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A Statement of Chairmen Ecocles! Position

The business situation in 1932-38,

The salient feature of the business situstion in 1932 and early
1958 was the existence of unutilized cepacity in practically every
line of business, This was & reflection of the dee¢line in the
natlonal income of over 50 percent, -- from $81 billion in 1929 to
$59.5 billion in 1982, Although, with the incresse in population,
the real need for goods was greater thin ever, the income out of which
goods could be bought had shrunk and this geve rise to excess and
unused productive capacity. The amount of unutilized capacity was
incomparably greater and more widespread than anything that hed ever
existed previously. In 1921 the national income showed & decline of
only 14 percent from 1920, In 1924 and 1927 1t actually increased
over the previous years, The maximum shrinkage in the nationsl income
in England in the reeent depression was only 10 percent.

The rapidly declining demand for all goods wes reflected in
falling prices and increasing losses for business., In 1982 incorpor-
ated businesses alone showed & loss of $6.5 billion, Confidence in
the outlook for profits had been completely dispelled by the cumulative
effects of three years of deepening depression. There was a2 genersl
desire for liquidity snc increasing repugnance to indebtedness of any
kind, On top of this cams the bsnking collspee, 8Such a development
would be deflationary at eny time, Coming when it did, however, its

defletionary effects can hsrdly be over-emphasized, Checking accounts
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in banks, which hed already declined by nearly §7 billion to June
1938, showed & further decline of $1 billion by June 1933, In
addition, over $3 billion of time deposite were in banks remaining
closed after the banking holiday., It cannot be doubted that part

of the explanation for the slowness of the recovery movemsnt can

be attributed to the desirs of individusls and businesses to replenish
balances wiped out from 1929 to March 189335,

With the decline in the national income, the revenue of municipsle-
itles, states and the Federal Goverament likewlse declined. Although
tax rates were ralsed snd new taxes were impoged, the deficits of
public bodies were increesing, This led in turn to curtailment of

expenditures on the pert of public bodies other than the Federsl

Government,

In these circumstances the prospects for a natural recovery
did not gppeer encoursging. Recovery entails an incresse in the
demend for consumers' goods, Such an inersase in demend must in
general be dependent upon an increasc in incomes rether than the
spending of proviously accumulated balances. Acecording to recent
investigetions in the Board's Division of Research, consumers!
checking accounts formed a very small proportion of the total in 1933,
It is knowm thet consumers'! sevings had been seriously depleted in
the depression, that over one-sixth of the populetion wes being

supported by public bodies, and that a proportion of the remsinder
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was being supported by relatives., Morcover, the widespresd insecur-
ity anc uncertainty would heve militated egainst the drawing down
of balances of those consumers who possessed them., It appeers,
therefore, that an increase in the demand for goods was dependent
upon an lacreese in consumers! incomes,

Incomes, broadly speeking, cen be increased in two ways —- by
the disbursements of businesa amd by the disbursements of public
bodies, The prospects of & naturael recovery, therefore, depended
upon increased disbursements by business. It was not enough for
business to make the goods demsnded by consumers. If luocomes were
tc be increased, business had to make disbursements for increased
inventories or incressed capikl equipment.

Various factors militated ageinst such an increase in expenditures
for inventory end fixed plant, The chief one has slready been
stressed -- the existence of unutilized capacity. It must appear
uneconomic to any business executive to add to his productive
facilities when he is already using only & pert of his existing
facilities, American industry was geared to supply a demanc for
goods exgeeding that experienced in 1929, A very large increace in
demend over that prevailing in 1932 had to be anticlpated, thercfors,
before increesed facilities would be necessary., Even if there were

confidence that in three or five yeasrs such facilities could be
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profitably used, the prudent course would have appeared to be to
delay thelr purchase in order both to avoid the risk of obsolescence
and of an incorreect forecast.

The factor of unutilized ecapacity appesrs to furnish the
declsive anewer to the argument that 4f the budget had been balanced
the resulting restoration of confldence would in itself have led to
recovery. THere is nothing in balaneing the budget that would lead
to an absorption of excess capacity and hence mske it profitable for
business to increese its disbursements for plant and equipment, On
the contrary, balencing the budget, by curteiling the incomes of
people receiving money from the Government and by reducing buying
power through incressed taxes, would have been expected to decresse
demand and hence increase excess capecity. The effecte would have been
analogous to a decrease in wegc disbursements by industry accompsnied
by higher prices for products.

There are various other considerations which in the regent
depression militated agsinst an increase in disbursements., It is
estimated that stetes, cities and counties spent over two and a
half billion dollars annually em construction in the perlod 19256-30,
and that thelr expenditures for this purpose in 1935 amounted only
to approximately $800,000,000, An explanation of this decline is to
be found in the reduced incomes and property velues in municipalities,
snd the existence of legal debt limitations. The electric power

industry slone spent nearly one billion dollars om construction in
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1929 and in 1980, Despite the fact that there was less unutilized
capeclity in this industry thaa in almest sny other, its expenditure
for construction in 1988 was only $1350 million. This low level of
expendiiure msy e impart atiriuted to speciel legislation affecting
utilities, Railroads, which spent over a billion dollars annually
up to 1929 on jlant =nd equipment, reduced thelr expenditures drastic-
ally. It is generelly recognized that they could not snd would not
spend more on egulpment until thelr traffic and revenues expsnded,
but expansion of revenues depended upon expen:ziorn of basiness,
“Another large outlei for investment is in residential construction,
In the yesrs 1925-88 expenditures in this field amounted to over three
billion dollars annuslly, In 1933 they smounted to some $250 million,
The explanation of the virtusl cessation cf building sppsarz to be
twofold., Imn the first place, the shrinkage in individual incomes
decreased people!s ability to build. Secondly, the shrinkage in incomes
resulted in a drastic fall in rents, while bullding costs dild not fell
correspondingly, Hence, by and large, it wee chesper to buy or rent
then to build, A fall in costs was dependent upon (&) lower retes of
wages in the building trades, (b) lower tramsportution cherges, (e)
lower material costs, and {d) lower interest retes. By 193% little
progress had been made in lowering these various slemente of cost and
the prospects, apart from lower interest rates, wers not encoursging.

Moreover, a very large number of foreclosed properties overhung the
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merket. Higher rents would follow ineressed incomesy but inersased
incomes, leaving Government expenditures out of consideration, zre
meinly dependent upon increased construction and equipment expendi-
tures,

The megnitude of the defletionsry forces thal continue after'
the trough of a severe depression mey easily be underestimated,
In the first place, there is & widespread repugnance, smounting
almost to dread, of indebtedness. A substantial portion of any
increased révenues may be used for the reduction of such indebtedness,
or held in the form of cash to meet maturities in the future., Corpora-
tions which adopted the policy in the depression of converting part
of their equipment into cash by postponing repairs and replscements
will be slow to depart from this policy., Individusls who have
witnessed or éxperienced economic insecurity may be eager to devote
any increases in incomes to insurance aad seving, In addition, a
portion of any increased income will be devoted to the repayment of
debt incurred in the course of the depression, te payment of arrears
of rents and texes, and to reductlon of loans on insurence policies.

Two elements necessary for recovery appear to have been the
satisfaction of the widespread desire for liquidity and the increased
availability of capitsl at low retes of interest., In the depression
peychology preveiling in 1932 rates of interest were low only om
comparatively riskless investments. For most business men end home

owners, where the safety of principal was at stake, the rates were
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very bigh. A period of increasing earnings would have chenged
thie plcture but increasing earnings were dependent in turn upon
increased disbursements, incomes snd the demand for goods.

An expancion of demand deposits would have satisfied the demand
for liquidity, eaused investors Lo seek employment for idle funds
ané facilitated the transition te lowsr interest rates, In this
case, again, however, an expansion of deposits could have come
about, in ths absence of Government borrowing, only &= a conseguence
of increased business borrowing end securlty flotations.

The point iz oceasionally msde that since the durable goods
of both consumers and producers were not being fully meintained
and were wearing out from 1928 to 1982, & itime would be reached
when they would have to be replaced and thet this factor would
bring sbout a natursl recovery, Insofar as consumer durable goods
are concerned, this beliel rests on the assumption that consumers
deliberately delayed purchases of automobiles, houses, etc., that
they could have afforded to make and aceumulated balances instead.
In view of the drastic shrinkage of individusl incomes and the
increese in unemployment, it would seem much more reasonable to assume
that consumers cut down their purchases of durable goods from necessity
rather then by cholce, and thet renewed purchasce of such goods

walted upon en inerease in incomes.
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Similerly, the decrease in the production of durable producers!
goods was pertly a reflection of decreased ability to buy, as, for
example, was the cesce with rallroads, and partly e reflection of
the absgence of need for such goods to meet current demends, It
is pertinent in this connection to point out.that expenditures just
sufficient to meintain the plant necessary to éatisfy the demand for
goods preveiling in 1932 would not have been sufficient to jncrease
incomes, It would appear, therefore, that "deferred® demends would
have remained deferred until a rise in incomes and in the demand
for goods would make 1t poseible and profitable to satisfy them.

It is conceivable that 4f unit costs can be reduced sufficlently
profitable operations may become possible and this in turn may
lead to plant expenditures, Australia succeeded in bringing about
& modest general reduction in costs both of cepital and labor in
1981. In this country, however, by 1932 prices and output had
declined so drastically and losses were so large that the prospects
of bringing about a sufficient reduction in costs while mainteining
current demands appeared hopeless, A mere enumeration of some of
the inflexible coste thet would have had to be drastically reduced
indlcates the megnitude of the task, Such costs include real
property taxes, freight rates, power rates, trade umion wage rates,
and, for concerns in a weak financial position, interest charges,
Technological improvements that permit reduction in unit costs

proceed but slowly, considering the country as & whole. Moreover,
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output would have had to expsnd simultancously with & recuction
of unli coste, as otherwise the total disbursements of incustry and
hence the netional income would have declined still further, calling
in tura for further reductions in costs.

Finally, there remelas to consider the possibility of a recovery
erising from the depsriure from the gold stendsrd end the fall in

exchange, It camnot be doubted thet such @ step was & necessary

condition for recovery in this country, but 1t herdly appesrs

sufficient in itselfl to initiats a recovery. In a country whose
exports are large relatively to 1is home procduction the stimulus

of incressing exports may be sufficlent to lead to an upward trend

in businees. In this country, however, a considerable expansion of
exports would constitute & very small Increase in total productiocn.
Moreover, as recovery proceeded it would be difficult to maintain an
undervalued exchenge rate and to prevent imports increesing es repidly
as exports, Our own experience was that imports increased more
rapidly than esports.

To this point verious poseibllities by meens of which a "nstural®
recovery could heve oceurred have been examined. Although definite
proof is never obteinable in questiomsiof this kind, & weighing of
the prohabilities leads to the conclusion that none of them would
have been sufficient to bring about recovery. This conclugion rests

on the widespresd umutilized capacity in 1952-%3, on the existence
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of depression psycholegy, and the persistence of deflationsry tremds,
on the difficulty of reducing costs suifliclently to wipe out the
enormous losses then prevailing, and on thc improbsbility of a

sufficient increase in the world demsnd for Americsn products to

turn th: tide of business here.

Since the prospects of & nstural recovery appesred sc dublous,
the only alternatige was one imitiated by the Covernment through an
increased spending end deficit-finencing program., In thi:s way, 1t was
expected, incomes would be incressed, the demand for goods would be
incressed, ecxcess capacity would be sbsorbed, and 1t would become
profitable for business to add to its fecilities and for individuals
to build new houses., As the national income incressed, tex yields
would rise and the need for emergency expenditures would decline,

In the latter stages of the recovery movement, when it was proceeding

under its own momentum, the emergency debt built up in the depression

could be retired,

It is epparent that not all Government expenditures lead to an
inerease in buying., Refinencing expenditures, for instance, serve
a highly useful service in preventing forced liquidation, They do
not, however, result in a positive increase in the expenditures of
the publié. Similsrly, when the Goverament spende money thet 18
¢ollected in taxes and would have otherwise been spent by the taxpayer,
Digitized for FRASER
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there 1s a transfer of buylng power rather then & net increase.
Although the net sctivity-stimuleting expenditures of the Government
cannot be exactly measurcd an attempt wes made to zpproximste it by
deducting from total expenditures ell those expenditures which are
of a refinencing or “ecapital-boletering” nsture, and all taexes
except estete texes which are assumed to decrease in some measure

the expenditures of the publie, The results are presented in Table I,

1932 1,851 1934 5,304 1986 {1st

1933 1,914 1925 six months)
It will be observed that the net contribution of the Government

to the buying power of the community was little greater in 1955 thean

in 1932, indicating the slowness with which the spending program got

under way. The contributlon in the first six months of 1986,

exelusive of the bonus, was § v then in the previous year.
The actusl reeeipts, total expenditures, recovery and relief

expenditures, and the deficlt for the fiseal years 1994-86, are

presented in Table II.

A854-86, Total and rellef
Recelpts sm?&m W Deficiy 1/
In millions of do
1934 5,116 6,745 4,004 5,630
1935 8,800 8,802 5,657 3,002
1956 4,116 6,804 5,293 2,688

1/ Exclusive of debt retirements and bonus payments.,
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It will be observed that reeeipts have lncressed steadily,
while total expeniitures execlusive of debt retirements and bonus

payments have remsined constent, Recovery end relief sxpenditures

have declined, but this hss been offset by an incresse in other
continuing snd reguler expenses of the Government, such &g expenditures
for nstionsl defense, The actuel deficlt hss declined steadily,
The explanation of the downward trend in the deficit as contrested
with the steadiness of the net setivity-stimulsting expenditures
in Teble I is mainly to be found in the heavy repayments of losns by
banks to the Reconstruction Finence Corporation, which while decrsasing
the actusl deficit arc not considered to deerease current spending,

The reason for execluding the bonus payment is thet it representsd
an obligation of the Government imcurred in l’ﬁ, which woul< have
had to be paid in 1945, Moreover, it was not & part of the recovery
and relief program, although wmdoubtedly & substantisl portion of
tin payment resulted in a net addition to the current expendiiures
of the publie.

In order to obtein some ides of the relstive megnitudes of
the Government's contribution to income, it may be of interest to

present some relative comparisonst
Net activityestimulsting expemditures of the Federal Government,
1984~55, as & percentage of

s) The sum of the notioml income for the years 195435 a
ib; The sum of the increases in the neiionel income for

the years 1984-85 over 1953 38
(¢) The total volume of ell constructiocn for the yesrs

192728 (Kumnet's Bstimstes) 24
(d) Building contracts ewardedfor the yesrs 1934-55

(F. W. Dodge Corporation Reports) 1983
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The volume of checking sccounts im all banks, plus the demend
depesits of the Gewernment in commercial banks, expanded between
$8 and $@ billion between June 1935 and June 1938, Part of this
increass wag sitributeble to en increase in the banks! holdings of
Government-guaranteed bonds, part to the deposit of incoming gold,
and the major pert to the increase in banks! holdings of the publie
cebt, The increase in the member bank holoinge of $4.8 billion
amounts to 48 pereent of the increazse in the gross public debt in
this perioc,

This increesee in checking sccounts mesns thet individusls and
corporations sre holding some $8 billion more cssh than in 1988, ~-
in fect are holding somewhat more than in 1928, Thie unquestionably
hes resulted in o grest improvement in the liquidity of business
and hes been perhsps the major factor in forecing long-term interest
rates down to thelr present level. 8o far, therefore, from Government
borrowlng absorbing the svellable savings of the commumity and thus
operating to drive interest rates up, it has in effect added greatly
to the supply of loanable funds, This has, of course, been due in
turn to the existence of excess reserves which mede it poesible for

benks to subseribe to Government bonds without curteiling their

other eurning assets,

How far can the recovery to date be attributed to the spending
program? It is obviously impossible to give & mathematically exact
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answer to this question. In this, as in other problems of economics,
we can only attempt to weigh the probabilities in the light of our
understanding of the economic mechanism and of our insight inteo

the question of business motivation.

We may epproach the problem by listing variocus factors on
which there would appear to be little room for difference of opiniont

1. The borrowing of newly-created monsy or of money that would
otherwise be idle does not decrease the current expenditures of the
community so far as thet money 1a concerned, though it may pessibly
decreass the spending of other money.

2., Passing this money over to people on direet rellief and work
relief, to wage earners, and low-salaried workers, probably results
in an immediate increase in purchases of varlous kinds by almost
a corresponding amount,

8. When business makes additional goods to satisfy this
increased demend, more income is disbursed to low income groups,
This in turn gives rise to additionsl purchases.,

4, If this gives rise to profitable operations on the part of
business, if it 1s not regarded as a temporary spurt, and if costs
can be reduced by new equipment, capital -expenditures will take
place, This gives rise to additional income.

5. If rents rise to a point where it is more economical to
build a house than rent, new houses will be bullt, This gives rise
to additional income.
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These various statements are not proved, but a strong presumption
of their validity is established, if it can be shown that sctual
developments can be explained in their terms. Insofar as it can be
shown that ectual developments cannot be explained in other terms,
the presumptlon that the major part of the recovery movement is
attributable to the spending program is greatly strengthened,

Turning to actusl developmenis, it does not appear reasonsble to
attribute the boomlet of 1938 to the spending program, since the
program did not really get under way until October of that year.

The most plausible interpretation of the 1988 rise sppears to be

that it was due almost entirely to inventory purchases engendered by
the expectation of rising prices that were expected to follow the
departure from gold, the adoption of the NRA, and the public works
program, The short-lived character of the rise indicates that expend-
itures should be continuing and steady in charscter if the groundwork
is to be leid for an orderly recovery movement.

Starting with the movement that begen in the closing months of
1938, recovery has become increasingly more orderly and steady. This
period also marked the beginning of the pesitive spending program.

The national income produced in 3984 inereased $8.7 billion over 1938,
Preliminary estimetes, which very possibly are too low, indicate &
further increasse of $4.8 billdion in 1985, Allowing for secondary
spending on tha-ane hand anc :9r the continuance of restrictive
developments (for exsmple, continued liquidation) on the other, there
is nothing incompatible in interpreting the sum of the increases im
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the pational income in 1984-35 over 1958 of $18 billion in terms
of the net direct and primary contribution of the Gogernment of
$6.5 billion in the same period.

The expsnsion in the demand for goods and in the production
of goods up to the close of 1955 was mainly in consumers! goods.
This 18 in accord with theoretical expectations. Only & smell
portion of Government expenditures was on heavy coastruction
projects and the bulk of the recovery anc relief expenditures went
directly to people in the low income classes. The existence of
widespread excess capacity made it possible for industry to meet
the increased demands for consumer goods without adding to its
plant facilities, In the latter part of 1956 and thue far in
1936 industry here and there is finding it profitable to make
expenditures for new equipment and plant,

According to warious indexes, rents have been rising end
vacancieg have been declining, This development has been accompanied
by steadily increasing residential construction. In this fileld,
therefore, the sequence of events is in accordance with theoretical
expectations,

The growth in deposits has already been mentioned, This is
clearly attributable in major part to deficit finmancing. The
substantial fall in interest rates in the face of heavy Government
borrowings is likewise in accordance with expectations, since the
resultent increase in funds available for investment had until

quite recently met with no demsnd from industry.
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Summardising the discussion to this point, various considerations
were advanced to the effect that the probabilities were strongly
against & natural recovery getting under way in 1958, The recovery
that actually oceourred is explainable in terms of the spending program
and the sequence of events has been in accordance with theoretical
expectations, It is now proposed to consider whether the recovery
can be attributed to any other faector,

It is well-known that business disbursements to wage ecarners
have increased in the past thrée years, The important question,
however, is whether these increased disbursements were a reflection

of an increase in demand geners

business disbursements initisted the increase in incomes and the
demand for goods. Information is avellable which throws some light
on this question,

Regcent investigetions heve indiceted that business deposits
experienced & very large increase from 19353 to the close of 1935,
How cen such sn increase be accounted for? It is known tha' instead
of borrowlng, business was reducing its indebtedness in this period
so that the increase did not arise from this source. A4 ssmple study
of corporations indicated that only & small portion of the increase
could be accounted for by the sale of marketable securities held in
corporation treasurles, The repetriation of American business capitel
held abroad could likewlse account only for & small portion of the

increase, Finelly, business probably sdvanced more credit to consumers
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than it collected in debts from consumers, We are left, therefore,
with the remaining possibility. Business must have received more
from the commumity in the sale of goods then it paid out in wages,
dividends and other payments to the factors of production.

This means, in other words, that while business increased its
disburgements in answer to an increase in demand it did not initiate
the increase in incomes &nd demands by paying out more than it
received from the sale of products. If buglness had paid out more
than it reeceived in the sale of goods it would have expended money
on additions to plant and equipment, making up the difference by
drawing down its balances, by borrowing, or by new stock issues.

It appesrs, therefore, that the impetus and motivating force behind
the recovery to date is to be found in the other importent source

of new income, the net activity-stimulating expenditures of the Govern-

ment,

In the past six months there have been encouraging signs that
the recovery movement 1s beginning to progress to a point where it
can proceed wnder its own momentum, The machine tool industry has
been active., Additions have been made to plant, perticulerly in the
steel industry. Building construction is incresasing. Rallroad
equipment buying is growing and promises to increase still further,
and thers are indications that the utility industry may soon be

forced to add to its facilities.
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The magnitude of such expenditures, however, is &s yet comparatively
smell, both in relation to such expenditures in the Twentles sné in
relation to the current volume of saving, While the need for the
Government's net contribution to the incresse in the national income
is diminishing, there is no assurance that it cen be dispensed with
entirely at this time, It would, in other words, entail grave risks
of imperilling the progress of the recovery movement either to cut
expenditures abruptly or to impose heavy taxes of a kind that decrease
the buying power of the low income groups.

Ef the promlse of a substantial increase in equipment buying and
building construction is borne out it should be safe to decrease the
Government'!s contribution substantially in 1937. This would permit
an approach to & balanced budget. The setual deficit, exclusive of
the bonus and debt retirements, in the fiseal year 1956 was $£.7
billion, With the yield from the new tax on undistributed earnings
and the increased yields from income taxes arising from the rapid
growth of individual and corporate incomes this year, there appeer
to be reasonable grounds for believing that the defiecit in the fiscal
yesr 1937 will be substantially less then in the fiscal year 1936,
and that it will be still further reduced in the calendar year 1937,

)Y 18

{e) The burden of the debt, This question may be considered

both in accounting terms snd in economic terms. In accounting terms

1% £
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the burden of & debt cannot be determined unless the debt is related

to nationel wealth and the interest charges related to national income.
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The total gross debt, after glving effect to the bonus
payment, amounted to slightly less than $34 billion cn June 30
of this year. As an offset to this debt the Government had a
proprietary intersst in loaning agencies of $2.5 billion, &
cash balance of $4.2 billion, and a Stebilization Fund of
$2 billion. Since the ultimete disposition of the Stbilization
Fund is a little uncertsin it i: the more conservative course
not to deduct it from the gross debt in arriving at a net
figure, The net debt, therefore, wes approximstely $27 billion
on June 30,

Although accurate figures of the nationel wealth are not
avallsable, it =ppears evident thet the net debt is a small
pergentage of the net weelth of the country. The value of
1isted stocks alone, which must represent only a small portion
of the nationel wealth, smounted to $51 billion on July 1, 1936,

The interest charges on the Government debt amounted to
$750 million in the fiscal year 1936, This was only 1§ percent
of the estimeted current depressed national income of $60 billion.
In the fiscal yeer 1932 the interest charges amounted to 1§
percent of the nationel income. Despite the increase in the debt,
therefore, the burden of the debt actually declined from 1932,
Thie hee been due to falling interest rates and rizing incomee.
Thile & further reduction of the aversge yield on Government

securities cannot be counted on, there is falrly good assurance

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



of a steadily increasing national imcome. 8ince, therefore,

further additions to the debt should be of modest proportions, there
is a reasonable assursnce that the burden of the debt will decline
steadily with Lhe progress of recovery,

The increase in the net debt attributable to the recovery
and rellef spending program from June 30, 1833, to June 30, 1936,
is less than $7 billion, The increase in interest charges attéibute
able to the spending program is correspondingly small. It does not
appear, therefore, that in sccounting terms the burden of the debt
has been increased as a consequence of the spending program,

In economic terms a debt incurred at home simply mesns that
the nation is borrowing from itwelf, When a debt is retired the
nstion is paying itself, The only way in which the creation of a
domestic debt can worsen & country's economic position is when the
proceeds of the debt are used to divert people from the making of
consumers' and producers! goods to the production of uneconomie
things, In the present case, as was argued above, the expenditure
of the proceeds of borrowings resulted in the employment of people
who would otherwise have been idle and in the production of goods
that would not otherwise have been produced, From this polnt of
view, therefore, the spending program has not only been costless

to0 the commumity but has sctuslly improved iis economic condition,
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{b) _The danger to bankg

It hes been generally recognized that the purchase of Covernment
securities has cnebled the banks to convert losses into profits.
Alerm is sometimes expreszed, however, that this development, while
temporsrily favorable, may result in heavy losses to banks at
some future date if and when ilaiersst retes rise substantially,
Although thig cannot be ruled out as a possibility the dangers may
easily be exapggeratad.

It may, in the flrst plece, be pointed out that the possibilities
of loss are small in the case of obligations muturing within five
yeers, Of the totsl direct Government obligations held by member
banks of $10,564,000,000 on Merch 4, 1956, $6,771,000,000 matured
within five years, 8hould the market value of the remaining
$5,794,000,000 fall by as much as iben percent, this would amount
only to $879,400,000, This is only 7.8 percent of the capital funds
of member benks.

Thers does not appesr to be any good reason why member banks as
a class should ever have to realize this paper loss if 1t occurred.
Wholegale liquidation would be eslled for only in a severe contrac-
tion, such es occurred in 10%1-82, It is to be expected, however,
thet with the FDIC and the recent changes brought about in the
Fedsral Rescrve Act, the occasion and necesalty of a period of forced
1iquidetion will be avoided.
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Finally, it may be pointed oi\t that meny authorities feel that
long-term interest retes sre destined to remain at comparatively
low levels for o long period. A considerable rise in short-term
rates need not resvlt in & corresponding rise in long-term rates.
Even in 1929 the average yleld on Government bonds was 5.65 percent.

It 48 interesting to observe that the British banks held almost
&8 large a pereentage of their assets in Government bonds ns do
the American member benks, the percentage for British banks being
40 percent on December 31, 1984,aad for American banks, including
holdings of Governmenteguaranteed securities, 41 percent on Msrch 4, »
1956.

{o) The danger of “inflitlop?

Meny people, observing that inflation in various countries in
the war and esrly post-war period coineided with unbalanced budgets,
have expresaed fears thet an unbalanced budget here might likewige
result in inflation. The term ®inflation® is generally used to
denote a susteined period when the demand for goods is Autstrippi.ng
the production of goods, It i& charscterized by repidly rising
prices, speculstive inventory buying, shortage of labor, and
ineressing inefficlency, It is obvioucly a condition to be avoided
at all hazards.

If the war and post-war cases of infletion are studied more
closely it will be observed that they all share the same character-
fetic of heavy end incressing Government defleits resulting in a
rapld increase in the supply of money, &% & time when indusiry wag
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The lessons we may learn from these sxperiences are, first, that
it 12 of peramount importance to achleve & balanced budget,
including provision for debt retirement, ss capucity production

is approach @ and, secondly, if this is not possible, to prevent
Government borrowing from resulting in en expansion of the dspesit
gurrency of the country at such times, An essentlal element of &
Federal spending progream 1s that 1t should be compensatory im both
directlons. Ws must be ag prepared to adopt setivityw~depressing
measures at certain times «s we are to adopt esciivity-stimulating
messures at others,

There does not appear to be any cause for 2larm a&s yot.

As peinted out sbove, the recovery and relief expenditures of the
Government have been declining for the pest three fiscal yesrs

end revenues have been increasing, The recovery movement is begianing
to ascume the appearsnce of & nmatursl recovery., Unless Congress
mekes very lerge new appropriztions snd unless business recedes,

& belanced budget is definitely in sight. Both parties are committed
tc this objective,

There is enother wey in which deficit financing in a depression
way lesd not to imfletion but to an undesirable boom. If too great
& volume oi deposit curremcy is built up i: the process, it may
later prove to be excessive for conditlons of healthy prosperity,
even though the Federal budget may at that time be in balance.
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This aspect of the problem is of particular concsrn to the
Regerve Administration.

The volume of currency and checking accounts is =t prasent
approaching £52 billion, which is over $5 blllion in excess of
1928, It is impossible Lo determine whet the probeble turnover
of this monay will be when recovery is fully achieved, It i
worth noting, however, that from 19¢¥ te¢ 19£8 the totel sunply
of money passed on the average three times through the productive
process2s in & yesr, resulidng in the crention of income equal
to approximetely three tlass the amount of money. Should, by
any chence, this ratic be restored, the present supply of money
would correspond with & nutionel income of over $80 billion,

It may be hessrded thet zuch san income would not be excessive

in reletion to our capacity to produce goods. It is obvious,
however, thet this is somxething thet must be closely watched,

4 further large expension cf deposii currency would enteil a
definite risk of a recovery movement ot some future time developing
into & boon.

Loneluslon,

In seeking to sopreice the speading program to dete it is
difficult to avoid the dangers of being either wmduly criticsl
or wmculy enthusiestic, The faet that ihe appralssl hers has
run in favorable terma should not bs interpreted as indieating
tant the view is held thet the timing, megnitude and method could
not have been enormously improved or that the experiment has
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been brought to & successful conclusion. There are, however, two
basic considerations which heve made the eppraisal more favorable
then would otherwise be the cese,

One is that an economic experiment elmosi by necessity has
to be confused, imperfect, and made up of msny diverse elements,
some working st cross purposes, We must, in other words, have &
different standard of judgment tham would be prover in, say, &
chemical experiment where the right things can be done at the right
time, in the right msgnitude, and definite proof is obtainable.

The see¢ond basie consideration is that, dangerous zs an sconomic
or social experiment msy be, it mey be oven more dangerous not to
meke it, Dangerous as it wes for the Govermeat;‘ to embark upon: s
spending progrem finsnced by borrowing ia the pest three yearsy
it m2y be held thet it was even more dengerous mot to have &ﬁrku
on this course. e

In view of these comsiderations the program has worked out
surprisingly well to date, If 1t can be brought to a .lﬁcmafﬂl
conclusion — and the prospect now appesrs ruunﬂng, we will have
acquired imovledge of & powerful wespon to combat the evils of economie
instability in the future.
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