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CONFIDENTIAL October 24, 1939

MEMORANDUM FOR: Mr. Despres
FROM: Alfred Sherrard

RE: CRITERIA OF PRICE CONTROL

Summarz

In certain quarters, voluntary cooperation between industry
and Government, centering around the trade association, has been
suggested as an appropriate method of regulating prices.

Price control should be designed with several ends in view,.
The most important of these are:

l. To control speculative accumulation of inventory. This requires
mere stabilization of prices, regardless of their level, It might there-
fore be achieved by the voluntary cooperation of industry, since the
advantages of predictability are perhaps sufficient to induce compliance
with a stabilized price--especially if it were relatively high.

2. To encourage long-run investment and employment. The revenue
resulting from price rises must be absorbed to some extent in unproduc-
tive balances--such as depreciation or amortization accounts, corporate
surpluses, or private savingse. Thus from this point of view the purpose
of control would be to keep prices as low as possible without discourag-
ing desirable capital expenditurcs., The trade association is an in-
adequate instrument for achieving this end, since the mombers of any
industry are likely to profit by high prices for their own products.

The representatives of any particular industry cannot be expected to
submerge its intorcest in those of the cconomy as a wholo.

3. To provent distortion of the industrial structurce. Many indus-
tries may be extremely prosperous during wartime cven though their
prospocts for tho longer future aro far less sanguine. If they are
allowed to expand now, the result will be unwanted capacity and stranded
workers after the war. PFurthermore, desirablec activity in housing and
other consumer goods fields may well be checked by the very forces that
causc undesirablc oxpansion in other directions. Price control alone
cannot copc with this problom, since somec price advances should probably
be encouragod in the war-goods industries as a means of rationing.
Excess profits taxation and perhaps even export control should supploment
price poliecy in this connection.
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Indireet pressurc through such agencies as the FIC, the Anti-
Trust Division, and perhaps even the TNEC is probably the most effec-
tive immediate approach to the price control problem. If a real war
boom should develop, dircct Govermment price regulation might be nec~
essary, but it should be avoided as long as possible because of the
administrative difficulties involved. Meanwhile the Government should
avoid establishing any mechanism that it cannot controle In particular,
it should avoid even the appearance of sanctioning prices established by
producers in their own interest., Far better, in the absence of direct
regulation, to allow business men to bear the onus before consumers and
the goneral public for the price advances that they announce.
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October 23, 1939
CONFIDENTIAL (Revised October 24)

MEMORANDUM FOR:  Mr., Dospres

FROM: Alfred Sherrard

RE: CRITERIA OF PRICE CONTROL

Since the outbreak of war in Europe, suggestions for the
voluntary cooperation of industry and Government for the control of
prices have again become prevalent., Most of these schemes, as in NRA
days, give a central place to the trade associations, relying upon them
largely for enforcement as well as for the formulation of standardse.
Such a method of regulation, entered into without clearly understood
objoctives, might well have highly dangerous consequences.,

Price control under present conditions should be designed
to serve sevoral purposcss The most obvious aims are discussed below,
but others could no doubt be added.

1, To control speculative accumulation of inventory. Inventory
accumulation is a form of cepital expenditure and, as such, a stimulant
to business, The incentive to amass stocks of commodities is not high
prices, however, but the cxpectation of rising prices, When this
expectation no longer exists, speculators w scll in order to realize
their paper profits. Such sales may even reverse the trend, creating an
snticipation of falling prices and thus loading to further sales. Busie
ness activity based upon inventory accumulation is necessarily precar-
ious, since an upward trend of prices cannot continue forever. Employ=-
ment, boing dependent upon production; thorefore fluctuates violently
during en inventory boom and collapse,

This aspect of the price control problem might be rather success-
fully handled through the voluntary cooperation of industry, since a
mere stabilization of prices--at any level--would be sufficient, The
advantages of predictability might be sufficient to insure compliance
with a stabilized price--especially if it werc relatively high.

Furthermore, if prices are to advance, a single sharp rise, with
no further movement anticipated, is preferable, from the point of view
of inventory speculation, to a sories of minor advances. This condition
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might also be achieved through trade association activity encouraged
by the Govermment, and should be welcome to most business mene.

2. To encourage long-run investment and employment, As prices
in general rise, the volume of goods and services, and therefore the
volume of employment, represented by any given rate of consumer spend=-
ing and capital goods purchases decreases, Thus if employment is Yo
be mainteined, the rate of expenditure-<by consumers and producors
together«-must be incrocased.

To the ecxtent that price advances represent increascd dircet costs--
in particular, higher wages or lower productivity per worker--they prob-
ably lecad to some coxpansion of consumer cxpenditurc., To the extent,
however, that they arc absorbed by increased depréciation or amortization
charges or retained carnings, therc is no such offsetting contribution to
incomos. If increcased carnings are distributed as dividonds, the effects
will be intermediate; therc will be some stimulus to consumption, but a
largo part of the increcascd carnings will romein unspente (Highor prices
may also, of course, be cxplained by incrcased raw matorial costs. Raw
material costs, however, may in turn be analyzed into wages, charges to
various deprcciation and amortization accounts, interest payments, and
profit, In othor words, the revonue derived from highor prices muste-
viewing the cconomy as a wholco--find its way into onec of theso categories
and thus producc some combination of the rcsults discussod abovea)

In any case, consumcr cxpenditure cannot expand sufficiontly to
maintain cmployment as prices rise. Thus increased capital outlayse—-
either private or publice-bccome necessarye, Until the capacity of
existing equipment is strained, a sufficicent volume of privetc expend-
iture on capital goods is unlikely. Thoe obstacles to large-scale
public investmont arc formidable cnough to suggest, thercfors, the
desirability of vigorous pricc control,.

The purposc of control, from this point of view, would bec to keep
priccs as low as possiblc without discouraging desirable private invost-
mente (The criterion of desirable investment will be discussed in the
next scetion.) For such a purposc, the trade association is clearly an
inadequate instrument. To be sure, thc members of any industry may
bonefit by low prices in all other industries, but they benefit cven
morc by high prices for their own product. Nobody whosc responsibility
is primarily to onc industry can in justice be expeeted to submorge its
interest in that of the cconomy as a wholee Price regulation for the
national welfarc can be achieved only by an agency with national respon-
sibility and with no obligations--pecuniary or emotional--to any particular
firm or industry.
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3« To provent distortion of the industrial structurce. In the
present wartime situation, many industrics may be oxtremely prosperous
even though their prospects for the longer futurc arce far from sanguine.
Should those industries be allowod to expand in rosponse to an'ephemeral
demand, grave problems of postwar rcadjustment will be created. Not
only will excess capacity cxist~-in itself a wasto of resourcos--but
labor will be transferred to regions and occupations in which there will
later bec no jobs,

Under present circumstances this difficulty is accentuated becausc
the very industries most likely to profit from an expansion of exports
would profit further from their own cgp ital exponditures. Stecl, for
exemple, is used for constructing steel mills; to the extent, thercfore,
that projects for increasing mill capacity arc undertaken, the oxisting
capacity is further strained and the impetus to oxpand is reinforcede

The negative aspect of unduc dovelopment in some fields is the
inhibition of desirable activity in otherse. As the prices of building
meaterinls rise, for exomple, in response to orders for plant expansion
in the heavy industries, private housing activity will be rctarded.
This would be unfortunate not only because better living quarters are
urgently wanted; it would also causc the unemploymont of many building
workers, cospccially in the smaller towns and in agricultural areas, who
would be unable to transfer to industrial construction. A similar
situation might be expected in most consumer goods ficlds,

This problem is rather more complex than those previously examinod,
and its rcmedy cammnot be stated so simply. The most obvious suggestion
is that prices of heavy industrial products should be kept down, so that
the profits that would stimulatc and partially finance plant cxponsion
might be curtailed., If, however, demand at presont prices is more than
sufficient to absorb the maximum output of existing equipment, sone
rationing device must be found unless capacity is to be increased. Price
advances are by far the simplost method of rationing, espccially under
conditions in which there is no desirc to diseriminate among customerse
Rationing of cxports might be defended as a desirable discrimination in
favor of domestic purchasers, Similarly, pricc inereascs on products
largely oxported--implements of war, for oxample, if the presont embargo
is repealed--might well be oncouragede)

This apparent contradiction in aims suggests that price rcgulation
must not be considered in isolation, but as part of a larger policy
designed to minimize the ill effccts of the Europoan war upon our
economy. In cases wherc pricoe advances are allowed or cnecouraged,
some other device--such as an excess profits tax~~should be used to
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prevent industrial distortion and the absorption of income into un-
productive balances. Conversely, if prices are to be kept low in the
face of rising demand, another method of allocating output among
customers-~possibly some form of export control--might be needed.
Equity and expediency are sure to conflict at times if control is
applied at only one level of the business structure, but they may
usually be reconciled by a flexible policy applied simultaneously at
several levels,

Direct governmental price regulation is probably too cumber-
some to be worth introducing except at a time of actual economic crisise.
Perhaps the most effective technique for handling the present situation
would be an intensification of effort by already existing agencies. The
heavy industries, which are the arce of most immediate concern, arc
sufficiently repletc with skcletal anomolics in their bank vaults to be
fairly susceptible, perhaps, to & pressurc-by-insinuation applied through
the Anti-Trust Division, the FIC, and conceivably the TNEC. The position
of the Federal Govermment as an important purchaser of many industrial
products might provide leverage for similer indirect influence,

If coordinastion among the agencics concerned with price control
socms nocessary, it could be achicved moro cffoctively through an intor-
departmental committce than through a grandiose new Authority unfamilisr
with the work that has alrcady been donc,

It must be cmphasized, however, that no form of indireet prossurc
would be sufficicnt to combat price inflation if a real boom in the war
industrics should occur, Furthermoro, no closc approach to an ideal price
pattern with rospect to the desirable long-run allocation of resourcos
can bc expocted to rosult from such a policy of mere opportunism. Dircet
price recgulation, nonctheless, prescnts such major administrative dif-
ficulties, that it should be introduccd only whon less cumbersome methods
appear complctely inadoquatc. Meanwhilec, howevor, the Govormment should
avoid establishing any mcchanism that it cannot control. In particular,
it should avoid cvon the appearance of sanctioning priccs cstablished
by producers in their own interest. Far botter, in tho absence of direct
recgulation, to allow business mon to boar the onus beforc consumers and
the goeneral public for the price advances that thoy announce. The
illusion of sclf-rcgulation is simply another form of the fallacy that
a man is the best judge in his own casce.
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FOREIGN HOLDINGS OF GOLD, DOLLAR BALANCES, AND AMERICAN INVESTMENTS - END OF AUGUST, 1939

(In millions of dollars)

Confidential

Non=European
World United Kingdom,| Germany, Smaller Yon- United Kingdom, Frenoce, end British Empire Germeny, Itely, & U.S.S.R| Smaller European Countries Neutrall):
(outside | Framce, end Italy, Buropean | European|| United r British|[British|Australia & Tatin A1l
U.S. )| British Empire | and U.S.S.R.| Countries| Neutrals|| Kingdom| France| Canada)india |Africa [New Zealand| Germs.nyTItaly[ U.S.S.R.| Belgium|Netherlands [SwitzerlemdlSwedenl Other| America| Others
Gold Reserves
Under earmerk at New York 1,131 252 - 831 48 - 262 - - - - - - - 220 314 185 88 25 43 5
Other 10,608 5,488 1,372 2,765 983 2,000 2,748 218 274 222 26 29 193 1,150 411 455 400 267 1,231 609 374
Total 11,739 5,740 1,372 3,596 1,031 2,000 3,000 218 274 222 26 2150 651 N
Dollar Balances
Official 445 132 5 265 43 54 28 50 - 1 4 4
- - 4 80 153 24 25 8
Private 2,460 1,157 21 605 697 540 288 306 3 # # 10 11 - 100 156 204 7 139 365 séz
Total Z,905 1,285 26 870 720 594 318 356 3 # ¥ 11 11 4 104 ~ 159 288 160 183 350
American Investments
Securities readily negotiabdble
Common stocks (market valus) 2,055 1,060 # 630 365 530 135 395 # # # # # # # 275 290 # 65 30 335
Preferred stocks (merket
value) 310 200 # 85 25 120 15 65 # # # # # # # 26 0 # 0 5 20
Bonds (merket value) 455 160 # 265 30 80 40 40 # # # # # # ¥ 175 55 ¥ 35 5 2
Total (merket velue) — 2,820 1,420 ¥ 580 0 30 190500 F ¥ ¥ ¥ ¥ ¥ # 343 375 ¥ 10 380
Investments not readily
negotiable (various bases of
value)
Direct investments (book
value) 1,680 1,185 # 425 70 765 26 405 # # # # # # # 250 100 # 7% 5 65
Other investments (various
bases of value) 760 390 # 245 126 165 55 170 # # # # # # + 130 70 4 46 10 116
Total (various
bases of value) 2,440 1,575 # 670 195 920 80 676 ¥# # # # # # # 380 170 # 120 15 180
Grand Total (various
bases of value) 5,260 2,995 # 1,650 615 1,650 270 1,075 # # # # # # 855 545 # 260 56 560
GOLD, DOLIAR BALANCES, AND AMERICAN
~——SEGURITIES (readlly mogotisble)~ 17,464 8,429 1,398 5,446 2,191 3,324 3,506 1,074 277 222 26 40 204 1,154 735 1,408 1,244 515 1,549 1,082 1,109
GOLD, DOLLAR BALANCES, AND AMERICAN
TNVESTMENTS (includes invest-
ments not readily negotiable) 19,904 10,004 1,398 6,116 2,386 4,244 3,586 1,649 277 222 26 40 206 1,164 736 1,783 1,414 516 1,669 1,097 1,289
Annual Gold Production - 1938 1,145 74T 176 17 208 - 3 165 11 487 61 - 1 178 - - - 8 1 89 116

¥ Small amounts not shown separately in available sources.

* Includes $20 millions of British Empire production outside regions shown separately.

Statistical Note
Tosorves: Figures are for variou

United Kingdom, France, and U.S.S.R.
investments:
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Based upon Department of Commerce estimates, with edjustment for recent changes.

Gold production:

s report dates near the end of August except that in certain instances where complete reports were not available for a recent date figures were estimatsed, notably in case of
Dollar balances: Figures reported for August 30 except that holdings by countries were partly estimated in oertain oases, notably Sweden, Belgium, and Other Europe. Foreign
1938 figures partly estimated in certain oases, notably U.S.S.R.




Form F, R. 131
BOARD OF GOVERNORS

OF THE

FEDERAL RESERVE SYSTEM

Office Correspondence Date_Noverber &, 193

To. Cheirmen Eccles Subject:

.om Emile Despres

Referring to my memorendum of October 2l
regarding Ben Cohen's recuest, communicated through
Devid Ginzburg, I have been mesning to tell you that
shortly thereafter Cohen spolre to me directly etout
this propossl. It turned out that the thought in his
mind coincided with vour views in the mstter. His
suggestior was that a few of us who knew each other
might find it helpful to get together on occesional
evenings in order to discuss genersl questions of current
interest., He made it cleer thet this was merely en in-
formal suggestion which we might follow or not as we
liked, and that it was in no sense an instruction or
even g request from him. It eppears that cur c?iginal
doubts about this were cdue to the fasct that Cohent's

suggestion was somewhat gertled in transmission.
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