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MEMORANDUM TO: Chairman Eccles September 30, 1939 

FROM: Etaile Despres 

RE: Economic E f f e c t s o f European War 
Upon the Uni ted States 

I n accordance w i t h your request , a study o f the economic 
e f f e c t s o f European war upon the Uni ted States has been undertaken, 
and the f i r s t insta lment of a memorandum on t h i s subject i s at tached. 
The memorandum w i l l con ta in three main sect ions and two appendices, 
as f o l l o w s : 

1. The Present S i t u a t i o n 

2. Short Term and Longer Term Prospects 

(a) Inven to r ies 
(b) Fore ign Trade 
(c) Federal Government Receipts and Expenditures 
(d) Domestic and Cap i t a l Outlays 
(o) Conclusion 

3. Imp l i ca t i ons f o r P o l i c y 

Appendices: 1 . F inanc ia l Capacity o f Fore ign Countr ies t o 
Purchase American Goods 

2 . Shipping Capacity 

The f i r s t insta lment covers sec t i on 1, 2(a) and 2 ( b ) ; subsequent 
po r t i ons o f the memorandum v i l l i bo sent t o you upon complet ion. 

The study as a whole i s designed t o provide merely a 
f i r s t , t e n t a t i v e survey of the var • o economic e f f e c t s and imp l i ca t i ons 
f o r economic p o l i c y i n the Uni tod S ta tes . I t should f u r n i s h a 
framework from which more d e t a i l e d s tud ies o f p a r t i c u l a r top ics can 
be r e a d i l y undertaken i n the f u t u r e . 

Simultaneously w i t h your request t o me t o prepare a general 
survey o f t h i s s o r t , Governor Ransom asked t ha t a study along 
s i m i l a r l i n e s be undertaken by the D i v i s i o n as a whole. The memo-
randum o f which the f i r s t insta lment i s at tached i s being prepared 
who l l y i n t h i s sec t i on , but m a t e r i a l fu rn ished by the business and 
f o r e i g n sect ions i s being draxm upon i n i t s p repara t ion . 
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TENTATIVE APPRAISAL OF THE ECONOMIC EFFECTS OF 
EUROPEAN WAR UPON THE UNITED STATES 

The Present S i t u a t i o n 

The buying rush which immediately fo l lowed the outbreak 

of war d e f i n i t e l y assures a considerable spur t i n a c t i v i t y and 

incomes i n the next few months. This buying movement may be 

broken down i n t o several components: 

1. The l a rges t element consisted o f orders from 
domestic manufacturers and dealers f o r the purpose 
o f expanding i nven to r i es . 

2. Advance consumer buying of sugar and other s tap le 
foods was evident f o r a b r i e f per iod . 

3. Domestic orders f o r i n d u s t r i a l , r a i l , and u t i l i t y 
equipment are being placed i n l a rge volume. The 
buying wave i n i n d u s t r i a l l i n e s has been centered 
most spec tacu la r ly i n the machine t o o l i ndus t r y . 
I t i s understood tha t machinery orders c h i e f l y 
r e f l e c t delayed replacement and modernizat ion o f 
e x i s t i n g i n d u s t r i a l capac i ty , r a the r than c rea t ion 
o f a d d i t i o n a l capac i ty , and tha t the buying i s 
based upon the expectat ion o f l a r g e r business 
volumes. Orders f o r r a i l r o a d and e l e c t r i c power 
equipment, on the other hand, are l a r g e l y f o r the 
purpose o f expanding capaci ty . 

4. A considerable volume o f f o r e i g n i n q u i r i e s f o r 
American goods, p a r t i c u l a r l y from Canada and L a t i n 
America, has been repor ted, but few o f these i n -
q u i r i e s , apart from Canadian i n q u i r i e s f o r machinery, 
are be l ieved to have resu l ted as yet i n the p lac ing 
of orders . 4 
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The f e v e r i s h pace o f the buying movement r e f l e c t e d specu la t i ve 

and precaut ionary o rde r ing f o r i nven to ry , but the movement a lso 

has inc luded p l ac i ng o f s i zab le orders f o r c e r t a i n types o f c a p i t a l 

goods. 

Th is buy ing rush emphasized s t r i k i n g l y t he con t ras t between 

business and f i n a n c i a l expectat ions a t the outbreak o f war i n 1939 

and such expectat ions i n 1914. At the beginn ing o f the l a s t war> 

market expectat ions were guided by a r e c o l l e c t i o n o f the e f f e c t s 

upon business o f the numerous l o c a l wars, u s u a l l y o f b r i e f du ra t i on , 

which had occurred dur ing the hundred years a f t e r 1815. These wars 

had i n t e r f e r e d i n g rea te r o r less degree w i t h o rd i na ry business, and 

i t was be l ieved t h a t a general European war would depart from 

precedent on ly i n t h a t i t would i n t e r f e r e f a r more s e r i o u s l y w i t h 

bus iness. The long du ra t i on and the i n f l a t i o n a r y consequences o f 

the war were e n t i r e l y unforeseen. As a r e s u l t o f gloomy business 

expectat ions and o f t he wor ld-wide banking and f i n a n c i a l c r i s i s 

which accompanied dec la ra t i on o f war i n 1914, business, which was 

a l ready i n a semi-depi*essed s t a te i n most coun t r i es , turned sharp ly 

downward i n the l a t t e r pa r t o f 1914. 

Business expectat ions a t the outbreak o f xvar i n 1939 were 

based d i r e c t l y upon memories o f the power fu l i n f l a t i o n a r y s t imu lus 

exer ted by t he war o f 1914-18. I n fo rming business judgments, 

l i t t l e weight was g iven to the poss ib le e f f e c t s upon our economy 
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o f the d i s r u p t i o n o f peacetime t rade i n European coun t r ies , and 

the re t rospec t i ve view of the war o f 1914-18 seemed to be one i n 

which the developments o f those years were telescoped i n t o a 

s i ng le episode. I t was apparent ly f o r g o t t e n tha t the increase i n 

our exports which got under way l a t e i n 1914 was a t f i r s t based 

i n considerable pa r t on the combination o f h igh crop y i e l ds i n 

t h i s country and ra the r poor y i e l d s elsewhere, t h a t i n d u s t r i a l 

a c t i v i t y i n the Un i ted States d i d not t u r n up u n t i l w e l l i n t o 1915, 

and t h a t the upward sweep o f commodity p r i ces d i d not begin u n t i l 

l a t e i n tha t year. Moreover, l i t t l e thought was given to the 

d i f f e rence between condi t ions now and cond i t ions dur ing the l a s t 

war. This was most spectacu lar ly i l l u s t r a t e d i n the sugar market, 

where memories o f wartime shortages and h igh p r i ces l ed , despi te 

e x i s t i n g la rge supp l ies , t o a b r i e f rush o f buying by both p ro fes-

s i ona l t raders and consumers. 

The business and f i n a n c i a l community, b y basing i t s expectat ions 

i n 1914 on the assumption tha t the experience o f e a r l i e r wars was 

d i r e c t l y app l i cab le , completely misjudged the economic impacts o f 

the Great War. I t i s u n l i k e l y t ha t i t s long du ra t ion and i n f l a -

t i o n a r y e f f e c t s could i n any event have been foreseen, but i t seems 

appropr ia te t o suggest t ha t business and f i n a n c i a l expectat ions 

a t the outbreak o f war i n 1939, founded upon a simple p r o j e c t i o n 

o f our l a s t previous wartime experience, may t u r n out to have been 
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as misguided i n many respects as the expectat ions which p reva i l ed 

i n 1914. I t would su re ly be dangerous to assume tha t the behavior 

o f our commodity and secu r i t y markets f o l l o w i n g the outbreak o f 

war r e f l e c t e d a ca re fu l appra isa l o f t he probable impacts o f war 

upon our economy. 

Short Term and Longer Term Prospects 

Appra isa l o f the short te im and longer term e f f e c t s o f the 

European war upon the American economy w i l l be based upon the 

assumptions t h a t the wtkr w i l l continue f o r severa l years and tha t 

the scale of ac tua l h o s t i l i t i e s w i l l grow; tha t the Uni ted States 

w i l l not enter the war; and t ha t our embargo on arms exports to 

b e l l i g e r e n t s w i l l be repealed. None o f these assumptions can be 

regarded as c e r t a i n . 

(1) The f a i l u r e o f Great B r i t a i n end France to f u r n i s h 
d i r e c t m i l i t a r y a id to Poland and the i n s i g n i f i c a n t scale 
o f the f i g h t i n g i n the neighborhood o f the French-German 
border g ive some substance to the view tha t the war may 
perhaps be brought to a quick close a f t e r German m i l i t a r y 
operat ions i n Poland have been completed. I n t ha t event, 
most o f the economic tendencies considered below w i l l f a i l 
t o m a t e r i a l i s e . 

(2) The assumption t h a t the Un i ted States w i l l not enter 
the war provides a f a i r l y safe bas is f o r analyz ing the 
shor t term e f f e c t s o f European war upon our economy, but 
t h i s assumption becomes less c e r t a i n i n appra is ing the 
longer term impacts of war. I f the Un i ted States 
eventua l l y p a r t i c i p a t e s as a b e l l i g e r e n t , much of the 
ana lys is here presented o f the longer term economic 
e f f e c t s o f the European war upon the Uni ted States w i l l 
requ i re mod i f i ca t i on . 
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(3) Wfcether the arms embargo w i l l be promptly l i f e d 
depends upon the d e c i s i o n t^ken by Coii^r*©© a t i t b 
present session* I I ' tne enDursro i s not repea lea , 
inoreusea expor ts o f i n u u s t r i ^ l ju eninery ê na o f 
bej . i-x' inifchea ^oous on ly one s tep renoveu froiri f i n i s h e d 
dn.icaj iBiita w i l l serve t o replace is\ p u r t p i^ohio i ted 

expor ts t o be l l i t j e re i - t f c , but thife o f f s e t w i i l no t 
be complete. 

These assumptions, desp i te the u n c e r t a i n t i e s which surround 

than, r,re in accord w i t h the o f f i c i a l d e c l a r a t i o n s o f t he b e l l i g e r -

ent governments and o f the Pres ident o f the Un i ted S ta tes . They 

p rov ide , t h e r e f o r e , the most s u i t a b l e present bas is f o r ana lys ing 

the impacts o f war upon our economy. 

I n ana lys ing shor t term prospects , a t t e n t i o n w i l l be d i r ec ted 

t o an a p p r a i s a l o f the probable coxirse o f business dur ing the 

next n ine months. Whether the immediate expansion i n business 

volumes induced by inventory buying w i l l be f o l l owed by a per iod 

o f susta ined a c t i v i t y a t the h igher l e v e l o r by a r e a c t i o n toward 

e a r l i e r r a t e s o f a c t i v i t y depends upon ( l ) the s i ze o f the present 

i nven to ry s p u r t , and (2) the speed e t which l ess t r a n s i t o r y f a c t o r s 

o f demand become o p e r a t i v e . 

I n app ra i s i ng longer te rm prospects, a t t e n t i o n w i l l be focused 

upon (1) the probable charac te r o f d i r e c t wart ime demands, i n 

r e l a t i o n t o our present s t r u c t u r e i f p roduc t ion ; and (2) the probable 

magnitude of the d i r e c t end i n d i r e c t e f f e c t s o f wart ime demands 

upon t o t a l economic a c t i v i t y , i n r e l a t i o n to our present volumes 

o f unused p roduc t i ve power. The p o l i c i e s adopted by the Federal 
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Government and i t s agencies w i l l considerably in f luence the longer 

terra e f f e c t s o f war demands upon our economy. I f one set o f p o l i c i e s 

i s adopted, wartime demands w i l l r e s u l t i n an e x o r b i t a n t d i s t o r -

t i o n o f our s t r uc tu re o f product ion combined w i t h an inadequate 

l e v e l o f u t i l i z a t i o n o f our t o t a l product ive power; under d i f f e r e n t 

p o l i c i e s , the d i s t o r t i o n o f our s t r u c t u r e of product ion could be 

somewhat moderated, and the ra te o f t o t a l economic a c t i v i t y con-

s ide rab l y r a i sed . 

Inven to r ies 

P r i o r to the outbreak o f war, i nven to r ies o f h i g h l y f ab r i ca ted 

goods appeared, on the basis o f t rade repo r t s , t o be somewhat low 

i n r e l a t i o n to p r e v a i l i n g and prospect ive ra tes o f a c t i v i t y , wh i le 

suppl ies o f f oods tu f f s and i n d u s t r i a l raw mater ia ls were abundant. 

Stock ing o f f i n i s h e d goods by r e t a i l e r s and jobbers, and o f semi-

f a b r i c a t e d goods by manufacturers o f f i n a l products, vma expected 

to con t r i bu te t o a cont inued, gradual expansion o f business volumes 

dur ing the autumn. The f e v e r i s h buying which immediately fo l lowed 

the outbreak o f wax g r e a t l y exceeded, however, anyth ing which might 

have been expected on these grounds. Th is buying movement, based 

upon memories of the powerful i n f l a t i o n a r y st imulus exerted by the 

l a s t war, r e f l e c t e d an a n t i c i p a t i o n both o f p r i co increases and 

of #0£fdiblc ru tu re d i f f i c u l t i e s i n ob ta in ing d e l i v e r i e s . 
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Tlie more roc en t behavior o f commodity and s e c u r i t y markets 

suggest r. t h a t the s t r o n g l y o p t i m i s t i c i n i t i a l expecta t ions con-

corn ing *mr demands may bo undergoing some m o d i f i c a t i o n , and t h a t 

the f i r s t wavo o f f e v e r i s h i nven to ry buying has subsided. Despi te 

t h i s t e n t a t i v e i n d i c a t i o n t h a t the i n i t i a l mood o f buoyant opt imism 

i s g i v i n g way to a soberer a t t i t u d e , t he p o s s i b i l i t y o f f u r t h e r 

extens ive buying f o r i nven to ry purposes should not bo r u l e d ou t . 

I n t h i s connect ion much depends upon tho i n d u s t r i a l p r i c e 

p o l i c i e s Y & i c h are adoptod. I f i t becomes ev ident t o purchasers 

t h a t p r i c e increases arc be ing put i n t o o f f o o t i n a number o f l i n o s , 

a n t i c i p a t o r y buy ing ; v i l l bo f u r t h e r accentuated u n t i l the p o i n t i s 

reached a t which i n d u s t r i e s have become loaded up - 1 t h goods and 

increases i n admin is tered p r i c e s have becazno genera l . P r i c o i n -

creases i n such commodities as , f o r example, s t e e l , copper, g l ass , 

and lumber, r;ould both encourage a resumption o f buying f o r inven-

t o r y and weaken tho impetus t o needed c a p i t a l oxpondxturu i n housing 

and o ther f i e l d s '-vhich r i s i n g a c t i v i t y and incomes might othor?«iso be 

expected t o p rov ide . I n the ovont o f such p r i c e increases, a 

sharp r e a c t i o n i n business volumes i n l a t e 1939 or o a r l y 1940, a f t e r 

t hs i nven to ry spu r t has run i t s course, scoius s t r o n g l y probable • 

I f , ho.vovor, f u r t h e r p r i c e increases o f t h i s charac ter can be 

avoided, tho ques t ion a r i sos as t o tho probable course o f business 

a f t e r tho s t imu lus o f i nven to ry accumulat ion has ceasod. Tho main-

tenance o r f u r t h e r expansion o f business volumes w i l l then depend 
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upon the emergence o f loss t r a n s i t o r y fac tors o f demand. Possib le 

sources o f increased demand may be considered under throe main 

c lasses: expor ts , expenditures o f the Federal Govornmont, and 

p r i va te c a p i t a l ou t l ay . Appra isa l o f these throe items suggests 

t ha t over the next n ine months the c o n t r i b u t i o n to income made by 

export sales - . / i l l increase on ly moderately, and tha t t h i s increase 

may bo near l y o f f s e t by a smal l doc l ino i n tho Federal Governments 

c o n t r i b u t i o n to incono * Consoq.uantly, ovon though p r i va te c a p i t a l 

out lays are l i k e l y to increase considerably, business a c t i v i t y may 

bo expected t o drop br.ek towards e a r l i e r l eve l s i n tho ea r l y months 

o f 1940, a f t o r inventory accumulation her. run i t s course» Unless 

tho Government, through i t s monetary and p r i co p o l i c i e s and through 

d i r e c t encouragement t o c a p i t a l ou.tlc.yn i n c e r t a i n l i n o s , makes a 

v igorous e f f o r t t o cushion the dec l ine i n i n d u s t r i a l volumes, the 

r a to o f i n d u s t r i a l a c t i v i t y , f o l l o w i n g i t s present spu r t , v d l l p ro-

bably dec l i ne , dur ing tho f i r s t quar ter o f 1940, t o a l e v e l on ly 

moderately above t ha t o f August, 1939* 

Foreign Trade 

Tho bas is f o r Sic conclus ion tha t f o r e i g n t rade i s l i k e l y t o 

exer t only a moderate expensive e f f e c t upon our economy i n the next 

e igh t or n ine months may best be ind ica ted by concidor ing aeparateiy 

1„ tho e f f e c t s o f the naval ulockado imposed by Great B r i t a i n 
and France upon our t rade w i th other European coun t r ies ; 

2. the o f f e c t s of the European war upon our t rade w i t h Great 
B r i t a i n and France; 

3. the e f f e c t s o f the war upon our trade r a t h non-European 
coun t r ies . 
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1. The B r i t i sh -F rench naval blockade w i l l probably be enforced 

w i t h f a l l v i go r from the beginning, and the t rade of European 

count r ies other than Great B r i t a i n and France w i t h non-European 

count r ies w i l l be promptly and sharply c u r t a i l e d . During the 

f i r s t two years o f the l a s t war, a considerable volume of American 

goods consigned to n e u t r a l count r ies was al lowed to pass the 

blockade, owing to our repeated and f o r c e f u l p ro tes ts against 

B r i t i s h in te r fe rence w i t h n e u t r a l sh ipp ing. On reading between 

the l i n e s o f the statement on n e u t r a l i t y p o l i c y issued on September 

15 by the Secretary o f S ta te , the in ference seems f a i r l y c lear 

t ha t wo s h a l l not again p ro tes t s t rong ly against B r i t i s h i n t e r -

ference w i t h n e u t r a l t rade i n non-contraband goods, and t h i s i n -

ference i s confirmed by the P r e s i d e n t s n e u t r a l i t y message o f 

September 21, i n which the recommendation was put forward tha t 

American ships be prevented from enter ing war zones as a means o f 

avo id ing i nc i den t s . Although several o f the European neu t ra l s have 

s izab le gold reserves which, i n view o f the wartime d i s r u p t i o n of 

t h o i r customary t rade channels, they would be w i l l i n g to u t i l i z e 

i n purchasing needed imports from the Uni ted States and other non-

European sources, the s t r i c t r a t i o n i n g o f shipments t o these count r ies 

by the B r i t i s h and French f l e e t s w i l l prevent anyth ing more than an 

extremely gradual expenditure o f ava i l ab le i n t e r n a t i o n a l reserves i n 

payment f o r imported goods. As i s shown i n the tab le on the next 

page, our exports to countri.es whose t rade i s l i k e l y to be a f f ec ted 
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FOREIGN TRADE OF THE UNITED STATES IN 1938 
( I n m i l l i o n s o f d o l l a r s ) 

Countr ies A f fec ted Net Exports 
by Naval Blockade Exports Imports Or Imports { 

Germany $133.7 $ 92.0 t 41.7 
Poland 24.7 13.4 11; 3 
U.S.S.R. 70.1 2 4 i l 46.0 
I t a l y - 58;4 41.3 17 .1 
Netherlands 98;4 31; 4 67.0 
Belgium 76.7 41 ;6 35;1 
Swi tzer land 10.6 23.0 -12 .4 
Scandinavian count r ies 111.6 64.1 47.5 
Other B a l t i c count r ies 15.7 20.8 - 5 ; 1 
Balkan count r ies 20.0 26.9 - 6 .9 
Unal located g r a i n shipments 

t o Canada 63.8 — 63.8 

TOTAL 683.7 378.6 305.1 

Uni ted Kingdom and France 

Uni ted Kingdom 533.1 113.2 403.9 
France 133.8 54.1 79.7 

TOTAL 655.9 172.3 483.6 

Non-European Countr ies 

Canada 411.8 267.0 144.8 
Cent ra l America 264.5 223.0 41.5 
South America 299.7 262.5 37.2 
Japan 256.7 128.4 128.3 
China 55.9 50.5 5 .4 
A u s t r a l i a & New Zealand 92.2 15.3 76.9 
Ph i l i pp ines 86.4 94.3 - 7.9 
I nd ia 35.8 58.5 -22 .7 
B r i t i s h Malaya 8.9 112.3 -103.4 
Other 244.1 197.8 46.3 

TOTAL 1,756.0 1,409.6 346.4 

GRAND TOTAL 3,095.6 1,960.5 1,135.1 
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by the blockade amounted i n 1938 to #684 m i l l i o n s , or 22 percent 

o f our t o t a l expor ts ; our export surplus i n t rade w i t h these 

count r ies was #305 m i l l i o n s , or 27 percent o f our t o t a l export 

surp lus . The d i r e c t l oss i n our exports t o count r ies a f f ec ted by 

the B r i t i sh -F rench naval blockade w i l l be p a r t l y compensated, how-

ever, by c e r t a i n i n d i r e c t o f f s e t s . Thus, the u n a v a i l a b i l i t y o f 

German and Swedish machinery to non-European buyers should cause a 

s h i f t i n demand t o American products, and increased B r i t i s h purchases 

o f Canadian bacon and b u t t e r t o replace former shipments from Denmark 

should tend i n d i r e c t l y t o increase Canadian buying o f Uni ted States 

goods. 

2. The speed a t which B r i t i s h and French purchases o f goods from 

the Uni ted States and other non-European sources w i l l be expanded 

i s c h i e f l y a f u n c t i o n o f the nature o f the war and o f t h e i r general 

wartime economic p o l i c i e s . Dur ing the l a s t war, increased Govern-

ment expenditure l a r g e l y f inanced by borrowing served t o enlarge 

the incomes o f the c i v i l i a n popu la t ion , w i t h the r e s u l t t ha t the 

b e l l i g e r e n t governments were forced to b i d h igher and h igher p r i ces 

i n the markets f o r ma te r ia l s and labor i n order to compete e f f e c t i v e l y 

w i t h r i s i n g c i v i l i a n expendi tures. I n the ear l y years o f the war 

B r i t i s h and French imports f e l t the f u l l impact o f r i s i n g c i v i l i a n 

out lays as w e l l as o f governmental requirements. As the war 
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i n f l a t i o n gained momentum, the growth i n t h e i r imports was l i m i t e d 

on ly by the product ive power o f non-European sources o f supply and 

by ava i l ab le sh ipp ing capac i ty . Measures o f d i r e c t economic c o n t r o l , 

such as Government p r i o r i t i e s , r a t i o n i n g o f c i v i l i a n requirements, 

and p r i c e and wage f i x i n g , were not ex tens ive ly used dur ing the l a s t 

war u n t i l sheer j>hysical l i m i t a t i o n s upon the volume o f incoming 

supp l ies , combined w i t h loss o f l i f e and o f product ive power i n the 

b e l l i g e r e n t coun t r ies , made i t impossible t o s a t i s f y both c i v i l i a n 

demands and war needs. 

The ou t l i nes o f B r i t i s h and French wartime economic p o l i c i e s 

have al ready become s u f f i c i e n t l y c r y s t a l l i z e d to make i t c lear 

tha t they w i l l d i f f e r sharply from those which were fo l lowed i n 

the l a s t war. The general character o f these p o l i c i e s may be 

approximately ind ica ted by enumerating some o f the steps so f a r 

taken by the B r i t i s h Government; the French Government fs measures, 

despi te d i f f e rences i n d e t a i l , have fo l lowed a s i m i l a r pa t t e rn . 

The steps taken by the B r i t i s h Government have inc luded ( l ) imposi-

t i o n o f exchange r e s t r i c t i o n s and l i c e n s i n g o f merchandise imports 

and expor ts ; (2) establ ishment o f a new Food M i n i s t r y to c e n t r a l i z e 

buying o f imported f o o d s t u f f s , l i cense wholesalers and r e t a i l e r s , 

f i x p r i c e s , and r a t i o n consumption; (3) f i x i n g of p r i ces and 

r a t i o n i n g o f suppl ies of key commodities, such as s t e e l , copper, 

and gaso l ine ; (4) d i r e c t Government c o n t r o l over the a l l o c a t i o n 
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of labor and the s h i f t i n g o f workers; (5) con t ro l o f p r i v a t e 

c a p i t a l f l o t a t i o n s ; (6) sharp increase both i n e x i s t i n g d i r e c t 

taxes and i n i n d i r e c t taxes on consumption, and extension o f the 

excess p r o f i t s t a x , p rev ious ly conf ined to f i rms working on 

Government con t rac ts ; and (7) establ ishment o f a d o l l a r - s t e r l i n g 

ra te o f s l i g h t l y over $4.00, which a ids i n c u r t a i l i n g c i v i l i a n 

consumption, i n concent ra t ing f o o d s t u f f and raw ma te r i a l purchases 

f rom Qnpire sources, and i n main ta in ing the compet i t ive power i n 

overseas markets of the t e x t i l e and other l i g h t consumer goods 

i ndus t r i es not f u l l y engaged i n meeting war demands. 

Measures o f d i r e c t c o n t r o l , designed to c u r t a i l c i v i l i a n 

consumption and check non-essent ia l c a p i t a l expendi ture, w i l l 

provide the ch ie f means o f achiev ing the f u l l e s t ' p o s s i b l e app l i ca -

t i o n of product ive resources to the f i l l i n g of war needs. As has 

been revealed by the Gorman experience, the system o f d i r e c t 
o 

c o n t r o l serves the*minimize i n f l a t i o n of p r i ces , costs and incomes, 

and to prevent an uncon t ro l led expansion of impor ts , a matter o f 

spec ia l importance i n vie?/ o f the f a c t t ha t Great B r i t a i n and 

France base t h e i r prospects of v i c t o r y upon t h e i r own economic 

s tay ing power and the gradual d e t e r i o r a t i o n of popular morale i n 

Germany, ra the r than upon quick m i l i t a r y successes. I t was announced 

on September 9 tha t the B r i t i s h War Cabinet "decided to base t h e i r 

p o l i c y on the assumption tha t the war w i l l l a s t three years or more." 
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One o f t h e c h i e f e lements i n B r i t i s h and F rench economic s t a y -

i n g power c o n s i s t s o f t h e i r a b i l i t y t o o b t a i n needed s u p p l i e s f r o m 

abroad by d raw ing upon t h e i r s u b s t a n t i a l r e s e r v e s o f g o l d and 

m o b i l i z a b l e f o r e i g n a s s e t s . C a r e f u l husband ing o f t hese r e s e r v e s 

t o keep them f r o m b e i n g q u i c k l y d i s s i p a t e d i n payment f o r non-

e s s e n t i a l i m p o r t s i s a c e n t r a l f i n a n c i a l o b j e c t i v e o f t h e c o n t r o l 

measures w h i c h have been i n t r o d u c e d . I n t h i s r e s p e c t , t h e o b j e c t i v e 

t o w h i c h p o l i c i e s w i l l be geared i s s h a r p l y d i f f e r e n t f r o m t h a t o f 

t he l a s t wa r . Owing t o d i r e c t advances f r o m t h e U n i t e d S t a t e s 

Government f o l l o w i n g ou r e n t r y i n t o t h e w a r , t h e c a p a c i t y o f 

Grea t B r i t a i n and France t o f i n a n c e t h e i r purchases f r o m abroad 

neve r became a c r u c i a l p rob lem, and g o l d was rega rded l e s s as a 

source o f e x t e r n a l b u y i n g power than as an i n t e r n a l r e s e r v e f o r 

c u r r e n c y and c r e d i t . M o b i l i z a t i o n o f t h e overseas i nves tmen ts o f 

B r i t i s h and F rench n a t i o n a l s was g r a d u a l and i n c o m p l e t e . Most o f 

t h e exchange w i t h w h i c h t o make payment f o r i m p o r t s was o b t a i n e d by 

b o r r o w i n g ab road , c h i e f l y f rom t h e U n i t e d S t a t e s bu t t o some e x t e n t 

a l s o f r o m t h e B r i t i s h Domin ions . The p r i n c i p a l i t ems i n ou r ba lance 

o f i n t e r n a t i o n a l payments f o r t h e p e r i o d f r o m t h e m i d d l e o f 1914 t o 

t h e end o f 1918 wore as f o l l o w s : ( I n b m i o n s o f d o l l a r s ) 

Excess o f merchand ise e x p o r t s 1 1 . 8 
Payment e f f e c t e d t h r o u g h : 

Go ld i m p o r t s 1 . 0 
Amer ican s e c u r i t i e s r e t u r n e d f r o m Europe 2 . 0 
F o r e i g n l o a n s s o l d t o p r i v a t e i n v e s t o r s 

i n t h e U . S . 1 . 5 
D i r e c t advances o f U .S . Government 

a f t e r A p r i l , 1917 7 .3 
TOTAL 1 1 . 8 
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B r i t i s h and French gold reserves were a c t u a l l y l a rge r a t the end 

of the war than they had been a t the beginning, and the marked 

increase i n the volume of means of payment was bel ieved to neces-

s i t a t e the ho ld ing of l a r g e r gold reserves i n order to p ro tec t 

the "soundness" of the currency. 

The changed present-day a t t i t u d e i n Great B r i t a i n and France 

regarding the r o l e o f i n t e r n a t i o n a l reserves i n wartime i s c l e a r l y 

r e f l e c t e d i n the measures already taken. I n both count r ies m o b i l i -

za t i on o f f o r e i g n balances, s e c u r i t i e s and p r i v a t e l y held gold has 

been ordered, and i n Great B r i t a i n gold reserves held by the Bank 

of England as backing f o r the note issue have been t rans fe r red to 

the Equa l i za t ion Account t o make such gold ava i l ab le as a source 

of ex terna l purchasing power. Although these i n t e r n a t i o n a l reserves 

w i l l doubt less be drawn upon from the s t a r t t o pay f o r essen t ia l 

impor ts , t l ie cur ta i lment of imports f o r c i v i l i a n consumption w i l l 

serve f o r a considerable per iod to o f f s e t the growth i n imports r e -

l a t e d s p e c i f i c a l l y to war needs. The ra te a t which i n t e r n a t i o n a l 

reserves are used up w i l l there fore be qu i te gradual dur ing the 

e a r l y months o f the war, but w i l l bo increased a t an acce le ra t ing 

r a t e as a widening o f the scale o f h o s t i l i t i e s , consumption o f war 

m a t e r i a l , l oss o f l i f e , and impairment of product ive f a c i l i t i e s 

through enemy bombing and ord inary deprec ia t ion , make necessary a 

l a rge r dependence on overseas sources of supply. 

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



-16-

I f t h i s reasoning i s v a l i d , B r i t i s h and French purchases 

o f goods from the Uni ted States and other non-European count r ies 

w i l l increase on ly moderately over the next n ine months, but 

w i l l show a progress ive ly l a rge r expansion as the war proceeds. 

Forced cur ta i lment o f c i v i l i a n consumption and unneeded c a p i t a l 

ou t l ay , lengthening o f working hours, and t r ans fe r of workers 

from d i s t r i b u t i v e and serv ice occupations to phys ica l product ion 

w i l l considerably r e s t r i c t the growth o f imports i n the ea r l y 

stages o f the war. 

I n add i t i on , i t i s already apparent tha t Groat B r i t a i n and 

France w i l l seek to l i m i t f u r t h e r the d r a f t s on t h e i r i n t e r -

na t i ona l reserves by ob ta in ing t h e i r suppl ies as l a r g e l y as poss ib le 

from Empire sources and from count r ies w i l l i n g to take B r i t i s h 

or French goods i n r e t u r n . A consoquonco of t h i s p o l i c y i s tha t 

the bu lk of B r i t i s h and French purchases o f f oods tu f f s and raw 

mate r ia l s w i l l be made elsewhere than i n the Uni ted Sta tes . Since 

the product ive capaci ty of o u t l y i n g count r ies i n f oods tu f f s and 

raw mate r ia l s has g r e a t l y increased since the l a s t war, B r i t i s h 

and French xvar demands f o r American goods w i l l be much less d i v e r -

s i f i e d than i n 1914-18 and w i l l be c h i e f l y concentrated i n heavy 

i n d u s t r i a l products, such as muni t ions, chemicals, petroleum 

products, a i rp lanes , sh ips, motor t rucks , machinery and s t e e l . 
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I n s t e e l , motor t rucks , petroleum products, and machinery o ther 

t ha t machine t o o l s , American indus t ry can now handle en enlarged 

f o r e i g n demand, but the remaining i ndus t r i es mentioned above are 

a l ready working a t capaci ty o r near-capaci ty l e v e l s to f i l l e x i s t i n g 

f o r e i g n and domestic orders , and t h e i r a b i l i t y t o meet enlarged 

f o re i gn demands w i l l be governed by the ra te a t which they can 

expand o r convert t h e i r product ive f a c i l i t i e s . 

3. The out look f o r Uni ted States t rade w i t h non-European count r ies 

i s condi t ioned by the f a c t tha t reserves o f go ld and f ree f o r e i g n 

exchange held by these count r ies are genera l l y qu i te l i m i t e d . A l -

though a temporary wave o f inventory buying by importers i n count r ies 

whose ex te rna l t rade i s not subject t o r i g i d con t ro ls i s an immediate 

p o s s i b i l i t y , the magnitude o f such a movement i s l i m i t e d by the 

i n a b i l i t y o r d i s i n c l i n a t i o n o f most countr ies i n t h i s group to 

a l low t h e i r ex te rna l reserves to become depleted i n payment f o r 

imports. Leaving aside the p o s s i b i l i t y o f a b r i e f spurt i n inven-

t o r y buying from abroad, tho growth i n our net exports to non-

European count r ies w i l l t he re fo re be governed p r i m a r i l y by tho ra te 

a t which Great B r i t a i n and France f i n d i t essen t ia l to increase t h e i r 

net imports from these count r ies . The f ree exchange which they 

receive f o r f oods tu f f s and raw mater ia ls shipped to Gr-*at B r i t a i n 

and France can be used to buy American goods. Thus, i n a d d i t i o n 
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t o the d i r e c t e f f e c t upon our t rade balance o f increased B r i t i s h 

and French purchases here, our net sales to non-European count r ies 

w i l l be s t imu la ted as an i n d i r e c t r e s u l t o f l a r g e r B r i t i s h and 

French net purchases from them. 

The growth i n our net exports to non-European count r ies xv i l l 

not f u l l y keep pace, however, w i t h the expansion i n t h e i r net 

exports to Great B r i t a i n and France, and the gap xv i l l be p a r t i c u l a r l y 

marked dur ing the ear l y stages of the war. This gap i s due c h i e f l y 

t o the f o l l o w i n g f a c t o r s : 

(1) B r i t i s h and French imports o f a number o f 
c o l o n i a l products, such as rubber from Br i t ish-owned 
p lan ta t i ons i n Malaya, copper from Br i t ish-oxmed mines 
i n A f r i c a , and petroleum from Br i t ish-owned we l l s i n I r ^ q 
and I r a n , invo lve a much smal ler net ou t lay by Great B r i t a i n 
then i s represented by the value of the products imported, 
since the earnings o f these enterpr ises are returned as 
income taxes to the B r i t i s h Treasury and as div idends to 
B r i t i s h s tockholders. 

(2) A considerable pa r t of the exports o f l inp i re 
count r ies t o Great B r i t a i n end France w i l l be made on 
c r e d i t ; such count r ies as Canada, I n d i a , A u s t r a l i a , and 
New Zealand, w i l l a l l ow a p o r t i o n of the s t e r l i n g proceeds 
o f t h e i r export shipments t o remain as unspent balances i n 
London, ins tead o f demanding f u l l payment by Great B r i t a i n 
i n go ld or d o l l a r exchange which could be used by them to 
buy American goods. A l t e r n a t i v e l y , these accumulating 
s t e r l i n g balances may e i t h e r be funded i n t o d i r e c t advances 
by the Dominion Governments to the Uni ted Kingdom, or used 
to repay the outstanding ex te rna l debt of the Dominions. 
I n any event, the accumulation of unspent s t e r l i n g balances 
by the Dominions imp l ies a l a r g e r increase i n Dominion ex-
por ts than i n t h e i r imports from abroad, and a correspond-
i n g l y smal ler impact upon American expor ts . 
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(3) I n most L a t i n American countr ies and o ther non-
Empire supp l ie rs o f f oods tu f f s ana raw mate r ia l s to Great 
B r i t a i n and France, the process by which an expansion o f 
exports i s communicated to h igher incomes, nnd an enlarged 
demand f o r impor ts , always invo lves some delays, and under 
present cond i t ions t h i s l a g i s l i k e l y t o be accentuated by 
de l i be ra te p o l i c y i n the count r ies concerned, as a means of 
rep len ish ing t h e i r depleted gold and exchange reserves. 
Thus, t h e i r purchases from us w i l l a t f i r s t respond on ly 
spar ing ly t o the growth i n t h e i r export shipments to Great 
B r i t a i n and France, 

I t may be concluded tha t the growth i n our expox't balance i n 

t rade w i t h non-European countr ies i s l i k e l y to be qu i te l i m i t e d 

dur ing the f i r s t n ine or ten months o f the war, but tha t i t w i l l 

increase more r a p i d l y as Groat B r i t a i n and Franca are forced to 

enlarge t h e i r imports o f f oods tu f f s and raw ma te r i a l s , and as L a t i n 

American end other non-European count r ies , having b u i l t up comfort-

able reserves of gold and exchange, become more disposed to spend 

on Un i ted States products the proceeds of t h e i r increased sales to 

Gre&t B r i t a i n end France. The non-European demand f o r our goods, 

though l i k e l y t o be somewhat more d i v e r s i f i e d than tha t of Great 

B r i t a i n and France, w i l l be l a r g e l y concentrated i n c a p i t a l goods and 

durable consumer goods. I n the f i r s t p lace, Germany, now v i r t u a l l y 

cut o f f from non-European t rade, has beon an important supp l ie r of 

machinery, chemicals, automobiles, and other h i g h l y f ab r i ca ted 

i n d u s t r i a l goods. I n the second p lace, Great B r i t a i n and France 

w i l l undoubtedly t r y , through cur ta i lment of domestic consumption, 
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t o main ta in the expor t ing capaci ty of the l i g h t consumer goods 

i n d u s t r i e s , such as t e x t i l e s , but w i l l f i n d i t impossible to 

export any s i g n i f i c a n t volume o f heayy i n d u s t r i a l goods, i n view 

of t h e i r own war requirements. Th i rd , the war w i l l g r e a t l y acce ler -

a te i n d u s t r i a l i z a t i o n i n the B r i t i s h Dominions and i n South America, 

which w i l l i nvo lve purchases of i n d u s t r i a l equipment here. 

Our export surp lus , which ran close to $100 m i l l i o n s a month 

throughout 1938 and dec l ined ab rup t l y a f t e r the t u r n o f the year 

to an average l e v e l of $57 m i l l i o n s f o r t he f i r s t e igh t months 

o f 1939, should increese g radua l l y over the next e ight o r n ine 

months, perhaps reaching the 1938 l e v e l by about the middle o f 1940. 

I f i t i s assumed tha t the d r a f t s made upon B r i t i s h and French i n t e r -

na t i ona l reserves up t o the middle o f 1940 w i l l bo roughly o f f s e t by 

replenishment o f gold and exchange reserves held by o u t l y i n g 

coun t r ies , t h i s would leave ava i l ab le f o r f o r e i g n net purchases o f 

goods and serv ices from us an amount about equivalent to the new 

gold produced dur ing the per iod . Foreign product ion o f new gold , 

excluding Russian output end a small amount produced i n European 

count r ies which are a f f ec ted by the naval blockade, i s running a t 

the r a t e o f $75 to $BQ m i l l i o n s a month, and t h i s f i g u r e should not 

d i f f e r s u b s t e n t i a l l y f rom our average monthly net exports o f goods 

end serv ices i n the n ine months ending June, 1940. Al though our 

export surp lus w i l l increase on ly s lowly a t f i r s t , the s h i f t i n 
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composlt ion o f our exports w i l l promptly oxer t a s t rong s t imulus 

to c a p i t a l expenditures i n the i ndus t r i es s p e c i f i c a l l y a f f ec ted 

by f o r e i g n demands• 

P a r e n t h e t i c a l l y , i t should be added t h a t , al though the pre-

ceding ana lys is has dea l t on ly \v i th probable tendencies i n the 

f o r e i g n demand f o r American products, our t rade balance a c t u a l l y 

depends upon the magnitude o f t h i s demand i n r e l a t i o n to our 

demand f o r f o r e i g n goods. I n consider ing the probable magnitude 

o f the st imulus which f o r e i g n t rade w i l l f u r n i s h to the American 

economy, i t has seemed appropr ia te , however, to omit cons idera t ion 

of t h i s second f a c t o r because the scale upon -afcich we buy imported 

goods i s i t s e l f governed l a r g e l y by the l e v e l o f a c t i v i t y and 

incomes i n t h i s country. The p r o b a b i l i t y t ha t our exports w i l l 

increase on ly moderately over the next n ine months w i l l t he re fo re 

tend, i n the absence of power fu l l y s t imu la t i ng domestic in f luences , 

to l i m i t the expansion o f our purchases of imported goods. Never-

the less , the heavy forward buying which immediately fo l lowed the 

outbreak o f war w i l l undoubtedly be i n f l e c t e d i n increased raw 

ma te r i a l imports over the next few months. During t h i s b r i e f 

per iod of inventory accumulation, the i n f l o w of raw products 

from abroad should increase more r a p i d l y than our shipments to 

f o r e i g n count r ies . I n t ha t event, our export surplus may be 
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expected to dec l ine somewhat dur ing, say, the next three months 

and t o begin t o increase a f t e r the per iod o f inventory 

accumulation has come t o an end. 

The preceding ana lys is of the impact o f war upon our f o r e i g n 

t rade may be b r i e f l y summarized. Our t rade w i t h European count r ies 

o ther than Great B r i t a i n and France, which produced an export 

surplus of #305 m i l l i o n s i n 1938, w i l l probably be s u b s t a n t i a l l y 

c u r t a i l e d , owing t o the B r i t i sh -F rench naval blockade. This 

d i r e c t loss i n t rade w i l l be p a r t l y compensated, however, by 

c e r t a i n i n d i r e c t o f f s e t s , such as L a t i n American purchases from 

the Uni ted States of machinery f o imer l y imported from Germany. 

I n view of the B r i t i s h and French detexmination to draw spar ing l y 

upon t h e i r gold and exchange reserves, which c o n s t i t u t e an 

important element i n economic s tay ing power, t h e i r net imports 

from the Uni ted States w i l l increase on ly moderately dur ing the 

ea r l y months o f t he war as increased impor ta t ion of goods r e l a t ed 

d i r e c t l y t o war needs w i l l be o f f s e t by forced cur ta i lment o f 

imports f o r c i v i l i a n consumption. The increase i n net imports 

from the Un i ted States w i l l l a t e r become inc reas ing l y subs tan t i a l 

as a widening o f the scale o f h o s t i l i t i e s , consumption o f war 

m a t e r i a l , l oss of l i f e , and impairment o f product ive f a c i l i t i e s 

through enemy bombing and ord inary deprec ia t ion make necessary a 

l a r g e r dependence on overseas sources of supply. Increased 
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B r i t i s h and French demand f o r our goods w i l l be l a r g e l y concentrated 

i n heavy i n d u s t r i a l products, f oods tu f f s and raw mate r ia l s being 

obtained c h i e f l y f rom Enpire sources and from L a t i n A m e r i c a , whose 

product ive power i s much greater than i n 1914-18. S i m i l a r l y , our 

net exports to non-European count r ies w i l l increase on ly s lowly 

dur ing the e a r l y months of the war, showing an inc reas ing ly rap id 

expansion, however, as Great B r i t a i n and France f i n d i t necessary 

t o enlarge t h e i r imports of f oods tu f f s and raw ma te r i a l s , and as 

L a t i n American and other non-European coun t r ies , having replenished 

t h e i r go ld and exchange reserves, begin t o spend on Uni ted States 

products a h igher p ropor t ion o f the proceeds of t h e i r increased 

sales to b e l l i g e r e n t s . Non-European demand f o r Uni ted States 

products, though somewhat more d i v e r s i f i e d than t ha t o f Grest B r i t a i n 

and France, w i l l be l a r g e l y concentrated i n heavy i n d u s t r i a l products, 

and these combined demands w i l l induce a progressive expansion of 

product ive capaci ty i n the i ndus t r i es s p e c i f i c a l l y a f fec ted . 

Combining these judgments concerning our t rade w i t h p a r t i c u l a r 

groups o f count r ies , i t would appear t h a t our t o t a l exports w i l l 

show on ly a moderate expansion over the next n ine months, tha t 

over, say, the next three months the increase i n imports associated 

w i t h inventory accumulation i n t h i s country may cause a temporary 

con t rac t ion i n our export surp lus , and t h a t t h e r e a f t e r our excess 
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o f exports w i l l tend a t f i r s t to increase on ly g radua l l y . Over 

the longer t e r n , however, our net exports w i l l expand a t an ac-

ce l e ra t i ng ra te as the war proceeds. The growth i n exports, both 

a t once and over the longer term, w i l l occur p r i m a r i l y i n such 

products as muni t ions, chemicals, a i rp lanes , machinery, s t e e l , 

petroleum products, motor t rucks , and passenger automobiles, wh i le 

American a g r i c u l t u r a l products and l i g h t consumers goods, such as 

t e x t i l e s , w i l l be comparat ively l i t t l e a f f e c t e d by increased f o r e i g n 

demands. The f inanc ia l , capaci ty of f o re i gn count r ies to purchase 

American goods, and the a v a i l a b i l i t y o f sh ipp ing capaci ty i n r e l a t i o n 

to wartime t rode requirements w i l l be considered i n appendices to 

t h i s memorandum. 
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