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AN ADDRESS
BEFORE THE
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CHaIRMAN OF THE BOARD OF GOVEERNOES
OF THE
FEDERAL RESERVE SYSTEM

It is particularly gratifying to me to have this opportunity today
to speak before the American Farm Bureau Federation. Your leaders and
members, to a much greater extent.than some of the other organized groups
in this country, are approaching fundamental economic problems from a
broad public-interest standpoint. 1 feel, therefore, that I can discuss
here some of the problems as 1 see them at this time, knowing that you
are interested, as we who are charged with certain monetary responsibili-
ties must be, in finding wherever possible the solutions which will be of
the greatest benefit to the nation as a whole.

I do not need to tell you that your daily life and prosperity sre
dependent on developments in industry and trade, and that the proper
functioning of the monetary mechenism is of sreat concern to you. Ac-
cordingly, you will understand why I wish to confine my remarks lsrgely
to an interpretation of the present situation in the industrial and mon-
etary field, rather than to attempt to discuss the agricultursl problem
which you know so much better than I do. 1 would rsther listen to you

on that subject.
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iuring the past three yesrs 1 have lived continuously with the
problem of how to achieve and @msintein full and continuous émployment
of the country's humsn and material resources. I have been chiefly
concerned with the contribution the Federal Government in general and
the Federsl Reserve System in particulsar could make to the solution of
the problem. As time has pussed, I have become increusingly impressed
with the dange; to our common gosl resulting from conflicting policies
of different economic groups. Before we can achieve & larger measure
of stability we will have to find some way of ensuring thet the policies
of private business and organizations, whether cf farmers, of labor, or
of business men, ars not in conflict with our common objectives.

From 1934 up to the lust quarter of 1956, we had an orderly recovery
movenment. The steady expsnsion in consumer incomes and buying power, in
considerable paft sttributshle to what the Government spent in excess of
what it collected, led to « stecay growth in production. The Index of
Industrial Production moved grudually upward from 86 in bLecember, 1934,
to 110 in Oetober, 1836, while the Index of Payrolls rose 39 percent in
the samc poriod. -<holcszlce commodity prices remained prectically un-
changed, se¢ thet the cxpansion in the naticnal ingome from 193¢ to 1036
of sams 414 billicn represcnted not merely morg mordey received by our
puople, but an increasg in the smownt of goods ﬁh&t they could purchasc.

The orderly cheracter of the rocsvery moveinent, under which such
steady progress hud boen mede, underwent o drestic change in the final

querter of 1836, wnd in the six months following October of last year
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pricos. began to rise rapidly. 1t was in this six months' period that
the groundawork of the precent recession was laid.

Among the factors contributing to the upsurge in costs, prices
and inventory buying, were the bonus payments coming on top of already
heavy Government expenditures and giving a sharp additional impetus to
consumer buying. The orgaenizing campaign of labor, together with the
drive for higher wages and shorter hours, added to expectations of
higher prices. The rearmament program in various countries contributed
to the general inflationary sentiment. A sellers!' market developed and
widespread advantage wes taken of it to increase prices. Various import-
ant soctors of industry which had not added to thejr productive capacity
in the preceding years found themselves unable to promise quick delivery,
leading to still furtaer piling up of orders and higher prices. The
prices of various internationally-controlled raw materials skyrocketed,
while bond prices declined.

The longer this condition persisted and the further wage costs and
pricus ;dvanced, the more severc the incviteble reaction was bound to be.
Therefore, before the movemant, acquired further momentuwn, the President,
on April £, issued & werning statement. The previous smnouncement by the
Buaerd of Guvernors of raised reserve requirsments for member banks, which
I shull discuss in more detzil later, temded to dininish the fear or ex-
pectation of credit infiation. In any case, o demper was put on infla-

tionary sentiment. Prices tomporarily leveled out. Industrial production,

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



Digitized for FRASER
https://fraser.stlouisfed.org

-4 -

though interrupted here and there by strikes, was broadly meintained.
But it was mainteined en the'b&sis‘largely of forward orders énd pert
ot the output was piling up in the form of inventories rather than mov-
ing forward to consumers.

The backlog of orders which had accumulated in the winter and spring
in anticipation of price advences kept business going until well along in
the summer. Balance sheets of industrial corporations and mercantile
ectablishments reveal that in the latter part of this summer inventories
were in excess of whst thoy were lost year while ot the same time snles
very deelining. 1f sales to consumers had contiﬁucd to increase, inven-
torices could have been rapidly cbsorbcd. As far as can be judged from
aveilable {igures, however, consumer buying did not increassz after lost
spring. The income of consumers apparently ceased to expond after Moy
snd the volume of their purchescs likcwise failed to increase.

An important factor in the arrested growth of buying by consumers
was the failure of building activity to expand. Thefe was every reaszon
to expect residentiel building of substantial proportioms this yeur. The
national ihcome wes running considerably above 1836, rents were rising,‘
and the accumulated housing shortage was growing more acute. A4s has ire-
quently bewn pointed out, we.should be building en averagé of some 800,000
housing units & year for five years to make up for the shortages, to offé
set demolition and tu provide for the normal growth in the number of ram-
ilies.

Yot, instead of increasing, residential building actually turned down

in May, and it is doubtful whether the number of units built this ycear
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will much cxcced £80,000, the numbur constructed in 1936. The cnly ex-
planstion that cen be ufferea tu zccount four this disappointing showing
is the sharp advence in construction costs lust spring while ronts did
not edvence as repidly, sc that it became less profituble to build.

Coupled with these developments, there was a decrease in Government
expenditures snd cn increcse of tex collections, particularly on social
security cceount. 1In the first eieven months of this yezr, the excess
of cash expenditures by the Federal Government over cash receipts de-
clined by three billion dollers zs compared with the same period last
year. Owing to the failure of consumer inconies and buying to increase,
industry found that as forwzrd orders were filled there were not enough
new orders coming along to keep up the volume of production and thus of
employment .

The vorious factorg which 1 have enumerated were chiefly responsible,
in my judgment, for bringing ebout the current decline of business. Other
feetors mey have becn contributory in some degree, but upon cereful analy-
sis they appecr to be entirely insufficient to cccount for the recession.
The more I have considered other explanutions, the more I have been led to
the conclusion that the cost and brice advences of last winter znd spring
were the principal causes of the subsequent downturn.

There cre eritics who contend that mcnetory policy hes been primerily
responsibla for the prosent rocession. They think that sterilization of
incoming gold by the Treasury wznd the actions of the Board of Governors of

the Federal Rescerve Systaa in inerecsing the reserve requircments of member
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bauks caused a reversal of the upward movement. Upon'careful searching
of the record, 1 cannot find convincing evidence to support this analy-
sis. At the time theée actions were taken member banks had a volume of
regerves that could have become the basis of an inflationary expansion
of credit which under the law it was the duty of the Federal Reserve
aubhorities to prevent. At the time final action on reserves was taken
the aggregats of bank deposits and of currency in circulation was larger
than it had been in 1928. 1If no action had been teken, excess reserves
would by now have been about $5 billion, sufficient to support zn enor-
mous ana inflationary increase in deposits.

Even after the excess reserves were reduced, member banks still had
enough left to meet all current demands for credit, and money rates re-
mained at exéeptionally low levels. In effect, the actions of the Board
did not "put on the brgkes", us some critics have said, but merely took
up a large part of the slack so that the Reserve System was placed in the
position it was intended to occupy in which, as was stated at the time,
it would be able to use the traditional and flexible instruments of open-
market =nd rate policy either in the direction of further monetary ease or
in the opposite dircction as changing conditions and the public interest
might reguire. As 2 matter of fact, lust spring the Board essed conditions
through open-market opcrations and again this fell, in cooperation with the

Trcasury, further steps were tcken in the same direcetion by desterilization

of go1d und by subsequent ovpen-mcrket operatioms. Similarly the Reserve

System put into effect last August the lowest discount rates in thz history

of the System.
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If the actions tzken lost winter had ¢ psycholugicel offect in re-
‘strcining the influtionery developments which were clearly under way at
the time, then these actions were definitely in the public interest. 1f
this be so then ny nly regret is not that the actiuns werce token, but
thet they were not teken ecurlier.
Ancther expleanation of the recession thot has been advinecd cscribes
it primerily to the undistributed profits and cepitcl geins texes. There
tre some vho cunsider this explenaticn so sbviuus end su importunt that
they urgs the immedizte repeel of those tuxes or o revisiun sc drastic as
wffectively to destroy thom. I would be the lust to contena that these
levies sre perfectly drefted; but 1 .ould urge thet chinges in these toxes
be wzde only cfter coreful comsideration of such reforas and modific.tions
s weuld meke them more eguitible and improve the working of the wechenism
without premeturely ebandoning the principles of these toxes.
It should be recolled thut the undistributed profits tux wes designed
t. correct evils sppearing in the CCOnUmy‘wf the twenties, &s well s in more
recent years, such ss the svoidunce of individunl surtexes in the upper-
bracket inc.mes through non-distribution of profits, the inequalitics in the
texetion of incorporatod wsnd unincorporsted businesses, the piling up of
corportte wornings which mcke for further combinations cnd consulidations
gnd the reduction of coupetition, the nceumulction of large bslences thut
beosted security prices through being losned to the cull money nerket and
that, later m in the deopression, were shunted cround from plece tu plece ond
were on dmportunt indircet cuusc of nuuercus benk frilures. e must reacumber
that & gonersl liguidetisa of debts in the econsay or o gradusl cceumulction of

idle rescrve funds could well intensify deflntisnery forces ot this tine,vwheres
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if thz tox were so modified as to exempt ecrnings which were uscd for
c.pitel cccount, the effect would be to increcse the use of funds cnd hence
business cctivity. It would be well to consider how this tex cun be mcde
to fimction more equitably, particulerly w.ith respect to smell business.
1t vould, however, be shortsighted to be stoupcded into hasty sbandoniment
of ¢ bsx principle whick is fundcementelly sound and equitablé.

Likewise, while 1 cgroe that the capitul geins tux should be improved,
we should rasember that this tax is dosigned sinply to meke effective the
pregraessive tuxntion of incouwe in cecordancs with ebility to poay--z course
on which I think the americcn peuple tre soundly determined. Therc is little
convincing resson why the reslized income froft & rise in property vclues,
including speculstive profits, should be dealt with more leniently then
the reclized income, for instince, from personsel e:rnings. There is little
in the history of sccurity prices te indiezte thet they huve fluctuat.d more
widely when this tax wes higher thon whea it wes lowér. The stock market
hes gune up and duvm when the cﬁpital geins tex wes much smeller und less
restrictive, a8 in 1929, snd when the ccpital geoins tex wes much lerger cs
in 1936-37. ‘iWe should ¢ls¢ rcuciaber thet both the undistributed profits
tox end the copitel geins tex were in force in 1936, when industrial plsnt
and ecuipment expenditures tna general investuent vicre cxpending ot e rete
quite as repid ¢s could re:sonedly hove buen cxpected. And during the first
aine wonths of this yesr the voluse of industri:l plant und equipment ex-
penditures was ut-intained &t « level zpproxincting thet of the pre-depression
yeer of 1928, The recession, therefur:, cinnot logieslly be ascribed to the

curtzilment of expenditures beciuse of this btex.
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The busic cruses of the present situstion sre not to be found either
in the capital geins tex, the undistributed profits tex, or in monetary
policy, but, c¢s I have indicated, in the rapid price wnd cost zdwinces of
last winter =nd spring. The experience of this past year illustrates
agein the limitations of wmonetary wnd fiscel policy. Fiscszl policy, in
particular, cannot be quickly adjusted to sudden changes in business
sctivity becuuse such policy depends largely upon prior legisletivé en—
cctments.

#hen the disruptive price fsctors becamc intensified l:st spring ond
proposuls were udvunced in some qu-rters to correct the situation ‘through
monetery action to tighten awney rates, I issucd ¢ public stotement for

the purpose of refuting the noticn thet monetoery zcction should be invoked

to correet such conditions. 1 pointed to the feuct thet the price riscs

were the result primcrily of non-monetery fictors ineluding foreign :rms.-
ment deumcnas, strikes snd wonopolistic prectices by cortsin groups both in
industry and orgsnized lobor cnd thut these frctors hud led in turn to
speculative security &nd comaodity buying which scrved to sccelerate the
price zdvances. 1 suggested ot the time thet other mcens then a restrictive
money policy must be uscd under such conditions to control unwarrwinited price
edvances wmhich resuit in ¢ rise in the cost of living for o mojority of the
people without & commonsurctc increcse in thoeir incose.

It is, of course, ersior to raiss problems then it is to solve thou.
When we review the ovents lewding up to the current recession, it becuncs
cpparent thet & basic difficulty in achicving full and continuous utilizz-
tion of cur huan end noturcl resources lies in the conflict between ine-
mediate privete intoerests wnd thé generel welfure. Thuse groups thot con-
tributed. to the upsurge in costs wnd pricus lest wintoer c¢nd spring vwerc not

scbing cithsr in the public intorsst or in their own ultimete intercst.
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e must recognize the fact that cumpetition hae declined and monop-
oly elements have incressed over large sectors of our economy. For ex-
amgle, it could enly have heen the absence of competition that permitted
building costs to soar on the low volume of building that took place last
gpring. It is only the absence of cumpetition that can expluin the main-
tenance of fixed pricgs and w#ge rates when the volume of activity declines
csharply. The gradual increase in the non-competitive elements in our econ-
omy, o strikingly illustrated in the developments of the past year, raises
some kighly important questions:

How are we to achieve and maintain full employment if private groups
and organizations raise prices and costs whenuver increased demand appears,
although there is stlll an abundance of idle and unused man power, plant
facilities and raw materials? Does this nccessitate steady increases in con-
sumer buying power through deficit spending: How long can we pursue such &
course? Are we to attempt to retura to a truly competitive laissez faire
economy. If not, are the alternatives facing organizations of capital and
labor either self-governmént in the public interest or increased regulstion
in the public interect:

I carnestly hope they will chocse the former alternative. So far es
a return to laisscz faire ic concerned, I doubt that thkis is possible. The
development of the industrial process itself has created larger units and
has brought into being virisus forms of organizution of both capitel and
lshor. Rather than attempt to revert tov eurlier fgrms of organization,
it seems to me that our best hope liec in developing that form of organiza-
tion for capital znd labor which will best further the public interect.
Thought must also be given to the best form of organization that will in-
sure an sdequate representation of the public intercest involved in price,

wage and production policies.
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The ultimate self-interest both of cepitsl and of labor is identical
with the public interest. 1 am hopeful that individusl business men in
strategic positions, and the verious local, itrade and national assccis-
tions of business men, will zct upon & recognition of the fact that their
long-run interests are tound up with the largest possible volume of pro-
duction at the lowest possible prices. For their own ultimate benefit,
a5 well as in the interests of a stable cconomy with a steadily rising
stendard of living, they must resist the temptation %o sccure larger re-
turns through the adoption of policies that restrict output.

Likewisce, 1 am hopeful thet labor policy will increasingly take into
account the fact that after a certain point the gzins of labor are depend-
ent upon incressad productivity. Advances in wages which are in excess
of increasing productivity and rosult in increased prices recct against
lzbor itcelf, s well as eguinst the community 2t lurge. If they result
in sdvencing prices, they c¢ncouruge speculative inventory buying, or shut
off demand, or both, zs we have recently seen. If they reduce proilits
below a point that encourages new investment, they lead to decreased
plant, equipment and other capital expenditures. Similarly, general short-
ening of hours not offsst by increases in efficiency is bound to rosultb
in a lower standard of living for workers generally. Accordingly, it is
to the interest of lsbor leadership to tske into consideration thoe effect
of its policies on the genersl price level, on the standard of living,
and on progress toward &s full and as continuous cmployment as possible of
the humen and materisl productive rasources of the naticn.

We sre prone to teke for granted a steadily rising standard of liv-

ing without inquiring teo clesely into the basis for this belief. lctually
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there 1s only one way in whicﬁ the -general standard of living can rise
&nd that is hy en increase in the production and comsumption of real goods
cad gervices per head of the population. This stubborn fact, though in-
controvertible, is too often ignored or‘forgotten. e are inclined to
think too much in terms of money incomes and not enough in terms of what
the incones will buy.

In the final enalysis, the national income is meeasured by the total:
output of goods. If there is less to divide, all groups of the popula-
tion, including capital, labor, and agriculbure, will suffef: The national
standard of living will ducline.

I have sought to state in the brosadest and most fundamentel terms
what I beliesve to be some of the mejor economic problems raised by our
recent o¢Xperience. These long-range, fundamental problems cannct be solved
overnight or without hard and realistic thinking. They must be solved
eventually, however, 1f &3 arc going to be able to reclize our enormous
productive potentialities and maintain full and effizicnt employment of
21l our rasources. Ve er. only dﬁomed to disappointment if we place all
our faith in monstary mansgement or fiscal policies and ignore the prob-
lems rcised by the decline in compotition and the growth of restrictive
policies. The przblems to which I refer nre not all new and they are not
exclusively the problems of any political group. They are the basic
problems which must be successfully met if we are to preserve our capital-
istic system, ana they will ccnfront whatever group mey have the responsi-
bility for government.

Although I have boen thinking meinly of the basic problems raised by

the current recession, much of what 1 have been saying is applicable to
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the iiuiedi-te problem of stopping the contr-ction «nd reswaing the re-
covery. Two of the principcl cuuses of the recession were excessive in-
ventory cccuaulstions and the fuilure of building construction, r:ilroad
end utility expenditures to incretse sufficiently to offset the decline
in the Governuent's contribution to -cowaunity buying power. Consider-ble
progress has been wade since Septeuber in rectifying the inventory situa-~
tion. Production hss declined iwuch more rupidly then conswaption.

If consuier demend cun be sustained, we moy be hopeful that production
may scon begin to increcse. Loctl, stete end Federcl provision for the
uneiployed afford & support to consumer buying power thet wos lscking prior
to 19353,

At the sume timc, it is highly desirzble for business uen, both in
their own and in the public iaterest, to review cirefully their present
«nd- procpective inventory, plont cnd equipinent requirements. Further cur-
teilaont of expenditures for thesce purposes ot the present time will iasen
thet .aeny lines of business will be physicslly uneble to wcet the orders
thet will come to then when the recovery moveament is resuucd. In order to
expend their productive freilitios tu mect the deacnd, they will fina then-
gelves bidaing ageinst ewch cther ot cdvencing prices.

In zdaition to ucasures to sustnin buying puwer cnd pruduction, we
need an inpoetus thut will bring «bout ocn cetusl incrouse. For this, we
must look primarily to the building industry. Building hes demonstrited
in the past its sahility to uove sgeinst o genersl downwerd trend if the
relation of coste to rents is frvoreble for construction. In legisle-
tion now pending, the Federel Government proposes to bring sbout more
favoreble terms for finsneing housing both on ¢ swnll cnd on 2 lorge

scrnle. It has, azmong other things, tcken steps to plice the cpportunity
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for cequiring & new home within the rewch of peuple who cun afford unly 2
fov hundred dullers dowm peyuont.

lIn order f.r this opportunity t5 be fully aveiled <f, however, build-
ing cousts should be lowered tu cround the levels of 1936. Pusincss :nd
libor orginizations connected cither dircetly or indirectly with the build-
ing industry cun scrve their uvn snd the public interest by doing vhet they
¢*n t> reducc unit custs «nd in this sy incrccse their : ggregote returns.
Lower fincncing costs, and the wechanism prupusud in the pending housing
bill, for large scrle heusing production will wlso contribute to this end.
Luwer recl estate texes on new construction as well ce luwer l;nd velues
would likewise greatly «id the housing progrim. In the worc competitive
ports of the building ficld, costs have ulrecdy declined substanticlly.

Fundumental soluticn of the railrcad problem is bound up with in-
creasing traffic, with consolidations end eliminstion of duplice ting
facilitics sna with decrcused costs. 1 trust thot the importence of & build-
ing revival in this conneetion will not be l.st sight of. 1 questicn whether
wny steps to help the reilrocds thet wuld have the offect of inerccsing
building custs or rcducing form incame would be in the recl intorest of the
r~ilrseds or »f the generzl public.

Br.ozdly specking, 1 fecl thut ﬁhe reswaption of wn urderly reeovery de~"
pends upen the sajustment dsmwerd ~f those monspolistic or controlled pricus
wnG uege rates which stil} roncin t:o high in reletion to cungﬁacr pur-
chesing power, cnd -n rajustuont uparrds of such prices ind wege rotes es
ey boe too low ia relation v, the cost of living. The policics of Govern-

ment, zgriculturc, business wnd lebor to be succussful nust be dirccted
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toward the objective of restouring ¢nd waintsining ¢ better balonced 3 CONOMy
that will meke for ¢ greater production and distribution of roul wealth. |
In conclusiun, let me say that in my opinion the extent of the pre-
sent recession will depend upon how rapidly the more serious melodjustizents
between prices &nd buying power arc ccrrected and increased nationcl income
is created by the zctivity of private business. 4an cdequzte treetuent of
your porticular problem of sgriculturcl income must be & major part of a
successful progrem of recovery. 1 fecl that the Government in its policy of
taxztion cnd spending must adapt itself to changes in the national inconme
erezted by private entoerprise and, finally, I feel that the monetory suther-
ities‘should exert their efforts to keep the cveilebility, supply snd cost of
meney ot such & level w8 tu encourage continuous expension of the real in-
come of the nution in geods und scervices tnd to prevent ur moderate on ox-
pension of monetuary income in excess of the netion's productive cupoceity.
I «m confident thot monetery authurities zre prepered to contribute their
full share to the end that the nertiun's econumic health may be regeined and

preserved.
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