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In memory of A. Alex Porter, investor, scholar, bon vivant.


In the economy, an act, a habit, an institution, a law, gives birth not only to an effect, but to a series of effects. Of these effects, the first only is immediate; it manifests itself simultaneously with its cause—it is seen. The others unfold in succession—they are not seen: it is well for us if they are foreseen.

—Frederic Bastiat, “That Which Is Seen, That Which Is Unseen,” 1850



PREFACE

This slim volume describes a weighty and wonderful event. In 1920, the American economy entered what would presently be diagnosed as a depression. The successive administrations of Woodrow Wilson and Warren G. Harding met the downturn by seeming to ignore it—or by implementing policies that an average 21st century economist would judge disastrous. Confronted with plunging prices, incomes and employment, the government balanced the budget and, through the newly instituted Federal Reserve, raised interest rates. By the lights of Keynesian and monetarist doctrine alike, no more primitive or counterproductive policies could be imagined. Yet by late 1921, a powerful, job-filled recovery was under way. This is the story of America’s last governmentally unmedicated depression.

The United States was not without a government in the early 1920s, of course. It taxed and regulated. It furnished courts, the rule of law, a dollar defined in law as a weight of gold and an army and navy. Federal officers examined the nationally chartered banks. Other public officials infused illiquid though solvent banks with cash. Contemporaries credited the latter functionaries—new hires of the Federal Reserve—with forestalling an otherwise certain money panic. What the government did not do was socialize the risk of financial failure or attempt to steer and guide the national economy by manipulating either the rate of federal spending or the value of the dollar. Compared to the federal establishment that would take form in the 1930s (or to that which had recently waged the war against Germany), it was a small and unintrusive government.

The hero of my narrative is the price mechanism, Adam Smith’s invisible hand. In a market economy, prices coordinate human effort. They channel investment, saving and work. High prices encourage production but discourage consumption; low prices do the opposite. The depression of 1920–21 was marked by plunging prices, the malignity we call deflation. But prices and wages fell only so far. They stopped falling when they became low enough to entice consumers into shopping, investors into committing capital and employers into hiring. Through the agency of falling prices and wages, the American economy righted itself.

I write in the fifth year of a historically lackluster recovery from the so-called Great Recession of 2007–09. To address the crisis of failing banks and collapsing credit, the administrations of George W. Bush and Barack Obama borrowed and spent hundreds of billions of dollars. They threw a governmental lifeline to dozens of financial institutions, some of which would have otherwise drowned. The Federal Reserve pushed its money-market interest rate to zero and materialized trillions of new dollars (thereby further subsidizing the banks and government-sponsored enterprises whose errors of omission and commission had helped to precipitate the crisis in the first place). Yet for all these exertions, some 9.8 million Americans remain out of a job while millions more have given up hope of finding one.

Just about no one with a public voice nowadays would dare to propose the policies that the government implemented (or, more to the point, refused or neglected to implement) almost a century ago. But the fact is that, in the wake of those decisions, growth resumed and the 1920s proverbially roared. We can’t know what might have been if Wilson and Harding had intervened as presidents of the late 20th and early 21st centuries are wont to do. Herbert Hoover, Harding’s secretary of commerce, was seemingly champing at the bit to act; the slump was ending by the time he swung into action. When, as the 31st president, Hoover did intervene—notably, in an attempt to prevent a drop in wages—the results were unsatisfactory.

Recessions and depressions don’t announce their own arrival. Economists rather piece together the chronology after the fact. The recognized arbiter of the cyclical calendar, the National Bureau of Economic Research, dates the start of the downturn of 1920–21 in January 1920 and its conclusion in July 1921; which is to say that things stopped getting better in January 1920, and they stopped getting worse in July 1921. The elapsed time was 18 months.

On the one hand, a year and a half is a very long time to any who suffered unemployment, bankruptcy or destitution. On the other, it is a great deal shorter than the 43 months of the Great Depression of 1929–33. I propose that constructive federal inaction contributed to the relatively satisfactory outcome. To the financiers and capitalists weaned on the idea of laissez-faire, federal passivity did not destroy confidence but rather enhanced it.

“Confidence” is a concept as vital as it is amorphous. What imparts a feeling of trust to one generation may frighten another. What seemed to brace up the generation of Americans who confronted the 1920–21 slump was a collective belief in the underlying soundness of American finance. In a world that in many ways had seemed to have lost its moorings, the dollar was still as good as gold. A bipartisan determination to pay down the federal debt and to protect the purchasing power of the U.S. dollar thus likely contributed to a belief that the bad times couldn’t and wouldn’t last.

“If a government wishes to alleviate, rather than aggravate, a depression, its only valid course is laissez-faire—to leave the economy alone,” wrote Murray Rothbard in his history of the 1930s, America’s Great Depression. “Only if there is no interference, direct or threatened, with prices, wage rates and business liquidation, will the necessary adjustment proceed with smooth dispatch.”1 Whatever might be said about that proposition in general, the American experience in 1920–21 and 1929–33 does not disprove it.

•  •  •

The Great Depression was the historical touchstone of the advocates of a muscular federal response to our own Great Recession. It was to close the door on any possible repetition of the experience of the early 1930s that the Federal Reserve, under the leadership of Chairman Ben S. Bernanke, embarked on a radical program of money printing, interest-rate suppression and financial market manipulation, policies still in place more than five years after economic healing officially began. In a speech at Jackson Hole, Wyoming, in August 2012, Mr. Bernanke candidly described these experiments as “learning by doing.”

There was no such improvisation in the monetary and fiscal councils of 1920–21, unless the refusal of the still unseasoned Federal Reserve to budge from its policy of high interest rates even in the teeth of plunging prices can be viewed as experimental. In any case, to the best of my knowledge, no American policy-maker invoked the extraordinary events of 1920–21 as a potentially relevant precedent during the crisis of 2008; the collapse of 1929–33 rather monopolized the market in historical analogy. One can anticipate the arguments in defense of this choice. Thus, in 1920–21, the economy was much smaller than it is today. The political environment was wholly different than ours and the statistics produced to measure the expansion and contraction of economic activity were, at best, crude. Besides, there was no federal safety net and no easily accessible credit, either of the personal or mortgage variety. All this is true, yet each objection might be applied with nearly equal force to the Great Depression itself.

There is something else to consider: Following the 1929 Crash, President Hoover set in motion an unprecedented program of federal activism to head off the threatened business downturn. While these interventions—the “First New Deal,” some called them—were an undisputed failure, the non-intervention of Wilson and Harding constitutes an uncelebrated success.

•  •  •

If the events of 1920–21 are anything but irrelevant, they are—to the advocates of government intervention in business-cycle downturns—inconvenient. If sick economies need governmentally administered medicine, how did an economy force-fed with what most practitioners today would regard as a kind of policy arsenic ever right itself?

In his review of Austerity: The History of a Dangerous Idea, Mark Blyth’s 2013 attack on the notion of a government not pulling out the stops to combat a downturn, Lawrence Summers, the former secretary of the Treasury, quoted his own dictum: “As I have often said, the central irony of financial crisis is that while it is caused by too much confidence, too much lending and too much spending, it can only be resolved with more confidence, more lending and more spending.” The 1920–21 experience refutes Summers’s Paradox, as it was certainly not resolved with lending and spending.I

Just how severe it was is a question yet unsettled, and perhaps destined never finally to be settled. Official data as well as contemporary comment paint a grim picture. Thus, the nation’s output in 1920–21 suffered a decline of 23.9 percent in nominal terms, 8.7 percent in inflation- (or deflation-) adjusted terms. From cyclical peak to trough, producer prices fell by 40.8 percent, industrial production by 31.6 percent, stock prices by 46.6 percent and corporate profits by 92 percent.2 Maximum unemployment ranged between two million and six million persons—those were the range of estimates at the national conference on unemployment called by President Harding in September 1921—out of a nonagricultural labor force of 31.5 million. At the high end of six million, this would imply a rate of joblessness of 19 percent. Bankruptcies claimed myriad nonfarm businesses, including Truman & Jacobson, a Kansas City haberdashery coowned by the future 33rd president of the United States.II

The adage that “the past is a foreign country” is nowhere more apt than in economic history. In the case at hand, anachronism is inherent in the very language of economics. Readers of this book speak and think about “aggregate demand” and “aggregate supply.” Having imbibed at least the rudiments of macroeconomics, they casually talk about the national income. In the early 1920s, such ideas were yet unformed. You can comb through the professional economics journals of the day, as I have done, without finding a single article espousing the notion of macroeconomic management.

Whatever the defects of 21st century American economic statistics, the data available to Wilson and Harding were worse. Modern national income accounting did not come into existence until the 1930s and 1940s. The services portion of the American economy was not systematically measured until the 1990s.

The 1920–21 affair was the 14th business-cycle contraction since the panic year of 1812. Commercial and financial disturbances of one kind or another occurred in 1818, 1825, 1837, 1847, 1857, 1873, 1884, 1890, 1893, 1903, 1907, 1910 and 1913. Not since the early 19th century had prices fallen so far or so fast as they did in 1920–21. “In this period of 120 years,” according to a contemporary inquest, “the debacle of 1920–21 was without parallel.”3

Christina Romer, a distinguished economic historian who served as chair of President Obama’s Council of Economic Advisers, has contended that the ordeal of 1920–21 was not so severe as it was subsequently portrayed statistically. In so many lay words, she characterized the slump as a not especially troublesome recession. In further support of my contention that the depression of 1920–21 was just as intense as contemporary reports made it out to be, I submit an item of noneconometric evidence. Herewith a sample of the bitterly sardonic lyrics to the 1921 hit song “Ain’t We Got Fun?”

Every morning, every evening

Ain’t we got fun?

Not much money, oh, but honey

Ain’t we got fun?

The rent’s unpaid, dear

And we haven’t a bus

But smiles were made, dear

For people like us

In the winter, in the summer

Don’t we have fun?

Times are bum and getting bummer

Still we have fun

There’s nothing surer,

The rich get rich and the poor get children

In the meantime, in between time,

Ain’t we got fun?

Landlord’s mad and getting madder

Ain’t we got fun?

Times are so bad and getting badder

Still we have fun

There’s nothing surer

The rich get rich and the poor get laid off

In the meantime, in between time

Ain’t we got fun?

“Depression” is a term of no hard and fast statistical definition. It is a term that many contemporaries—the Harvard Economics Society and the Federal Reserve Bank of New York, among others—used to describe the depth of the downturn, and it’s the term I have chosen to use in this history. I will posit, too, that they don’t write songs about recessions.

Especially foreign to the time-traveling contemporary reader may seem the banking and monetary arrangements of the Wilson and Harding era. In 1920 there was no federal deposit insurance and no doctrine that some banks were too big to fail. If a bank became impaired or insolvent, chances were that its stockholders (never the taxpayers) would receive a call to stump up funds with which to reimburse the depositors. It was, after all, the stockholders’ bank, in sickness as in health. This standing reminder of the potential cost of mismanagement by no means forestalled failure. But as much as any law or convention it delineated the boundaries between public and private interest. Such was the record of safety and soundness in banking during the first two decades of the 20th century, the Panic of 1907 notwithstanding, that the senior federal bank regulator could express the hope that bank failures in America were a thing of the past. This was in the summer of 1920, six months after the economy had begun its slide into depression.

The dollar in those days was still defined as a weight of gold, as it had been since Alexander Hamilton’s time at the Treasury: An ounce was the equivalent of $20.67 and could be exchanged for that sum at the option of the holder. And because anyone could make the exchange, the Federal Reserve was inherently constrained. It could do only so much to salve a wounded economy, even if it believed that monetary medication was within its congressional remit, which it certainly did not. Any proposal to anticipate the 21st century policy of printing money with which to stimulate business activity (“quantitative easing”) would have been laughed out of court.

Politicians were no more inclined than economists to throw the weight of the government behind policies to keep the national economy on an even keel. This was not necessarily because the political class was philosophically averse to regulation or taxation. Woodrow Wilson ran for president in 1912 promising to bring Wall Street and big business to heel. In 1917, following America’s declaration of war on Germany, the administration blazed new trails in government economic intervention and control. But even if the president had wished to graft his experiments in wartime socialism on to the postwar American economy, he would probably not have gotten far. At first, he was preoccupied with his battle to win Senate approval of the peace treaty and the League of Nations. Later, after his September 1919 stroke, he became incapacitated, as did his administration. By no means did Wilson espouse the Jeffersonian doctrine that that government is best which governs least. It was by accident that the Progressive Democrat presided over America’s final laissez-faire depression.

The story of a depression that healed itself is necessarily short on political craftsmanship. Histories of the response of the administration of Franklin D. Roosevelt—and, before him, of Herbert Hoover—to the Great Depression brim with chronicles of action. Here is a history of instructive inaction.



	Then and Now: A Statistical Snapshot of Two Eras in $ millions except per capita figures or where otherwise indicated.
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	GNP

	 

	capita

	GNP




	Population (millions)

	106.5

	-

	-

	310.04

	-

	-




	Union labor as % of work force

	12.1%

	-

	-

	11.4%

	-

	-




	Average life expectancy (years)

	56.4

	-

	-

	78.7

	-

	-




	Average annual wage ($)

	$1,342

	-

	-

	$39,959

	-

	-




	NYSE volume (shares millions)

	227

	 

	 

	601,146

	 

	 




	GDP/GNP

	91,500

	859

	-

	14,958,300

	48,198

	-




	Federal Gov’t spending

	6,358

	60

	7

	3,457,079

	11,139

	23




	Federal debt held by the public

	25,952

	244

	28

	9,018,882

	29,060

	60




	Total public and private debt

	135,700

	1,275

	148

	51,395,500

	165,603

	344




	Total assets of the Federal Reserve

	6,254

	59

	7

	2,427,844

	7,823

	16







	Composition of the Economy




	 

	1920 *

	2010 †




	Total

	100

	100




	Agriculture

	10.5

	1.1




	Mining

	2.5

	1.7




	Munfacturing

	21.9

	11.2




	Construction

	4.4

	3.6




	Transportation

	9.8

	4.9




	Trade

	13.6

	11.6




	Services

	11.6

	31.5




	Government

	9.6

	13.6




	Finance and misc.

	16.1

	20.8




	
* average between 1919 and 1928 based on National Bureau of Economic Research estimates of national income.

† GDP value added by industry, Bureau of Econmonic Analysis estimates.








I. Certitude about the need for federal activism in the face of economic dislocation finds its ultimate expression in the pronouncement of another Harvard professor, Kenneth Rogoff. The Obama administration had no choice but to enact the American Recovery and Reinvestment Act of 2009, said Professor Rogoff, an accomplished chess player as well as the author of the 2009 best-seller This Time Is Different. The so-called stimulus act was, indeed, an “only move,” he was quoted as saying by the New York Times in 2012. In chess, an only move is one without which a player would certainly and immediately lose.

II. “There were between five and six millions of our workers without employment. Industries were closed or closing. Economic authorities predicted industrial panic. We were on the highway to the economic chaos which at present prevails in Europe.” So wrote President Harding’s secretary of labor, James J. Davis, in his 1923 annual report. Even making allowances for the fact that some of the goings-on to which the passage referred took place in a Democratic administration, the secretary’s choice of words is striking. [p. 90]
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THE GREAT INFLATION

The coda to the murderous Great War of 1914–18 was an influenza pandemic even more lethal than the war itself. But the wounded world of 1919 could count one saving grace, at least. The oft-predicted postwar depression had failed to materialize. Quite the contrary: Business was booming.

Here was a most pleasant anomaly. History taught that peace would bring depression. Such had been the experience of America after both the War of 1812 and the Civil War. The Great War was a world war. No doubt, many reasoned, a worldwide economic adjustment would prove even more disruptive than the slumps that had followed more isolated conflicts of the past.

No template for government action to resist depressions was yet in place. Long-established economic doctrine rather favored laissez-faire. As the natural seasons turned, so did the economic ones: summer and winter, boom and bust. Individuals might prepare for the inevitable lurches to the down side—a workman might save, a farmer might market his crops in anticipation of lower prices, a banker might call in loans to brace for a depositors’ run. But from the government, not much was expected but to balance its budget, maintain a sound currency and allow business to take its natural, improving course. “[T]hough the people support the government, the government should not support the people,” declared President Grover Cleveland in vetoing a $10,000 appropriation to pay for the distribution of seed grain to drought-stricken Texas farmers in 1887.1

It was the letter of the Cleveland doctrine rather than the spirit that still prevailed in some policy-making circles. Many voices now pressed the government to intervene. “Progressive,” the speakers styled themselves, though the progress to which they aspired concerned not the management of the business cycle but redressing the supposed injustice in the distribution of income. By 1892, the Populist Party was demanding inflation of the currency, a graduated income tax, strict limitations on corporate ownership of land and the nationalization of the railroads and telephone and telegraph companies.2 By 1908, Eugene Debs was demanding a republic in which the working class governed the plutocracy, rather than the other way around. By 1910, Theodore Roosevelt, no avowed socialist, was demanding that “human welfare” be raised above “property.”3

“From the same prolific womb of governmental injustice we breed the two great classes—tramps and millionaires,” the Populists had alleged. Certainly, electrical illumination, the internal combustion engine and related marvels lightened the burden of labor and thereby liberated many from drudgery and want. But, equally, according to the composite Progressive indictment, the rich had never been richer, nor the gap between rich and poor provokingly wider.4

In the 1912 presidential election, Debs drew 6 percent of the popular vote on the Socialist ticket, the best showing by any left-wing candidate in any presidential contest before or since.5 He finished fourth.

William Howard Taft, the 300-odd-pound Republican incumbent, campaigning on the doctrine that “[a] National Government cannot create good times” (but could, through ill-advised policy, institute bad times), won a mere two states, Utah and Vermont.6 He came in third.

Theodore Roosevelt, who had bolted from the GOP to preach that government could, in fact, effect the very improvements that Taft resisted, pledged to “use the whole power of government” to resist “an unregulated and purely individualistic industrialism.”7 He placed second.

Candidate Wilson vowed to tame the “trusts,” rein in the big Wall Street banks, lower tariffs and—to compensate for lost revenue from reduced import duties—tax the rich. President Wilson, having beaten the divided GOP, proved as good as his word. By the close of his first year in office, the former president of Princeton University had presented the nation with an income tax and a central bank (in name, a kind of decentralized central bank). The federal government would never again lack the means of financing itself.

In 1916, at the end of his first term, Wilson sought a second. He was deserving on financial grounds alone, the Democratic Party platform asserted: “Our archaic banking and currency system, prolific of panic and disaster under Republican administrations—long the refuge of the money trust—has been supplanted by the Federal Reserve Act, a true democracy of credit under government control, already proved a bulwark in a world crisis, mobilizing our resources, placing abundant credit at the disposal of legitimate industry and making a currency panic impossible.” Then, too, the Democrats commended themselves for “the splendid diplomatic victories of our great president, who has preserved the vital interests of our government and its citizens and kept us out of war.”

New vistas of federal activism opened on April 6, 1917, when the president led the nation into war. As Washington drafted men, so it conscripted incomes. In House debate in 1913 over the proposed income tax, a seemingly wild-eyed Progressive had called for a schedule of rates culminating in 68 percent on incomes above $1 million. “The amendment was, of course, beaten,” reported the New York Times, the paper seeming to roll its eyes at the very notion of so confiscatory a marginal rate of taxation.8 By 1918, the Treasury was taking 77 percent of incomes above $1 million.9 The Wilson administration took control of merchant shipping, the railroads and the telegraph and telephone companies. It rationed raw materials and set ceilings on prices and wages. It intervened in labor disputes. It allocated, requisitioned and commandeered private property. It liberalized the banking rules and thereby encouraged the expansion of credit: After June 1917, a New York bank could lend 38.8 percent more against every dollar of reserve it was required to hold than before the change was enacted.10 Woodrow Wilson delivered the activist government that America’s populists and socialists had long demanded.11

So when Frank Morrison, secretary of the American Federation of Labor, warned in January 1919 that the government was the only instrument of postwar economic salvation—and that, barring federal intervention, there could be “bread lines in every industrial center before May 1”—his message had none of the shock value it would have had before the war.12 More conventionally familiar was the fatalistic voice of the Babson economic forecasting service, which predicted “a period of trouble and depression.” There was no getting around it, said the founder, Roger W. Babson: “We can prepare for reaction and prevent it from being disastrous, but to stop it is impossible.”

Right as rain did the bears initially appear to be. Within four weeks of the November 11, 1918, Armistice, the War Department had cancelled $2.5 billion of its then outstanding $6 billion in manufacturing contracts;13 for perspective, $2.5 billion represented 3.3 percent of the 1918 gross national product.14 In January 1919 commodity prices tumbled. Steel mills, which had hardly been able to keep up with war-induced demand, now operated at 60 percent to 65 percent of capacity. Order books dwindled, that of the United States Steel Corporation by 42 percent between the Armistice and May 1919. Not since the Panic of 1907 had the giant steel maker seen the likes of it.15

But the Morrisons and Babsons had failed to reckon with the long-thwarted American consumer. Purchases patriotically deferred during the year and a half of U.S. belligerency were now exuberantly rung up. War or not, Americans had continued to drive their Fords and Chevrolets and Buicks (gasoline sales never wavered during the ostensibly luxury-free duration of the conflict). Now, with the peace, the people demanded silk shirts, new cars and a little fun.

European consumers, too, were buying American, their spending power enhanced by loans funneled through their governments from the U.S. Treasury. In the five years prior to the outbreak of war in Europe in 1914, American exports had averaged $2.1 billion a year. They accelerated during the war and soared again with the peace. In 1919, they reached nearly $8 billion.16

Doomsayers could hardly believe their eyes. Surely, they reasoned, a postwar boom was a contradiction in terms. What was needed—and what was, on form, inevitable—was a bust. As with physical objects, so with prices: What goes up would have to come down. Consumer prices had risen by 11 percent in 1916, by 17 percent in 1917 and by 18.6 percent in 1918. They were on their way to rising by 13.8 percent in 1919.17

Flyaway prices were symptoms of wartime financial disorder. Immense public borrowing, and the easy money to accommodate it, may or may not have been a necessary evil, but the Armistice now rendered it unnecessary. When governments stopped printing money for the very purpose of destroying life and property—when production and orthodox banking made their welcome reappearance—come this happy day, the experts promised, prices would certainly tumble.

But prices resumed their rise as the experts reconsidered their forecasts. In early May, the Commercial and Financial Chronicle was prepared to admit to its Wall Street readership that “merchants are less timid about buying.” Before very long, the merchants were buying boldly. By the fall of 1919, plants were operating at full capacity, raw materials were unobtainable except at exorbitant prices and delivery dates were being pushed out by as much as a year.18 Come Christmas, the Chronicle’s columns were reporting that “consumption plainly outruns production; in parts of the country what might be called a Saturnalia of buying prevails; the retail holiday business is said to be the largest on record.”19

If Saturnalia it was, the inflationary boom of 1919 was a bitter and unhappy one. Wages couldn’t seem to keep pace with prices, nor prices with costs. A pair of sensible shoes had cost $3 before the war. Now they sold for $10 or $12. Bankers scornfully spoke of the shrunken “fifty-cent dollar.”20 Pensioners, judges, professors—anyone on a fixed income—suffered a crippling loss in living standards. Class rose up against class and interest group against interest group.

Especially did the great inflation set labor against management, city dwellers against farmers, creditors against debtors and the Federal Reserve against a growing legion of monetary critics. The “high cost of living”—or the more headline-suitable acronym “H.C.L.”—became the national hot button. And hovering in the background of these economic conflicts was the outbreak of revolution in Europe and the triumph of Communism in Russia. Was America next in line for a workers’ revolt? “We are going to socialize the basic industries of the United States,” vowed John Fitzpatrick, veteran president of the Chicago Federation of Labor, on September 18, 1919.21

Labor took out its anger on management, which not infrequently responded with allegations that the unions were stalking horses for the violent left. In 1919, one in five American workers was involved in a strike; it was an unprecedented figure at the time, and it has never been approached since.22 The United Mine Workers, the nation’s biggest union, struck the coal mines, and a quarter million steelworkers walked out on U.S. Steel. There was a police strike in Boston. There were strikes by machinists, iron workers, upholsterers, butchers, paper makers, boot and shoe workers, raincoat makers, oilfield hands, longshoremen, puddlers, metal polishers, carmen, waiters, garment workers, die sinkers, grain handlers, livestock handlers, silk weavers, petticoat workers, silk operatives, drop-forge men, painters, glaziers, braziers, tool makers, cigar makers, subway workers, actors, carpenters and pressmen.23 In September 1919, President Wilson, setting off on his ill-fated cross-country trip to take his case for the League of Nations directly to the people, stopped in Columbus to deliver his first speech. The crowd was disappointingly small—it seemed that the Columbus trolleymen had struck.24

Many were the local and particular grievances that pushed workers and managements to break off negotiations and mount (or suffer) a strike. One common thread was the workers’ loss of real income to sky-high prices. Another was radical politics.

The Bolshevik triumph in Russia in November 1917 electrified the American left. Here was the sign they had so long awaited. A general strike—the first in American history—shuttered Seattle for five days in January 1919. Yes, the Reds and anarchists and members of the Industrial Workers of the World—better known as Wobblies—were bound to admit, the reactionaries had cut short the people’s uprising. But what an inspiring revolt it had been.25

Still inspired, the would-be vanguard of the socialist revolution marked May Day with the mailing of 30 letter bombs to members of the American Establishment. Lacking adequate postage, most of the bombs went undelivered. Reinspired, or refinanced, the revolutionaries tried again.26 Among their targets was Wilson’s energetic and ambitious attorney general, A. Mitchell Palmer.

Late on the night of June 2, an assailant dropped a bomb near the front door of Palmer’s Washington, D.C., home. The device blew the would-be executioner to bits—he seemed to have tripped before he reached his target—but left Mr. and Mrs. Palmer physically unharmed. “Class war is on and cannot cease but with a complete victory for the international proletariat” was an excerpt from the dozens of copies of the anarchist pamphlet “Plain Words” that the bomber had not had the chance to distribute.27

Such acts of domestic violence did nothing to sweeten the relations between management and labor. Angry and fearful men glowered on either side of the bargaining table. “It might be that before we got through we would bring some one before a firing squad,” Warren S. Stone, grand chief of the Brotherhood of Locomotive Engineers, had testified before a House committee in August in consideration of a bill to nationalize the nation’s railroads.28

In November, 400,000 unionized bituminous coal miners walked off the job in defiance of a federal court injunction. During the war the union, led by John L. Lewis, had submitted to such wages as the operators vouchsafed to pay. Now the miners demanded a 40 percent increase (their opening demand was 60 percent, along with the nationalization of the mines); since 1914, as the Department of Labor did the sums, the cost of living in the mining districts of Brazil, Indiana, and Pana, Illinois, had jumped by almost 80 percent. The typical mining family earmarked 37 percent of its budget for food, the cost of which was soaring.

•  •  •

General Motors Corporation, founded in 1908 and already an American blue chip, registered sales of $270 million in 1918 and $510 million in 1919;29 it earned $15 million in 1918 and $60 million in 1919; it had 49,118 employees in 1918 and 85,980 in 1919.30 There was no doubting the boom in Detroit.

GM marked the first full year of peace with a burst of energy—prices, after all, were on the fly. It got into the tractor business, diversified into refrigerators, founded the General Motors Acceptance Corporation and purchased a controlling interest in the Fisher Body Corporation. And it was in 1919 that the GM executive committee approved construction of an imperial new headquarters. The Durant Building, named for the founder, Billy Durant, would have 15 stories, 4 wings, 1,700 offices and 30 acres of floor space. As the world’s biggest office building at the time, it would cost a suitably imposing $20 million.

Anyone could see that the automotive field was still in its infancy. In July 1919 a motorized convoy of army vehicles set off from Washington, D.C., to San Francisco to demonstrate the need for more and better American highways. The troops—led by, among others, Captain Dwight D. Eisenhower—arrived in September. On good highways, the procession averaged almost 10 miles an hour.31

Taking the boom at face value, the GM front office accepted that raw materials were genuinely in short supply and that—contrary to experience, economic theory and even common sense—prices would rise more or less indefinitely. In such a state of mind, top management took to rubber-stamping the requests for investment funds that poured in from the heads of the company’s various operating divisions. At one sitting of the executive committee, the GM chieftains approved $10,339,554 in unbudgeted spending. “The meeting was not unusual,” relates Alfred P. Sloan Jr., who attended it. “Overruns on capital investment had become the rule.”32

•  •  •

Just back from the war, Harry Truman, a former army artillery captain, resolved to do three things. He would quit farming, marry Bess Wallace and open a men’s furnishings store in Kansas City, Missouri. And each of these things he proceeded to do, the store in partnership with his wartime buddy Eddie Jacobson.

Truman & Jacobson opened for business late in November 1919, at the northeast corner of Twelfth and Baltimore Streets. The location was prime—opposite the city’s biggest and newest hotel, the Muehlebach—and the capitalization seemingly ample. Truman contributed some $15,000 in equity, much of which he had realized from the sale of livestock and machinery at the Truman family farm in Grandview. Jacobson chipped in between $900 and $1,000. Bank loans financed the inventory.

As prices were rising and Federal Reserve credit was available to member banks at concessionary rates of interest, bankers were eager to lend. Nor did consumers need to be cajoled into borrowing or buying. Soaring prices meant that money was better spent than saved. Besides, wartime scrimping was over and done with: People demanded the best and were prepared to pay for it. The partners handed out blotters to which were affixed a snappy line attributed to Dr. A. Gloom Chaser: “It takes 65 muscles of the face to make a frown and 12 to make a smile—why work overtime?” And the pitch: “Buy your men’s furnishings from us at new prices. You will smile at the great reductions. We will smile at the increased business. Then none of us will be overworked.”

Truman and Jacobson set the name of their enterprise in colored tiles in the Twelfth Street entryway. The partners were there early and late, opening at 8 AM and closing at 9 PM, six days a week. They sold shirts, hats, leather gloves, belts, underwear, socks, collar pins, ties and detachable collars. It was a dull customer who couldn’t guess where the principals had spent the year 1918. On prominent display was a four-foot loving cup engraved to “Captain Harry” from the boys of Company D, 129th Field Artillery.

This was the prosperous Kansas City of the “Twelfth Street Rag,” and the boys dropped in to shop. Cash registers were ringing, including the one at Truman & Jacobson’s, which would have rung more profitably if their first clerk hadn’t turned out to be a thief. “Twelfth Street was in its heyday and our war buddies and the Twelfth Street boys and girls were our customers,” Eddie Jacobson reminisced. “Silk underwear for men, and silk shirts, were the rage. We sold shirts at $16.” Adjusted by changes in the Consumer Price Index, a $16 shirt in 1919 would translate into a $202 shirt at this writing. Well and truly, austerity was over.33

•  •  •

Inflation fooled almost everyone, including—1,100 miles to the east—the once famously conservative National City Bank, forerunner of today’s Citigroup. Safety had been City’s stock in trade: It catered to “timid” people, a bemused federal examiner reported in 1891, “who feel that their money is a little safer in this bank than it would be in government bonds.” This was at the very beginning of the James Stillman era. A master at the bankerly art of saying “no,” Stillman could also prudently say “yes.” By 1905, City was the nation’s largest bank, with assets of more than $300 million, 27 percent more than the runner-up, National Bank of Commerce. It was hugely profitable besides.

It was not infallible. On the eve of the Bolshevik Revolution, it set about building Russian branches, gathering Russian deposits and investing in czarist bonds. “[O]f all the foreign countries,” declared Stillman’s protégé, Frank Vanderlip, in 1916, “there is none that offers a more promising outlook than Russia.” Vanderlip, the second in command, lost his job when the victorious Communists dealt the bank its first lesson in sovereign political risk. Absent Vanderlip (Stillman had died in 1918),34 the bank sailed rudderless into the 1919 boom.

Soaring prices beguiled borrowers and lenders alike. To finance rising inventories, customers clamored for credit, and City profitably loaned. The Federal Reserve Bank of New York would lend to City at 4.75 percent, whereas City could lend to its customers at 5.6 percent. In the second half of 1919, City’s book of business loans expanded by 30 percent.

Cuba seemed an especially promising theater of operations to the bank that made its offices at 55 Wall Street. The price of raw sugar, Cuba’s top export, had vaulted to 22 cents a pound in the spring of 1920 from four cents a pound in the fall of 1918. American housewives, the Wilson administration and the National City Bank were now of one mind: Sugar prices were going to heaven.

City plunged into Cuba as Vanderlip had tried to commit to Russia. It built 22 branches in 1919 and loaned heavily to finance construction of sugar mills, railroads and other infrastructure that would presently assure much larger sugar production—and, ultimately, much lower sugar prices. (The enthusiasm was contagious: Chase National and Guaranty Trust, City’s New York neighbors, also loaned in Cuba). By June 1920, exposure to Cuba and its one-crop economy came to total $79 million, or 80 percent of City’s capital. “Management’s bet on this single commodity had been imprudent to the point of folly,” to quote City’s own corporate history.35

•  •  •

If this giant of Wall Street could be duped by the inflationary distortion of values, no less confused were the nation’s farmers. Never before had they sweated so little to earn so much. They had planted fence post to fence post during the war, and they retrenched not at all in the peace. Acreage planted to wheat in 1919 reached a record that stood until World War II. Tractor sales soared in tandem with crop prices. “Power farming” became the motto of a new personage on the American rural scene, the mechanized agricultural businessman.

In 1919, farm income from production reached a new high of $16.9 billion, no less than 152 percent above the prewar average of $6.7 billion. This record, too, would stand until the 1940s.36 Having money to spend, farmers bought breeding stock as well as tractors. In May 1919, “Rag Apple the Great,” a purebred Holstein-Friesian bull, fetched a heretofore unimaginable sale price of $125,000.37

The land on which the likes of Rag Apple regally grazed was by now in its own bull market. As crop prices were zooming, farmers and bankers reasoned, so should the capitalized value of the land on which the seeds were planted. In 1919, black Iowa corn ground fetched prices some 40 percent higher than the prewar average. In 1920, the premium was 70 percent.

Optimistic farmers borrowed to expand. “Most land purchases were made with at least a first mortgage,” recorded an agricultural historian of the period, “and sometimes even third mortgages, which looked far into the future for liquidation.” As levitating prices for land and crops and breeding stock were signs of the times, so, too, was the climb in agricultural mortgage debt. “People ask me,” said the president of the Iowa State Board of Agriculture in December 1919, “if I think this land will stay at that price [$200 to $500 per acre] and I say it certainly will. It may not go any higher for some time, but I do not think it will go back.”38
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COIN OF THE REALM

Woodrow Wilson’s secretary of labor, William B. Wilson (no relation to the president), insisted that irksomely high prices would soon be falling.1 At the end of a war, they always had. But prices were not falling in 1919, and the people—not to mention their Republican representatives in Congress—demanded action against the fearful depreciation in the purchasing power of the good-as-gold American dollar.

In the summer of 1919, President Wilson’s mind was elsewhere: on the unfinished business of peace making in Europe, on the unratified Versailles treaty and on the willful GOP senators who would thwart his determination to bring America into the League of Nations. But when at last he saw the high cost of living for the make-or-break political issue it was, the president summoned his attorney general. As Palmer emerged from a meeting with his chief on August 5, he vowed to the waiting White House press corps: “The Department of Justice will use all its agents throughout the nation to hunt down the hoarders and profiteers in food.”2

A more fruitful search for the causes of the great inflation would have begun and ended in Washington, D.C., and in the capital cities of the other former belligerents. It was governments that had caused the runup in prices, or—a more analytically clarifying image—the rundown in the value of the money they so copiously printed. The warring nations had fought their fight on the cuff. They spent more than they raised in taxes, and they borrowed the difference. And to one degree or another, they printed the money they couldn’t otherwise secure by taxing the people or tapping the people’s savings. By means of the printing press, needy states created the means to buy without creating a corresponding supply of things to buy. More money in pursuit of the same volume of goods points to higher prices. More money in pursuit of a reduced supply of goods—the business of war making having preempted civilian production—implies even higher prices. Cockeyed finance was the cause of the great postwar inflation. Rising prices were the symptom.

The president wouldn’t admit it. Greed was the problem, to hear him and Palmer tell the story. In the tawdry hope of making a profit, grocers withheld eggs, meat, butter and sugar from the market. They would sell by and by at higher prices—and at a fattened profit. In so doing, the administration contended, they were breaking the law. Wartime controls had criminalized certain kinds of inventory building. “Hoarding” was the stigmatizing word for this otherwise conventional business practice. And as America had as yet signed no treaty of peace to bring the war to an official close, the emergency regulations were still in effect.

In campaigning for the presidency in 1912, Wilson had laid responsibility for a much milder inflation at the feet of allegedly gouging businessmen: “The high cost of living is arranged by private understanding,” he charged.3 Now, in August 1919, he repeated the allegation. Why, demanded the president, in the face of a 10 percent rise in the supply of fresh eggs over the previous 12 months, had the wholesale price of those eggs climbed by one third, to 40 cents a dozen? In the fullness of time, he averred, the government should be empowered to license corporations engaged in interstate commerce to prevent “unconscionable” profits in production and marketing. But that was work for some enlightened future day. In the here and now, the wartime Food Control Act was still in force. Its antihoarding provisions should be broadened to encompass all of life’s necessities. As a kind of demonstration project, the president asked Congress to lower the boom on hoarders and profiteers in the District of Columbia, where congressional “legislative authority is without limit.”

Had he made a better diagnosis of the cause of inflation, Wilson would have turned for relief to his Treasury Department, which did the government’s borrowing, and the Federal Reserve, which provided the Treasury with artificially low interest rates at which to borrow. Instead, the president tapped the Department of Justice. To shame the merchants who would charge more than a governmentally sanctioned “fair” price, Attorney General Palmer reactivated a wartime corps of federal food-price administrators. And to shake loose the groceries that the enemies of the people were secreting, he organized federal raiding parties. On August 16, Palmer’s operatives announced the seizure of millions of eggs in Detroit and Nashville and 200,000 pounds of sugar in Canton, Ohio. Raids on the larders of suspected profiteers continued for weeks thereafter, the impounded merchandise encompassing, among other delicacies, dry salt pork, salmon and pigs’ ears. The government was prepared to return these items to their owners once the chastened profiteers agreed to sell them at a “reasonable” price and under the watchful eye of a federal officer.

Palmer’s biographer, Stanley Coben, related that the attorney general was well aware that the inflation of 1919 and early 1920 was the world’s problem, not only America’s. Between 1919 and 1920, wholesale prices climbed by 21.1 percent in Australia, 20.4 percent in Britain, 42.9 percent in France and 9.7 percent in Japan.4 Yet, Palmer contended, “I am one of those who believe that a large part of the high cost of living is due to the fact that a number of unconscionable men in the ranks of the dealers have taken advantage of these other conditions. . . . If we can make a few conspicuous examples of gougers and give the widest sort of publicity to the fact that such gougers have been and will be punished, in the future there will be little inclination to profiteer in this country.”5

•  •  •

“Before the war” was a phrase that, in 1919, evoked the irrecoverable arcadia of peace, health and prosperity. But there was contention, too, not least in monetary affairs. In America, a generation-long period of falling prices, 1873–96, had provoked a political movement for cheaper, more plentiful money. Give us silver, they cried, William Jennings Bryan, the Nebraska orator, crying longest and loudest. Running for president in 1896 on the Democratic ticket, Bryan finished second to the gold-standard Republican, William McKinley, and there the monetary question was politically resolved. With passage of the Gold Standard Act of 1900, which instituted gold alone as the official American monetary metal (instead of either gold or silver), the electoral result was memorialized in the federal statute books.

The facts were on McKinley’s side. Prices subsided in the final quarter of the 19th century but not because of a shortage of money or credit. There was, indeed, no shortage. Between 1860 and 1891, wholesale prices fell by 58 percent, while currency in circulation rose by 344 percent—and check clearings in New York City climbed by 471 percent. While the stock of money rose, the rate at which that money moved from hand to hand rose faster.6

The source of the decline in prices in the final 35 years of the 19th century was rather a superabundance of enterprise and invention. Technological progress slashed production costs. And as costs fell, so did prices—and so did wages, although not so fast as prices. Between 1865 and 1900 average real wages of nonfarm employees rose by 75 percent.7

Then prices turned on their heels. They rose, at retail, between 1896 and 1914 at an average rate of 2 percent or more a year. Through long experience, 21st century consumers have become inured to the upcreep in living costs (or the downcreep in the purchasing power of their paychecks). There was no such expectation in the early years of the 20th century. For shoppers of a certain age, rising prices took some getting used to.

It was inflation without an evident cause—at least, no cause that a 21st century economist would likely think of without prompting. The federal budget was not always in surplus, but the deficit years were the exception (after 1865, they encompassed 1894–99, 1904–05, 1908–10, 1913–15 and 1917–19). Neither was there any heavy-handed cranking of the presses by the American monetary authorities. Indeed, there were no such authorities (except, as in the panic year of 1907, when the Treasury assumed some central banking responsibilities) until the Federal Reserve opened its doors in 1914.

Gold was the coin of the realm in those prewar years. People would pull a $20 gold coin from their pocket and plunk it down on the shopkeeper’s counter. So struck, the coin rang; hence, “sound” money. Or, more likely, a shopper would produce a paper bill from his or her wallet, paper being more portable than coin. There were national bank notes, silver certificates, Treasury certificates and—once the Fed was up and running—Federal Reserve notes, not to mention checks drawn on a bank account. Paper dollars they were to the touch, but each was ultimately exchangeable, at the option of the holder, into gold. Gold coins themselves accounted for 16 percent of the 1913 supply of circulating American money.

Under the gold standard, money derived its value not from the imprint of the government, but from the intrinsic value of the metal. In law, the dollar was defined as a weight of gold, 23.22 grains pure. Inasmuch as there are 480 grains in an ounce, the number of dollars in an ounce was expressed as 480 divided by 23.22, or $20.67. Throughout the world—the “civilized” world, as the richer peoples were pleased to be identified—gold was money par excellence. No country’s gold was better than another’s. No national currency was privileged over another.

Money went where it was treated well. If America’s interest rates were more attractive than Europe’s, French gold would be put on a ship to New York. There the metal would be converted into dollars and invested in bonds or commercial paper. The influx of money would tend to press American interest rates down to European levels. As the incentive to ship gold disappeared, the flow of metal to New York would stop.

Alternatively, if American interest rates fell below world levels, overseas dollar holders would exchange those pieces of American paper for gold and take coins and bars and ingots home. The exodus would tend to raise American rates until the outbound movement of gold stopped.

An influx of gold tended to be inflationary; it expanded the supply of money. An outflow of gold tended to be deflationary; it contracted the supply of money. Tendencies they were. An influx of supply met by a lift in demand might have no inflationary impact. So, too, with an exodus of supply. The quantity of money alone automatically determined nothing.

At an extreme, gains and losses of gold would, even without overt political management, reverse themselves. Gold would stop entering a country when that country’s prices became uncompetitively high. Alternatively, gold would stop fleeing a country when that country’s prices became enticingly low.

“Imbalances” in trade and payments could thus not persist for long. By consuming more than it produced, a country would eventually run short of gold. The resulting strains on its money and credit “would have worked for a lower price level and a growing export trade,” as a contemporary economist described the synchronous mechanics of the gold standard.8 The system met with near universal approval among the advanced economies: “Only a trifling number of countries were forced off the gold standard, once adopted, and devaluations of gold currencies were highly exceptional,” to quote the 20th century monetary historian Arthur I. Bloomfield.9
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