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Attached are some comments I prepared at the request of Mr. White on the
accompanying chart, The chart was presented by Mr. Haas.
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Leuchlin Currie

TEE TREASURY CHART AND THe LOWNTURN IN 1987

The chebt conveys the impression thet the increase in ressrve
reguirements in 1937 was responsible for the downturn in business
getivtty end that the decline in the ®net cesh deficit™ was not an
ilportant factor ss it began fifteen months before business turned
down.

Judging from the series presented, se well as those omitted, the
line of reasoning appesrs to e as follows!

1, The rise in rescrve roquirements led to sales of Govern~
ment securities snd & £a8ll in bond prices.

£+ This, either through undermining confidence or through
a decline in new security issuss, lsd to & fell in new orders.

3. After & time the decline in new orders was reflected in
a decline in business activity,

4., All other fuetors that could have affected business
aetivity are asssumed not to have been sufficlently importsnt to be
charted,

These successive steps in the lipe of reasoning will be examined
in turn:

1, It mey, in the first place, be conceded thet the rise im
reserve requirements in the spring of 1937 (togethsr with the gold

' sterilization poliey) hed something to do with the weakness in bond

prices, although the egldence is by no meane clear., It is worth noting
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that the subsvantial cut in excess reserves in 1956 pessed with
hardly s ripple in the bond market, Bond prices fell sooner snd
further in England then here., Agsin, the peek of bond prices here
wag reachsd in early December although the snnouncement of the
proposed increase in res rve reguirements wes not mede unvil Jan-
uary 30th, It sppesrs, in other words, & moot guestion whether
reaction in the long sustained bull market in bonds would not have
taeken pluce regardless of monetary action, slthough monetary action,
end the failure to support to bond market in March through open
msrket purchases, doubtless intensified the resetion.

£, The next importsnt stepy in the chaln of causation, Judging
from the chert, is the connection between the fall in bond prices
and the declins in new orders., Such & conneetion might elther be
& direct psychologiesl one, or through the new issue market and
capitel expenditures.

Considering the time that must slapse bLetween capital isauss
znd sctusl expendiltures, one could hardly expect an instantansous
reaction on new orders from this source. In any csse, the volume of
new corporate issues in the firet eix monthe of 1937 was nesrly double
the volume in the first six mounths of 1986. Expenditures by rallroads
snd utilitiss on new plant and e ulpment for 1957 &s & whole inereased
66 percsnt over 1936, whereas the rate of incremse of 1936 over 1935
was only 51 percent. Expenditures by mining and manufscturing for
new plant and eguipment, desplte the bad last quarter, inereased 36

percent over 1936, which wes the rate of increase of 1936 over 19385,
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As for ths direset psychologicel resction, onz would sxpect
thisg, if at all, either to follow lmmediately upon the announce=
ment of the new res rve re ulremente, or upon the fall in boud
prices. Actually the peak of new orders, ag shown on the chart,
occurred two months 35&9.1.'. the announcement of the new reserve re-
quirements and gontemporansously with the fall in bond prices in
Marche. DMachine tool orders reached their pesk in April. It is
difficult to establish any reasonable coanection between the course
of bond yislds and new orders,

No attempt was made in this chart to relate the trend of new
orders to more obviously relsted fectors, For example, how much
of the bdbulge in steel orders was attributeble to orders pluced before
higher prices becums effsctive? How meny orders were plscsd beesuse
of threats of delayed delivery because of strikes? ¥%as the level
of orders sttained in March 1937 in line with current consumption?
We kpow, from the evidence of the excessively rapli inereasse in
inventorice at that time, that new orders were fur ic excess of
current consumption, Conseguently they were due for & sharp decline,
and could only have been sustained st the March level at the exponse
of au incremsingly unbelanced economic structure,.

3. The next implication of the chart is that the deeline in
new orders was the ceaussl fretor resulting in the later decline in
business metivity, To ostablish such a connection would reguire a

careful and extended study of many feetors bearing upon the level
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and trend of ordera ia relstion to the level asnd trand of proiuction,
consumption and inventories, which hes not been done here, Actually,
it cen be sstablished that the level of new orders in the early part
of 1937 was far ip excess of currsnt consumption and indeed, in many
places, in excess of prouuctive capacity, A decline wea inevitable,
Fhether or not such e& decline would later result in & business recess-
ion, however, depended upon the ccurse of incomes und cousumption, If
consumption had increased, and 1f proluetion wse in lins with consump~
tion, new ordsre would have coms in a8 the backlog of 0ld orders was
being exhausted, This point lewds t0 --

4¢ The finsl implication of the chart is thet all factors other
than thoge showp on the chart that could affect business metivity
remained nsutral in their effeoct. Two excesdingly important serles
that are omitted are oonsumption snd iuventories, These are shown in
an accompanylng chart, Thesy bring out clesrly the highly unbalanced
and unstsble conditione that were developing in 1957, It is impoasible
to conceive of production coptinuing to ineresse in the face of falling
consumption and rapidly inereesing inventories. Obviously, sny expluna=-
tion of the downturn in 1937 must be related to the movements of these
gories and 1t e aifficult to mee how the decline in bond prices in
March, 1837, can be related elther to the excessive accumulation of
inventoriss or to the downward trend of consumption in the first thrae

quarters of 1847,
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Chenges ia certaln budget Ltems, on the othsr band, bhuve an
immediate 2nd obvious effect on consumption. A decline in W, P, A.
expenditures decreases buying power through decereasing incomes, an
ineresse in payrcll taxes deereasse buylng powsr eitber direetly orx
indirsetly through the medium of higher prices not compensated by
higher incomes. DBoth thesze forces were at work in 1837. During
the firet six months of 1937 state unc federal payroll tuxes were
aceruing 2t & monthly rete $60 million higher then in the last eix
months of 1836. W, P, A. oxpenditures fell from $181 millionm in
Decembver 1936 to $144 million in Juns snd $100 million in September,
In addition, income taxes, part of whici would have othereuise gzoue
into consumption, everaged $87 million s month more in 1937 than in
1986,

Thess were the mein factors in the fall in the ™net cash deficit™,
ag shown in the Tremsury chart, from an average monthly flgurs of
$300 million in the last quarter of 1908 to an average monthly figure
of $40 million in the first guarter of 1937, The drestic nsture of
the reduction is obmoursd on the Tressury chart by the slonguted hori-
zontal scsle anc the compresssd verticsl scale, The effsct of veryiug
the sealee is 1llustrated in the accompenying chart., Moreover, thie
particulsr series tends to exaggerate the coutribution to buying sower
in the middle of 1836 by inmeluciug e€ll the bonue bonds cashed, wheress
we know from other sources thet e substemtial portion of the procesds
of such bonds was used not for the purchase of guods but for the

liguidation of dsbt.
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Coneclusion

There appears 10 be & lack both of faetusl evideuvs sou of
theory to supgort ths implication of the ehart that ralsing
regerve requirements played # significant role in the dowaturn
of business, The faxlﬁrs of consgumption to continue 1ts advance
was the most important sgingle factor and this in turn was assoclistad
with certein drastic changes in federsl taxes und sxpesn-itures, in
the downturn in residentiel constructios thet followsd upon rupid
cost advanees, and in ths dependsnce of the growth in income, in
too large purd, on the growth of laventories. In order for con~
sumption to have gone shead throughout the first three guartess of
1837 elther private capital expenditures or the govermment contri-
bution would have had to be cousiderably lerger than wes actually

the case,
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