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Mr. Ivan De Tarnowsky
Phone - Franklin 8751
frants copy of or to see Lr. Currie's report on
recession - 1937-8

(iir. Tarnowsky says he had a discussion recently
with Currie and Currie told bhim he had worked
up quite a full report on the supject for the
Chairman -- that it might be possible for ir. T.
to get a copy of it or Lo come in and look it
over. Mr. T. says a similar situation is ex-
pected (by some) to develop and they are work-
ing up information and therefore would like to
read Currie's report on the last recession.)

Chairman says memo 1s Board property and confi-
dential, and therefore Mr. 1. should be check-
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is having him get information for report, to
what extent information from Currie report will
be used, etc. Mr. T. should have Currie write
a letter to the Yhairman verifying his suggestion
to Mr., T., etc.
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Confidential
April 1, 1938
Lauchlin Currile

CAUSES OF THE RECESSION

Introduction

A serious setback to the atteinment of the national objective
of as full employment of owr humen and physical resources as cen be
sustained under stable conditions was experienced in the last quarter
of 1937, Up to thet time great progress had been made, In the first
nine months of 1937 the index of production averaged 116 as contrasted
with an average of 64 for the year 1932 end 121 in the first nine
months of 1929, The nationel income was probably running at the ammuel
rate of $71 billion or $72 billion in the first nine months of 1937,
as contrastod with $40 billion in 1932, on a lower prico level, and
$81 billion in 1929, on & higher price level, Assuming that three
million roprescnts the more or less irreducible minimum of unemployment
compatible with conditions of generael stability or "normal unemployment”,
we had, by the summer of 1937, some four million people still to be
employcd, This amountcd to 9 por cent of the total workdng forco,

Tho mejor part of this achievement was lost in a few months at
the oclose of 1937, After comlng within striking distance of our gosal
we havo fallen back to tho 1934 levels of production and the prospects
of a quick rocovery arc not heartening,

In these circumstances it is urgent that a careful oxemination

bo mado of our rceent oxperionce in an attempt to ascertain the basic

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



Digitized for FRASER

-

causes of the downturn. Only by proper diagnosis can we hope to
avold a repetition of the mistakes of the past., This is particul-
arly importent in the present jumcture, because of the extent to
which the Federal Government and its agenclies participated in and
assumed responsibility for the recovery movement,

Background of the Recovery Movement

Transition Perlod, 1933=34

Some of the meesures taken by the Administration when it
assumed office were, as the President recognized%/;eflationary in
their effect, They comprised the freezing of billions of dollars
of deposits in closed banks, and a reducstion in the pay end, hence,
buying power of Government employees, The Administration appar=
ently believed that some action was required both in the monetery
sphore and in a direct stimuletion of consumer buying power to off-
set this deflationary effsct, For this and, doubtless, other
reasons, an embargo was placed on gold, and the Natiomal Recovury
Aect, including the public works scotion, was passeds A sharp
inventory boom, bascd on anticipated price and cost advances, onsued,
This quickly collapsed, The Civil Works Administration was hastily
ostablished as an emergency device to provide employmont end pur-
chasing powor, This was followed by Fedcral Emergoncy Roligf Admine
istration in 1934, Aftor the short intcrlude of the gold buying
policy, the price of gold was staebilized in January 1934 at a price

which, for the next throe years, ylelded an epproximatc balence

;7 SGe Now York Timos, March 14, 1938, p. 7.
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in our international payments on other than capital account,

Period of Susteined Progress under Stable Prices, 1934-1936
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From 1934 to 1936 the largest single factor in the steady

reocvery movement was the excess of Federal activitywcreating expendi-

tures over activitye~deoreasing receipts., An attempt has ecn made
to measure this excess by adding together all federsl expenditures
that appear to affect business activity directly eand subtracting
all taxes except estate and gift taxes, The chief wosknoss of

the resulting figurcs lies in the assumption that ell taxes ropro=
sent a deduction from current spending, either on consumption or
capital account, To the extent that part of current savings would
not have bsen spent the estimatcs wndorstate the magnitude of the
Government! s contribution to commumity expenditures, Estimates of
total activity=crcating oxpenditures, activityedecrcasing receipts

and net activityecreating expeonditures arc chartod on the followling

pPagoe
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It will be observed that the estimated excess of activity-
creating expenditures amounted to nearly $270 million a month through-
out 1934 end 1935, The annual figures amounted to $3,2 billion in
1934 and $3,1 billion in 1935, or 41 per cent and 57 per cent of
the respeotive increeses in the mational income over the previous
year,

That this factor was the motivating force in the recovery
movement is indiocated in various weys, Studies in the changes of
the cash holdings of various economic groups from the end of 1933
to the end of 1935, in conjunction with other data, show that busi-
ness collected from final consumers in the sale of products more
than it disbursed in the making of goods, The large increase in fine
encis]l deposits indicated that a portion of the current interest
and dividend payments was not being returned to the monctery circula-
tione This cvidenco is confirmed by the lag in expenditures on dur=
able goods such as houses, electric power and railroad and other
industrial plent and cquipment,

The broad cese for using fiscal policy as a recovery measure
rested on two main grounds, In the first place, it rested on the
bolief that a substeantial volume of new capital oxpenditures would
not be undertakeon until the growth in consumer domend had resulted
in taking up much of the great excess of productive capacity, end
thet, in licu of a roduction in costs, it would not be profitable

to build now houses until the growth in consumer incomes had forced

up rontse In the second placo, in default of an incroasec in private
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borrowing, deficit finsncing appeared the only way in which a restor-
ation of the deposite subjeot to check wiped out in the depression
could be accomplished,

By 1936 events appeared in a falr way to demonstrating the
soundness of the case for a compensatory fiscel policy in a severe
depression, By the middle of 1936 the volume of all adjusted depos=-
its subjeot to oheck (except domestic interbank deposits) had increased
by over $10 billion over 1933 and was nearly $3 billion in excess
of the figuro for 1929, Including currency outside banks, the total
was over $4 tillion in excess of the combined figure for 1929, There
had also beon a substantial follow-up of private expenditures on dur=-
able goodse Mr, Terborgh cstimates the total of such expenditures at
about $13 billion in 1936, as ocontrasted with $6 billion in 1933
end $23 billion in 1929, Expenditures on new housing finally got
undor wey end amounted to $1,2 billion in 1936,

This substantial growth in production, cmployment, end incomes,
and the follow=up in the durable goods industries, took place under
the relativoly stable cost and price condltions that oxisted from
the bogimning of 1934 to the fourth quarter of 1936,

Speculative or Boom Pcrlod, October 1936« March 1937,

The relatively steble cost and pricc conditions, under which
such great progross had becen made up to the fourth quarter of 1936,
woro lost in the five or six months' period boginning in Novomber

1936, The monthly index of national income peid out incrcesczd at
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the rate of 16 per cent per annum from September to March, as cone
trasted with a rate of increase of 10 per cent per annum in the pre-
ceding six months, The Bureau of Labor Statistics index of wholesale
prices rose by T% por cent from October to March, or at an annual
rate of 18 per cent and, perhaps of even greater significance, whole-
sale prices of durable goods, which had romained virtually unchanged
since the end of 1933, rose by 10 per cent from October, 1936 to
March 1937, or at an annual rate of 24 per cent, The course of
wholesale prices of duradle goods is shown in the accompanying chert,
Average hourly earnings in menufacturing rose 13,3 per cent from
Octobor 1936 to Mey 1937, The index of machine tool orders rose
from 118 in Scptember 1936 to 282 in April, 1937,

The rise in these wvarious indexes was symptometic of a profound
chenge in the character of the recovery movement, From a condition
of orderly increase in production and productive facilities in
response to increeses in consumer demends, under steble cost and
price conditlons, there developed e condition in which both produc-
tion and productive facilities wore increasing in anticipation of
price and cost advances, In other words, a spcculativo sloment
of conslderable dimonsions entercd the picture, Forward buying
and Inventory stocking far in oxcess of current nceds were widely
engaged upon, Tho spuculative movemont came to a close around

April 1937,
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WHOLESALE PRICES OF DURABLE GOODS

1934 = 100
PER CENT PER CENT
125 125
120 120
115 15
110 N 110
105 / 105
100 ,-/\‘\~ — 100
95 95
90 90
86 Lo 1t I A B [P B L., ..]88

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

1934



-Om

Pcriod of Unstable Equilibrium, April - August 1937

Various indcxes of production, rctail salcs and incomes
flattoncd out after Morch, The monthly indox of adjustcd income
peyments incrcased by only 1,1 por cont from Merch tc Auguste The
adjustcod indox of compensetion of cmployces reachcd its peck in
May., Industrial activity as a wholc ccascd to cxpand, the incrocasc
in durablo gocds production being offsct by a steady deelinc in
nonedurablo goods production, Industry, in part, was operating
on the bank of unfillced orders accumulatcd in the previous period
ond invontorics continucd to incroamsc both absclutely and in relo-
tion to currcont salcs,

A rccont survoy by Dun end Bradstrcct of 17,000 firms indi-
cotos o far larger inercasc in inventorics than had previously
been suspcctod, Assuming that this is o rcliable samplc, it appears
that the incrcasc in inventorics in monufecturing, wholesaling and
roetailing amounted to over $2 billion in 1936 aond to almost $3 billion
in 1937, Making the conscrvative essumptions that onoc=third of
the incrcasc In 1936 took placc in the last quarter of the ycar and
thot the doelince in the last quarter of 1937 was about cqual to the
average advance in tho first throc quarters, so that the totol ad-
vance for the first thrce gquarters was about 50 per cont groator
than the total increoasc for the ycar, wo arrive at on ostimatcd ine
creaso in inventorics in monufacturing, wholcsaling and retoiling

in tho year cnding Scptombor 30, 1937 of approximately $5 billion,
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This is exclusive of eny increase that may have oocurred in agricul-
ture, mining, service and other industries, This estimated increese
in inventories exceeded that of any post-war celendar yeer,

The combination of increasing inventories in the face of a
flattening out of production and sales created a highly unstable and
vulnerable condition, When new orders sufficient to maintein produc=-
tion failed to meterlialize in late August and early September, thore
was & concerted rush to reduce inventories with the result that pro-
ductive activity experionced one of the sharpest declines on record,

Factors in tho Downturn

Two closoly related dovelopments require explanations +the specu=-
lative character of thc movemont in the winter of 193637, and the
goencral cessation of growth that occurred in the spring and summer
of 1937,

Before rocounting the spocific and immodiato developmonts that
contributed to the cost and prico advances of tho last quarter of
1936 it is first necessary to sketch in the background, Two cossontiel
factors stand out, In the first plece, rocovery hod procceded unin-
torruptedly for ncarly three yoars and much excoss productive capace
ity had been sbsorbed and rents had rison sufficiently to moke the
building of houses profitablo, By October stocl operations were at
78 per cont of capacity, or close to tho economic capacity of around
90 per cont, The index of industrial production in the summer of

1936 was back prastically to thc levol of the corresponding poriod of
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1928, Our productive capacity had increased more largely in man
power then in capital equipment., We were, in other words, approach=
ing a point where in meny lines the employment of more people re=-
quired the construction of more plant facilitios, and this takes
timo,

The second essentiel factor forming the background of the per-
i0od under discussion was the speeding up of the rate of recovery
in 1936, The industriel production average for the year increased
17 per cent over 1935, as contrasted with a 14 per cent increase
of 1935 over 1934, Department store sales inereased 11 per oent
ovor 1935, as contrastod with ean incroasc of 5 per cent of 1936
over 1934, National income in 1936 inoreased 16 por cent over 1935,
a8 contrasted with an increasec in 1935 over 1934 of 1l per cent,
Honce, at a timc when we woro approaching capacity in certain import-
ant lincs, the rate of rocovory, instead of slowing down, was accolore
atods

This was attributablc to various factors, Consumerst incomes
worc incroascd through inoroased exponditurcs on consumerst durable
goods purchased largoely on orodit, through increased cxponditures
on durable capital goods, which havo thoe effecet of incroasing incomes
without inoroasing finished conmsumor goods, and through increased
Govormmont expendltures relative to reoceipts, It is ostimated
that oxpenditures on such durablo goods as housing, automobiles,

housohold furnishings and miscellansous, incroased about $2 billion

ovor 1935, as contrastcd with en incroase in 1935 over 1934 of
$1.56 billion, Expenditures on durable producorst goods in 1936
increased over $1 billion ovor 1935, as contrastod with an increaso

in 1935 over 1934 of loss than $700 million, Including only 50 per
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ccnt of the bonus bonds cashod in 1936, tho cstimated cxcoess of activity-
incroasing federal oxpenditurcs ovor activityedcorcasing rocclpts
amountcd to $4 billione Thus, in thosc three cotogorics wo have ncarly
$7 billion of a typc of oxpenditurcs that tond to increasc activity
86 Gontagtod With & eorresponding flgure in 1835 of 35 billions
In addition, expenditures on inventories probebly incrocascd more
in 1936 than in 1935, For the time boing such exponditures have
the semc effeot as oxponditures on plant, sinco they increasc con=
sumers' incomes without increasing the emount of finished goods
offered for sale, Finally, expenditures for maintenance in monue-
fecturing ond reilweys increased moro sharply in 1936 than in 1935,
As against these various inereascs of expenditurces thet stimue
late activity must be offset tho additional saving out of additionel
income, including in such additions eny increasse in the ourrent
peyments of consumers for goods bought previously on credit, If
wo had sufficiently accurate flgures for all theso and somc addi-
tional items, we could account fully for the increascd national in-
come and salcs,
For prosent purposos the point that it is desired to bring
out is that if the rate of rocovery was too rapid in 1936, and
there eppears to be good roason to bolieve that it was, part of

the rosponsibility rosts on the sigo of the not federal contributlon,
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It.is interesting to note in passing that if the bonus haed not
been passed over the President's veto our total figure for the year
would have been $343 billion, or very little larger than in 1935,
We now come to the fourth quarter of 1836, Against the backe
ground of an scoelerating rate of recovery as excess plant was
being absorbed, a serles of incidents and developments contributed
to the rapid cost and price advances and speculetive conditions discussed
cerlior, Tho ennountemsnt of Englands resrmomont progrem, with
its eccompanying speculation in certain internstionel rew materials,
undouttedly fenned inflationary sentiment here, Various political
and cconomic developments made it a favorable time for an attempt
to be made to unionize large industries on en industrial basis,
Substantlal wege end hour concessions were made both in response to
pressure from the newly=-formed unions and to checkmate the growth
of the unions, The strength of the organizatlon of the employoers,
the high rate of operations and the sellerst market resulting from
anticipation of advancing prices and fear of delayed deliveries
from strikes and deficlent capaclty, all made it generally possible
for industry to pass slong its higher costs in higher prices, The
practice of the steel Industry, in particular, in announcing price

incresses to take effect on a future dete, encouraged excessive for=

word buylng,
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The movement epparently culminated in Merch and April, 1937,

The vital steel and machine tool industries were then operating et
practicable capacity, The rise in the level of noneagricultural
prices ceme to en end end various other important indexes flattened
out,

Although the wave of forward buying and inventory speoulation
had to end soonor or later, various speocific developments mey have
played e part in the timing, Thus the rise in resorve requiroments
may have taken some of the foroe out of the "infletion" talk, The
Presidont?s statemont of April 2nd, indicating that the rapid riso
in some priccs was viowed with disfavor may have contrituted to the
seme end, Alroad there Iogan to eppear a realization that the Smminenoce
of & rearmement boom had becn overediscounted, With the wage and
other agrocments of U, S, Stoel and Goneral Motors with the C. I. O,,
the labor situation became more stabilized and less uncortaine In
eny case, tho extent of forward buying has its limitetions, and sinco
tho movement had already proceeded for some time it mey very well
have been due for a slackoning up even in the absoncs of those specific
devolopments,

The noxt question that requircs answer is why incomes end consumer
buying flattencd out after May, Why did we not rosume steady progress
on the basis of stebilizod higher cost and price and inventory lovels?
The enswor to this question requires information on the various factors

tending to increase and deoremse netionsl income and buying power, and
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this information on a monthly basis is not as full as we would wish,
As before, expenditures incurred in tho meking of durable consumors!
goods, durable producers'! goods and the net federal contributlon
will be considered separately,.

Residential building contracts awarded roached their peak in
April and declined theroaftor, The total for the yoar 1is estimated
at $1,3 billion as contrasted with $1,2 billion in 1936, Automobile
productlion throughout tho lato spring and swmmer ran higher then in
1936, The total for the year is ostimated at $2,6 billion as ocone
trastod with $ Beb dillion in 1936, Expenditures on miscellanecous
consumers? durable goods probably continued to inecreasec up until
the last quarter since the increase for the year as a whole over
1936 was $500 million, From all indicetions, oxpenditures on durable
producers? goods continued to inorsaso until August, The index of
production of dureble goods in the third quarter of 1937 averaged
7 por cont over the first quarter, The estimate for tho ontiro yoar
is $6,3 billion, If commercial buildings are omitted, the total was
about $6 billion, which was not far short of the $6,6 billion in
this cotogory in 1928, Tho inorease over 1936 was $1,7 billion as
contrasted with an inoreasc in 1936 of $1,1 billion over 1935, Invone
tories arc ostimated to have incroascd noarly $4% billion in the first
three quartors of the year, though at o diminishing rate,

It 1s in the net fcderal contribution to commumity expenditures
that tho greatest dcoreasec took place in the faotors tending to in-

crcase business activity., For the crucial 8Sevonemonth perlod, Merch
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to Septomber, inclusivo, this amountod to $400 million, or an average
of $60 million a month as contrasted with en average of $335
million o month throughout 1936,

The broad picturc that cmerges is as follows; In the spring
of 1937 the forecs tending to bring about o further rise in income
bocamo balanced by those tending to lower income, This, however,
was an unstable equilibrium since among the former forces was a large
moro or less "involuntary" incroasc in oxpenditures for inventories
on the basis of prior commitmonts and a dangorous extonsion of installe
ment crodit in the automobile ficld, Exponditures for now resideontial
housing wore declining and the net Government contribution was running
at e low figure and thoy probably together, in the socond and third
quartors of ths year, did not amcunt tc moro than §1 billion, Durable
goods production continuecd to expand but this was in large part off-
sot by a docline in the production of nonedurable goods, Thc flattone
ing out in rotail salcs and decline in now orders made unnecessary
any further increaso in commitments for now plant end oquipment than
those that had already boen made, The volume of current saving out
of the income of corporations end individucls was apparently in coxocoss
of tho oxponditures on new plant and oquipment, construction and the
net Government contribution by an amount roughly mecasured by the
incroase in inventories and consumer credit,

Tho enswer to the quostion, then, as to why recovery did not
continuc on the basis of tho new and higher level reached in the

spring appcars to be that the drastic declinc of some of the main

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



=)=
elements that had previously contributed toward increasing activity,
together with the increased saving that probably ocourred along
with a higher level of money income, placed more of a load on durable
producers? goods expenditures themn they could carry,

It 1is of intorest to note that in 1925, when the national money
income olosely approximated the rate at which it was rumning in the
summer of 1937, the total of consumers'! and producers' durahle goods
oxponditures epproximated $21,5 billion, whereas in 1937 thoy approxi=
metcd $17 billion, The main explenation of tho difference lies in
expendituros for residential housing and commercial building, which
worc $4 billion larger in the former yoar, Expcndituros for now
plant and oquipment in mining end manufecturing wore actually $400
million larger in 1937 than in 1925,

If housing cxpendituros and/or tho Govermment contribution come

bined had beon some $4 billion greater annually +.3¢ 4

l1ikely that the trend of consumers' incomes and retail sales would

have continucd upward during the summer, If this had occurred it

is possiblc that invontorios would have bocome stabllized a t the
higher lovel end that now capitel commitments would have. beoome necesse
ary to mcct growlng consumor domands, The combination of those devele
opments, in turn, might have beon sufficicnt to morc tham offset the
aftormath of an oversold auto markct,

The proximatc causcs of the recession, then, conter around the
factors giving risc to the inventory and forward=-buying boom, to the

failuro of a rcal bullding rovivel to got under way, and to unfortunete
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timing in the withdrawal of the Government'!s contributions

The petering out of the promisling building reviwval that had gotten
under way in 1936 appeers to be associated with the advance in the
price of new houses relative to the rise in rents, This advance in
price, in turn, was partly mssociated with the general advence in
prices and partly associated with developments in the building industry
itsolf,

The drastic nature of the decline in the Govermment!s contribu=-
tion wes in large part associated with the payment of the bonus in
1936 and the excess of tax collections over disbursements under the
Soclal Security Aot in 1937, Without the former our estimated net
figure would havo boen $3,3 billion in 19364 Without the latter our
estimated figure would have been $1,9 billion in 1937, A moderate de=
cline in other exponditures and a substantial incresse in other receipts
mede up the difference,

Some Other Exglanations Offercd for the Rocession

1s Monctary Policy, It has boon said that the action of the

Board in raising rescrve roquirecments end ebsorbing $1,5 billion of
excess rescrves in the spring of 1937, togethoer with the action of
tho Troasury in storilizing inflows of gold, were cither responsiblo
for or contributing factors in the rccossion, This contention will
be oxeminod in some doteil,

In order to viow thesc actlons in thelir propor perspeotive it

is nccossary to roviow bricfly monctery developments from the middle of
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1933 to the ond of 1836, The wholc period was onc of rapid expansion,
This was in nccord with the policy of promotlng monetary easc and

of meoting the liquidity requiremerts of the community through restore
ing the volume of modle of poyment wiped out in the depresslion, The
totel volum of sdjusted deposits subjoct to chock (exolusive of intere
bank doposits) of all banks plus currency outside of beanks decreased
from $27 billion in 1929 to $20 billion in the middle of 1933, By
Juno 1936, a $11% billion oxpansion had occurrod, bringing the aggree
gate up to $31% billion, Despitc the increasc in deposits and, honco,
rosocrve reguirements, the volumc of oxcess rescrves had, by the

summor of 1936, incroascd to over $3 billion,

In the Banking Act of 1935 Congress placed upon the Board of Govern-
ors the rosponsibility of raising reserve requirements "in order to
provent injurious orodit expansion", In view of the cxpansion that
had alrcady occurred, and the magnitude of the oxcess reserves of
benks, it eppeared to bo a wise prooautionary measure to roduce excess
reserves by lncreasing legel rescrve roquiremonts, Accordingly, the
Board took action to reisc requiroments by en amount sufficient to
sbsorb $1& billion of the excess, leaving ncarly $2 billion, This
action, teken in the summor of 1936, was goncrally commended and hed
absolutcly no ceffoct on intorest rates or the money markot generally,
Indccd, the verious infletionery devolopments mentioncd earlier ocourrod

subsoquont to this action,
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In January of 1937, thc resorve position was ocarefully rovicwed,
Sincc the previous action had beon takon the volume of doposits sube
joet to check had continucd to cxpand rapidly, Despitc the growth
in roeserve requirements accompenying the increaso in deposits, tho
stoady inflow of gold had swelled the volume of oxcoss rcsorves to
ovor $2 billione

A body charged with tho responsibility of preventing an injurious
cxpension of ercdit was in duty bound to weigh the dangerous potentiale
itios in tho situation, The volume of doposit currcncy end cash was
cloarly not oxcossive for currcnt requiremonts, Howovor, should the
rates of turnover provailing throughout the Twentics be rogainod, the
volumc of moncy would have supported a national income ejproaching
$100 billion, which could have bocn achioved in the noar futurc only
by an cxcessive advance in pricos, There was, as previously remarked,
inflationary scntiment in the air, In these circumstancos it appoared
the coursc of prudence to roduce again thc basis of potontial expene
siog, Conscquently, on Jonuary 30, it was announced that reserve rew
quiroments would be incroascd by approximatoly $750 million on March lst
and §750 million on Moy lst, which would lcave banks with botweon
oncehalf billion and onc billion dollars of cxcoss reserves on tho
latter detoe

It was fclt that if the step proved too dranstio, proper adjustment
could bc made by using the flecxible instruments of open market purchasos

of socuritics to incroasc cxcoss rosorvos, If it proved inadequate in
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itsclf to chock oxcossive coxpansion of crodit it could be supple=
mented with open market salos of securlitics, Purchascs wore in faot
mode in April ond ogein in Novombor which, nlong with the desterilize=
tion of $300 million of inactive gold, had the offcet of increasing
bank rescrves by a corresponding smount,

. The risc in rcscrve requiremonts was regarded as a precautione
ary rathor then a rostrictive measurc, In conjunction with the adop=-
tion of a policy on the part of the Troasury of storiliring new gold
inflows, it morked a fundamoental readjustmont of our banking systom
to the now gold situantion, and placed us in a position to rely henco=
forth on the customary instrument of opon markct opcrations as a mesns
of operating on bank roscrves and, honec, on the wolume of credit,

Therc arc two possiblc ways in which the above monctary actions
might have had e deprossing cffoet on businoss activity, The first
is psychologlcal and the sccond, for leck of a bettor torm, might
be called mechanical,

The action may have contributed to the rcemovel of the fear or
cxpectation of monctary inflation and an indefinito risc in pricos and
henee cheeked a furthor oxpansion of forword buying and inventory
stocking, If so, 1ts offcet was salutary, as our precscnt difficul-
tics arc tracoable in large part to the inflationary developments
in the winter of 1936=37, From this point of view, the criticism
should be not thot the action was token, but rathor that it was unduly
dolaycd, Toco ruch weight connot be assigned the psychological argu=

mont, however, in viow of the fact that price advonces continued to
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ocour for some months after the announcement of the policy on
January 30th, Orders for machine tools reached their peek in
April, 1937,

The other, and more mechanical, way in which raised reserve
roquirements and sterilizing new gold inflows mlght have contributed
to the recession deservos more consideretion. It has been argued
that the raised rosorve requirements were responsible for bank
salos of bonds; bemk sales of bonds rosulted in weak bond prices;
woak bond prices discouraged new bond issuesy the difficulty of
issuing new bonds led to a decline in capital investment; the
deoline in capitel investmont rosulted in the recession, It is
necessary to ostablish all thesc links in the chain connecting
monctary policy with the recession, if the case for a causal
rolationship is to be cstablished, and this appoars difficult to do,

It is, in the first place, a moot question as to what extent
the raiscd reserve roquiroments were responsible for benk sales of
bonds and tho decline in bond prices, Bond priccs had risen stoad-
ily since 1934 and purchasors had sccumulatod substential profits
on thoir holdings, It was to bc oxpected, as in the analogous
caso of stock pricos, that any dovolopment which foreshadowod an
ond of the riso would precipitate profitetaking, The various
faotors that occurred in the winter constituted such a development,
Indeed, bond priccs reachcd their pesk in England in October of
1936, end declined steadily thereefter, The averago price of 87

English bonds foll by 6% per cont from October to Merch, as contrasted
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with & decline in the monthly average of U, S. bond prices of 4%
per cent from Jemuary to April, The decline in this country was
initiated by municipal and Federal bonds in January before action
with reference to excess reserves was announced, It seems reeson-
able to essume that the desire to teke profits was as powerful a
motivating factor in bank sales of Government bonds as were raised
reserve requirements, particularly since sales were engaged in by
so meny banks that possessed more than adequate reserves to meet
the now requiremonts, In a survey, made in January 1937, it was
ascertained that the excess reserves plus one-half of cash due
from banks were deficlent to meect the new rescrve requirements in
only 197 benks, The deficiency amounted only to $123 million, Hence,
raiscd rescrve roquirements probably acted more as a signal of an
end of a bull market in bonds then in forcing sales because of
inadequate reserves, The total sales of all securities by all
banks amounted to less than $1 billion between Decembsr 1936 end
June 1937, In the seme period bank loans expeanded by more then
$1 billion,

When we turn to the next link thet could conncet monetary

policy with the recession in business = the rclation betwesn decline

ing bond prices and capital expenditures « it is again difficult to
make out a valid casc, The volume of new corporate issues in the
first six months of 1937 was ncarly double the wlume in the corres-
ponding period of 1936, the figures being $795 million and $455

million, Expenditures by railroads and utilities on new plant and
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equipment for 1937 as & whole increased 66 per cent over 1936, wheresas
the rate of inorease for 1936 over 1935 was only 51 per cent, Expendi=-
tures by mining and manufacturing for new plant and equipment, despite
the bad last quarter, increased 36 per cent over 1936, which was the
rate of increase of 1936 over 19365, Doubtless most of the commite
ments for these oxpenditures were made in the first half of the year,
The flattoning out in the rate of consumption, howover, made additional
capital commitmonts in any large volume unnccessary in the summer,
There mey have boen individual ceses where new capital expenditures
were postponed because of the diffioculty of raising noew money, Natlone
al figures, howovor, indicate that the total volume of expenditures
on now capital goods wore as large as could roasonably be oxpected,
Tho increase of oxponditures on additions to inventory from September
1936 to Septomber 1937 was, as pointod out sbove, one of the largest
on record,

In conclusion it may be said that since the recession cannot be
attributed to a docline in produsorst durablc goods expendituros,
and since monetary policy can share none of the rosponsibility for
the price and cost advances in the winter of 1936=1937, for tho enor-
mous incroase in inventories, for the failure of residential building
to oxpand in 1937, and the drastic docline in the Government!s contri-
bution to commnity cxpenditures, it cannot be hold responsible either
as an initiating or contributory factor in the rccession,

As events have turnod out it would have been perfoctly safe to

have postponed the rise in rescrve requirements that ocourred in March
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end May of 1937, This, however, was not evident in Januery of
1937 and is en entirely different matter,

2o The Undistributed Profits Tex, the Capitel Gains Tex and

Stock Market Regulation, Many wrlters appear to believe that

the basic cause for the recession was the difficulty industry ox=
perienced in securing capitel for expansion, This difficulty

in turn was attributable to the action of the umdistributed profits
tax in foroing out earnings, end the difficulty in securing now
money from the security markets,

The answer to this contention has already been given, There
is no evidonco that the recession was attributable to e doficlency
of industrial plant and oquipment expenditures and in the last
quarter of 1936 and the first two q uarters of 1937 industrial expendi-
tures for inventorics wore unquestionably too great from the point
of view of oconomic stability, If the money that wont into excess-
ive invontorles had gone instead into plant end equipment, the
total of tho latter type of expendlitures would have boon in excess
of 1929,

3¢ Lack of Confldence and a Recovery Based on Consumptlon,

The argumont here runs that the profound political uncertainty
and general lack of confidonce meant that tho recovery was supported
entirely by the excess of Govermment expenditures over receipts,
Thero was no follow=up of privato Investment so thet the recovery

movement promptly collepsed whon Government support was withdrawn,
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It is difficult to find eny factual evidence in support of
this contention, The accompanying cherts depioting the course of
expenditures for new plent and equipment of mining and menufacture
ing, railroads end utilities are pertinent in this connection, By
1937 expenditures for new plant and equipment in mining and menufacture
ing were back to the 1928 level, In railroads they were $138 million
short of the 1928 level, end in electric utilitics $276 million,

The utilities are a particularly interesting case, The accomm
panying chart expresses reted kilowatt capacity, output and capital
expenditures as indexes with a common bese year, 1929, This should
be borne in mind in order that the misteke should not be made in
interproting the chert of believing that output wes at capacity in
1929 or oxcceded caepacity in some other ycars, Actuelly, there was
a comfortable reserve capacity in 1929, The additions to plant cap-
aclty 193032 end the decline in power output resultod in a large
oxcess capacity, relative to 1929, that was not teken up unti] the
end of 1936 and beginning of 1937, Consequently, for the power induse
try as a whole, thore was not much incentive to expand plant until
late in the recovery, The expension in 1937 was in fact vigorous,
being 62 per cent above 1936, Total exponditures in 1937 were, how
ever, about $300 million loss than the total in 1923, when output
was s close to capacity as in 1937, It mlght be claimed with some
justice, therefore, that tho pecullar difficulties of the utilities
were resulting in a one yocar!s lag of expenditures bohind what

might otherwlso havc been expscted, The figure involved is negligible,

however, in relation to the total picture,
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INDUSTRIAL PRODUCTION AND EXPENDITURES
FOR CAPITAL AND MAINTENANCE, 1919-1937
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FREIGHT-CAR LOADINGS AND RAILROAD EXPENDITURES
FOR CAPITAL AND MAINTENANCE, 1921-1937
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INDEXES OF ELECTRIC POWER CAPACITY, OUTPUT AND CAPITAL EXPENDITURES
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4. Decline in Profit Margins Brought Akout Through Higher Costs,

Apart from the automotive group end, in the late summer, the raile
roads, profit margins do not eppear to have declined in the first
three gquerters of 1937, On the basis of a sample study by Standard
Statistics of 176 large industrial corporetions for the first six
months in 1937 it was found that the average ratio of net income

to sales was 84,5 per cent as compared with B.4 per cent for the
corresponding 1936 period, Excluding the automobile companles, indi-
cated margins for the two periods were 7,7 per ocent and §.6 per cent
respectively, In e speclal study mede of the U, S. Stesl Corpora=
tion it was detoermined that as a result of the advance in prices
relative to the advence in costs, the breakweven point after pre-
ferrod dividend requirements, was lowored from 50 per cent to 43

per cont of operations in relation to capacity, For the first six
months of 1937, profits of mining and manufacturing compsnies ran
some 30 per cont over profits In the first six months of 1936,
Apperently industry in general, in the conditions prevailing in

the first eight months of 1937, was able to pass along higher costs
in higher prices,

Roflections Prompted by o Consideratlon of the Factors

Causing the Recession

A survoy of the underlying causcs of the current recession
leads on to the quostions, what measures at what times and in what
degrees would have been necossary  for the rocovery to have proe
cceded unintorruptsdlyy What economic and politicel conditions
would have mnde it possible for such moasures to have been takeng

Therc wegoe, as we havo scen, a serics of developments that

culmineted in the recossion,
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The Timing of the Rate of Recovery

1, To go back no further than the summer of 1936 one lesson
that should be taken to heart is the importance of slowing down
the rate of increase of consumption as physical capaclty is approached
in important }ines, This is because of what economists call "the
principle of acceleration" which is, that after capacity is attained,
o given increase in consumption necessitates a multifold increase
in expenditures on physicel plent facilities, To produce §1
million ennually more of steel, for exemple, a plant costing many
times that amount must B erected, Hence a rate of recowsry that
may be perfectly appropriete in a condition of widespread and large
excess capacity, may stimulate excessive price advances and forward
buying when cepaocity is approached in important lines,

We are prone to overlook this fact when there are millions of
poople still unemployed and beoome impatient to secure their early
employment, Yet the conditions of a 1large army of unomployed to=
gether with deficiency of plant capacity and requisite manual skill
mey casily arise in a rocovery from a severe and_}ongecontinued de=
pressions In such periods the increase in the working force may far
outstrip the growth in physical plant capacity or in skilled workers,
The failure to add to productive caepacity in a depression not only
rosults in increascd unemployment at the time, but also results in
a later and longer continuance of unemployment, if it does not re-

sult in a boom and another recession,
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Putting this in more specific terms, wc may now say, with
the benefit of hindsight, that it would have been desirablc hnd
the rate of increase in consumption slackencd in the summer and
early fall of 1936, This, thecoretically, might have been achieved
through a reduction in the net federal contribution to commmity
expenditures,

If, however, wo oast our minds back to the conditions in
the middle of 1936 we can roadily sec tho cnormous difficulties
in such a coursce, In the first place, the Administration would
have had to have beon absolutely convinccd in the validity of a
forccast of price advences, etc,, in the early winter, Secondly,
it would have had cither to cut its expenditures suddonly and
drastically or increase its rcvenuss, Tho only way in which reven-
ues could have ourrently beon incroased would have been through
the lmmediate and hurried imposition of consumption texes, Sim-
ilarly, the only large nonereourring item of expenditures that
might have been cut, apart from the bonus, which was passed over
the Presidentts veto, was relief expenditures, and the relief load
at that time was still vory heavy,

2e Orsanization and Price and Cost Advences

A substantial part of the inventory and forward buying and
prico and cost advances arose from the enticipation of further
price and cost advances., Part arose from the fear of delayod
deliveries, elther bocausc of eanticipated lebor difficulties or

physiocal plant limitations. If, theroforc, price advances could
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have been avoided, the major part of the incentive for invemtory
buying would have been removed, In the absence of excessive
inventory buying and advance ordering, deliveries could have kept
more in pace with orders and the fear of delayed deliveries be-
ceuse of plant end skilled labor shortages would heve been in
large part removed, If building materlals, contractors! mergins,
and hourly skilled wage rates in the building field had not advanced,
it is probable that the building reviwvel would have acquired momentum,
In othor words, although we were approeching temporary capacity
in various important lines, we probably still hed sufficient capace
ity to have handled orders promptly if they had not been swelled
by excessive inventory buying, Consequently, if price and cost
advances could havo been avoided 1t is possible that the recovory
movemcnt could have proceeded on the firm foundation of increasing
producers'! goods oxpenditures and residentlial construction,
This is whore orgenization comes into the plcture, Orgmnized
labor asked for a greator increase in hourly earnings than could
be compensated for in a short time by increased efficiency, Cone
soquently, its request meant an increcese in the labor cost per unit
of production, Industry, by and large, was sufficiently wolle
organizcd to bo able to meot this demond end still maintain its
profit margin, end in some cases actually increase it, on the basis

of a given volume of business, by advancing prices,
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The steel industry was an outstending example of this, Price
leadership 1s so wellmestablished that there was little incentive
to attempt to hold down per unit costss In fact, the ocecaslon
was seized to advance prices more than costs, as is indicated by
the lowering of the breskeeven point (efter preferred dividend
requirements) of the U, S. Steel Corporation from 50 per cent to
43 per cent of capacity operations,

In other casos, where the profit margin was more than adequate
to attract the necessary new capital into the industry, so that the
additional labor cost per unit could readily have been absorbed withe
out an advance in price, prices were nevertheless advanced, This
appears to have been the casc in the automobile industry,

In the building industry, individual strategloally=locatod
unions, whose membcrship had greatly decrcased since the period
of active building in the Twenties, capitalized on the increasing
domand for their work, by asking and obtaining advances in the
hourly rate of ocarnings end by enforcing various trade practices
that increased cost, Contractors sought to recoup themselves far
mony lean years by upping their mergins, The prices of Building
materinls edvanced for various reasons, meny of them comnected with
the fact of organization of employers and cmployees,

The broad lesson or moral thaet emerges is that, in the solution
of the problem of securing groater business stability, far more
attention must be paid to the prolhlem reised by "administercd"

pricos on the one hend, and trade union policy on the other, than
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has hithorto been considered nccessary, There is absolutely no
assurance that enother recovery will not be choked off by excessive
price and cost advances, nor thet rovivals from future rocessions
will not be seriously hampered by tho meintenance of the peek levels
of prices and wagc ratos, Thore is no assurence that the building
industry will permit the present great physical shortage of housing
accommodations, in relation to the standards of 1928, to bo made

upe In these circumstancos, it appecars imporativo that a national
policy be developcd in comnection with orgenized industry and organe
ized lobor to onswre that their policiscs will not wrock thoe possibile
ity of sccuring a groater measure of ccornomic stability,

3, Problems of a Compensatory Fiscal Policy

A final opportunity to prevent the rocession was presonted in
the spring and summer of 1937, As was ergucd carlier, if consumption
had incrensod steadily in this period, it is possible that tho recove
ory movemcnt might have procccded on the basis of & new, higher and
stobilized level of costs, pricos and inventoriese, A steady incrcase
in consumption and rise in rents would have necessitated more capitael
oxponditures and would agsin hove made rosidential building profitablo,

A steady riso é'ﬁ consumption undor the conditions prevailing at
that time, however, would only have been achieved by a very substan-
tiel incrcase in the Governmentts contributlon to national buylng
power, It 1s not neccossary to stress tho diffioculties in such a
course, As in the provious but roverse case in the middle of 1936,

there are the difficulties of detormining upon policy and of implew=
moenting policy,
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Placing tho enormous difficultics of determining right policy
aside, 1t appocars evident that if fiscal policy i1s to be truly
compensatory, a far greater degree of flexibility in expenditures
end recolpts must be possidble than is now the case, It may very
woll bo that much flexibility cannot be achieved within tho budgete
A large proportion of the texes are levied on the previous yeoar's
income and in accordance with prior enactmentse The bulk of oxpendie
tures is determined by ¢ appropriations made fer in advance of the
poriod to which thoy epplys It mey be that the solution lics in
securing flexibility in large part outside the regular budgete For
ore thing, the possibilities of providing for exccutive discretion
in varying subsidies, end in maintaining, spceding up or retarding
various typos of expenditures, might bec cxplored, Another avenue
of approgch would be the exploration of the possibilities of securing
appropriaete compensatory varlations in recelpts anq/br expenditures
through tho use of automatic and nonediscretionary devices linking
rocelpts anq/br expendltures to changes in the rate of consumption

and production,

org/

Federal Reserve Bank of St. Louis





