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Yesterday and Tomorrow
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Chester C. Davis, President, Federal Reserve Bank of St. Louis

For some years I have taken advantage of the 
traditional American custom at New Year’s to write 
about recent developments and to speculate in 
some measure about prospective developments in 
the coming year. I believe this is a good custom. 
It is desirable to pause now and then to take stock 
of where we stand and to appraise the future. We 
naturally tend to see mainly what is happening right 
at the present. Often a backward and a forward 
glance puts current affairs in somewhat better per
spective.

Right at the moment there is a great temptation 
to avoid looking ahead. Both the domestic and the 
international pictures are clouded with problems 
that most of us would like to forget—at least for a 
time. Unfortunately, problems do not disappear 
merely because they are ignored. All too often 
they grow more difficult under such treatment. Thus 
I believe it desirable to note some of them in the 
field of political economy—to attempt to define and 
delineate them—in the hope that by so doing some 
moves toward their solution may become apparent 
and possible.

As a parenthetical note before taking up develop
ments in the international field, in business, in 
agriculture and in banking, I am inclined to believe 
that we lay too much stress upon short-run occur
rences and tend to look for short-run solutions to 
problems. It is, of course, necessary to deal with 
situations as they arise and we naturally have to

work with what we see on the current scene, for 
most problems are meaningful to us only in terms 
of the present and the immediate future. But at 
this present important period in our history, what 
we do in the near term has implications for the 
long-run not only in this nation but in the world.

IN TE R N A T IO N A L  AFFAIRS

No one can look at the current international 
situation with much optimism. Certainly develop
ments in 1948 in Germany, in Greece, in Palestine, 
and in China were far different from those we hoped 
for when 1948 began. The bitterness of feeling be
tween the two great politico-socio-economic systems 
intensified rather than abated in the year just past. 
Rather than gaining strength the United Nations 
Organization seemed to lose ground during 1948. 
On balance, our efforts toward permanent world 
peace seem to have brought us no nearer our goal 
in 1948.

W e can make some entries on the credit side of 
the ledger but these, unfortunately, are offset by 
debit entries. There were some positive gains— 
progress toward recovery in Western Europe, 
marked improvement in Canada, and some measure 
of success in various other areas including Japan. 
In addition, we might score as partial achievements 
—at any rate they were not dead losses—avoidance 
of actual war and the continuance of the United 
Nations.
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In 1948, the Foreign Assistance Act was passed 
and the Economic Cooperation Administration got 
under way. The European recovery phase of the 
program has proved fairly successful in the eight 
months during which it has been in operation. Pro
curement authorizations at a value of almost $4 
billion have been issued. Shipments of goods to 
Europe, of course, have lagged behind procure
ment authorizations (through November but $1.4 
billion had been shipped) but the flow of foods, raw 
materials and finished products to the Western 
European nations has aided them in their struggle 
toward rehabilitation.

Marshall Plan aid represents but a small fraction, 
approximately 5 per cent, of the total supply of 
goods and services which the European nations need 
to reach something approximating the prewar 
standard of living. Obviously the bulk of these 
goods and services must come as a result of the 
efforts of these nations themselves. Since our aid 
is in certain strategic areas, however, it has played 
a very important part in the entire European re
covery program. The impact of the aid should 
grow as the program advances in time.

Because of this aid, plus the strenuous efforts 
of the European nations themselves, European re
covery is progressing, even though perhaps not on 
exact schedule. Economic Cooperation Administra
tor Paul Hoffman has stated that the tide of Com
munism in Europe has been halted due largely to 
the economic recovery in the nations of Western 
Europe. I believe we can mark this as a positive 
achievement on the credit side of the ledger. If 
recovery proceeds, we will attain a political objec
tive of major importance and at the same time will 
have led to greater world economic stability by con
tributing to the rehabilitation of one of the most 
important producing geographic units on this globe.

I pointed out last year that the very fact that 
UN remains in existence is an achievement, even 
though its operations give cause for disappointment. 
UN has provided a forum for world opinion and 
there can be little doubt that world opinion has 
substantial moral force—witness the Russian efforts 
to influence it. It is becoming more apparent, how
ever, that some sort of reorganization of UN is a 
necessity if that body is to become a positive force 
for the peaceful settlement of international disputes.

While the Berlin situation itself must be a debit 
entry, the fact that it has not yet led to war may be 
classed as some sort of favorable achievement. 
Prospects for settlement of the cold war in Europe, 
however, do not seem to have brightened in 1948.
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Many experienced observers are predicting that this 
crisis will continue indefinitely without actual hos
tilities. It seems to me of vital importance to the 
economic rebuilding of Western Europe that we 
make every effort to iron out this dispute. Admit
tedly it is one of many problems, but its solution 
would pave the way toward achieving one of our 
major objectives. Similiarly the whole German 
question and that of Greece, need to be solved if the 
democracies’ position in Europe is to be enhanced.

Our position in Asia, aside from Japan, obviously 
worsened in 1948. In China, it perhaps has dete
riorated completely and in the East Indies it is 
not much better. While our position is not as bad 
in India, Pakistan, Korea, and Southern Asia, from 
our viewpoint they certainly are not in good shape. 
Developments in this whole vastly important area 
go generally on the debit side of the 1948 ledger.

To sum up, I would say that our world position 
nets out as about the same at the beginning of 1949 
as a year earlier. This is definitely not the achieve
ment hoped for and that makes it all the more 
important that we put forth greater efforts in 1949. 
We are gaining an increasing awareness of our im
portance and responsibilities in the world political 
economy. As this awareness grows further we 
should make greater progress in our efforts. But 
wTe must make progress much faster if we are to 
preserve a peaceful world.

BUSINESS D E V EL O P M EN T S

On balance, 1948 was a year of continued infla
tionary pressure. The greatest boom in our history 
boomed louder throughout most of the year. At 
times, however, it seemed to reverberate a little off 
key, and at year end its beat was a little less pro
nounced.

The year began strongly enough but in February 
farm prices fell sharply. While they recovered 
somewhat during the summer, the bumper crop 
prospects caused them to weaken subsequently. 
The year closed with many farm product prices at 
support levels. Traditionally, the volatile farm 
product prices have presaged movements of other, 
stickier prices. But this year a number of sustaining 
factors led to continuance of the postwar strength 
of nonfarm prices, which at the close of 1948 were 
about 3 per cent higher than at the opening of the 
year.

The new foreign aid program, the increase in 
defense expenditures and the tax cut gave the 
boom new strength just when it seemed about to 
falter. And, as consumer prices continued to rise,
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the third round of wage increases added more 
strength to consumer demand. Business expendi
tures continued heavy as profits rose and expansion 
was needed to meet the increased demand. High 
support prices kept farm commodities from sliding 
further. The Treasury surplus declined as Govern
ment expenditures rose and the tax cut prevented 
receipts from being as large as they might have 
been. The total money supply, which had declined 
in the first part of the year, expanded in the second 
half.

So the factors of strength outweighed those of 
weakness and 1948 saw continuance of inflation. 
Practically all of the principal indicators of business 
activity averaged higher in 1948 than in 1947. The 
gross national product topped an estimated $250 
billion this year as against $232 billion in 1947. Per
sonal income was at an annual rate of over $215 
billion in October (the latest available data) as com
pared with $200 billion in October, 1947, with salary 
and wage receipts rising somewhat faster than other 
types of income. Total civilian employment averaged 
almost 60 million in 1948, close to 2 million higher 
than the previous year’s average. Industrial output, 
as measured by the Federal Reserve index, averaged 
192 per cent of 1935-39 as against 187 per cent in
1947.

The striking feature of business activity in 1948, 
however, was the stability of the level of activity 
throughout the year. In effect, we operated pretty 
much at capacity during the whole of 1948. For 
example, the index of industrial activity in January 
was 193 and in November was 194. Employment did 
not vary much from the 60 million mark in any 
month of the year.

As I noted earlier, however, prices (except for 
farm products) generally moved higher in 1948. 
The consumer price index (the familiar cost of 
living figure) was 173 in November as against 169 
in January. Consequently, the dollar value of the 
goods and services we produced in 1948 shows more 
of a rise than actually took place in physical volume. 
W e increased our physical output about 4 per cent 
from 1947 to 1948, which was not sufficient to satisfy 
the demand. The balance of the rise in gross 
national product reflected price advances.

A year ago I wrote in this Review that the best 
efforts of business, individuals and Government 
would be needed to bring our economy into better 
balance during 1948. Efforts were devoted to this 
end in 1948. Production was relatively uninter
rupted by strikes as labor and management settled 
most disputes without work stoppages. The flow

of materials increased. Agriculture turned out 
bumper crops. Treasury and Federal Reserve ac
tion, plus the cooperation of the banks, held down 
increases in the money supply. And yet prices rose.

In a sense, we are in better balance as 1949 begins 
but the balance has been achieved with rising prices 
more closely equating demand and supply. This 
type of balance is at best precarious for it all too 
often is achieved by pricing segments of the popula
tion out of the market. Whether we have done so 
this time in sufficient degree to produce a painful 
reaction later remains to be seen. The weakness in 
retail sales at year end has been interpreted by some 
as evidence that we have.

Many observers have pointed out that the danger 
of price rises stems from the fact that different 
prices rise in differing amounts. As they do, income 
distortions appear which lead to lessened total de
mand because those people with purchasing power 
do not absorb all of the goods and services pro
duced, while the potential demand for the excess 
goods and services by the rest of the people is not 
backed up with effective purchasing power. In
creases in the ratio of savings to income often point 
to this development, and that ratio has shown in
creases lately.

What is to happen in 1949 to production, em
ployment, income and prices will depend upon 
whether total demand for our goods and services is 
maintained, lessened or increased. That demand 
comes from four major segments of the economy— 
consumers, business, foreign and Government.

Taking these segments in reverse order, from the 
Government side demand seems likely to increase 
rather than diminish. Increased defense expendi
tures are a practical certainty. State and local 
governments also probably will spend more in 1949 
than in 1948. On the foreign side our net export 
volume may shrink somewhat. Foreign aid should 
diminish as planned and as recovery proceeds 
abroad we should have somewhat less demand for 
our exports and at the same time absorb somewhat 
more in imports. It is important to realize that it is 
the net export position that affects the total level 
of demand for this nation’s goods.

From the business side demand is expected to 
decline. Most postwar expansion projects are com
pleted and, while business expenditures for new 
plant and equipment and residential construction 
expenditures will remain very high, they seem un
likely to equal those of 1948.

The big question mark is consumer expenditures. 
In more and more lines demand is catching up with
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supply at present prices. If consumer income is 
maintained and the income distribution is held ade
quate to sweep the market of consumer goods, con
sumer expenditures could move higher. If the 
income distribution becomes such that consumer 
demand turns downward, we might be in for trouble.

As 1949 begins I can do little better than para
phrase my statement of a year ago. If we are to 
retain and make less precarious our present balance 
at a high level, we will have to continue to exert 
substantial effort to that end. But this year we 
must avoid the pitfall of further inflation on the one 
side and of sharp deflation on the other. This means 
that prospective Government expenditures must 
be screened carefully. If they have to grow because 
o f the tense international situation, the increase 
should be matched by increased tax revenues. This 
means that labor must cooperate to increase pro
ductivity and hold down demands for wage in
creases that freeze higher costs into the production 
process. If more people become priced out of the 
market so that demand turns downward, high cost 
rigidities bring production cutbacks and unemploy
ment rather than price adjustments. This means 
that management must be forward looking in its 
cost-price policies so as to avoid this situation as 
far as possible. This means that agriculture must 
recognize that, while it needs a support program, 
that program cannot be sound if it produces the 
surpluses of the prewar era, or leads to sharp cut
backs in production. This means that the banks 
must continue their cooperation to restrain un
necessary credit expansion and that other financial 
institutions also must recognize their responsibility 
in this field.

A G R ICU LTU R E

At this time of year we never have a very clear 
picture of what will happen in farm production dur
ing the coming season. Planting intentions are not 
known very definitely and weather, as always, will 
be a major determining factor—particularly as to 
yields. From the winter wheat acreage figures, and 
from other indications, however, it looks now as 
though total crop acreage in 1949 will exceed that 
-of 1948. Under current support prices there is 
incentive to increase acreage as much as possible. 
Whether production will increase, of course, de
pends upon both acreage and yields.

On the whole, agriculture had a good year in 
1948. I referred earlier to weakness in farm prices. 
In January, 1948 the index of prices received by 
farmers reached its peak at 307 per cent of the 1910-
Page 4

14 average. By November it had dropped 10 per cent 
to 271. For 1948 as a whole, however, farm prices 
averaged about 4 per cent higher than in 1947. 
Thus, even with a slightly smaller volume of 
marketings in 1948, cash farm income was larger 
than in 1947—$31.1 billion as against $30.2 billion 
according to preliminary estimates of the Depart
ment of Agriculture.

Farm production costs were up in 1948 (the 
index of prices paid by farmers averaged 250 per 
cent of 1910-14 as against 231 in 1947) and farmers’ 
profit margins narrowed. Net farm income in 
1948 probably will figure out at less than the $18 
billion obtained in 1947 (although, allowing for the 
substantial increase in crop inventories in 1948, the 
year’s net income figure will compare more favor
ably). And since prices paid showed far less decline 
than prices received during 1948, the cost squeeze 
increased as the year advanced. The parity ratio 
was 110 in November, down 12 points from January, 
1948.

Until we know more about prospective production 
in 1949 it is hard to say anything about farm prices. 
If we assume another good crop year, it seems likely 
that farm prices will average lower than at present. 
Farm costs probably will not decline appreciably 
and the parity ratio thus would decline. By the 
close of 1949 the ratio of prices received to prices 
paid may well be parity or lower.

It is important to recognize that many farm 
product prices now are at support levels. The ratio 
of prices received for all crops to the index of 
prices paid was 91 in November, and a number of 
products (fruits, truck crops and some grains) 
had even lower ratios than that for all crops. High 
livestock and livestock product prices have kept the 
general ratio above parity so far. These prices are 
expected to hold up fairly well until the larger pig 
crop comes to market in the fall of 1949, and then 
go lower.

Net farm income in 1949 then probably will be 
off from 1948 more than gross farm income. But 
relative to the immediate prewar period agriculture 
will still be in good shape in 1949. In fact, if 
farm prices average anything above parity, agri
culture in general will be relatively better off than 
its long range goal. If this position can be main
tained— in other words, if production is good and 
prices received do not fall further with prices paid 
holding more rigidly—farmers in general will find 
that the expected postwar readjustment, though 
painful, can be handled. Fortunately, the readjust
ment comes at a time when most farmers are in the
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best financial position in history and thus best 
able to withstand it.

At the same time, it should be noted that the 
current cost squeeze in agriculture already has led 
to many farmers facing difficult positions. For the 
most part these are marginal cases, but marginal is 
a relative term and could take in a lot of farmers if 
costs hold and income declines. W e are still a long 
way from solving our long-run agricultural prob
lems.

I want to stress right here, however, my convic
tion that long-run farm prosperity cannot be legis
lated. Prosperity for the farmer depends basically 
upon prosperity for the whole economy—upon 
adequate purchasing power to absorb abundant 
farm production at reasonable prices. It depends 
upon constantly improving farm practices which 
lower production costs and bring more people into 
the market for farm products.

Few thoughtful students of farm problems argue 
against the desirability of a farm price support pro
gram of some type to smooth out the transition from 
wartime to peacetime production, and to moderate 
the price swings that have such painful repercus
sions throughout the entire economy. But if we have 
a support program so high and so rigid that it means 
either strict acreage and marketing quotas or un
manageable surpluses, or perhaps both, I believe 
agriculture will be hurt more than helped. Implicit 
in such a program is a distressed agriculture with 
marginal farmers being squeezed out of the picture 
and with generally lower total income for agricul
ture as a whole.

I repeat we are a long way from a complete 
solution to our farm problems. But we should 
proceed with thoughtful appreciation of the long
term implications of solutions suggested purely 
to meet the most pressing difficulties of the current 
scene.

FINANCE

At the end of 1948 the total money supply (cur
rency and demand deposits) was just about the same 
as a year earlier. Since the turnover rate of money 
rose somewhat in 1948, however, on balance the sup
ply of money exerted upward pressure on prices.

Treasury and Federal Reserve action continued 
to be aimed at holding down increases in the money 
supply. The Treasury used its large cash surplus 
largely to retire Federal Reserve held debt, thus 
putting direct pressure on bank reserves. Money 
rates advanced—the October refunding was in 
terms of 1 *4 per cent certificates (and 1 per cent 
1 month notes). The Treasury bill rate moved

higher. Other money market rates and bank loan 
rates stiffened. The Federal Reserve banks raised 
their rediscount rates. After the special session of 
Congress which granted additional powers over re
serve requirements of member banks and authorized 
reinstitution of consumer credit control, the System 
increased reserve requirements by roughly $2 bil
lion and put Regulation W  (with some changes) 
back into effect in the field of installment credit.

Loans, however, continued to expand. In 1948 
bank loans rose about $5 billion net. Other institu
tions also increased their loans substantially. The 
funds from which this loan expansion stemmed were 
derived in large part from sale of Government secu
rities and, on balance, the residual purchaser was the 
Federal Reserve System under the support program.

So much has been written about the effects of 
supporting the Government security market that I 
do not see any reason to discuss it in any detail 
here. I believe, however, that it might be noted 
that the Treasury-Reserve System position with 
regard to support remains just about what it was 
when 1948 opened. A Federal debt of $250 billion 
that requires constant refunding and management 
poses many problems. The possible consequences 
of failure to support the market so as to preserve 
orderly conditions there are such as to induce great 
caution in policy formulation. Certainly under such 
a situation the suggestion to completely abandon 
the market to its own actions is not realistic. Thus 
the question becomes one of support at some level— 
and so far that question has been answered by sup
port of a 2y2 per cent rate for the long-term bonds.

The System authorities are fully aware of the 
fact that pursuance of the present policy handicaps 
action designed to curb credit expansion. Withiii 
such limits as exist, however, action has been taken. 
And while the money supply has not been reduced, 
as I noted earlier, it has not grown in 1948.

While bank loans rose in 1948, by and large 
bankers exhibited more restraint than was evident 
in 1947. Less restraint was shown by other lending 
agencies and their actions intensified . the bond 
price support problems and the credit control prob
lems of the System.

For 1949, the watchword for banks—and for 
other lenders— should be continued caution. We 
have reached, as I stated earlier, a point at which 
we can go either up further or down sharply. 
Lenders should be careful not to add to inflationary 
forces. And they also should be careful, if activity 
turns down, that they neither intensify that down
turn nor find themselves in difficulties because of it.
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