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COPY March 26, 19238

Suggested Action to Meet Present Financisl Crisis

The demoralizing situation that has developed with respect
to railroad bonds has now become the crucial factor in the economic
conaition of the country. Whetner there is to be a furitner recessi.n
of business during the next severzl months ( or at best a slight rise
from the present level) or whether there is to be a marked end sustained
rise, beginning in the late spring or early summer, will depend mainly
upon whet government does or omits to do to grapple with the present
crisis in the cepital murkess.

During recent weeks the railroza bond market has reached =
stage that plauinly reflects bewilderment and panic on the part of
financial institutions. The problem that this presents, therefore, is
no longer a railroad problem. It has _one far beyond that, cnd is
now an economic znd political problem of the first magnitude. The
large aspect of the problem is to avert a long deflationary movement,
the direct effects of which would be experienced in our capitil markets
end our financial institutions, end the repercussicns of which would
be felt tiroughout Lue econoaic structirs.

Railroad bonas nzve for the pest six months or more been
subjected to a strain closely anzlogous to that to which bank deposits
were subjected in 1881l-35. OStrong boxes have been emptied of raiis,
and tne resultunt deflation of values has menaced & number of institu-
tions «nd has msde some of thei the subject of dangerous rumor.

The Standard Stetistics index of railroad bond prices yester-
day wags 53.1. As the average for Jamuary of last year was 100.6, the
asset value of bond portfolios has virtually been cut in hz1f over a
period of 15 months. Yesterday's average of prices wase the low for tne
year. The severity of the decline is reflected in the high-grade rails
as well as in the second-grade rails. The former, as compiled in the
Dow—Jones index, show a decline from 11%2.1, which wes the averz:ze for
January of last year, to 51.2 yesterday--21.8 points. For the same
period, the second-;rade bonds show a decline from 9:.8 to 44.0--50.8
points.

The main factors in our capital structure that reqguired
rehavilitation after 19£9-35 have been rehabilitszted, with the single
exception of the railroad debt. The acute need for this rehabilitation
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hes been recognized by government, but the natural «nd inevitable
uncertainty over the form which the rehabilitation will tzke——and the
possibility that it will take a form entailing huge loss to insti-
tutional holders of railroad bonds--has produced a crucial situation
in the capital merkets at the very time when, except for this, the
trend of business generally might easily and quickly be upward.

The factors favorzble to a .wurked rise in business activity
and employment during the next seversl months are (1) the greatly
improved inventory situation as compered ith six months ago, and
(2) the greatly improved outlook for residential construction as
compared with even 80 days &zo. But the effect of these and other
favorable factors on the generzl business and financial psychology is
confused and distorted by the panicky liguidstion of rsilroad bonds
that has produced the present crisis. Unless this is deelt with
promptly and vigorously, and with full realization of its institutional
aspects as distinguished from its railroad aspects, then any hope of
a steady improvement in general business this year must be asbandoned.

A fundamentsl reorganizaticn of the railroads cannot be
accomplished in less than a year or two at best. The most prectical
and most promptly effective course of zovernmentzl action in the
immediate crisis, therefore, would be frank recognition of the vital
national interest, not in the railroads only, nut in the institutional
holders of railroad bonds as well, ana frank sharing of the risks of
railroad reorganizstion., The form that this risk-sharing might properly
take in the national interest is the shoring-up of the railroad debt
structure in a menner similar to that employed in shoring up the ferm-
mortgaege debt structure, the home-mortgage debt structure, and the
bank deposit structure.

Specifically, the RFC might be directed
to take at any time prior to July 1, 1943, any
railroad bonds offered to it by the owner thereof
in exchange for RFC debentures guaranteed as to
principal and interest by the United States, bear-
ing interest at % per cent, and maturing July 1
nearest the maturity date of the railroad bonds
exchanged for the debentures. he amount of RFC
debentures given in any such exchange would be
limited to the par value of the bonds, the market
value current &t the time the bonds were acquired
by the owner, or the average market value for the
year 1937, whichever was lowest. The offer of
exchange vould in any event be applicable only to
bonds acquired by the owner prior to July 1, 1933.
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The essential point is that government shall meke known
novi the answer to that part of the railroad riddle which is dis-
rupting the capital markets and threatening the general business
prospect for months ahead. The specific plen suigested would do
that in a decisive way.

Not least important among the economic advantages to be
gained is that the process of railrocd reorganization would itself
be greatly improved by governmental action removing the market
pressure on railroad bonds. Where the public interest could best
be served by drastic reorzanization, then drastic reorganization
could be accomplished witnout blowing the capital markets wide
open in the process. )

As to whatever steke in the reilroacds the RFC might
acquire under the plan suggested, the investment ought to average
out fairly well. The RFC would be acquiring bonds around 90, say,
and cutting the fixed charges on them around 30 to 40 per cent.
Under these conditions, its position in a reorganization scheme
ought not to involve any extraorcinary loss as comyared ivith other
losses alreszdy rezlized or in prospect. The loss invelved would
in any event be a small price to pay for putting an end to financial
liguidation and deflation at what otherwise appears to be the turning
point of industrial producticon and employment for 1238.
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