
October 31, 1937

SUMMARY Off PROGRAM TO COMBAT THE RKCISSSIOM

! • The t r u e cause of the downturn*

2, Tbe gravity of the current situation - vicious spiral of deflation.

3« What i t means for t h e budget .

4 . P o s i t I T © a c t i o n must be taken without de lay :

(a) to assume leadership and j t j y l pessimism

(b) to maintain consumer incomes taxou&h Goveriisieiit

expenditures

(c) to stimulate private expenditures

5. Psychological background:

(a) Acknowledge present situation

(b) State causes and enunciate a general wage, profit
and price polio? of the Administration

(Q) Suggest business men recognise that tfeo
can and will act to stop recession, and sake tneir
plans accordingly

6» la fiscal accounts:

(a) HecogJiize that tiie Government proposes to collect
•,000,000 more them it spends in fiscal year 193?

{b) Iiacrea&e current expenditures is I.P.A. and crop loans

(e) Anticipate and speed up contenplated expenditures

7. Stimulate priyate expenditures by:

(a) a well-rounded housing program

(b) by amending undistributed profits tax
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October 31, 193?

A PROGRAM TO COMBiff TIOL Ri&ESSIOK

Production Turned Down

Business activity is declining at an alanaing ra te . The basic

cause of this development is not the tax policy of the Administration;

it is not monetary; i t i s not security regulations or the decline in

the stock market. The present downturn i s a direct consequence of tfae

rapid cost and price advances last winter and spring.

These cost and price advances led to a great wave of forward buying

•which Md resulted for souths in production in excess of current consump-

t ion. These advances led also to & collapse of the building revival on

which ire were relying to increase incomes and buying ,>ower to match current

production and. to permit the Government to proceed toward i t s objective of

a balanced budget. With the downturn is building, and the decrease is Gov-

ernment expenditures and increase in tax receipts, the growth of national

income ceased after May, When by S«pt©isber industry in general had caught

up Tkltn i t s backlog of orders there was nothing to taice up the elacfe and

production declined. Tfce break: in the stock uaritet both reflected and in-

tensified the downturn.

l e are now reaping the consequences of the cost a;)d ^rice advances of

last winter and spring, particularly in the construction industry. Both

minority labor and capital groups contributed to the development of the

present re-cession.
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The Current Situation

At the present time efforts are bein^ wMLt to reduce inventories and

production is falling: short of current gales. Bu5 as production declines

unemployment increases. As unemployment increases, incomes and consumer

demands fall off. As sales decline and profite diminish, expenditures for

new plant, equipment ana maintextance ¥i l i decline. This is the vieious

deflationar/ circle of 1929-1932. *•* * J- e situation is not changed tnere

is nothing in tne picture tnat m i l i increase buying pmmr and thus arrest

and turn the downward I m t of business.

The Budget and Business

If the presest dowflturn is allowed to continue and gather lEomeatum,

there is so hope of a balanced budget in tke fiscal year 1939» ^e are

in danger of starting again %hm hopeless att^apt to increase Federal

rere&ues when the national W H W is slarijitini,. fhe attempt failed in

1929-1932. It must always fail because taxes are paid out of income,

and when national income declines, tax revenues diminish. The only con-

dittos under which the federal budget can be balanced in 1939 is to stop

the present deflationary trend ia business and bring.about am increase

in satioaal Income.

The Necessity for Positi?e and Promgt Action

Unless direct positive action la ta&ec there is no good reason why

the national income ©houla not (MSfelMUi to decline. Srlstixig shortages

in durable goods will not lead to increased actiTity because, "with a

decline in consumer demands and consequent decline in product ion, what

are now shortages will disappear aiti there will instead be surpluses.
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Deficient capacity mill become excess capacity, A further decline in

production and Increase la unemployment mill checJc the rise in rents

and make the construction outlook even more unfavorable. Comparisons

have recently been made with the relatively mild recession or 1924,

but is that year housing const ruction Mi kept up and aggregated over

$4,000,000,000, compared with an estimate of less than #1,500,000,000

ttiis year.

The Republican Party Ml wrecked by relying on vlftbf&l thinking

that business would t a n up, mhile at the same tiiae pursuing policies

that intensified the depression. The Baiaocratie Party ca.a likewise

be wrecked if i t isafc&e the same mist&c#, Ths situation today is too

serious for us to r*ly on wishful thinking, k drastic and long-

continued recession at tMs time moult discredit %h» whole Hew lieal.

Whether or not we firtltsflli 1—1 e the gravity of the present situa-

tion, we must take action EOW to malce certain that we do not enter

upon another downward spiral. There is sfiythlag to gain and nothing

to lose by acting:;. We cannot afforc to take trie risk of a further

cecline* Iffectiv© action tsJttft uo\ would be Biild is coaparisoa ^ith

what «DUI(A be required if tbe present trends are allowed to gather

momentum. Effective action wsie unduly delayed last vlater to check

cost tfjl price advances. Is are Ml reaping the consequences. If

effective action is again delayed at this time, the repercissione on our

whole social, political and economic structure may be disastrous.
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of Act1OB Required

Administration should ta.'c© action cm ttiree It f Til til I I

(!) It abould seek to dispel jgpttMBt pe&sisism e&d to create a favor-

able psyo&ologleal MMttyppMtti for the prosecution of i t s i f t l f t l

* (2) It s.hoisld, tliroaiyh tibt iwniiiad of i t s flMfcl account8,

to miaintaln current consiaaer incomes ftftdl buying. (3) I t

ak'e WMMRHNMi to indue© Ml expaiiBioa. of ^ri¥ate capital

, and thus briisf, about an iEcreage in MMMMMHT laMMM

I

The Great 1OB of the Propar ?syefeoXc^lcal B

As import ant factor totk of tii® | & n | in new orders f th© j

of eo«ttltHieat£ and the pn&ieJqr fe«li»g is tffei capital ®ark«*t&, is

the fear that a major 1-rHwg point ta at IMOUU It i s fear of declini

profite tlsat taeites business p©ssiai^tie.

It i& generally recognised that the Govenaaent M® done &ueh to

bring about recorery* Th« public hM coafidesce is yoiar leadership*

?rospt act 1 on to Bieet tiie |0tMMl situation msulc serve to diepel the

attitude again act adta&ces in pKUMM of in-

uuatrial g,aterisla is right m,a fMpKF* It would be helpful to aaaice

i t clear t.hat t&tse adYanees e@n b® pgjy—iei only by rest rain ing the

exactionfi of GertaiB labor groups.
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In general, wages should increase with the increasing, productivity

of labors Advances in wages in excess of I t i i m i l g productivity are

fcar&ful to tki ecoBomy. If they result in aclvaiicing .prices, they en-

courage speculative inventory buying, or shut off demasci, &.B la the case

witii hriMliHi If they reduce profits below a reasonable level, they

lead to decreased plant, equipment and allure capital expenditures, as is

the case iMMth railroads.

The Government ftJMN&l favor vage advances in BO far ae they reflect

increasing productivity or in so far tf the industry can afford to MMMl

tlier;. 3Ut of profit&, but should discourage v̂ ege aavancea that lead to a

rise in prices and to a decrease ia etttployiaent•

Tnere is a widespread, feeling that the Administration favors wage

advances in all circumstances a&d st e l l times, regardless of the eon-

secmeneea. I reoomaie&d tfcftt you restate the Mwt•!fiI nil 1 >iiTII position

on thi8 matter. I sxaggest tiist you i^ike it clear tfcat the all~

thing is to jsaisfealn the volume of output Md î coMe,. SBCI that

advances to small preferred groups of labor, vkich already receive the

highest cospaB&atioa, are injurious to the economy, 4>articnlsrly whan

th&$ rc-sult in slowiisg down, production.

At th© same time tha% the Achtinlatration's ?»age snd labor policy

is outlined, occasion should be trtrwi to aeknomledge the necessity of

fair profits. Profits are th£ main source frosi ¥liich the Federal

budget can be balanced and the national debt retired; they constitute

the main source of funds for the creation oi durable capital goods.
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there must be an abuncL&ace of such funds if interest rates are to

remain low; finally, they constitute the incentive for expanding pro-

duet ion and employment. It should, be made clear that the Administra-

tion has no desire to restrict profits to the extent of defeating the

legitimate ends that they serve is our economic system. Its concern,

rather, is that profits should not become excessive through exploiting

labor by paying too low wages, or by victimizing consumers through

monopoly price practices.

It might be pointed out also that the present situation might not

have developed if business bad better judged the situation ie recent

years. Business failed to add to p&smt facilities in 1934, 1935* 8»d

the first part of 193&» when costs were low, It mas caught with defi-

cient capacity in the latter part of 193^ and the early part of 193? >

and In the scramble to add to plant and cover inventory requirements a

long time in advance it forced costs up. Bow business men are ©cgaged

in a concerted scramble to get out of inventories, thus creating losses

for themselves.

Business men should be assured that the determination of the Ad-

ministration to bring about full employment and a high national income

remains unchanged, that all the power of the Government will be directed

toward this end; that they >ill need their present 1 vel of inventories

and will need much greater plant capacity before the objective of the

Administration is achievec; and that if they persist in their present

course they ^ill again be caught short and be forced to bia up their

costs against themselves.
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The Adminietration in steadily pursuing a constant goal aim it lias

given sufficient evidence in the par.t four years tli.it it ix&s the deter-

mination and tfc.e pcnnr to f-ichieve i t . Business m should take this

determination and yamoi seriouriy into account in making their calcula-

tions arid decisions.

II

Malnt enance of Buying Through Government Expend 1 tares

Is order (a) to maintain consumer buying power and (b) to make

possible a teclmic&lly-balanced budget in tiie fiscal year 1939 it is

imperative ttatt GoreTomesfe expenditures be maintained ar̂ ii. If possible,

lBcreased in the nezt six Months.

Wbei tiie Goverament disburses more to the c-osaminity tfeao i t col-

lects, in tejs.es, it adds to cationaifc buying power Mi the AMMM for

the products of industry. The excess of spending, over tax receipts in

the years 1933-1936 increased Rational income and Federal reronuesj it

increased national demand for g*oocis and made it profitable to make

additions to plant capacity in 1936.

tfhi excess of cash disbursements over cask receipts was particu-

larly heasy in tht fiscal year 1937, wlien it aggregated slightly over

$2,000,000,OCX), According to the revised budget estiisate-e for the

fiscal year 193^, cash receipts will exceed cas& disbursements by nearly

$400,000,000. This would represent a decrease of $2,500,000,000 in the

net flow of Goverasient money into the ban&e of the pnblic. The differ-

ene* bet^eea th© bookkeepis^ deficit of 4700,OCX),000 and the excess of

cash receipts of #400*000,000 is due to the fact that arer a billion
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dol lars collectec frcai the public d i rec t ly by the f « 6 m l GkHraffttMH* or

indirect ly through the Ttstet v i l l be trsjisferre.6 to triAt funCs, aud

not axjpagtad* fSPOB the ,oiiit of view of busdnest conditions, afeot i s

pi£ii if leant l i rot the fcoo'lriree^iiit c e f i c i t , but the ueclinc iu

btiying porer resul t ic.a from MB axcess of MMtll collect ions •

need for Qmitlli—Hi expenditures i s far grea ter

than in t%0 past year. The tmmaa need ftky also be g rea te r . TJie preseat

W.P.A. nrogm« Trade no allowance for tlUi increaee in unempioyiaant

ie currently taking olace. Moreover, %%m drastic; f a l l in crop

•qggttfftf the d e s i r a b i l i t y of additional ev9p loans. I t t W W i expexidi-

tu res for both these pur,5o;?»s StRlXd go luUlMMl 100 percent into OQMHWHf

b\ayin£. On the otfeer band, they can be sharply cur ta i led when the need

passes.

?he 0<WJBUWat niglit also Qxaminf) a i l the eAivendltiires t i n t i t has

in prospect .snd nake an nimj of thai a" parssiblo wyn ra th r than l a t o r .

A 8j>eecliii!? un of expenditures •vrouid botli otiaiulate con&uiotiait Barva and

help t o check the recession and attea i t easier to reduce tlpantifturai

in- l a t e r when, i f the presetrt yrogr»a la successful t l ess atisoluc QO

business ray be d
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in

Measures to Stlaalate Private Capital Expenditures

1. Keversal of the recession and the continuance of the

recovery sovereeiit depends is major part on increased expenditures in

the residential building field. The revival of building is not serely

a matter of concern to people in th&t field. It is of vital concen

to the whole consiffilty* Apart from a great increase* in Government

expenditures, private expenditure on residential building is the one

great source we can rely on to increase consumer income and buying power.

Moderate estimates of the MMMl for new housing since 1934 have

ranged from 600,000 to 800,000 units annually. The number actually built

in 1935 was 129,000. The number built in 1936 was 270,000, The 1936

year-end estimates of the amber that would be built in 19S7 were from

400,000 to 450,000. The present estimate for the full year 1937 ts

only 300,000.

The great disparity between expectations and results this year

follows a marked and unseasonal downward trend that begas in April. This

dowsevard tread has more reeeatly IMHNNM accentuated. IHirtherBK?re» many

houses completed earlier this year still remain unsalable axeept at a

loss, and reports from numerous localities isdieate a substantial cur-

tallao&t la building plans for the next IMMM limit f w year*

The development of a marlcaci recession in co -struction at a time

when there is a widespread housing shortage and t steady rise in rents

is an incongruous situation. The recession cannot be ascribed to a

decline in aoney incomes, for it got well under way during souths when

mosey i&co&es were still rising. It cannot be ascribed to the disturbed
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public sentiment o1* recent months or to the »ore recent drastic

decline in security T&lues. The recession in housing construction

preceded thesa other d«Yelo]snents« file fact that it got under wsy

during the very souths when a substantial increase in construction

sfeould have occurred was itself an important factor in rousing busi-

ness uncertainty and unsettling the security isarkets.

The explanation of the housin; slump thst began in April lies

solely within the construction industry itself. It %* that wages,

costs, and prices were raised, beyond all reason, to • point that

drove potential builders and buyers out of the aufirket*

Duriiî j; the latter part of 1936 and the early part of 1937, the

hourly a&d weekly mim rs.t@s of woi*:ers wa00V$ in the friflfffHj of

houses and in the at&aufaetuire of building materials w#r© sharply IIK

creased in anticipation of a U m &&a&&& for housijig this ysar# Be-

sides this, the work-week of builciag labor in various localities was

reduced* In Hew ^ork, for example, this reduction w.-e from 40 hours

to 55 in some cases, and from 40 to SO in others.

In th» case of building materials, the increase in prices was

disproportionately high in comparison with the increased cost of labor

and also in comparison with the iBcreseect prices of finished products

generally* StrilEim-r w K m f of the unwarranted extant to which prices

were increased is to b© found in tfci earB.irAgs during the first h*3tt

of 1937 of 11 important corporations* Tnese corporations show a greater

profit than for the eorrespondia? period in 1929, notwithstanding the

fact that in 1937 their output was only half what it was in 1929.
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These f^ots aafce it abundantly clear that, between th« over-reaching

of building*trades workers on the one lmill and building material saxru-

facturere on the other, th^ development of the great potential market

for housing in this country is beln^ thwarted.

This situation will not cure its«l? iu time to prevent a severe re-

cession, Tiae dacline is oqp$£pMt and tMoamma will tmwA to prevent a

further rise is rents. Building costs, with the exception of some mater-

ials prices, reaain sticky* Positive intervention by GOTOMiment appears

absolutely necessary to a&Jte twrtlrting new IWMM aore attr cti^e than rent-

ing old ones.

The GoTeyKient can do much in this direction by lowering the cost of

mortgage s&mey, and by stimulating building in other ways along the lisas

proposed ia tii© aecospaayiag separate sisnor&n&isu It is fruitless, how-

evar, to Ao this unless there is N M ass\ira.nc© that lowered fisanciag

costs will not be promptly offset by an adv&ace im labor and natarial

costs as sooa as there are any signs of a piek*np ia building. Any sub-

sidy giresi must be • subsidy to the home builder, not to tfcfl insantry.

The iadustry will get its gains in increased TO1\EB« end in steadier and

ware full eraplo^ent.

Th® aai& weapons that are available to aeeoripliah this result are

publicity and persuasion, Th various factors in the industry mist be

made to see that their interests, as well as the interests of the whole

, are ti#d up wltfer lower costs and hii-̂ har -mLyn©. An
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mast be created in Tshich any group whose actions bri.Bg about a rise in

costs alienates all public support and sympathy*

As a powerful aid in ere at tag this atmosphere ••TIP—1 co references

and local coaferences might be called in which tfci various groups in

the industry, together with public officials, would participate* Conner-*

®ncea would be called for the express purpose of canvassing ways and

©sans to reduce costs. The Mffcftftll shoitld be placed on this aspset

throughout. In particular, the possibilities of substituting guaranteed

periods of vork •£ lower hourly ratest for the present irregularity of

emplo;y»a>iit &t high hourly rates, should be thoroughly explored. The

British building coi-fsr-aces of 19°4, which led to stable and lois costs

and were followed by a long-sustained period of heavy building actiTity,

could serve as a ©od@l for these co farenees.

If seme assursnoes can be obtaiB©^ that the unions and other ele-

i^nts in the industry will make certain concessions for their M l and

the public good, and ̂ rill not nullify any constructive Erasures initiated

by the Federal Government, w© »ay then proceed with a well-rounded housing

program as outlined in the seeompaaying memorandum on this subject,

£» A second way to stimulate capital expenditures and

touts aid to consumer buying is to offer a concrete inducement to business

aen for a limited period to add to their plant tal equipment facilities.

This could take the form of an amendment to the tax on undistributed

profits which would permit, for the periot? of the year 1958, plsst and

equipment expenditures in excess of depreciation allowances to be cred-

ited against undistributed profits for that and the following two years
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in determining undistributed pro its for the purpose of the tax

liability.

By limiting the privilege to s year, a powerful inducement

would be created to anticipate new plant expenditures •• • time

when the eojorauiiity would be most benefited by increased expenditures*

Iaeofar es plant capacity is added to in 1938, U M danger of insuffi*

cient plant capacity, bottlenecks and rapid price advances in subse-

quent years of the recovery would be less#ne<i. An aaded reason for

permitting corporations to retain earnings for I limited period for

the purpose of plant expansion Is that the disturbed Vtmtm of the

capital -markets readers it difficult for many corporations to float

new issues.

In addition to this amendment, consideration a&ould be given to

the complete exemption from the t^x of all earsinga withheld up to

#15,000. Iven on the basis of 1989 returns, corporations reporting

earnings over $15,000 amounted to only 10 percent of the total number

of corporations and yet accounted for 94 percent of the total net

income* The proposed a^endaest, therefore, would exempt the over-

whelming bulk of corporations while entailing little loss of revenue*

It -would be a cheap price to pay for the removal of the bulk of the

opposition to the tax, wich of which, in tha case of the small corpora-

tions with no access to the capital markets, is legitimate.

fhese aaeatoents ̂ ould accomplish two desirable purposes. They

would be evidence of a conciliatory attitude on the part of the
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Administration, in meeting legitimate complaints and in adjust-

ing its tax program to the changing character end requirements

of business i.cti'vity. They would also proYicie a illitin to

private expenditures at a tisio when it is sorely needed, and

at • small cost to the Treasury,
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