
October 18, 1959 

TO: Mr. Curr ie 
THE KJSIE1SS OUTLOOK 

FROM: Snl le Despres 

I . The Present S i tua t ion 

P r i o r to the outbreak of war, inventor ies of a number of 
h igh ly fabr icated goods appeared, on the basis of trade repor ts , to 
be somewhat low i n r e l a t i o n to p reva i l ing and prospective rates of 
a c t i v i t y , whi le supplies of foodstu f fs and i n d u s t r i a l raw mater ials 
were excessive. Stocking of f in ished goods by r e t a i l e r s and Jobbers, 
and of semi-fabricated goods by some manufacturers of f i n a l products, 
was expected to contr ibute to a continued, gradual expansion of bus i -
ness volumes during the autumn. The fever ish buying which immediately 
fol lowed the outbreak of war g reat ly exceeded, however, anything which 
might have been expected on these grounds. This buying movement, based 
upon memories o f the powerful i n f l a t i o n a r y stimulus exerted by the l as t 
war, re f lec ted an an t i c ipa t ion both of p r ice increases and o f possible 
d i f f i c u l t i e s i n obtain ing de l i ve r ies . 

The extraordinary volume of speculat ive and precautionary 
orders which were placed immediately fo l lowing the outbreak of war has 
provided the p r i nc i pa l stimulus to the present, sharp spurt i n indus-
t r i a l a c t i v i t y ; the process of inventory accumulation may be expected 
to promote expansion of i n d u s t r i a l volumes during the remainder of 
1939. As i s shown i n the accompanying diagram, i t i s now estimated 
that the Federal Reserve index of i n d u s t r i a l production w i l l reach 
125 to 130 i n December as compared w i th 102 i n August, and that t h i s 
expansion i n i n d u s t r i a l output w i l l ra ise the volume of stocks i n the 
hands of manufacturers, dealers, and r e t a i l e r s by from 1 to 1.4 
b i l l i o n d o l l a r s , a f t e r allowance f o r customary seasonal changes. The 
increase i n consumer incomes associated w i th higher I ndus t r i a l ac-
t i v i t y should induce a moderate r i s e i n the volume of r e t a i l buying. 

I I . Outlook f 9 r Ear ly Months of 

Business expectations at the outbreak of war i n 1939 were 
d i r e c t l y based upon memories of the powerful i n f l a t i ona ry stimulus 
exerted by the war of 1914-18. I n forming business judgments, l i t t l e 
weight was given to the possible e f fec ts upon our economy of the d isrup-
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t i o n of peacetime trade i n European countr ies, and the retrospect ive 
r iew of the war of 1914-18 seemed to be one i n which the developments 
of those years were telescoped in to a s ingle episode. I t was appar-
ent ly forgot ten that the increase i n our exports which got under way 
l a t e i n 1914 was at f i r s t based i n considerable part on the combina-
t i o n of high crop y ie lds i n t h i s country and rather poor y ie lds 
elsewhere, that i n d u s t r i a l a c t i v i t y i n the United States d id not t u rn 
up u n t i l we l l i n to 1915, and that the upward sweep of commodity pr ices 
d id not begin u n t i l l a t e i n that year. Moreover, l i t t l e thought was 
given to the d i f ference between condit ions now and condit ions during 
the l a s t war. This was most spectacular ly i l l u s t r a t e d i n the sugar 
market, where memories of wartime shortages and high pr ices l ed , 
despite ex is t ing large suppl ies, to a b r i e f rush of buying by tooth 
professional t raders and consumers. 

The avoidance of a substant ia l decl ine i n business volumes 
a f t e r production of goods f o r inventory has come to an end requires 
the sw i f t emergence of less t r ans i t o r y fac to rs of demand. The possi-
b le sources of increased demand may be grouped under three main 
classes: exports, expenditures of the federa l Government, and pr ivate 
cap i ta l out lays. 

1 . Exports. - I t i s probable that our t o t a l exports w i l l 
show only a moderate expansion over the next nine months; 
that the increase i n imports associated w i th inventory 
accumulation i n t h i s country may cause a temporary contrac-
t i o n i n our export surplus over, say, the next three months; 
and that thereaf ter our excess of exports w i l l increase only 
gradual ly . Our trade w i th European countr ies other than 
Great B r i t a i n and France, which produced an export surplus of 
$305 m i l l i ons i n 1938, w i l l probably be substant ia l l y cu r ta i l ed , 
owing to the Br i t ish-French naval blockade. This d i rec t loss 
i n t rade w i l l be only pa r t l y compensated by such ind i rec t o f f -
sets as L a t i n .American purchases from the United States of 
machinery formerly imported from Germany. I n view of the 
B r i t i s h and French determination to draw sparingly upon t h e i r 
gold and exchange reserves, which cons t i tu te an important 
element i n economic staying power, t h e i r net imports from the 
United States w i l l increase only moderately during the ear ly 
months of the war as increased importat ion of goods re la ted 
d i r e c t l y to war needs w i l l be o f f se t by forced curtai lment of 
imports f o r c i v i l i a n consumption. Increased B r i t i s h and Trench 
demand f o r our goods w i l l be l a rge l y concentrated i n heavy 
i n d u s t r i a l products, foodstu f fs and raw mater ia ls being obtained 
c h i e f l y from Sapire sources and from L a t i n America. Substant ial 
expansion i n our net exports to non-European countries w i l l 
await an enlargement of B r i t i s h and French imports of foodstu f fs 
and raw mater ia ls from such countr ies; when t h e i r sales to Great 
B r i t a i n and France begin to increase, L a t i n American and other 

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



- 4 -

non-Europe&n countr ies w i l l f o r a t ime r e f r a i n from spend-
ing the add i t iona l proceeds i n order to replenish t h e i r 
depleted gold and exchange reserves. Non-luropeen demand 
f o r United States products, though l i k e l y t o be somewhat 
more d i v e r s i f i e d than that o f Great B r i t a i n and France, 
w i l l also be l a rge l y concentrated i n heavy i n d u s t r i a l 
products. 

2. Federal Government expenditures. - I t appears probable 
that dur ing the f i r s t h a l f of 1940 the Federal Governments 
net out lays which contr ibute t o community income and busi -
ness a c t i v i t y w i l l be somewhat below present and recent past 
l e v e l s . Our estimates of adjusted rece ip ts , adjusted expend-
i t u res and net out lays f o r the present f i s c a l year are shown 
i n the fo l low ing t ab l e , together w i t h actua l f igures f o r the 
1939 f i s c a l year. 

( I n m i l l i ons of do l la rs ) 

Adjusted M justed Set 
Receipts Expenditures Outlay 

Quarter ending: 
Sept. 30, 1933 1,580 2,340 760 
Dec. 31, 1938 1,570 2,410 840 
Mar. 31, 1939 1,560 2,410 850 
June 30, 1939 1.490 2.480 990 

F i sca l year 1939 6,200 9,640 3,440 

Quarter ending: 
Sept. 30, 1939 1,450 2,360 910 
Dec. 31, 1939 1,470 2,400 930 
March 31, 1940 1,670 2,490 820 
June 30, 1940 1.680 2.420 740 

F i sca l year 1940 6,270 9,670 3,400 

ib largeaent of m i l i t a r y and naval out lays during the remainder 
o f t h i s f i s c a l year w i l l be more than o f f s e t by a reduct ion i n 
non -m i l i t a r y disbursements, notably work r e l i e f , and by i n -
creased revenues. 

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



- 5 -

3. Pr iva te cap i t a l ou t lays . - The present spurt i n indus-
t r i a l volumes, although based predominantly upon the f i l l i n g 
o f speculat ive orders f o r inventory , also r e f l e c t s an 
increased domestic buying o f ce r t a i n types o f c a p i t a l goods. 
Orders f o r i n d u s t r i a l machinery have been placed i n r e l a t i v e l y 
la rge volume, r a i l r o a d buying of f r e i g h t cars has been substan-
t i a l , and i nd i ca t i ons o f some increase i n demand f o r e l e c t r i c a l 
generat ing equipment have been repor ted. I n d u s t r i a l operations 
i n connection w i t h the f i l l i n g of orders f o r these types o f 
c a p i t a l goods w i l l g ive scene support to t o t a l a c t i v i t y and 
incomes i n the ear l y months o f 1940, a f t e r inventory accuamla-
t i o n has ceased. 

Appraisa l o f the three possib le sources o f increased demand i n -
d ica tes tha t (1) over the next nine months the con t r i bu t ion to income 
made by export sales w i l l r i s e only laoderately; (2) that t h i s r i s e 
w i l l be near ly o f f s e t by a small dec l ine i n the fede ra l Government's 
con t r i bu t i on t o income; and ($) even though p r i va te c a p i t a l out lays 
i n a few l i n e s are l i k e l y to increase considerably, t h i s w i l l serve 
merely t o cushion the dec l ine i n a c t i v i t y . 

Business a c t i v i t y may there fore be expected to drop back towards 
e a r l i e r l e v e l s i n the ea r l y aonths o f 1940, a f t e r inventory accumula-
t i o n has run i t s course. The view tha t the present increase i n 
a c t i v i t y w i l l generate a s u f f i c i e n t expansion o f incones to take the 
add i t i ona l output o f f the market, and t h a t the higher l eve l s o f a c t i v -
i t y can there fore be maintained a f t e r expansion o f inventor ies has 
ceased, i s supported ne i the r by the experience o f e a r l i e r inventory 
booklets , such as those of 1933 and 1937, nor by economic considera-
t i ons o f e more general nature . A volume of purchasing power l a r g e r 
than the t o t a l o f d i r e c t product ion out lays i s needed f o r the sale 
o f cur rent product ion, because the p r i c e o f the product must inc lude 
not on ly d i r e c t costs , but a lso deprec ia t ion , accumulating earnings, 
i n te res t charges, and the l i k e , which go i n t o reserves that do not 
appear i n the market as current income ava i l ab le f o r i n d i v i d u a l 
consumer purchases. Moreover, although some i nd i v i dua l s may f o r a 
t ime incur debts i n order t o spend i n excess o f t h e i r current incomes, 
i nd i v i dua l s as a group do not o r d i n a r i l y consume a l l o f t h e i r income. 
I t f o l l ows t ha t unless p r i va te c a p i t a l ou t l ays , exports, or Govern-
ment net disbarssments increase s u f f i c i e n t l y t o f i l l the gap, a 
considerable dec l ine i n a c t i v i t y and incomes, a f t e r a per iod o f heavy 
inventory accumulation, must r e s u l t f rom the mere cessat ion o f such 
accumulation. 

The size of the decline in business volumes af ter the present 
growth in inventories has ended depends upon (1) the willingness or 
disincl inat ion of business men to continue holding larger inventories, 
and (2) the extent of the increase l a domestic capital outlays. I f 
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i t appears l i k e l y that the war w i l l be long drawn out and that i n -
creased war demands w i l l l a t e r be forthcoming, business men may be 
disposed to maintain inventor ies at a high l eve l through the i n te rva l 
of decl in ing business volumes. I f , on the other hand, there are good 
prospects of an ear ly terminat ion of the war, or i f the i n i t i a l mood 
of buoyant optimism concerning prospective war demands gives way to 
undue skepticism concerning the eventual emergence of such demands, 
a concerted e f f o r t may be made by business to l i qu ida te i t s swollen 
inventor ies . I f business concerns are w i l l i n g to continue holding 
la rger inventor ies, the growth i n ce r ta in types of domestic cap i ta l 
out lays should prenrent business volumes from decl in ing a l l the way 
to prewar l eve l s . I f a concerted e f f o r t i s made to reduce inventor ies, 
the resu l t i ng decl ine i n business volumes probably w i l l more than 
cancel the August-December advance. These a l te rna t i ve p o s s i b i l i t i e s 
are i l l u s t r a t e d , respect ive ly , by the dotted and dashed l i nes i n the 
preceding diagram; these l i nes are designed merely to indicate 
graph ica l ly the conclusions of the above analys is , and should not be 
regarded as precise forecasts. 

The ant ic ipated decl ine i n i n d u s t r i a l a c t i v i t y and incomes 
may re tard the growth i n new domestic orders f o r cap i ta l equipment. 
This re tard ing inf luence w i l l be accentuated i f i n te res t rates should 
r i s e considerably, or i f pr ice increases are put in to e f fec t f o r 
products of s t ra teg ic importance i n cap i t a l goods a c t i v i t y . The 
r i s i n g tendency of i n te res t rates now appears to have been d e f i n i t e l y 
cheeked, but the p o s s i b i l i t y of increases i n administered pr ices 
cannot yet be ru led ou t . Such increases, i f made, would consider-
ably i n t ens i f y the decl ine i n business volumes, both by somewhat 
prolonging the inventory boomlet, and by discouraging needed cap i ta l 
out lays i n such f i e l d s as ra i l r oad equipment, e l ec t r i c power equip-
ment, i n d u s t r i a l machinery, and res iden t i a l construct ion. 
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