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’ April 1, 1938
Lauchlin Currie

CAUSES OF THE RECESSION

Introduction

A serious setback to the attainment of the national objective
of as full employment of our humen and physicel resources as can be
sustained under stable conditions was experienced in the lest quarter
of 1937, Up to thet timo great progress had been made, In the first
ninc months of 1937 the index of production averaged 116 as contrasted
with an avorage of 64 for the year 1932 and 121 in the first nine
months of 1929, The netional income was probably running at the esnnual
rate of $71 billion or $72 billion in the first nine months of 1937,
as contrasted with $40 billion in 1932, on a lowoer price level, and
$81 billion in 1929, on a higher price level, Assuming that three
million ropresents the morc or less irreduciblo minimum of unomployment
compatible with conditions of genoral stability or "normel unemployment",
we had, by the summer of 1937, some four million people still to be
employcd, This smounted to 9 por cent of the total working forcz,

The mejor part of this achievoment was lost in a few months at
the closo of 1937, After coming within striking distanco of our goal
we have fallen back to the 1934 levels of production and the prospects
of a quick rccovery arc not heartening,

In these circumstances it 1s urgent that a careful oxemination

be mado of our rccent oxperiecncc in an attempt to ascertain the basic
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ceuses of ths downturn, Only by proper diegnosis can we hope to
avoid a repetition of the mistakes of the past, This is particul-
arly importent in the present juncture, because of the extent to
which the Federal Government esnd its agencies participated in and
assumed responsibility for the recovery movement,

Background of the Recovery Movement

Transitlon Period, 1933«34

Some of the measures teken by the Administration when it
assumed offioce were, as the President recognizedf deflationary in
their effect, They comprised the freezing of billions of dollars
of deposits in closcd benks, and & reduction in the pay and, hence,
buying power of Govornment employees, The Administration appar-
ently belioved that some action was required both in the monetary
sphereo and in a direct stimuletion of consumer buylng power to off-
set this defletionary effect, For this and, doubttless, other
reesons, an embargo was placed on gold, and the National Recov.ry
Act, including the public works scetion, was passed, A sharp
inventory boom, bascd on anticipated price and cost advances, ensued,
This quickly collepsed, The Civil Works Administration was hastily
ostablishod as en emergency device to provide employment and pure
chasing powor, This was followecd by Fedoral Emergency Relief Admine
istration in 1934, Aftor the short intorlude of the gold buying
policy, the pricc of gold was stabilized in Jenuary 1934 at a price

which, for the noxt throe years, yielded an approximatc balaence

17 Sco Now York Times, March 14, 1938, p. 7.
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in our international payments on other then capltal account,

Perlod of Sustained Progress under Stable Prices, 1934=1936

From 1934 to 1936 the largest single faotor in the steady

reocvery movement was ths excess of Federal activitywereating expendi-

tures over activity=decreasing receipts, An attempt has hwen made
to measure this excess by adding together all federal expenditures
that appear to affect tusiness activity direetly and subtracting
all taxcs except estate and gift taxeses The chief weskncss of

the resulting fipurcs lies in the assumption thet all texes roproe
sent a doeduction from current spending, cither on consumption or
capital account, To the extcent that part of currcent sevings would
not have been spent the estimates understete the magnitude of tho
Government!s contribution to community expenditures, Estimetes of
total activity=crecating oxpenditurcs, activity=decrcasing receipts
and nct activity=crecating expenditures arc charted on the following

Pags,e
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FEDERAL RECEIPTS AND EXPENDITURES
ASSUMED TO AFFECT BUSINESS ACTIVITY DIRECTLY
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It will be observed that the estimated excess of activity-
creating expenditures amounted to nearly $270 million a month thrcugh-
out 1934 and 1935, The annuel figures amounted to $3,2 billion in
1934 end $3,1 billion in 1935, or 41 per cent and 57 per cent of
the respsctive increases in the national income over the previous
year, .

That this factor was the motivating force in the recovery
movement is indicatecd in various waeys, Studies in the chenges of
the cash holdings of verious economic groups from the end of 1933
to the ond of 1935, in conjunction with other data, show that busi~
ness collected from final consumers in the sale of products more
than it disburscd in the making of goodse The lerge increase in fine
ancilsl deposits indicated that a portion of the currcent interest
and dividend payments was not being returned to the monctary circula-
tion, This cvidence is confirmed by the lag in expendituros on dur-
able goods such as houses, electric power and railroad and other
industrial plent and cquipment,

The broad case for using fiscal pollcy as a recovery measure
rested on two main grounds, In the first place, it rested on the
belief that a substantial volume of new capital cxpenditures would
not be undertaken until the growth in consumer demand had rosulted
in taking up much of the great excess of productive capacity, and
that, in lilcu of a rcduction in costs, it would not bc profitable

to build new houses until the growth in consumer incomes had forced

up ronts, In the second placc, in default of en incrcasc in privete
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borrowing, deficit finencing appeared the only way in which a restor-
ation of the deposits subject to check wiped out in the depression
could be accomplished,

By 1936 events appeared in a fair way to demonstrating the
soundness of the case for a compensatory fiscal pollicy in a severe
depression, By the middle of 1936 the volume of all adjusted depos=-
1ts subject to check (except domestic interbank deposits) had increased
by over $10 billion over 1933 end was. ncarly $3 billion in excess
of the figurc for 1929, Including currency outside beanks, the total
was over $4 billion in excess of the combincd figure for 1929, There
had also been a substantisl follow=-up of private expenditures on dur-
able goodse Mr, Terborgh cstimates the total of such e¢xpenditures at
about $13 billion in 1936, as contrasted with $6 billion in 1933
end $23 billion in 1929, Expenditures on new housing finally got
undor wﬁy end emounted to $1,2 billion in 1936,

This substantiel growth in production, cmployment, and incomes,
and the follow=up in the durable goods industries, took place under
the relatively stable cost and price conditions that oxisted from
the beginning of 1934 to the fourth quarter of 1936,

Speculative or Boom Pcriod, October 1936= March 1937,

The relatively stable cost end pricc conditions, under which
such great progross had been made up to the fourth quarter of 1936,
were lost in the five or six months' period boginning in November

1936, Thc monthly index of naetional income paid out inecrcaszsd at

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



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

-7~

the rate of 16 per cent per amnum from September to March, as con=
trasted with a rate of increase of 10 per cent per annum in the pre=-
ceding six months, The Bureau of Labor Statistics index of wholesale
prices rose by 7%-per cent from October to March, or at an annuel
rate of 18 per cent and, perhaps of even greater significance, whole~
sale prices of durable goods, which had remeined virtuelly unchanged
since the end of 1933, rose by 10 per cent from October, 1936 to
March 1937, or at an ennual rate of 24 per cent, The course of
wholesale prices of dureble goods is shown in the accompanylng chart,
Average hourly earnings in manufacturing rose 13,3 per cent from
October 1936 to Mey 1837, The index of machine tool orders rose
from 118 in Scptember 1836 to 282 in April, 1937,

The rise in those various indexes was symptomatle of a profound
chenge in the character of the recovery movemont, From a condition
of orderly increase in production armd productive facilities in
rosponse to increases in consumer domands, under stable cost and
price conditions, there developed e condition in which both produce
tion aend productive facilities werc increasing in anticipation of
price and cost advances, In other words, a spcculative eloment
of considerable dimensions entercd the picturee Forward buying
and inventory stocking far in oxcess of current nceds were widely
engaged upon, The spuculative movement came to & closo around

April 1937,
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Poriod of Unstable Equilibrium, April = August 1937

Various indcxes of production, rctail selcs and incomes
flattoncd out aftor March, The monthly index of adjusted income
peyments incrcascd by only lel per cont from Morch to August, The
adjusted index of compensation of cmployces rcachod its peck in
Meyo Industrial activity as a wholc ccascd to cxpand, the incroasc
in durablc goods production being offsct by a steady declinc in
nen~durable goods production., Industry, in part, was operating
on the bank of unfillod orders accumulated in the previous period
and inventorics continucd to incroasc both absolutely and in relo-
tion to currcnt salcs,

A roccont survey by Dun and Bradstroct of 17,000 firms indie
cates o far larger incrcasc in inventorics than had previously
been suspectced, Assuming that this is o reliatlc sampl., it appears
that the incrcasc in inventorics in monufacturing, wholesoling and
rotailing amountcd to ovor $2 billion in 1936 and to almost $3 billion
in 1937, Making the conscrvative assumptions that onc«third of
the incrcasc 1n 1936 teok place in the last quarter of the ycar and
that the doeclinc in the last quarter of 1937 was about cqual to the
average advance In the first threc guarters, so that the total ade
vance for the first threc quarters was about 50 per cont greater
thon the total increasc for the year, we arrive at an cstimatod ine
ercas¢e In Inventorics in monufacturing, wholesaling and rctailing

in the ycar cnding Soptcmbor 30, 1937 of approximoately $5 billion.
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This is exclusive of any increase that may have occurred in agricul=
ture, mining, service and other industries, This estimeted increese
in inventories exceeded that of any poste-war calendar year,

The combination of increasing inventories in the face of a
flattening out of production and sales created a highly unstable and
vulnerable condition, When new orders sufficient to meintein produc-
tion failed to materialize in late August and early September, there
was 8 concerted rush to reduce inventories with the result theat pro=
ductive cctivity expericnced onc of the sharpest declines on recorde

Factors in the Downturn

Two closely recleted developments requirce cxplanations +the specu=
lative character of the movement in the winbter of 1936«37, and tho
gonoeral cessation of growth that occurred in the spring end summer
of 1937,

Bofore rocounting the spocific and immediatc developments that
contributcd to the cost and price advences of the last quarter of
1936 it is first necossary to sketceh in the background, Two cssential
factors stand out, In the first place, rccovery had procceded unine
torruptedly for ncarly three yeoars and much excess productive capace
ity had been ebsorbed and rents had rison sufficiently to make the
building of houscs profiteblc, By Octobor stocl opcrations were at
78 por cent of capacity, or closec to tho economic capacity of around
90 per cont, Tho index of industrial production in the summer of

1936 was back practically to thc level of the corresponding period of
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1928, Our productive capacity had increased more largely in man
power than in capitel equipment, We were, in other words, approach=
ing a point where in meny lines the employment of more people re~
guired the construction of more plant fecilities, and this takes
timeo,

The second essential factor forming the background of the per=-
iod under discussion was the speoding up of the rate of recovery
in 1936, Tho industrisl production average for the yeer increased
17 por cent over 1935, as contrasted with a 14 per cent increase
of 1935 over 1934, Department store salcs Inereased 1l per cent
ovoxr 1935, as contrasted with an incroasoc of § per cent of 1935
over 1934, National income in 1936 increased 16 per ocent over 1935,
a8 contrasted with on increase in 1935 over 1934 of 11 per cemnt,
Honco, at a timc whon we were approaching capacity in ccrtain importe
ant lincs, tho rate of rocovery, insteed of slowing down, was accclor=
atod,

This was attributablc to various factors, Consumers® incomes
were inereascd through incroased expenditurcs on consumers'! durable
goods purchascd largoly on crodit, through incroased cxpenditures
on durablc capital goods, which have the offcet of incroasing incomes
without incroasing finished consumer goods, and through increased
Government expenditures relative to roceipts, It is costimated
that oxpenditures on such durablec goods as housing, automobiles,
housohold furnishings end miscellancous, incroased about $2 billion
over 1935, as contrastcd with en inercase in 1935 over 1934 of
$1.,5 billion, Expenditures on durablo producerst goods in 1936
increased over §1 billion over 1935, as contrasted with an increasc

in 1935 over 1934 of loss than $700 million, Including only 50 per
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cent of the bonus bonds cashcd in 1936, the cstimnted excoss of activity-
incergasing federal oxpenditurcs ovor activityedecrcasing rcecipts
amountcd to $4 billion, Thus, in thoso threoe catogorics we have ncarly
$7 billion of a typc of oxpenditurcs that tond to increasc activity
‘85 contrestod with e corrosponding figure in 1935 of $5 billions
In eddition, cxponditures on inventories probably increascd more
in 1936 than in 1935, For tho time boing such exponditures have
the samc effect as oxponditures on plant, sincc thoy increaso cone-
sumers! incomes without Increasing the smount of finished goods
offered for sale, Finally, expenditures for maintenance in monu=
facturing and reilways increnscd more sharply in 1936 than in 1935,
As against these various increascs of expenditures that stimue
late activity must be offset tho additional saving out of additional
income, including in such additions eny increase in the curront
payments of consumers for goods bought previously on credit, If
we had sufficlently accurate figures for all thesc and some addie
tional ltems, we could account fully for thc increascd national in-
come and salcs,
For proscnt purposcs the point that it is desired to bring
out is that if thec rete of rccovery was too raopid in 1936, and
therc appcars to be good rcason to belicve that it was, part of

the responsibility rosts on the size of the not federal contribution.
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It is interesting to note in passing that if the bonus had not
been passed over the President's veto our total figure for the year
would have been $343 billion, or very little larger than in 1935,
We now come to the fourth quarter of 1936, Against the backe
ground of an accelerating rate of recovery as excess plant wes
being ebsorbed, a series of incidents and developments contributed
to the rapid cost and price advances and speculative conditions discussed
cerliors . Tho ermeuncement of ‘Englandts rearmement program, with
its accompenying speculation in certain international rew materials,
undoubtedly fenned inflationary sentiment here, Various political
and economic devolopments made it a favorable time for en attempt
to be mede to uniocnize large industries on an industrial basis,
Substantiel wege end hour concessions were made both in response to
pressure from tho newly=formed unions and to checkmete the growth
of the unions, The strength of the orgenizetion of the employers,
the high rate of oporations and the sellors! market resulting from
anticipation of advencing prices and fear of delaycd deliveries
from strikes and deficient capacity, all made it generally possible
for industry to pass elong its higher costs in higher prices, The
practice of the steel industry, in particular, in announcing price
incroases to take effect on a future dato, enocouraged excessive fore

ward buying,
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The movement epparently culminated in March and April, 1937,

The vital steel and machine tool industries were then operating at
practicable capacity, The rise in the level of nommagricultural
prices came to en end end various other important indexes flattened
out,

Although the wave of forward buying and inventory speculation
had to end sooner or later, wvarious specific developments mey have
played a part in the timing, Thus the rise in reserve requirements
mey have taeken some of the forco out of the "inflation" telk, The
President?!s statement of April 2nd, indicating that the repid risc
in some prices was viowed with disfavor,may heave contrituted Yo the
seme end, Atroad there began to appear & realization that the Amminenoce
of a rearmement boom had beon overwdiscounted, With the wege ond
othor egrcemonts of U, 8. Steel and Goneral Motors with the C. I. O.,
the labor situation bocame mors stebllized and less uncortain, In
any oase, the extent of forward buying has its limitations, and since
tho movement had already proceeded for some time it may very well
heve been due for a slackoning up even in tho absence of those specific
developments,

The next quostion that requircs answer is why incomes and consumer
buying flettencd out aftor May, Why did we not resumec steady progress
on the basis of stabilized higher cost and price and inventory lovels?
The answor %o this quustion requires informstion on the various factors

tending to inorensc and decrease national income and buying power, and
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this information on a monthly basis is not as full as we would wish,
As before, expenditures incurred in the making of durable consumers!
goods, dureble producers! goods and the net foderal contributlon
will be considered separately,

Residential building contracts awarded roasched their peak in
April and declined thercaftor, The total for the year is estimated
at $1,3 billion as contrasted with $1,2 billion in 1936, Automobile
production throughout the late spring and swmer ren higher than in
19364 The total for the ycar is cstimated at $2,6 billion as con=
trostod with § ob dillion in 1936, Exponditures on miscellancous
consumers' durable goods probably continued to increasc up until
the last quarter since the increase for the yecar as a whole over
1936 was $500 million, From all indiocations, oxpenditures on durable
producers? goods continued to increase until August. The index of
production of dureble goods in the third gquarter of 1937 averaged
7 per cont over the first quarter, The estimate for the entiro yocar
is $6.3 billion, If commorciml buildings aro omitted, the total was
about $6 billion, which was not far short of the $6,6 billion in
this cotogory in 1928, Tho increase over 1936 was $1,7 billion as
contrasted with an increasc in 1936 of §l.,1 billion cver 1936, Invenw-
torles arc ostimatod to have incroased noarly 84%’billion in the first
three quartcers of the yoar, though at a diminishing reto,

It 1s in the net federal contribution to community expenditurcs
that the greatest docreasc took place in the factors tending to in-

cercasc business activity, For the erucial -8evenemonth period, March
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to Septumber, inclusive, this amountod to $400 million, or an aversage
of $60 million a month as contrasted with en avorage of $335
million a month throughout 1936,

The broad picture that cmerges is as follows: In the spring
of 1937 the forces tonding to bring about a further rise in income
boecame balanced by thoso tending to lower income, This, howover,
was an unstablo ogquilibrium since among the former foreccs was o large
morc or less "involuntary" incrcasc in cxpenditures for inventories
on the basis of prior commitments and a dangoerous extension of installe
ment credit in the automobile ficld, Expenditures for now residontial
housing were declining and the net Govermnment contribution was running
at a low flgure and thoy-probebly togethcr, in the second end third
quarters of tho year, did not amcunt to moro than §1 billion, Durable
goods production continucd to oxpand but this was in large part off-
sct by & decline in the production of nonedurable goods, The flatton-
ing out in rotail salcs and decline in noew orders made unnecossary
any further incrcesc in commitments for ncw plant and oquipment then
thosc that had alroady boen made, The volumo of current saving out
of the lncome of corporations and individusls was ajparently in cxcess
of tho oxponditures on now plant and oquipment, construction and the
net Government contribution by an amount roughly measured by the
incrcasc in inventories and censumer ecredit,

The answer to the quostion, then, as to why recovery did not
continuc on the basis of the new and highor levol reached in the

spring appcars to be that the drastic doclinc of some of the main
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elements that had previously contributed toward increasing activity,
together with the increased saving that probably occurred along
with a higher level of money income, placed more of a load on durable
producers? goods expendltures then they could carry,

It 1s of Intorest to note that in 1925, when the natlonal money
income closely approximated the rate at which it was running in the
sumner of 1937, the total of consumers'! and producers'! durable goods
expenditures approximated $2145 billion, whereas in 1937 thoy approxi-
meted $17 billion, The main explanation of the diffcrence lies in
expendlturcs for rosidontiel housing and commercial building, which
were $4 billion larger in the former yocar, Expendituros for new
plant end oquipment in mining and menufecturing were actually $400
million larger in 1937 than in 1925,

If housing cxpenditurcs an@/br the Government contribution com=

bined had been some $4 billion greater ennuelly +4% s

likecly that the trend of consumers'! incomes and retall sales would
have continucd upward during the summer, If this had occurred it

is possiblc thet inventorios would have become stebilized @ t the
highecr lovel and that now capital commitments would have become nccesse=
ary to mecct growing consumcr demends. The combination of these devele-
opments, in turn, might havoe been sufficlont to morc than offsct the
aftcrmath of an oversold auto markct,

The proximate causcs of the rcecession, then, conter arcund tho
factors giving risc to the inventory and forward-buylng boom, to the

feilurc of a recal building rovival to get undor way, end to unfortunate
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timing in the withdrawal of the Government!s contribution,

The petering out of the promlsing building revival that had gotten
under way in 1936 appears to be associated with the advence in the
price of new houses relative to the rise in rents, This advance in
price, in turn, was partly associated with the genersl advence in
prices and partly essociated with developments in the building industry
itself,

The drastic nature of the decline in the Government!s contribu-
tion was in large part associated with the payment of the bonus in
1936 snd the excess of tax collections over disbursements under the
Social Security Act in 1937, Without the former our estimated net
figure would havo boen $3,3 billion in 1936, Without the latter our
estimatcd figure would have been $1,9 billion in 1937, A moderate de=
cline in other expenditures end a substantial increase in other receipts
made up the differcnco,

Some QOther Explanastions Offcrcd for the Recession

1, Monctary Pollicy, It has boen seid that the action of the

Board in raising reserve requirecments and absorbing $1.5 billion of
cxcess resorves In the spring of 1937, together with the action of
the Treasury in sterilizing inflows of gold, were cither responsible
for or contributing factors in the reccossione This contention will
be cxaminod in somc dotaeil,

In order to vicw thesc actions in thelr proper perspective it

is nccessary to reviow bricfly monctery developments from the middle of
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1933 to the ond of 19364 The wholc period was onc of rapid cxpansion,
This was in accord with the polliey of promoting monetary ease and

of mecting the liquidity requirements of the community through restore
ing the volumc of medie of peyment wiped out In the depressione The
total volumc of ad#usted deposits subject to chock (exelusive of intere
bank doposits) of all banks plus currency outside of banks deoreased
from $27 billion in 1929 to $20 billion in the middle of 1933, By
Junc 1936, a $11% billion oxpansion hed occurrecd, bringing the aggro=-
gate up to $31%-billion. Despitc the increasc in deposits and, hence,
roscrve requirements, the volume of oxcess reserves had, by the

summor of 1936, incrocascd to over §3 billion,

In the Banking Aet of 1935 Congress placed upon thce Board of Govern-
ors the responsibility of raising rescrve roquircments "in order to
provent injurious crodit cxpension”, In view of the cxpansion that
had alrcedy occurred, and the magnitude of the coxcess reserves of
banks, it appeared to bo a wisc prcoautionary measure to reduce excess
rescrves by increasing legal rescrve requirements, Accordingly, the
Board took actlon to reisc requircments by en amount sufficlont ‘o
absorb $13 billion of the excess, leaving nearly $2 billion, This
action, tekon in the summer of 1936, was gencrally commended and had
absclutcly no offcet on interest rates or the moncy market generally,
Indued, the various inflationary developments mentioncd earlicr occurrcd

subscquent to this action,
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In January of 1937, thc rescrve position was carcfully rcvicwed,
Sinco the previous action had boen taken the volume of deposits sub-
jeet to check had continucd to cxpand rapidly, Despitc the growth
in rescrve requircments accompenying the inercasc in dcposits, the
stoady inflow of gold had swolled the volume of cxcess roscrves to
ovoer $2 billion,

A body chargod with the responsibility of preventing on injurious
cxpansion of crodit was in duty bound to welgh the dangerous potentiale
itics in the situation, The volume of doposit currcncy and cesh was
clecarly not cxcessive for current roquircments, Howcwver, should the
ratcs of turnovor prevailing throughout the Twentics be rogeincd, the
volumc of moncy would have supportcd a national income ajproaching
$100 billion, which could have boon achioved in the noar futurc only
by on cxcessive advance in priccs, Therce was, as previously romarkod,
inflaticnary scentiment in the air, In thesc clrcumstances it appearcd
the coursc of prudence to rcduce agein the basis of potentlal cxpane
slone Conscquently, on January 30, it was announccd that roscrve re=
quircmonts would be incrcascd by epproximately $750 million on Merch 1lst
and §750 million on May lst, which would lcavsc banks with botweon
oncehalf billion and onc billion dollars of cxccss rescrves on tho
lattcr dato,e

It was fclt that if the step proved too drastic, proper adjustment
could be made by using the flexible instruments of open market purchascs

of sccuritics to incronsc oxcoss rosorves, If it proved inadoquate in
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fts.1f to check cxcossive oxpansion of credit it could be supplew
mented with open market sales of sccuritics, Purchascs were in fact
madc in April ond again in Novomber which, along with the desterilizae
tion of $300 million of inactivc gold, had tho cffcct of incrcasing
bank rescrves by a corrcsponding amount,

The risc in rcsorve roquirements was regarded as a precautione
ory rathor than a restrictive measurc, In conjunctlion with the adop=
tion of a policy on the part of the Treasury of sterilizing ncw gold
inflows, it marked o fundamentel readjustmont of our bonking system
to the now gold situntion, end placcd us in e position to roly honcce
forth on the customary instrument of open markct operations es a means
of operating on bank rcscrves and, honec, on the volume of credit,

Therc arc two possible ways in which the obove monctery actions
might have hed a deprossing cffect on business activitye The first
is psychological and the sccond, for lack of a bettor term, might
bec called mechanical,

Thc action may have contributcd to the removal of the fear or
cxpectation of monctery infletion and an indefinitc risc in pricos and
henee checked a further oxpansion of forward buying ond inventory
stocking, If so, its cffcct was salutary, as our prescnt difficule
tics arc traccoble in large part to the inflationary developments
in the winter of 1936=37, From this point of vicw, the criticism
should be not that the action was token, but rathor that it was unduly
delaycde Too rmch weight cennct be assigned the psychological argue

ment, howover, in viow of the foet thet price advences continued to
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occur for some months after the armouncement of the policy on
January 30th, Orders for machine tools reachcd their peak in
April, 1937,

The other, and more mechenleal, way In which raised reserve
roquirements eand sterilizing new gold inflows might have contributed
to the recesslon deserves more consideration., It has been argued
that the raised rosorve roequirements were responsible for bank
salos of bonds; benk sales of bonds rosulted in weak bord prices;
woek bond prices discouraged now bond issuesg the difficulty of
issuing new bonds led to a decline in capital invcstment; tho
deeline in eapital investment resulted in the recession, It is
necessary to establish all thesc links in the ohain connecting
monctary policy with tho reccossion, if the case for a causal
rolationship is to be cstablished, and this appears difficult to do,

It is, iIn the first plecec, a moot question as to what cxtent
the raiscd reserve roquircments were rosponsiblo for bank sales of
bonds and the decline in bond prices, Bond priccs had risen stoade
ily since 1934 and purchasors had accumulatcd substantial profits
on thoir holdings, It was to bc expected, as in the analogous
casc of stock pricos, that any devolopment which foreshadowed an
cnd of the rise would procipitate proflitetaking, The various
factors that occurred in the winter constitutod such e devolopment,
Indeed, bond priccs reachud their peak in England in October of
1936, end declined steadily thereafter, The averago pricc of 87

English bonds foll by 6% per cent from October to March, as contrasted
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with & decline in the monthly everage of U, S, bond prices of 4%
per cent from January to April, The decline in this country was
initiated by municipal and Federal bonds in January before action
with reference to excess reserves was announced, It seems reason=
able to assume that the desire to take profits was as powerful a
motivating factor in bemk sales of Government bonds as were ralsed
reserve requirements, particuvlarly since seles were engeged in by
so meny banks that possessed more then adequate reserves to meet
the now requiremonts, In a survey, mede in Jenuwery 1937, it was
ascertained that the excess reserves plus one=helf of cash due
from benks were deficient to meet the mew resorve requirements in
only 197 banks, The deficicncy amounted only to $123 million, Henoe,
raiscd reserve roguirements probably acted more es a signal of an
end of a bull merket in bonds than in forecing sales because of
inedequate rescrves, Tho total sales of all securities by all
banks emounted to less than $1 billion between Decembor 1936 and
June 1937, In the same period bank loans expended by more than

$1 billion,

When we turn to the next link thet could connecet monetary

policy with the recession in business = the rolation between decline

ing bond prices and cepital expendituros = 1t is again difficult to
meke out & valid casc, The volume of new corporate issuss in the
first six months of 1937 was ncarly double the volume in the corres-
ponding poriod of 19368, the figures being $795 million and $455

million, Expenditurcs by railroads and utilities on new plant and
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equipment for 1937 as a whole increased 66 per cent over 1936, whereas
the rate of increase for 1936 over 1935 was only 51 per cent, Expendi-
tures by mining and menufacturing for new plant and equipment, despite
the bad last quarter, increased 36 per cent over 1936, which was the
rate of increase of 1936 over 1935, Doubtless most of the commite
monts for these expenditures were made in the first half of the year,
The flattoning out in the rete of consumption, however, made additional
capital commitments in any large volume unnecessary in the summer,
There may have been individual cases where new capital expenditures
were postponed because of the difficulty of raising new money, Natione
al figures, howovor, indicate that the total volume of expenditures
on new capital goods weres as large as could rcasonably be cxpected,
The inorease of cxpenditures on additions to inventory from September
1936 to Soptomber 1937 was, as pointed out above, one of the largest
on recorde

In conclusion it may bo said that since the recession cannot be
attributed to a docline in produsors! durable goods cxponditures,
and since monetary policy can share none of the responsibility for
the price and cost advances in the winter of 19361937, for the enor-
mous incrcasc in inventories, for the failure of residential building
to oxpand in 1937, and the draestic deocline in the Government'!s contrie
bution to community oxpenditurcs, it cannot be hcld responsible cither
as an initiating or contributory factor in the rccession,

As events have turncd out it would have beoen perfoctly safe to

have postponed the rise in rescrve requircments that occurred in March
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ond Mey of 1937, This, however, was not evident in Januery of
1937 and is an entirely different matter,

2¢ The Undistributed Profits Tex, the Capital Gains Tax and

Stock Merket Regulation, Many writers appear to believe that
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the basic cause for the recession was the difficulty industry exe
perienced in securing capitel for oxpension, This difficulty

in turn was attributable to the action of the undistributed profits
tax in forcing out earnings, and the difficulty in securing new
money from the security markets,

The answer to this contention has already been given, There
is no evidence that the rocesslon was attributeble to a deflclency
of industrial plant and cquipment expendltures and in the last
quarter of 1936 and the first two g uarters of 1937 industrial oxpendi-
tures for inventorics wore unquestionably too great from the point
of view of cconomic stability, If the money that went into excess-
ive invontorlics had gone instead into plant and equipment, the
total of the latter type of expenditures would have been in excess
of 1929,

3¢ Lack of Confidence and a Recovery Based on Consumption,

The argument here runs that the profound political uncertainty
and general lack of confidonce meent that the recovery was supported
entirely by the excess of Government expenditures over rccelpts,
There was no followsup of private Investment so that the recovery

movemcnt promptly collapsecd when Government support was withdrawn,
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It is difficult to find any factual evidence iIn support of
this contention, The accompanying charts depicting the course of
expenditures for new plant and equipment of mining and manufacture
ing, railroads and utilities are pertinent in this connection. By
1937 expenditures for new plant and equipment in mining and menufactur=-
ing were back to the 1928 level, In railroads they were $138 million
short of the 1928 level, and in electric utilities $276 million,

The utilities ere a particularly interesting case, The accome
panying chart oxpresses rated kilowatt capacity, output and capital
expenditures as indexes with a common base year, 1929, This should
be borne in mind in order that the mistake should not be made in
interpreting the chart of believing that output was at capacity in
1929 or oxcceded capacity in some other ycars, Actually, there was
a comfortable reserve capacity in 1929, The additions to plant cap-
acity 193032 and the doclins in power output resulted in a large
excess capacity, rclative to 1929, that was not teken up until] the
end of 1936 and begimning of 1937, Consequently, for the power induse-
try as a whole, thero was not much incentive to expand plent until
late in the recovery, The expansion in 1937 was in fact vigorous,
being 62 per cent above 1936, Total oxpenditures in 1937 were, howe
over, about $300 million leoss than the total in 1923, when output
wes as close to capacity as in 1937, It might be claimed with some
justice, thereforc, that tho peculiar difficulties of the utilities
were resulting in a ono yoar's leg of expenditures bohind what
might otherwlso have been expccted, The figure involved is negligible,

however, in relation to the total picture,
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INDUSTRIAL PRODUCTION AND EXPENDITURES
BILLIONS FOR CAPITAL AND MAINTENANCE, 1919-1937
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FREIGHT-CAR LOADINGS AND RAILROAD EXPENDITURES
FOR CAPITAL AND MAINTENANCE, 1921-1937
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INDEXES OF ELECTRIC POWER CAPACITY, OUTPUT AND CAPITAL EXPENDITURES
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4, Decline in Profit Msrgins Brought Alout Through Higher Costs,

Apart from the sutomotive group end, in the late summer, the raile
roads, profit margins do not appear to have declined in the first
thres querters of 1937, On the basis of a semple study by Standard
Statistics of 176 large industriel corporetions for the first six
months in 1937 it wes found thet the average ratio of net income

to sales was 845 per cent as compared with 8.4 per cent for the
corresponding 1936 period, Excluding the automobile companies, indie
cated mergins for the two pericds were 7,7 per cent end §.6 per cent
respectlvely, In a special study made of the U, S. Steel Corpore=
tion it was determined that as a result of the advence in prices
ralative to the advence in costs, the breeskeeven point after pre-
ferrcd dividend requirements, was lowered from 50 per cent to 43
por cent of operations in relation to capaclity, For the first six
months of 1937, profits of mining and manufacturing compenles ran
some 30 per cont over profits in the first six months of 1936,
Apparently industry in goneral, in the conditions preveiling in

the first eight months of 1937, was able to pass along higher costs
in higher prices,

Roflcctions Prompted by a Consideration of the Factors

Causing the Recession

A survey of the underlying causes of the current recession
leads on to the quostions, what measures at what times and in what
degrees would have been necessary  for the rocovery to have pro=
cecded uninterruptedlyy What economic end political conditions
would have mode it possible for such measures to have been takeng

Therec wege, as we have seen, a serics of devolopments that

culminatcd in the recossion,
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The Timing of the Rate of Recovery

le To go back no further then the summer of 1936 one lesson
that should be taken to heart is the importance of slowing down
the rate of increase of consumption as physical capaclity is approached
in important }lines, This is because of what economists call "the
principle of acceleration" which is, that after caepaclty is atteined,
o given increase in consumption necessitetes a multifold increase
in expenditures on physical plant facilities, To produce §1
million ennually more of steel, for example, a plant costing meny
times that amount must B erected, Hence a rate of recovery that
may be perfectly appropriate in a condition of widespread and large
excess ocepaclity, may stimulete excessive price advances and forward
buying when capacity is approached in importent lines,

We are prome to overlook this fact when there are milldons of
people still unemployed and become impatlent to secure their early
employment, Yet the conditions of e 1large army of uncmployed to-
gether with deficioncy of plant capacity and requisite menual skill
mey casily arise in a recovery from a severe and.long=continued dew
pression, In such periods thc increaso in the working force may far
outstrip the growth in physical plant capacity or in skilled workers,
The fallure to add to productive capacity in a depression not only
rosults in 1lncreascd unemployment at the time, but also results in
a later and longer continuance of unemployment, if it does not re-

sult in a boom and another rccession.
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Putting this in more specific terms, wec may now say, with
the bonefit of hindsight, that it would havec boen desirablc had
the rate of increase in consumption slackencd in the summer and
early fall of 1936, This, thooretically, might have been achieved
through a recduction in tho net federal contribution to commmity
expenditures,

If, however, wo cast our minds back to the conditions in
the middle of 1936 we can roadily sec the cnormous difficulties
in suech a course, In the first place, the Administration would
have had 4o have been ebsolutely convinced in the validity of e
forocast of price advances, etc,, in the early winter, Secondly,
it would have had cither to cut its expenditures suddenly and
drestically or increesc its rovenues, The only way in which reven-
ues could have currently been incroased would have been through
the immcdiate and hurried imposition of consumption taxes, Sime
ilarly, the only large nonerecurring item of expenditures that
might have boen cut, apart from the bonus, which was passed over
the President's veto, was relief expenditures, and the relief load
at that time wes still vory hoavy,

24 Organization and Pricc and Cost Advancoes

A substantial part of tho inventory and forward buying end
price and cost advancos arosc from tho anticipation of further
price and cost advances. Part arosc from the fear of delayod
deliveries, either becausc of antieipated labor difficultiecs or

physical plent limitations, If, thereforc, price advances could
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have been avoided, the major part of the incentive for inventory
buying would have been removed, In the absence of excessive
inventory buying snd advance ordering, deliveries could have kept
more in pace with orders and the fear of delayed deliveries be-
ceuse of plant and skilled labor shortages would have been in
large part removed, If bullding materials, contractors' margins,
end hourly skilled wage retes in the building field had not advanced,
it is probeble that the building revivel would heave acquired momentum,

In other words, although we werc approaching temporary capacity
in various importent lines, we probably still had sufficient cepec-
ity to have hendled orders promptly if they had not been swelled
by excessive invontory buying, Consequently, if price and cost
advances could have becen avoilded 1t is possible that the recovory
movement could have procceded on the firm foundation of incresasing
producers? goods expenditurcs end residentlal construction,

This 1s whero organizetion comes into the picture, Orgenized
lebor asked for a greater increase in hourly earnings than could
be compensated for in e short time by increased efficioncy, Cone
soquently, its request meant an increase in the labor cost per unit
of production, Industry, by and lerge, was sufficiently wolle
organized to be able to meot this demond and still meintain its
profit margin, end in somc cases actuelly increase it, on the basis

of a glven volume of business, by advancing prices,
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The stoel industry was an outstending exemple of this, Price

leadership is so well=established that there was little incentive
to attempt to hold down per unit costss In fact, the occasion
wes seized to advance prices more than costs, as is indicated by
the lowering of the breakeeven point (after preferred dividend
requirements) of the U, S. Steel Corporation from 50 per cent to
43 per cent of capacity operations,

In other casesg, where the profit margin was more than adequate
to attract the necessary new capitel into the industry, so that the
additionel lebor cost per unit could readily have been absorbed withe
out an advance in price, prices were nevertheless advanced, This
appears to have been the case in the automobile industry,

In the building industry, Indlvidual strategically-locatcd
unions, whose memborship hed greatly decroased since the period
of active building in the Twenties, capitalized on the incresasing
demand for their work, by asking and obtaining advences in the
hourly rate of carnings and by enforcing various trado practices
that increased cost, Contractors sought to recoup themselves for
meny lean yoars by upping their margins, The prices of Building
materials advanced for various reasons, meny of them comnected with
the fact of orgenization of omployers and omployecs.,

The broad lesson or moral that emerges is thet, in the solution
of tho problem of securing greater business stability, far moro
attention must be paid to the problem raised by "administercd"

prices on the onec hand, and trade union policy on the other, than
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has hilthcrto been considered necessarye. There is absolutely no
essurancc that another recovery will not be choked off by excossive
price and cost advances, nor that rovivals from future rocessions
will not be scriously hampercd by the maintenance of the peak levels
of prices and wage ratos, Thorc is no assurance that the building
industry will permit the present great physical shortage of housing
eccommodations, in relation to the standards of 1929, to be made

upe In thosc circumstences, it appears impcrative that a national
policy bo devoloped in comncetion with organized industry and organe
ized lobor to onsure that their policies will not wrock the possibile
ity of scouring a groater measurc of cconomic stability,

3, Problems of a Compcnsatory Fiscal Policy

A final opportunity to prevent the recession was prescnted in
the spring and summer of 1937, As was argucd cerlier, if consumption
had increcascd steadily in this period, it is possible that thc recove
cry movemcnt might havo procccded on the basis of a new, higher and
stabilizod level of costs, prices and inventoricse A steady incroase
in consumption and rise in rents would have necessitat:d more capital
expenditures and would sgain have made reosidential building profitable,

A steady risc ég»consumption under the conditions prevailing et
that time, however, would only have been achieved by a very substan=-
tial incroasc in the Govornment!s contribution to netional buying
powere It is not necessary to stress tho difficulties in such a
course, As in the provious but roverse case in the middle of 1936,

there are the difficulties of dotermining upon policy and of implee
menting policy.
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Placing the onormous difficultics of determining right policy
asido, it appoars ovidemt that if fiscal policy is to be truly
compensatory, a far greater degree of flexibility in oxpenditures
end rococipts must be possible than is now the case, It mey very
woll bo that much flexibility cannot be achieved within the budgete.
A large proportion of the taxcs are levied on the previous yoarts
income and in eccordanco with prior enasctments, The bulk of oxpendie
tures is determinod by ¢ approprietions medo fer in advence of the
period to which they applys It mey be that the solution lics in
socuring floxibility in large part outside the regular budgete For
onc thing, the possibilities of providing for cxecutive discretion
in varying subsldies, end in mainteining, spoeding up or retearding
various types of expenditures, might bc cxplored, Another avenue
of approach would be thalexploration of the possibilities of securing
appropriate compensatory variations in rcecelpts anq/br exponditures
through the use of automatic and nonediscretionary devices linking
rccelpts and/br expendltures to changes in the rate of consumption

and production,

Federal Reserve Bank of St. Louis





