter-Federal
Reserve district assistance was contested, with arguments for and against accommodation of
deficit banks resembling those between contemporary Euro states and their central banks.

The dimensions of the regional stress experienced by the Federal Reserve banks during

the recession of 1920-1921 is mapped out in Figure 3 from the January 1922 Federal Reserve

Bulletin, which displays the rediscounts from reserve surplus banks to reserve deficit banks that

effected transfers of gold certificates through the Gold Settlement Fund that enabled them to
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maintain their legal minimum gold reserve requirements against their deposits and their Federal
Reserve notes. The uneven regional effects of the recession are clear as inter-district
accommodation rose during the contraction, peaking at $280 million in October 1920. This sum
is extraordinary as it was larger than the total assets of many Federal Reserve banks; the Atlanta

Fed for example, had total assets of $275 million at the end of December 1920.

Figure 3
Federal Reserve Inter-District Accommodation, 1920-1921

INTERDISTRICT ACCOMMODATION
NET AMOUNT OF ACCOMMODATION BETWEEN FEDERAL RESERVE BANKS
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In the early months of the recession, from January through March 1920, most demand for
accommodation came from the New York and Philadelphia Federal Reserve banks, with several
other Federal Reserve banks supplying gold certificates. This pattern may be explained by the
international gold losses, primarily in New York and the New York Fed’s urgent demands for a
rise in discount rates that only moved from 4 % to 6 percent on January 23, 1920. But, for the
remainder of the year, after the first quarter, there was a clear regional division between
agricultural and non-agricultural Federal Reserve districts. From March through December
1920, the Federal Reserve banks of Richmond, Atlanta, Chicago, St. Louis, Minneapolis, Kansas
City and Dallas, continuously required accommodation from Philadelphia, Cleveland, and San
Francisco. The New York Fed provided surplus gold reserves from April through July but then

required modest assistance for the rest of the year (Federal Reserve Bulletin January 1922, p.

29). By far, the largest supplier of reserves to deficit districts was the Federal Reserve Bank of
Cleveland.  For example, at the end of October 1920, total accommodation reached $260
million, of which Cleveland supplied $139 million, followed by Boston giving $84 million and
Philadelphia $21 million. The Atlanta Fed does not stand out among the borrowers; its peak
borrowing was $45 million in September, which was also the month that borrowing by the Dallas
Fed hit a high of $37 million. In October, the Kansas City Fed reached $45 million, St. Louis
$37 million, and Minneapolis, $26 million----and the New York Fed drew $61 million from
other districts.

From the written records available, it appears that Atlanta received the harshest criticism
from the Federal Reserve Board, responding to complaints by the Cleveland Fed. In terms of
reserve ratios for its Federal Reserve notes, the Atlanta Fed was not the worst offender. In the
difficult month of September 1920, the FRBA had a reserve ratio of 40.5 percent. But when
borrowed reserves were not added in, the “adjusted” reserve ratio would have been 17 percent.
For all other months, its adjusted reserve ratio was above 20 percent. Other Federal Reserve
banks fell below this mark more frequently, with St. Louis, Minneapolis, and Kansas City were
below it for 2 months in 1920; the Dallas bank was probably the weakest, with its adjusted
reserve ratio below 20 percent for the last six months of 1920, falling to just 10 percent in

September 1920.
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Table 1
Balance Sheet, Reserves and Borrowings of the Atlanta Fed

Bills Total Total
Total Discounted Discounts Discounts
Assets and Reserve Adjusted for other from other
Month SM Purchased Ratio Reserve Ratio | FRBs SM FRBs SM
January-1919 86 45.7% 3.1
February-1919 197 83 47.9%
March-1919 206 89 45.7%
April-1919 201 89 45.4%
May-1919 209 89 46.9%
June-1919 203 93 43.7%
July-1919 215 85 49.9%
August-1919 209 102 40.1%
September-1919 224 104 41.4% 123
October-1919 256 119 40.7% 5.5
November-1919 264 115 46.0%
December-1919 280 110 52.8% 56.7% 5.1 5
January-1920 106 48.5% 56.0% 15
February-1920 110 44.2% 52.2% 16.2
March-1920 116 48.3% 50.0% 3.4
April-1920 112 41.4% 41.4%
May-1920 123 40.4% 36.2% 8.5
June-1920 120 40.6% 36.1% 7.9
July-1920 119 40.8% 29.3% 21.6
August-1920 120 40.4% 23.5% 31.9
September-1920 122 40.5% 17.0% 45.5
October-1920 127 40.5% 24.2% 36.1
November-1920 145 40.1% 21.2% 40.2
December-1920 275 139 40.7% 24.8 33.7
January-1921 261 135 42.2% 28.7% 31.9
February-1921 259 129 42.7% 42.7%
March-1921 252 123 42.0% 42.0%
April-1921 244 116 46.0% 46.0%
May-1921 245 110 46.4% 46.4%
June-1921 232 101 44.4% 44.4%
July-1921 220 106 41.6% 39.5% 135
August-1921 206 100 40.8% 35.6% 8.9
September-1921 222 108 40.4% 29.4% 16.8
October-1921 211 104 40.3% 32.3% 14.1
November-1921 205 97 40.5% 35.9% 7.4
December-1921 215 95 42.6% 42.6%

Sources: Federal Reserve Bank of Atlanta, Annual Reports (1919, 1920, 1921); Board of Governors Minutes (1919-
1921), daily balance sheets. Federal Reserve Bulletin (January 1922)
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What may have made Atlanta the center of attention was its willingness to increase bills
purchased and discounted from member banks, significantly expanding its balance sheet in the
difficult months of 1920. Table 1 presents some monthly data for the FRBA, drawn from a
variety of sources, primarily the daily balance sheets preserved in the banks’ library.
Unfortunately, these balance sheets for the critical year of 1920 are missing, but some of the
monthly data can be reconstructed from other sources. During 1919, when the postwar boom
rapidly picked up steam, bills discounted and purchased by the FRBA increased from $86
million to $110 million, with the reserve ratio generally remaining well above the 40 percent
minimum. Its overall, balance sheet grew from slightly under $200 million to $280 million.
Heading into the recession in 1920, the Atlanta Fed did not “liquidate” member bank borrowings
but expanded them, peaking at $145 million in November 1920. As members drew on these
loans, the Federal Reserve bank’s reserves fell and the reserve ratio would have fallen below the
legal minimum if the bank had not received accommodation for other Federal Reserve banks.
By 1921, the Atlanta Fed was shrinking its balance sheets and liquidating member bank
borrowing; but it could not halt the drain in reserves, with the economy still in the downward
phase of the recession until July 1921, and it again required accommodation from other Federal
Reserve banks between August and November 1921.

Unfortunately, only the minutes of the Federal Reserve Bank of Atlanta’s Board of
Directors and its Executive Committee are currently open and the discussions and
correspondence of the officers and members of the Boards of the remaining eleven banks are
unknown. The Atlanta minutes reveal that cooperation between banks was often grudging and
hesitant. While in the words of Maximilian Wellborn, its Governor, the Federal Reserve bank
was “caring for the demands of member banks,” trying tostave off a banking collapse, it was
subjected to considerable pressure to rapidly “liquidate” its discounts and advances to member
banks. Grateful member banks were buffered. The cashier (chief financial officer) of the Bank
of Union Springs Alabama described the Atlanta Fed’s actions from a cotton bank’s point of

view:

All we country bankers could do was endorse notes and send them to the Federal
Reserve. Governor Wellborn met every legitimate demand....For its duration it
was the worst we ever had, though it only lasted six to eight months. Governor
Wellborn broke it by throwing the whole resources of the Federal Reserve behind
the banks of the south (quoted in Gamble, 1989).
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As the depth of the recession became apparent in the summer of 1920, Wellborn reported to the
Atlanta Fed’s Board of Directors:

Your Executive Committee feels that in order to effectually cooperate with the
Federal Reserve Board in their earnest efforts towards deflation and control of
credits, that it is necessary and essential that we rely not only on repeated
admonitions to member banks, but that we continue to exercise that discretion
permissible under the law as to the desirability of certain paper, and especially the
frequency and volume of discount transactions of certain members banks with the
Federal Reserve Bank. (Minutes, August 6, 1920)
The top management at the Atlanta Fed saw themselves as tough but were uncomfortable about
carrying through a “liquidation” of loans as encouraged by Washington, D.C. In the Board’s
July meeting, it was noted that banks were angry that they were being forced to pay off their
loans from the FRBA, even when they offered to post more collateral. Wellborn described one
group of loans that the bank wanted off of its books.

A statement of borrowing by textile people, especially hosiery mills, in the
Chattanooga district, shows that we have a total of $927,000, and while the
aggregate amount involved is not very excessive, still it is quite large for one
community. The mills claim that jobbers are holding off, consequently very few
sales are being made. We feel that it would probably be best that we begin to
insist on a gradual liquidation of this class of paper. (Minutes, August 6, 1920).

Still, Wellborn felt that too much pressure was being placed on the Atlanta Fed by Washington.
In particular he voiced the Board of Directors’ frustration that other districts had a 5 percent
discount rate approved by the the Federal Reserve Board, while the Atlanta Fed had a 6 percent
rate. He commented, “it seems to me that our rate should be on a level with theirs and a
reduction made for the same reason that theirs was made—that is, to stimulate and encourage a
revival of businesses.” (Minutes, October 8, 1920).

While the Federal Reserve Board and the lending Federal Reserve banks apparently
tolerated accommodation of the agricultural banks for most of 1920s, by the end of the year, they
believed that the Atlanta Fed and others ought to be reined in. On December 3, 1920, William
P.G. Harding, the Board’s second chairman wrote to Governor Wellborn about the Board’s alarm
at the FRBA’s interbank borrowing, singling out the fact that it had borrowed $35 million from
the Federal Reserve Bank of Cleveland, while the FRBA had only $11 million capital and
surplus. Minimizing the problems of banks in the South, Harding sternly told Atlanta that:
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The Board is of the opinion that your present experience should convince you that
your lending policy has been rather too lenient and that in some cases credit was
granted in such large amount to banks when no emergency existed as to impair
your 3bility to make loans out of your own resources when a real emergency did
arise.

Noting that to continue lending to Atlanta, Cleveland might have to borrow from other banks, he
appeared to threaten Atlanta: “Here again I may say that I do not believe the Board would permit
such transactions to take place but would be more inclined to allow the reserve of the Atlanta
Bank show a depreciation.” What this meant was unclear, especially as par clearance was
mandated by the Federal Reserve Act, but it was severe chastisement in the ordinarily courtly
language of the Fed.

On December 9, 1920, Wellborn wrote back to Harding with a spirited defense of the
Atlanta Fed’s actions in the face of “the increased restlessness of the Cleveland bank,” arguing
that the regional economies were too tightly integrated to allow a disaster to occur in one and not
expect severe repercussions throughout the whole. Wellborn emphasized the magnitude of the
shock from the drop in cotton prices, stating that “No section of our country could stand the full

unmitigated shock of such a disaster without ruin.” Then, he made his appeal:

I submit, if this bank had failed to stand as a buffer between the business of this
section and disaster, it would not only have failed in its duty, but it would have
permitted a situation to develop which would have seriously affected all other
sections of the country and every other reserve bank. To carry the load under
these emergency conditions of course mean borrowing and rediscount...... This
bank does not consider that its efforts along these lines have been directed at the
stimulation of an artificial price. We have not undertaken to draw upon the
reserves or the resources of other sections, to hold our crops for artificial or
inflated prices.......... In such a situation the Atlanta bank does not stand as a
private business venture, asking for credit for itself alone, or for the purpose of
making profits. The bank stands as a public institution, designed within limited
and legitimate lines to prevent disaster......... The commerce of all the states are
too closely knit together to permit the confining of the results of financial
upheaval to any one particular state or group of states. The Cleveland District
itself, counts this section one its principal markets. The Sixth District is filled
with farm implements, trucks, automobiles and other manufactured products
emanating from the Cleveland District. The commercial banks of the Sixth
District have financed the local dealers [of] many of these commodities, that such
local dealers might pay cash to the manufacturers in the Cleveland District. To

* These letters are recorded in the Board of Directors Minutes for the December 10, 1920 meeting.
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shut off completely, or hamper the buying power of this and other agricultural
districts, would bring about a situation which would be felt from the Pacific to the
Atlantic.

Wellborn then criticized the Cleveland bank for taking a parochial position and the rest of the
Federal Reserve System for its short memory:

In the present crisis it seems to me it is not a time for individual reserve banks,
which are rediscounting for other reserve banks, to attempt to impose upon the
borrowing bank, onerous conditions. If the Cleveland bank is “restless” on
account of the credit which it has in the past, and must almost of necessity in the
future, on account of its high reserve position, extend to Atlanta, the Cleveland
bank simply takes a rather narrow and personal view of the situation...... May 1
not be permitted to call your attention to the fact that last winter and spring when
your Board called upon the Atlanta bank to rediscount for New York, Boston and
Philadelphia we did not raise any objection....we did not think it proper to ask
any questions because we recognized that your body was the sole judge of the
expediency and that you had the full authority to compel interbank
rediscounting.”

As for the vague threat that Harding had made in his letter of December 3, Wellborn pointed out

the potentially calamitous consequences of exposing to the public the awkward position of the

Atlanta Fed or allowing a “depreciation.”

With regard to your statement that your Board has “an inclination to allow the
Atlanta bank show a depreciation.” I do not question that your Board has a legal
right to do this, but it is a responsibility that rests upon your Board, and in these
perilous times I hardly think your Board would care to assume such a fearful risk.
The mere publication of our actual reserve position might possibly have the effect
of causing the failure of numerous banks, not only in this District, but in others as
well, and bring on a panic of great magnitude.

When Harding responded on December 15, 1920, his letter was more focused on when
the Atlanta Fed would begin to reduce its rediscounts. He began by commenting: “In your
letter you do not express any opinion as to when your bank will be able to pay off its rediscounts
without falling below its legal minimum reserve, and on the other hand, you assume that it will
be necessary for other Federal Reserve banks to extend your bank accommodation for an
indefinite period.” Moderating his tone, Harding stated that the “Board at no time suggested
drastic and immediate liquidation but has repeatedly reiterated its preference for orderly
processes.” Still Harding let Wellborn and the Atlanta Board know that the Federal Reserve
Board thought that the Atlanta Fed had taken on excessive risks:
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The Board has never advised farmers to produce a larger crop of cotton and does
not, therefore, coincide with your view that the Federal Reserve Bank should
carry loans indefinitely for member banks until cotton reaches a price that is
satisfactory to the producers. As a matter of fact your reports indicate that you are
not carrying an excessive amount of cotton for member banks and our statements
show that you are well margined on what you are carrying. An analysis of the list
of your large borrowing banks, which you sent in your letter of December
10" shows that seven banks in your district, located in commercial and industrial
centers, are borrowing $71,8034,469, and that you are lending to each of four
banks an amount in excess of the total capital and surplus of your own bank.
Since the loans to these banks constitute a large proportion of your total loans, the
Board is forced to the conclusion that your credit situation is not caused entirely
by agricultural conditions.

While accepting that the FRBA would not be able to quickly bank off its interbank loans,
Harding told the Atlanta officials that they should write directly to borrowing banks to reduce
their lines of credit and that the Atlanta Fed should provide an additional 15 percent margin of
collateral for the Cleveland loans in form of commercial paper.

Wellborn replied on December 23, 1920 that it was impossible to forecast when
liquidation of its loans will take place as only three-quarters of new cotton crop has been sold.
As for the banks that Harding identified as untroubled by cotton loans, Wellborn pointed out that
the large borrowings of the city banks were a result of the fact that they had provided
accommodation to their country correspondent banks for production and marketing of the cotton
crop. Not all banks had joined the Fed and thereby gained direct access to the discount window.
Only 85 of the 1609 state banks in the Sixth District were member banks; credit to them was
being intermediated by the city banks. Hence, low cotton prices threatened all banks. In
Wellborn’s opinion, the Atlanta Fed had a broad responsibility for the whole of the financial
system in the Sixth District not just the member banks because of the highly interconnected
nature of the banking system.

Finally, winding up this exchange, Wellborn condemned any effort to rapidly reduce
credit, which would risk panic and bankruptcy. The Atlanta Fed only gave borrowers a little
extensions after the “bulk of farmers’ notes fell due, and our policy is merely to give them
reasonable time to find a market in these disturbed times, in order to keep them from ‘dumping’
their products on the market at one time.” As to whether the Atlanta Bank had was actig

correctly, Wellborn quoted an April 10, 1920 speech of Dr. Mill of Federal Reserve Board:

20



“Credit control to my mind, therefore, at this juncture does not mean contraction. It means
preventing a further expansion, except as that further expansion can be definitely validated by
the necessities of industries that are contributing to the sum-total of goods in the country.”...”]
think that forced contraction or liquidation might be one of the most disastrous of things.”

While Wellborn offered a spirited defense of the Atlanta Fed’s actions, the bank did
begin a liquidation of member bank borrowings and a shrinkage of its balance sheets as seen in
Table 1. At the first meeting of 1921, Wellborn told his Board that “Quite a large number of
our member banks have rediscounted more than two or three times their capital and surplus.
Write to them that they must reduce their borrowings.” (Minutes, January 14, 1921). By the
March meeting, he reported that (adjusted) reserves had risen from 37.6% on February 8 to 44%
on March 8, brought about largely by the liquidations of $9.9 million of member bank
borrowings by the Atlanta Fed’s branch in New Orleans (Minutes, March 11, 1921).

Nevertheless, the Atlanta bank remained very active, hoping to avoid large bank failures.
In the Board’s March 1921 meeting he described how the FRBA had helped to manage the
absorption of the weak Citizens and Southern Bank of Savannah by the Hibernia Bank, which
assumed all of its liabilities and assets. The absorption was handled “by the tact and good
management of Mr. Campbell,” the Deputy Governor of the Atlanta Fed (Minutes, March 11,
1921). To help weak banks more generally, Wellborn told the Board proposed a plan to execute
repurchase agreements for U.S. Government war bonds with members banks because their
holdings were disproportionately large relative to their capital and surplus. As interest rates had
risen, bond prices had fallen, which might cause member banks to incur losses that would impair
their surplus or even capital, when examiners marked their portfolios to market. In addition,
holdings of these bonds lowered earnings because the coupon rates are lower than the discount
rate. In order to “minimize such losses to the member banks and enable them, in a measure, to
amortize the carrying value down to the market value the Officers of the Federal Reserve
Banks...... hereby authorize, acting under Sect. 14 of the Federal Reserve Act” to execute a 60
day repurchase agreements for bonds that are in excess of a member bank’s capital and surplus.
Every 30 days, banks would pay the Federal Reserve bank 1/10 of 1 percent of aggregate
principal amount of the bonds, until payments equaled the loss represented by the market price.
(Minutes, August 12, 1921).

The problems created by the collapse of cotton prices and the broad and deep recession

created problems for many banks that lingered for years. The FRBA did not walk away from
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these troubled banks but was intimately involved in either their liquidation or ensuring that they
would be healthy enough to resume normal operations. One example of this activity occurred in
December 1921. In consultation with the Chief National Bank Examiner John W. Pole and
Atlanta Fed’s Assistant Cashier J.B. Tutwiler, Wellborn decided to help First National Bank of
Colquitt whose capital stock was wiped out. The bank examiner was of the opinion that
maintaining the bank would have a favorable influence on the general market for the financial
instruments it bought and discounted. He believed that it was unlikely that the bank would
realized to 20 cents on the dollar on the underlying collateral if the First National Bank of
Colquitt were closed, but more it if continued as an ongoing bank. The Atlanta Fed released it
from repayment of $30,000 of bills receivable that the FRBA had discounted and purchased
$84,000 of doubtful assets from the bank for sum of $30,000 that it was releasing, allowing bank
to work out situation with a smaller loss. (Minutes, December 7, 1921).

In the last meeting of the Board of Directors of the Atlanta Fed for 1921, Wellborn
summarized his vision of the task of the Reserve bank:

The daily problem which our Executive Committee must meet, is that of properly
taking care of those of our member banks which are in straightened condition.
Many of those banks have been very heavy borrowers through the year; and,
while this season of the year would naturally demand that there be curtailment,
deposit declines are in larger volume that in collections....The reports of
examination of such banks are watched very closely, and the paper they offer for
rediscount is scrutinized to the last degree. (Minutes, December 7 ,1921)

Wellborn had not retreated from the position that he had set forth in his exchange of letters with
Harding a year before, stating that, “I feel that it is the duty of our Committee to sustain and back
up to the furthest point possible, our member banks, by accepting their paper for rediscount
where it is reasonable to do so.” He posed the regional central bank’s dilemma thusly:

On the one hand, we are confronted with the danger of extending so much aid to a

member bank that, if it failed we should incur a very considerable loss.

On the other hand, if we go to a great length and save a member bank so that it
can, in time, work out of its difficulties, I feel that we would be accomplishing
what was intended in the establishment of the Federal Reserve System. It is our
fundamental duty to take care of extremes and emergencies and while the
responsibilities are exceedingly heavy, still I believe that we should show the
proper nerve and fortitude, and go as far as is possible in saving any member bank
which is in difficulty. (Minutes, December 7, 1921)
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Afterwards

Some officials who had opposed Wellborn’s strategy later conceded that he had acted
wisely. D.W. Crissinger who had been the Comptroller of the Currency and became Chairman
of the Federal Reserve Board in 1923 commented: “We were inclined at first to disagree with
Governor M.B. Wellborn of the Atlanta bank, in some of the policies which he pursued, but...he
was right and we---the members of the federal reserve board---were wrong.” (quoted in Gamble,
1989). Certainly Welborn’s Sixth District constituency and many influential Southern
Congressmen were satisfied with his stewardship of the Atlanta Fed. @~ When Congress held
hearings into allegations that the Federal Reserve had aided speculators in the cotton crash,
Wellborn was lauded by senators from the Cotton South. (Gamble, 1989).

In modern debates over whether a central bank should flood the market with credit and
assist troubled institutions, Wellborn and the Atlanta Fed stand in the corner of the
interventionists. Nowhere in the Minutes of the Board of Directors of the Sixth District Reserve
bank is there a discussion of the problem of moral hazard that modern non-interventionists have
emphasized. Wellborn and his Board saw the collapse of the post-World War I boom as an
exceptional event that would not be repeated; a fact, that he believed the District’s banking
community understood well. His member banks had not acted recklessly but patriotically by
expanding credit during and after the Great War; some may have offered excessive credits during
the boom but he regarded this behavior as a minor factor. Consequently, the Atlanta Fed should
have accommodated its member banks during the harsh recession and readied them to resume
normal operations in the 1920s. Of course, what he did not anticipate was that a second and

even greater shock would occur a decade later.
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