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October 3, 1939 

Dr. Mordecai Ezek ie l 
Economic Adviser 
Department of Ag r i cu l t u re 
Tfashington, D. C. 

Dear Dr. Ezek ie l : 

I f i n d myself so l a r g e l y i n agreement w i t h your analys is 
of the shor t te rm business out look t h a t i t i s d i f f i c u l t t o make 
a i y comments o f a general s o r t . 

Vlith respect t o the net- c o n t r i b u t i o n , my remarks over 
the telephone the other day may have been s l i g h t l y mis lead ing. The 
est imated net c o n t r i b u t i o n shown i n the t a b l e on page $ o f your 
memorandum contains t he f i gu res which I gave you as represent ing 
our l a s t est imates p r i o r t o the outbreak of war . (On t h i s bas is , 
the f i g u r e f o r the second quarter o f 19̂ 4-0 should be 780, r a t h e r 
than 730.) Our l a t e s t est imates, which roughly take account o f 
the e f f e c t s o f war dur ing the remainder of t he present f i s c a l 
year , are as f o l l o w s : 910, 920, 830, 7^0. These est imates are 
h i g h l y t e n t a t i v e because we do not have much in fo rmat ion upon 
which t o guess the a d d i t i o n a l amount by which m i l i t a r y and naval 
out lays w i l l be stepped up as the r e s u l t o f war . I t does seem 
probable, however, t h a t the increase i n such out lays w i l l be a t 
l eas t counter-balanced by h igher t a x r e c e i p t s , even i f , as we both 
expect, the present inventory spurt i s fo l lowed by some reac t ion i n 
business volumes i n the ea r l y months of 19U.0* 

ITi th respect t o the p a r t i a l r e a c t i o n i n business which 
we a n t i c i p a t e , I don ' t be l ieve t h a t such a reac t i on , i f moderate 
and i f fo l lowed l a t e r i n I9I4O by an expansion o f a c t i v i t y based 
upon growing war demands, i s i n i t s e l f t o be g rea t l y deplored a f t e r 
a sharp inventory spu r t . Rather, we should seek t o avoid recession 
dur ing the i n t e r v a l between the end of the inventory spurt and the 
beginning of heavy war demands, c h i e f l y because such recession would 
i nd i ca te a f a i l u r e to hasten needed c a p i t a l o u t l e t s whose pos t -
ponement may l a t e r on i n t e n s i f y congestion i n heavy i n d u s t r i e s . 

Viev/ing the longer t e r n impacts o f the war, and assuming 
i t t o be a long drawn out a f f a i r , i t looks as i f wartime demands 
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September 30, 1939 

MEMORANDUM TO: 

The Secretary 
I l r . Paul T7. Appleby 
Mr. 7T. R. To l ley 
Dr. Lauch l in Curr ie 
Dr. Richard G i l be r t 
Mr. Emile Despres 
Mr. H i l e Perkins 

Gentlemen: 

Enclosed i s a copy o f a memorandum which attempts t o 

appraise the minimum business a c t i v i t y which i s t o be expected 

i n the next few months, i n v iew of the impact o f the war on our 

domestic a c t i v i t y and the probable developments i n the next few 

months. Obviously, much of the p i c t u re i s s t i l l very unclear 

because o f inadequate in fo rmat ion . 

I s h a l l be much i n te res ted i n any cor rec t ions , react ions 

or comments you might have on t h i s memorandum. 

Sincere ly yours , 

Mordecai Ezek ie l 
Economic Adviser 
O f f i ce of the Secretary 
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Memorandum t o the Secretary 

MINIMUM ESTIMATE OF WAR INFLUENCE OH DOMESTIC DEMAHD 

Summary 

1. The war, i n the e a r l y stage, may prove less c o s t l y t o the 

A l l i e s , i n men and ma te r i a l s , than the TTorld War proved. ^ 

2 . Exports t o neu t ra ls dur ing the next few months may be dom-

ina ted more by unfavorable developments than favorab le . 

3« The sharp p ick-up i n domestic product ion thus f a r may have 

been l a r g e l y upon an inventory bas is . 

ij.. Large-scale increases i n new cap i t a l goods purchases not ye t 

i n s i g h t . 

5. The Federal net c o n t r i b u t i o n -w i l l slacken a f t e r the end of 1939* 

6. The present up turn i n a c t i v i t y may be fo l lowed by a recession, 

poss ib ly dur ing the w i n t e r , which w i l l ca r ry product ion and 

employment back toward August l e v e l s . This reduced l e v e l o f 

a c t i v i t y might then continue f o r some months u n t i l expor t or 

rearmament orders f i n a l l y got the t r u e war expansion under wsy. 

* * * 
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MINIMUM ESTIMATE OF TMR INFLUENCE ON DOMESTIC DEMMD 

I n an e a r l i e r memorandum (September 13) an attempt was made 

t o appraise the poss ib le s t imu la t i ng e f f e c t o f the war on domestic 

demand over the next year . That memorandum stated c e r t a i n upper 

l i m i t s which appeared t o i nd i ca te the maximum e f f e c t poss ib le . 

Now, w i t h near l y a month o f wartime events t o base observations 

on, a f i r s t shot can be made a t es t imat ing what the minimum e f f e c t s 

may prove t o be. 

I n September, now only p r i ces , but also i n d u s t r i a l product ion 

and employment, spurted sharp ly . The index of i n d u s t r i a l product ion 

(1923-1925 & 100) rose f rom 102 f o r August t o 110 f o r the September 

average. At the present t ime the product ion i s probably running at 

a l e v e l o f 115 or b e t t e r . W i l l t he rap id up turn continue through 

the months ahead, or w i l l i t be fo l lowed by a sharp recess ion, such 

as occurred i n mid-1933? 

1. The war i n i t s ea r l y stages may prove less c o s t l y t o the 

A l l i e s , i n men and ma te r i a l s , t h a i t h e ITorld War proved. 

To date, t he campaign on the Western Front has apparent ly con-

s i s ted l a r g e l y o f p re l im ina ry skirmishes, w i thout la rge-sca le engage-

ments, and w i t h o u t la rge-sca le expenditure e i t h e r o f muni t ions or 

a i r c r a f t . Assuming ( l ) t h a t Russia does not enter as an ac t ive 

p a r t i c i p a n t , and (2) t h a t ne i the r Germany nor the l i l i e s attempt t o 
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ou t f l ank the f o r t i f i e d l i n e s by a d r i ve through neu t ra l t e r r i t o r y , 

the A l l i e s would probably cont inue t o f o l l o w the s t ra tegy o f r e s t r i c t -

ing the c o n f l i c t t o i i ie economic and resource f r on t s so f a r as poss ib le , 

w i t h only enough pressure i n the West t o s t e a d i l y deplete Germany1 s 

economic power. I f such a s t ra tegy i s fo l l owed , the demands on us 

f o r expor ts , bo th f o r munit ions and fo r raw ma te r i a l s , may show much 

less increase than the speculat ive markets have genera l l y assumed. 

This l ack of immediate p ick-up i n exports t o England and France may 

be espec ia l l y marked over the f a l l and w in te r months ahead. 

2. Exports t o neu t ra l s dur ing t h e next few months may be domin-

ated more by unfavorable developments than favorab le . I n the absence 

o f d e f i n i t e in fo rmat ion , we can on ly examine the 1912* experience, and 

conjecture as t o how f a r i t may be repeated. Intihe f i r s t World War, 

our exports t o North America, South America, and As ia showed no upturn 

u n t i l s i x or seven months a f t e r the outbreak o f war, and made no excep-

t i o n a l gains u n t i l a year t o a year and a h a l f l a t e r . Exports t o 

Europe increased promptly i n two or th ree months, l a r g e l y because o f 

heavy shipments o f wheat, horses, meats, and s i m i l a r war suppl ies 

e i t h e r d i r e c t to the A l l i e s or t o adjacent neu t ra l coun t r i es . 

Where the war i n t e r r u p t s commodity movements, the e f f e c t may 

be almost instantaneous. «?here i t creates new p o t e n t i a l o u t l e t s f o r 

our products, i t may take some t ime f o r the new business contacts t o 

be es tab l ished, new l i n e s o f product ion t o be developed here, and new 
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export movement t o get under way. At the same t ime, the unce r ta in t y 

as t o the probable extent and dura t ion of the war make business men hes i t a te 

f o r a t ime t o enter upon such new commitments. .Again t h i s t ime , the 

net e f f e c t may be a dec l ine i n exports t o neu t ra l s f o r several months 

or even longer . 

3. The sharp p ick-up i n domestic product ion thus f a r may have 

been l a r g e l y upon an inventory bas i s . The r a p i d r i s e i n p r i ces s t imu-

l a t e d many d i s t r i b u t o r s and manufacturers t o order ahead t o cover sub-

sequent needs. For exasiple, i t i s repor ted t h a t the Chrysler Corpora-

t i o n ordered a l l i t s supp l ie rs t o buy s tee l t o cover t h e i r product ion 

f o r s i x months ahead. S i m i l a r l y , the la rge volume o f co t ton t e x t i l e 

sales was the normal response t o an upward movement i n raw co t ton 

p r i c e s . Corporate inven to r ies on August 30 were genera l ly s t i l l h igh , 

so the subsequent purchases may car ry them up even beyond the 1937 

l e v e l s . Employment and product ion were already st rengthening i n Ju ly 

and August. Income pgyments, cor rec ted f o r seasonal, increased from 

83.7 i n Ju ly t o 85.1+ i n August (1929 - 100). The subsequent increase 

i n domestic consumer buying power cannot have been enough t o support 

the recent sharp increase i n i n d u s t r i a l product ion. On the con t ra ry , 

the increase i n the cost o f l i v i n g since September 1 w i l l cancel out 

a good pa r t o f the September increase i n incomes, and leave l i t t l e or 

no net ga in i n commodity buying power. From August 15 t o September 15 

f a c t o r y employment, seasonally adjusted, increased only 2.7%. 
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I t seems u n l i k e l y t h a t consumer buying power w i l l increase 

r a p i d l y enough i n the next few months t o v a l i d a t e the recent upsurge 

i n product ion. Only i f investment or exports increase r a p i d l y above 

recent l e v e l s can the present l e v e l o f p roduct ion be sustained. 

Large-scale new investment not ye t d e f i n i t e l y assured. 

The expansion i n production w i l l undoubtedly i t s e l f s t imula te f ree r 

use o f deprec ia t ion reserves f o r actual expendi ture. Railway equip-

ment and s t e e l - m i l l equipment are also repor ted t o have been ordered 

recen t l y . Even w i t h the recent add i t i on o f #70,000,000 o f ra i lway 

equipment (as est imated by RFC), r a i l r o a d equipment expenditures w i l l 

s t i l l be w e l l under the 1937 l e v e l . I t i s doubt fu l i f such orders are. 

as ye t s u f f i c i e n t t o sus ta in t he recent increases i n product ion, and 

c e r t a i n l y not i n consumers1 goods l i n e s , such as t e x t i l e s and c lo th ing . 

Construct ion, although s t i l l running above a year ago, seems more 

l i k e l y t o slacken than to increase f u r t h e r . F.E. A. mortgages selected f o r 

appra isa l have been running behind l a s t yea r ' s f i g u r e s ever since Ju ly . 

They closed pa r t o f the gap i n August, but f o r the f i r s t h a l f o f 

September s t i l l lagged d e f i n i t e l y below l a s t yea r ' s l e v e l s . 

5. Publ ic expenditures w i l l s lacken. The net federa l c o n t r i b u t i o n 

i s expected t o reach a peak i n the i|±h quarter o f the year , and t o dec l ine 

gradua l ly t h e r e a f t e r , though the decl ine m i l not be as sharp as was 
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feared e a r l i e r . The present an t i c ipa ted c o n t r i b u t i o n i s about as 

f o l l o w s : 

Net federa l c o n t r i b u t i o n t o purchasing power: 

Quarter 
Expected 

( m i l l i o n s o f d o l l a r s ) 
Corresponding f i g u r e , a year e a r l i e r 

( m i l l i o n s o f d o l l a r s ) 

3rd quarter 
Uth 91 

1st n 

2nd " 

, 1939 

19k0 
tt 

870 
930 
870 
730 

756 
86k 
86k 

1010 

Conclusion: I t seems qu i te poss ib le t h a t the increase i n p ro -

duct ion t o date has been i n la rge pa r t an inventory boom, but the 

scanty spec i f i c data on inven to r ies and on new c a p i t a l commitments 

are not adequate f o r a d e f i n i t e judgment. Unless tremendously i n -

creased export orders are forthcoming i n the ve ry near f u t u r e , t h i s 

boom i n product ion w i l l probably be fo l lowed by a recession i n ac-

t i v i t y which may ca r r y t h e indexes o f product ion and employment down 

toward what they were before t he upturns s ta r ted . 

Tvhile a l l the ga in may not be l o s t , i t seems u n l i k e l y we can 

long continue the recent upward spur t , and a subseqi ent sharp down-

ward movement, beginning perhaps dur ing t he w in te r , i s more t o be 

expected. I f the present boom psychology should lead t o any marked 

reduc t ion below the l e v e l o f r e l i e f or other pub l i c expenditures now 

planned, the p o s s i b i l i t y and extent o f t h e downturn would be i n t e n s i -

f i e d . A f t e r t he reac t ion from the inventory boom, product ion might remain 

somewhat ho r i zon ta l u n t i l the actual r e a l i z a t i o n of large export orders 
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or new preparedness expenditures f i n a l l y began the t r u e war up turn 

i n product ion. 

Over the past s i x years , our i ndus t ry seems t o have become 

inc reas ing l y unstab le , so t h a t when movements s t a r t e i t h e r upwards 

or downwards they go t o extreme l e v e l s . The drop i n product ion 

i n ear ly 1939 was much sharper than fo recas te rs genera l l y expected, 

and the upturn i n September exceeded a l l expectat ions. I f t h i s 

upturn should culminate i n a downward smash i n product ion , p r i ces , 

and stock quotat ions, the downward movement might again be more ex-

treme than the cond i t ions warrant or than anyone would now a n t i c i p a t e . 
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