October 31, 1937

SUMMARY OF PROGRAK TO COMBAT THE RECESSION

1. The true cause of the downturn.
2. The gravity of the current situation - vicious spiral of deflation.
3. What it means for the budget.
4. Positive action must be takenm without delay:
{a) to assume leadership and dispel pessinism

(b) to msintain consumer incomes tihrough Government
expenditures

{e) to stimulate private expenditures
5. Psychological background:
{a) Acknowledge present situation

{b) Stete causes and enunciate a2 general wage, profit
and price poliey of the Administration

{c) Suggest business men recognize that the Government
can &nd will act to stop recession, and make their
plans aceordingly

6. In fiscal accounts:

{a) Recoguize that the Government proposes to collact
$400,000,000 more then it spends in fiscal year 1937

{(b) Increase current expenditures im W.P.A. and crop loans
{(e) Anticipate and speed up contempleted expenditures

7. Stimulste private expenditures by:
(a) a well-rounded housing program

(b) by amending undistributed profits tax
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October 31, 1937

A PROGRAM TO COMBAT Tiik RECESSION

¥hy Production Turned Down

Business activity is deeclining at an alarming rate. The basic
cause of this development is not the tax policy of the Administration;
it is not mometary; it is not security regulations or the declinme in
the stoek market. The present downturn is a direct consequence of the
rapid cost and price advances last winter and spring.

These cost and price advances led to a great wave of forward buying
which bad resulted for momths in produetion in excess of current consump-
tion. These advances led also to & collapse of the building revival on
which we were relying to increase incomes and buying power to mateh current
production and to permit the Government to proceed toward its objective of
a balanced budget. With the downturn in building, and the decrease in Gov-
ernment expenditures and increase in tax receipts, the growth of national
income ceased after May. When by Septesmber industry in genersl had caught
up with its backlog of orders there was nothing to take up the slack and
production declined. The break in the stock market both reflected and in-

tensified the downturn.

¥e are now reaping the comseguences of the cost and price advances of

last winter and spring, particularly in the comstruction imdustry. Both

minority labor ané capital groups contributed to the development of the

present recession.
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The Current Situation

At the present time efforts are being wade 10 reduce inventories and
production is felling short of current sales. Bu! as production declines
unemployment increases. As unemployment increases, incomes and consumer
demands fall off. As sales decline and profite diminish, expenditures for
new plant, eguipment and maintesence will decline. This is the vicious
deflationary circle of 1929-1932. If the situation is not changed there
is nothing in the picture that would inerease buying power and thus arrest
and turn the downward trend of business.

The Budget and Business

If the present downturn is allowed to continue and gather momentum,
there is no hope of a balauced budget in the fiscal year 1939, ¥We are
in danger of starting again the hopeless attempt to inecreszse Federal
revenues when the nationsl revenue is shrinking. The attesmpt failed in
1929-1932. It must always fail beceuse taxes are paid out of incomse,

and when national income declines, taex revenues diminish. The omly con-

dition under which the Federal budget can be balanced in 1939 is to stop

the present deflatiomary trend in business and bring sbout an increase

in natiopal income.

The Necessity for Positive and Prompt Action

Unless direct positive action is taken there is no good reason why
the national income should not couf inue to declipe. Existing ehortages
in dureble goods will not lead to increased activity because, with a
decline in consumer demands and consecuent decline in production, what

are now shortages will disappesar aud there will instead be surpluses.
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Deficient capacity will become ezcess capacity. & further deecline im
production and incresse in unemployment will check the rise in rents
and make the construction outlook even more unfaverable. Comparisons
have recently been made with the relatively miléd recession of 1924,
but in that yeer housing consiruction was kept up and asggregated over
$4,000,000,000, compared with an estimate of less than $1, 500,000,000
this year.

The Republican Party was wrecked by relying on wishful thinking
that business would turn up, while at the same time pursuing policies
that intensified the depression. The Democratic Party cap likewise
be wrecked if it mekes the same wistekxe. The situation today is too
serious for us to rely on wishful thinking. A drastic and lomg-
continued recession at this time would discredit the wmhole New Deal,

Y¥hether or not we overestimate the gravity of the present situa-
tion, we must take maction now to make certvain that we do not enter
upon another downward spiral. There is everythimg t0 gain and nothing
t0 leoae by acting. ¥e canmot afford to take the risk of a further
gecline, Effective action taken now would be mild in comparison with
whet would be reguired if the present trends are allowed to gather
momentum. Effective action wos unduly delayed last winter to check
cost and price advances. Ve are now reaping the comsequences, If
effective action is again delayed at thie time, the repercussione om our

whole sociezl, political and economic structure may be disastrous,
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Foras of hction Reguired

The Administration should teke sotion on taree different frouts:
{1) It should seek to dispel present pessimism and to create a favor-
able psychologieal buaciground for the prosecution of its speeifie
measures, (2) It should, through the handling of its fiscal accounts,
operate to maintain currert cousumer incomes and dbuying. (3) It
should take measures to induce an expansion of private capital sxpen~-
dftures, and thus bring about an increaze in counsumer incomes and buying

POWET e

1

The Creation of the Proper Peychological Background

An fmportant factor back of the slump iz new ordere, the jostpons-
ment of ccmmitments and the panicky feeling in the capital markets, is
the fear that & major turning point io et hand, It {e fear of declining
profite that wmeakes busimess pessinistie,

It is geperally recognized thet the Covermment hus done sueh to
bring about recovery. The public bas confidesce in your leadership.
Prompt sction to meet the present situstion would serve to dlspel the
prevalling peseimisn,.

The Admipistrution's attitude against advesnces in prices of in-
gqustriel saterials is right sud proper. I% would be helpful to meke
it clear that these sdvances can be prevested oply by restraining the
exactions of certainm labor groups.
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In general, wagee should increase with the inereasing productivity
of labor. Advances in wages in excess of ilncreasing produetivity are
harzful to the economy. If they result in advancing prices, they en-
coursge speculative inventory buying, or shut off demand, as is tlhe case
with housing. If they reduce profits below = reasomable level, they
lead to decreased plant, eguipment and cother capital expenditures, as is
the case with railrosds.

The Government should favor wage advances in so far us they reflect
inereasing productivity or in so far as the industry can afford to mest
then out of profits, but should discoursge wege advaences that leed to s
rise in prices and to a decrezse in employment.

There ie a widespread feeling that the Administration favors wage
advances in all circumstances and at ell times, regardless of the con-
secuences. 1 recommend that you restate the Administration’s jposition
on this matter. I suggest thst you make it clesr that the all-important
thing is to sainbkain the volume of output andé income, and that wage
advances t0 small preferred groups of labor, which already receive the
highost compensation, are imjurious to the economy, particularly when
they result in slowinzg down production.

At the same time thet the Administrztion's wage snd labor policy
is outlined, occasion should be taken to acknowledge the necessity of
fair profits. Profits are thg mein source from which the Pederal
budget can be balanced snd the pationel debt retired; they constitute

the main source of funds for the creatiom of durable capital goods,
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and there must be an sbundance of such funds if interest rates are to
remain low; fimally, they constitute the incentive for expanding pro-
duetion and employment. It should be made clear that the Administra-
tion bas no desire to restrict profites to the extent of defeating the
legitimate ends that they serve im our economic system, Its concern,
rather, is that profits should not become excessive through exploiting
labor by payimg too low wages, or by vietimizing consumers through
monopoly price practices.

It might be pointed out also that the present situstion might not
have develgped if business had better judged the situation in recent
years, Business failed to add to phant facilities in 1934, 1935, and
the first part of 1936, when costs were low. It was caught with defi-~
cient capacity in the latter part of 1936 and the early part of 1937,
and in the scramble to add to plapt and cover inventory requirements a
long time in advance it forced costs up. HNow business men are engaged
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-
ninlntfttion to bring sbout full employment and a high mational income
remains unchanged; that sll the power of the Government will be directed
toward this end; that they will need their presest lecvel of inventories
and will need much greaster plant capacity before the objective of the
Administration is achieved; and that if they persist in their present
course they will again be caught short and be forced to bid up their

costs againet themselves.
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The Administration is stesdily pursuing a eonstant goal and it hss
given sufficient evidence in the past four ysars thaet it bas the deter-
nination and the power to schisve it. Business men should take this
determination ané power seriously into account in meking thelir calcula~

tions and decisions.

I

Maintenance of Buying Through Govermnment Fxpenditures

In order {(a) to maintain consumer buying power and (b) to mske
possible a technicaslly-balepced budget in the fiscal year 1939 it is
imperative that Government expenditures be mainteined apd, if poesible,

incre=zsed in the nézt iz months.

¥he: the GCovernment disburses more to the community tharp it col-
lects,in texes, it adds to nationak buying vower aud the demand for
the products of industry. The excess of spending over tax receipts in
the years 1933-1936 increased national income and Federal revenues; it
inereased national demand for goods and made it profitable to make
additions to plant capacity in 1936.

The excess of essh disbursements over cash receipts wes particu-
larly hesvy in the fiseal year 1937, when it sggregated slightly over
§$2,000,000,000., According to the revised budget estimatee for the
fiscal year 1938, cash receipts will exceed cash disbursements by nearly
$400,000,000. This would represent a decrease of $2,500,000,000 in the
ret flow of Covernment money into the hands of the public. The differ-
ence between the bookkeeping deficit of §700,000,000 and the excess of

cash receipts of $£400,000,000 is due to the fact that over a billiom
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dollars collected from the public directly by the Federsl Government or
indirectly through the Ststes will be trsnsferred to trust funds, anpd
not expended. Prom the polnt of view of business conditions, what is

significant is rnot the bookkeeping defieit, but the declire im natiopal

buying porer resulting from an excesg of cash collections.

The business need for Coverument expenditures is far greater now
than in the past yesr. The humen need may also be greater. The preseat
W.P.A. prograr made no allowance for the increace in unemployment which
ie currently taking place., Moreover, the drastic fall in crop prices
sugzests the desirability of additionsl erop loans. Inersased expendi-
tures for both these purvoses would go z2lmost 100 percent into consumer
buyinz. On the other hand, they carn be sharply curtailed when the need
passes.

The “ovarmment might also examine all the expenditures that it has
in prospeet and make as many of tham as possible now rather than later.
A speeding up of expenditures would both stimulaete consumption now, and
help to check the recescion and make it easier to reduce expenditures
in lster when, if the present srogram is suceessful, less stimulus to

buainess may be desirable.
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I

Measures to Stimumlate Private Capital Expenditures

l. Reverssl of the recessiorn and the continusance of the

recovery movement depends in major part on increased expenditures in

the residential building field. The revival of building is pot merely

a matter of concern to people im that Field.s It is of wvital concern

to the whole community. Apart from a great inerease in Govermment
expendi tures, private expenditure on residentiel building is the one
greazt source we can rely on to increass consumer income and buying power.

Moderate estimstes of the need for new housing since 1934 have
ranged from 600,000 to 800,000 units annually, The number sctually built
in 1935 was 129,000, The mumber built in 1936 was 270,000, The 1936
year-end estimstes of the pumber that would be built in 1937 were from
400,000 to 450,000, The present estimate for the full year 1937 is
only 300,000,

The zreat disparity betwsen expectations and results this year
follows a marked and unseasonal downward trend that began in April. This
downward trend has more reeently become accentuated. Furthermore, mauny
houses completed earlier this year still remein unselable oxcept at a
Joss, and reports from numsrous localities imdicate & substantial cur-
tatlment in building plans for the next constraction year.

The development of a marked recession in construction at a time
when there is & widespread housing shortage and s steady rise in rents
is an incongruous situstion. The recession camnot be aseribed to a
decline in money incomes, for it got well under way during months when

money incomes were £till rising. It camnot be ascribed to the disturbed
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public sentiment of recent months or to the mors recent drastic
deeline in security welues, The recession in housing co=struction
preceded these other developments., The faet that it got under way
during the very months when a substantisl inerease im cozstruction
ghould have oceurred was itself an importent fsetor im rousing busi-
naes uncoertainty and unsettling the cecurity markets,

The oxplanation of the housing slump thst began in April lies
solely within the construction industry itself, It i:s that wages,
costs, and prices were reised, beyond all reasson, to s point that
drove potential builders and buyers out of the market.

Darinz the latter part of 1936 and the early part of 1937, the
bourly and weekly waze retes of workers eangaged in the building of
houses and in the mapufeeture of buildirg materials were sharply in-
ereased in anticipation of a lsrge demsnd for housivg this ysar, Be-
sides this, the work-week of buildinmg labor in varions localities was
reduced. In New York, for exsmple, this reduetion wi:s from 40 hours
to 35 in some cases, anéd from 40 to 30 in others.

In the case of building materials, the increase in prices was
disproportionately high in comparison with the increased cost of lador
snd also in comparison with the increased prices of fimished products
generally. Strikinc evidence of the unwarrsnted extent to which prices
were increased is 1o be found in the sarnings durinz the first half
of 1937 of 11 important corporations. These corporations show a sreater
profit than for the correspondins period im 1929, potwithstanding the

fact that in 1937 their output was only hslf what it was in 1929,

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



Pag' 11,

- These faots meke it sbundanily clear that, bstween the over-reaching
of building-trades workers on the ons hond and building msterizl meanu-
faeturere on ths othery ih-r: development of the great potentiasl market
for housing ir this country is being thwarted.

This gituation will not cure itself in time 1o prevent & severe re-
cession., The decline in employment and incomes will temd to prevent a
further rise in rente, Building costs, with the exception of some m=ter-
ials prices, remsin sticky. Positive intervention by Government appears
sbaolutely necessary to make building new homes more attractive than rent-
ing old ones.

The Governuent can do much in this direetion by lowering the cost of
mortgage money, and by stimulating building in other ways slong the linee
propozed in the accompanying separate memorandum, It iz fruitless, how-
aver, to do this unless there is some assurance that lowsred fipancing
costs will not be promptly offsst by an advance im labor and material
costs as soon as there are any signs of a pick-up in building. Any sub-
gidy given must be a subsidy to the home builder, mot to tiae indusiry.
The industry will get its gains in increased volume and in steadier and
more full employment,

The main wespone that are svailsble to accomplish this result are
publicity and persuasion. The various fzetors in the industry must be
made to see that their interests, as well as the interests of the whole

sconomy, are tied up witlk lower costs end higher volume. An aimosphere
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mast be crested in which sny group whose aetions briung sbout a rise in
costs alienates all public support and sympathy.

As s powerful aid in eresting thie stmosphere nationsl conferences
and local conferences might be ealled in which ths various groups in
the industry, togzether with punblic officisls, would participste. Confere
ences would bs callsd for the express purpose of canvessiang weys and
means to reduce costs, The emphasis should be placed on this aspeet
throughout, In perticular, the possibilities of substituting gusranteed
periods of work at lower hourly rates, for the present irregulsrity of
employment st high hourly rstes, should be thoroughly explored. The
British building confercnees of 1974, which led to stable and low costs
and were followed by a long-sustzined period of heavy building sctivity,
could serve as a model for these coferences,

Ir some assuraznces can be obtained that the unions and other ele-
ments in the industry will make certain concessions for their own and
the public good, and will not nullify any constructive measures initiated
by the Federal GCoverpment, we may then proceed with a well-rounded housing
program as outlined in the sceompanylng memorendum on this subject,

2., A second way to stimulste capitsl expenditures and
thus add to consumer buylng is to offer a conerete inducement o business
men for a limited period to add to their plant =2nd equipment facilities.
This could take the form of an amendment tc the tax on undistriduted
profits which would permit, for the period of the year 1938, plant and
equipment expenditures in excess of depreeciation allowsncee to be cred-

1ted ageinst undistributed pro7its for that and the following two years
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in determiniug undistributed profits for the purposs of the tax
liability.

By limiting the privilege to & yesr, a powerful inducement
would be created to anticipete new plant expenditurses at a time
when the community would be most benefited by increazsed expenditures.
Insofar es plant capacity is added to inm 1938, the danser of insuffi-
cient plant capacity, bottlemecks znd repid price advances in subse~
quent years of the recovery would be lessemed, An added reason for
permitting corporetions to retain earmings for & limited period for
the purpose of plant expansion ie thet the disturbed state of the
capitel markets remnders it difficult for many corporstions to float
‘new issues,

In addition to this smendment, consideration spould be given to
the complete exemption from the tex of all earnings withheld uwp to
$15,000. Even on the basis of 1929 returns, corporations reporting
earnings over $15,000 amount:d to only 10 percent of the total number
of corporations and yet mccounted for 94 percent of the total net
income., The proposed smendment, therefore, would exempt the over-
whelming bulk of corporations while entailing little loss of revemue.
It would be a cheap price to pay for the removal of the bulk of the
opposition to the tax, mmch of which, in the case of the small corpora-
tions with no access to the capital markets, is legitimate.

Thece smendments would accomplish two deszirabls purposes. They

would be evidence of a comeilistory attitude on the part of the
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Adminictration, in meeting legitimaete complaints and in adjust-
ing ite tax progrsm %o the changiuz charscter end reguirements
of business szctivity. They would also provide a stimulus to
private ezpenditures et a time when it is sorely needed, and

at & small cost 10 the Treasury.
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