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B O A R D O F G O V E R N O R S 

F E D E R A L R E S E R V E S Y S T E M 

O f f i c e C o r r e s p o n d e n c e pate October 2011939 
To Chairman Eccles Subject:: The War Boom and Some 

_ ̂ om Emile Despres Imp l i ca t ions f o r Po l i cy 

I # "THE 1-m BOOM" 

The in f luence o f the European war upon the .American economy-
w i l l be exerted through i t s e f f e c t s (1) upon our exports t o f o r e i g n 
count r ies , both b e l l i g e r e n t and n e u t r a l , and (2) upon our own armament 
ou t lays , and other pub l i c expenditures and r e c e i p t s . TJhat happens 
t o domestic c a p i t a l expenditures, consumer ou t lays , t o t a l employment, 
and na t iona l income, depends l a r g e l y upon the behavior o f these two 
f a c t o r s . Appra isa l of these two basic f ac to rs ind ica tes t h a t : 

1. The st imulus o f wartime demands w i l l develop much more 
s lowly than the business community now expects. The 
premature boomlet which we are now experiencing w i l l 
probably be fo l lowed by a sharp reac t i on e a r l y i n 1914-0. 

2 . Tota l a c t i v i t y and employment, even when wartime demands have 
reached t h e i r peak, w i l l remain f a r below p rospe r i t y l e v e l s . 
Unemployment nay be reduced from 10 m i l l i o n workers t o 6 
or 7 m i l l i o n , but not t o 2 or 3 m i l l i o n . 

3. Owing t o the abnormal character o f war demands, the war w i l l 
leave behind some redundant c a p i t a l equipment ( e . g . , s tee l ) 
and a large body o f workers f i r m l y entrenched i n communities 
where they w i l l have l i t t l e chance o f f i n d i n g jobs i n t h e 
f u t u r e . The postwar problem o f unemployment w i l l be more 
i n t r a c t a b l e than our present unemployment problem. 

These po in ts w i l l be b r i e f l y discussed i n the subsequent paragraphs: 

1. Slowness o f TiTar Boom 

a. Foreign buying of American goods w i l l show only a slow 
increase. Our exports of heavy i n d u s t r i a l products 
w i l l increa.se, but f o r a considerable t ime t h i s ex-
pansion w i l l be near l y o f f s e t by a decl ine i n our 
exports o f farm products (wheat, co t ton , tobacco) and 
l i g h t consumer goods. 

( l ) Trade w i t h count r ies a f fec ted by B r i t i s h naval 
blockade w i l l be promptly and sharply c u r t a i l e d . 
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Our t rade w i t h these count r ies produced an expor t 
surplus o f f305 m i l l i o n s i n 1938, or over one-quarter 
o f our t o t a l export surp lus* 

(2) Great B r i t a i n and France are determined t o draw 
on ly spa r ing l y on t h e i r go ld and exchange reserves, 
i n order t o conserve t h i s important element i n 
t h e i r economic s tay ing power. To avoid drawing 
h e a v i l y on these reserves, they vrill ob ta i n food-
s t u f f s and raw ma te r i a l s l a r g e l y f rom t h e i r own 
p o l i t i c a l and economic empire, whose product ive 
power has g r e a t l y increased since 191U-18. As a 
f u r t h e r means o f conserving reserves , Great B r i t a i n 
and France have imposed thoroughgoing systems o f 
d i r e c t economic c o n t r o l ; through such con t ro l s t h e i r 
imports o f many types o f goods r e l a t e d t o c i v i l i a n 
requirements a.re be ing cons iderab ly c u r t a i l e d , wh i l e 
imports o f goods r e l a t e d t o war needs w i l l be expanded 
on ly s low ly , as a widening o f the scale o f h o s t i l i t i e s , 
consumption o f m a t e r i e l , l oss of l i f e , and impairment 
o f i n d u s t r i a l f a c i l i t i e s through enemy bombing make 
such expansion e s s e n t i a l . 

(3) Our expor ts t o L a t i n America and t o other non-European 
n e u t r a l s can expand s i g n i f i c a n t l y on ly a f t e r these 
coun t r ies have rep len ished t h e i r depleted go ld and 
exchange reserves through increased sales o f food-
s t u f f s and raw ma te r i a l s t o Great B r i t a i n and France. 
Only then w i l l they be i n a f i n a n c i a l p o s i t i o n t o 
increase t h e i r purchases from t h e Un i ted Sta tes . 

Despite growing expendi ture f o r armaments, t he Federal Gov-
ernment 's net ou t lays which con t r i bu te t o community income 
w i l l • dec l ine somewhat dur ing the second h a l f o f the present 
f i s c a l year , owing c h i e f l y t o reduced W.P.A. expendi tures 
and increased t a x r e c e i p t s . Net out lays by quar ters f o r 
the f i s c a l year ending June 30, 19k0 are est imated as 
f o l l o w s : f i r s t quarter 910 m i l l i o n s , 

second quar ter 930 m i l l i o n s , 
t h i r d quar ter 820 m i l l i o n s , 
f o u r t h qxarter 7l\0 m i l l i o n s . 

The present sharp spur t i n business volumes, though i t 
r e f l e c t s increased buying o f c e r t a i n types of c a p i t a l goods, 
i s based predominant ly upon i nven to ry accumulat ion. This 
i nven to ry accumulat ion i s t he r e s u l t o f the f e v e r i s h rush 
t o p lace orders.which immediately fo l lowed the outbreak 
o f war , owing t o the exaggerated opt imism o f American 
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business men concerning war demands. I t seems 
i n e v i t a b l e t h a t there w i l l be a sharp dec l i ne i n 
business volumes e a r l y i n 19^0, when the bu l k o f 
these orders have been f i l l e d and i nven to ry ac-
cumulat ion has ceased. 

2 . Inadequacy o f War Boom 

Even when wart ime demands are at t h e i r peak, our economy 
Y f i l l p robably be opera t ing a t f a r below capac i ty l e v e l s and 
the number o f uiiemployed w i l l p robably be on ly 3 o r b m i l l i o n s 
under recent l e v e l s . I t i s est imated t h a t w i t h our present 
work ing f o r c e , a volume o f i n d u s t r i a l p roduc t ion about 60 
per cent above immediate prewar l e v e l s would be requ i red t o 
reduce unemployment t o normal p ropo r t i ons . 

a. I t seems u n l i k e l y t h a t our annual expor t su rp lus , 
a t i t s peak, w i l l exceed 2g or 3 b i l l i o n d o l l a r s . 
This i s equ iva len t t o a mon^ly average o f 250 or 300 
m i l l i o n d o l l a r s as compared w i t h an average o f about 
100 m i l l i o n s i n 1938 and about 55 m i l l i o n s i n t he 
f i r s t e i g h t months o f t h i s yea r . 

b . Our armament program w i l l doubt less be g r e a t l y expanded, 
but t h i s w i l l be accompanied by impor tan t , automatic 
o f f s e t s i n t h e form o f increased t a x revenues, even i f 
e x i s t i n g t a x ra tes are l e f t una l t e red , and by reduced 
Yf.P.A. expendi tures and unemployment insurance b e n e f i t s . 
Moreover, i t may be assumed t h a t enlargement o f armament 
ou t lays w i l l be f u r t h e r o f f s e t by r a i s i n g taxes , or 
reduc ing p u b l i c works, housing, and L. A. A. expend i tu res , 
or b o t h . 

c . The d i r e c t impacts o f war demands w i l l be c h i e f l y con-
cen t ra ted i n a few heavy i n d u s t r i a l l i n e s , such as 
mun i t i ons , chemicals, petro leum products , a i r p l anes , 
sh ips , machinery, and s t e e l . I t i s u s u a l l y he ld t h a t 
a g iven volume o f p r imary , s t i m u l a t i n g expendi ture w i l l , 
i f concentrated i n a few f i e l d s , have a l a r g e r cumula-
t i v e e f f e c t on t o t a l a c t i v i t y and employment than i f the 
seme amount o f spending had been t h i n l y spread over many 
f i e l d s . The concen t ra t ion o f expendi ture may induce 
extens ive p l a n t expansion programs i n t h e i n d u s t r i e s 
s p e c i f i c a l l y a f f e c t e d ; d i f f u s i o n o f the i n i t i a l expendi-
t u r e makes p l a n t expansion i n p a r t i c u l a r l i n e s less 
necessary. The concen t ra t ion o f the spending s t imulus 
should induce c a p i t a l ou t lays not on ly i n f i e l d s wh ich 
would be s t imu la ted by o rd i na r y , peacetime recovery, such 
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as housing, r a i l r o a d equipment, and e l e c t r i c power 
equipment, but also i n the armament, chemical, 
mcahinery, and i r o n and s tee l i n d u s t r i e s , which 
would be much less s t imula ted i n a balanced pe ace time 
recovery. 

d. I f t h i s were the whole s t o r y , one would be obl iged t o 
conclude t h a t concentrated war demands w i l l hare a 
more powerful s t imu la t i ng e f f e c t on t o t a l a c t i v i t y than 
an equivalent amount o f d i f f u s e d peacetime spending. 
The f a c t t h a t war demands are regarded as temporary and 
o f abnormal character produces, however, de ter rents t o 
the expansion of t o t a l a c t i v i t y and employment "which 
g r e a t l y outweigh the st imulus due t o the concentrated character 
o f the i n i t i a l expendi ture. 

(1) I n a number of i n d u s t r i e s , adaptat ion t o the p ro -
duct ion o f war goods can be r e a d i l y brought about through 
r e l a t i v e l y inexpensive conversion o f e x i s t i n g equipment. 

(2) Output can be expanded i n many war -a f fec ted indus-
t r i e s through more in tens ive use o f e x i s t i n g p lan t and 
equipment, f o r example by extending f u l l t ime working 
hours f o r present working forces or by adding new 
workers and t r a n s f e r r i n g from a one s h i f t t o a two or 
three s h i f t bas is . I ndus t r i es i n t h i s group inc lude 
a i rp lanes, armaments, machinery, and sh ipbu i l d ing . 

(3) I n t he armament, chemical, a i rp lane , and sh ipbu i l d ing 
i n d u s t r i e s , -where new c a p i t a l out lays w i l l be requ i red 
despi te more in tens ive u t i l i z a t i o n o f e x i s t i n g p lan t , 
products m i l be p r i ced to inc lude p rov i s i on f o r r a p i d 
w r i t i n g o f f of the new equipment and f o r abnormally 
h igh p r o f i t s , owing t o the t r a n s i t o r y and d i s t o r t e d 
character of war demands. Thus, these c a p i t a l ou t lays , 
ins tead of p rov id ing a means of i n j e c t i n g i n t o the 
income stream the i d l e funds of the economy as a whole, 
w i l l be f inanced i n large pa r t f rom the swol len p r o f i t s 
and generous deprec ia t ion allowances o f the war i n d u s t r i e s . 

For a l l these reasons, the cumulat ive st imulus t o t o t a l ac-
t i v i t y and employment provided by temporary and abnormal war 
demands m i l be much smal ler than the st imulus which an 
equivalent volume o f d i f f u s e d , peacetime expenditure TOuld 
f u r n i s h . 

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



-5-

3. Postwar D is locat ions 

a. As mentionned above, c a p i t a l expenditure not subject t o 
quick w r i t e - o f f i s l i k e l y t o be undertaken i n r a i l r o a d s , 
e l e c t r i c power, i r o n and s t e e l , and housing. I n the 
f i r s t two i ndus t r i es expansion and modernizat ion o f 
c a p i t a l equipment i i h i g h l y des i rab le t o meet the r e -
quirements o f peace time p r o s p e r i t y . I n t h e i r o n and 
s tee l i ndus t r y , the case i s much more doub t fu l , and i n 
housing, there i s sor ious danger t h a t cons t ruc t ion , 
ins tead of occurr ing i n l o c a l i t i e s where i t can be 
use fu l i n the f u t u r e , w i l l be undertaken i n the l o c a l i t i e s 
exper iencing a temporary boom. 

b . The present degree o f m o b i l i t y of the unemployed working 
fo rce i s qu i te h igh , both geographica l ly and occupat iona l l y . 
About th ree-quar te rs are under I4.5 years of age and more than 
h a l f are under 35* the p ropo r t i on o f young workers being 
much higher than f o r the working popu la t ion as a whole, 
w i t h a few except ions, such as New England t e x t i l e 
workers, most o f the unemployed axe so s i tua ted t h a t 
they can r e a d i l y move from t h e i r present l o c a l i t i e s t o 
the places where jobs are ava i lab le and are s u f f i c i e n t l y 
adaptable t o be qu ick l y taught sem i -sk i l l ed t rades . 
As a desperate means o f making ends meet a f t e r a f asbfon, 
many of the i n d u s t r i a l unemployed have moved t o r u r a l 
areas where the need f o r cash income i s smal l , or t o 
l o c a l i t i e s i^iere odd jobs and pa r t t ime jobs are most 
f requen t l y ava i l ab le ; these workers could and would move 
qu ick l y from these l o c a l i t i e s i f good jobs were open 
elsewhere. I t w i l l be extremely d i f f i c u l t , however, t o 
s h i f t workers f rom war i ndus t r i es a f t e r the wartime 
demands have disappeared. Many of the newly-employed 
workers, f o l l o w i n g a b r i e f per iod o f apparent ly s tab le 
employment and income, w i l l marry, ra ise f a m i l i e s , and 
buy houses, and become f i r m l y rooted i n the l o c a l i t i e s 
t o which they have moved. From a long- run s tandpoin t , the 
problem of g e t t i n g these workers i n t o peacetime jobs i s 
f a r more d i f f i c u l t than t h a t o f drawing the workers i n t o 
the war i n d u s t r i e s . 

c. The l a s t war produced a marked expansion o f both our 
a g r i c u l t u r a l and i n d u s t r i a l output . The a g r i c u l t u r a l 
expansion created grave postwar d i f f i c u l t i e s . The 
i n d u s t r i a l expansion was welcome on the whole, even 
though the des i re t o keep some of our war -s t imu la ted 
i ndus t r i es a c t i v e l y employed may have been p a r t l y res -
ponsib le f o r our unfor tunate p o l i c y o f h igh t a r i f f s and 
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encouragement t o f o r e i g n lend ing. Under present con-
d i t i o n s the character of war demands w i l l scarcely be 
such as t o create a new, postwar a g r i c u l t u r a l problem, 
but the war expansion o f the heavy i ndus t r i es i s l i k e l y 
t o become a major source o f postwar d i s l o c a t i o n . I n 
t h i s respect , our postwar economic problem may be 
comparable t o t ha t of England1 s d is t ressed area problem 
a f t e r the l a s t war* 

I I . POLICIES TO IIITIGATS THE E f̂iRLY 19bP DECLIKE 

1. Discourage increases i n administered p r i ces . 

2. Check any renewed tendency towards higher i n t e r e s t ra tes . 

Urge upon r a i l r o a d s and e l e c t r i c power companies, by whatever 
means ava i l ab le , the need f o r a n t i c i p a t i n g t h e i r requirements 
f o r new equipment and avoiding congest ion and delays l a t e r on. 

i^. Defer t o the spr ing months the scheduled w in te r increase i n 
Tf.P.A. a c t i v i t i e s . 

5» Postpone t o the spr ing a l l postponable Government procurement. 

6. Try t o ac t i va te lo f t cost housing p ro jec ts under F.H.A. f inanc ing . 

I I I . THE BUDGET FOS FISCAL YEAR 19kl 

1. Don't cut pub l i c works out lays or A.A.A. b e n e f i t s , and don ' t 
c u r t a i l T7.P#A. sharp ly . 

2. Cover increased arms out lays by add i t i ona l taxes on p r o f i t s , 
such as: 

a. more adequate c a p i t a l gains taxes . 

b . t ax i n d i v i d u a l stockholder on basis o f h i s share i n 
t o t a l accrued earnings instead of cash div idends 
received. (The present Supreme Court probably would 
not declare such t a x a t i o n uncons t i t u t i ona l ) 

c . excess p r o f i t t a x 

3 . The p o l i c y o f main ta in ing n o n - m i l i t a r y out lays and t ax i ng 
p r o f i t s w i l l d i v e r t t o other sectors of the economy the s t e r i l e 
p r o f i t s accruing f rom war i n d u s t r i e s . I t w i l l both m i t i g a t e 
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the worst features o f t he l o c a l i z e d boom i n war i n d u s t r i e s , 
and a l low a pa r t o f t he p r o f i t s o f these i ndus t r i es t o 
s t imula te the res t o f the economy. i opposite f i s c a l po l i cy 
would r e t a rd general recovery wh i le a l lowing the war p r o f i t s 
boom t o become accentuated. 
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