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It mey now be said that the Americen economy has passed through the
stage of reconverting its productive facilities from war to peacetime uses,
Expenditures on goods and services for military purposes have declined drastically
and are close to the low level likely to be reached for & while, Output of civil-
ian goods end services is the largest ir the history of the country, The after-
math of war, however, continues to create serious problems, There remeain many
dislocations in the mechenism of production and distribution of goods and serv-
ices, and a great many important readjustments must still be made. Of greater
importance is the large volume of unsatisfied demands oreated by wartime restric-
tions on production of civilien goods and by the wartime growth in inoomes. The
pressure of these demands on available supplies of goods was so great that it
finally resulted in a complete breakdown of all price controls and the development
of sharp inflationary price rises, /

1
A year ago in a publie address” I said the followings

"During the eoming year of transition from war to peace, the out-
look is for o heavy demand for peacetime goods and services at a time
when supplies are still restricted. Total production and income will
be below the high wartime levels because of the sharp reductions in
expenditures for war purposes, Production of civilian goods needs to
be inoreased as rapidly as possible to build up inventories and to
supply ourrent and deferred demands, both domestic and foreign, The
byying power for maeking these demends effective already exists or can
be readily obtained. And in the meantime, the pressure of demand on
the limited supplies will result in rising or firm prices, Specula-
tive buying movements may develop in commodities, real estate and
securities,"”

Last March I said:

"I think we can safely count for the rest of this year on people
buying everything they can possibly find to buy and then bidding for
more., There are not going to be any surpluses of anything of great
importance., Expenditures for consumer goods will inorease as fast as
production can expand and there will be more demand then supply."

About the same time, on enother occasion, I expressed the view that in the coming
year nearly everything thet could be produced ocould be sold at any price the
seller was willing or permitted to ask,

1/ Industrial and Business Qutlook, Annual Outlook Issue of The Agricultural
Situation, November 1945, Bureau 3 ricu! . Economics, ) ates
Department of Agriculture,
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These statements are reasonably close descriptions of what has actually
occurred in the past year, The eaccompanying charts show that events have been in
conformity with the views previously expressed. The first chart shows what has
happened to the national product and its oomponents up through the third quarter
of 1946, The various charts also have some projections through the first half of
1948, indicating broad movements that now seem likely., These projections are not
intendsed to be forecasts but are guide lines with which actual performance may be
compared and which give some idea of inter-relationships between various parts of
the economy.

At this stage it is much more diffiocult than it was e year ago to be
confident about future develepments. Although there remain meny unsatisfied de-
mends and precticdlly no surpluses of importance have appeared, it cen no longer
be predioted with confidence that pressures for rising prices will continue strong.
There is & growing feeling that we have reached the top of demand as well as of
output and that many of the shortages are about to be satisfied or their fulfill-
ment deferred because of high prices, The projections allow for some work stop-
pages but not for prolonged and severe ones,

Rise in prices

The most important recent development has been the sharp rise in com-
modity prices, The movement of prices during this war compared with those during
end after the last war are shown on the chart, Prices were gradually rising
during OPA controls, but with suspension of those controls last summer there was
an immediate sharp upward spurt and asnother one followed the 1ifting of controls
in October, Prices of agricultural products are about 250 per cent of the prewar
level; they have risen more than during the last war and in fact have risen as
much in the past six months eas in three yoars from the middle of 1917 to the peak
of 1920; and they are now higher than at the 1920 peak, Wholesale prices of
industrial products have not risen during this war by anything like as muoh as
they did in the last war--about 50 per cont oompared with over 150 per cent--but
further increases of these products are yet to be recorded, Retail prices of
food, clothing, and many other nondurable goods have nearly doubled since 1939,
and prices of durable goods have risen by about 58 per cent, while rents and
meny utility charges have shown little increase, The total cost of living index
is up about 50 per cent.

During 1946 the country was faced with the alternative of further price
inflation of & more serious nature than haduoocurred during the war or of rigid
economic ocontrols of a degree and character thought to be foreign to our nature,
There was no other alternative because at the controlled level of prices demand
was certain to be in excess of available supplies that could be provided in any
short period of time, An attempt wes made to maintain contrecls, but they were
inedequate and in the end the course of inflation was chosen, We are now in
the midst of the inflationesry boom, The important question is when the pressures
of large buying power will be more than balanced by increasing supplies end the
retarding offeet of high prices on demand.
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The price rise that has occurred may be justly called inflation, It
seems more than likely that the present price structure is an untenable one; that
the high prices may already be curtailing demand for some consumers! goods at
least in physical volume terms; and that they will cause widespread postponement
or abandonment of as yet unsatisfied demends for many durable goods, housing, and
business plant and equipment, It is because of the recent sharp rise in prices
that we have projeoted a decline in spending and incomes~--a position that I was
unwilling to take two months ago,

Further rises will occur in the prices of meny commodities, but it soems
probable that the upward movement will soon end, Agricultural prices will un-
questionably decline from present levels and much, if not a1l of this deecline,
will probably occur in the next 18 months. A fall to or below wartime levels
is likely. Prices of nonagricultural products have risen less and will decline
less; they mey e¢ontinue above the oontrolled wartime levels unless and until
higher wages are absorbed by reductions in other oosts,

In our projections we are allowing for a decline in wholesale commodity
prices during the next 18 months back close to the average level for the first
helf of 1946. This means & sherp decline but it is not a low level of prices,
The basis for these estimetes will be more fully explained in discussing other
elements in the situation,

Expansion of consumer expenditures has been the outstanding development
in the transition period. 1T has been far beyond previous expeotations, As
shown in Chart I, there were sharp increases in these expenditures in the last
half of 1945 and in 1946. Expenditures on nondurable goods and services, which
continued at a high level throughout the war, have expanded further, but the
growth in recent months has probably not been as great as the rise in prices,
indicating some decline in physioal volume, The buying of durable goods has
expanded rapidly with increased produetion of such goods, but is still below
accumulated demands and potential capacity for production.

Total oconsumer expenditures are now sbnormelly large, not only in dol-
lar amount and in volume of goods and services but also with referenee to the
level of individual incomes, which are also at a high level, This reletionship
is shown on the third chart, The net ourrent sevings of individuels, that is
the excess of income after taxes over consumer expenditures, have been sharply
reduced since the end of the war, Net savings are currently at an annual rate
of about 15 billion dollars, compared with a peak wartime level of nearly L0
billion dollars. The ratio of current net savings to disposable income is now
about 10 per cent, compared with the wartime peak of nearly 25 per cent and pre-
war rates of less than 10 per cent.

Because the avajlable supplies of consumers' goods, particularly durable
products, will no doubt increase further, while incomes, for various reasons, will
not increase correspondingly, the rate of net savings is expected to decline
further. This reduction in net current savings will be one factor slackening or
terminating the growth in totel consumer expenditures, 1In this econneetion, how-
ever, it is signifiecant and should be emphasized that these figures represent net
current savings, thet is, the difference between gross new savings by all indi-
viduals and current drafts on past savings, With the tremendous volume of liquid
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assets accumuleted during the war, it is to be expecjped that withdrawals {rom
past savings will be much lerger than would normally be the case, This could
be brought about by the use of savings to replenish reduced supplies of durable
goods,

The willingness of people to draw upon their past savings to purchase
durable goods will have an important bearing upon the volume of consumer demands
during the next few months., Our liquid-asset surveys show that, although people
planned at the beginning of this year to spend only relatively small perocentages
of their total holdings, the amounts that they expected to spend were substantial
with reference to the supply of goods that are available, This was a better
forecast than those made by some economists, The rise in prices that has occurred
since that time, together with purchases that have been made, may give a different
outlook for 1947. The next survey to be taken in Januaery should indicate the
extent to which the events of this year have altered intentions.

Another important factor maintaining eonsumer expenditures at a high
level relative to income, particularly those for durable goods, is the rapid ex-
pension in consumer credit, This expansion is likely to oontinue as more durable
goods become available, Were it not for Regulation W the expension, and subse-
quent contraction, would be more rapid,

It might be concluded that consumer spending need not be redueed be-
cause of the shortages of buying power, People have the money, It is more diffi-
cult, however, to know whether or not they will continue to spend it. The pro-
jections of consumer expémditures shown on the chart imply some continued drafts
on past savings and expansion in consumer credit, sinee it is expeoted that gross
current savings will continue relatively large,

Higher prices, however, will check some buying. It seems highly likely
that the effeot of higher prices, together with other factors to be mentioned
later that will reduce incomes, will cause a marked deoline in consumer buying
beginning around the middle of 1947, if not earlier. Prices will also fall,
accelerating the decline in the dollar velue of incomes and expenditures, in
addition to that reflected in a deorease in physical volume of goods and serv-
ices supplied and in employment, The decline is likely to continue for about &
year but, in view of large still-unsatisfied demands, will probably not be
extremely severe or prolonged. The projeotions show a decline to a level in the
first half of 1948 that is still slightly ebove that for the lest quarter of

19L5.

Government expenditures, which were the dominent factor in economiec
developments during the war period and which made forecasting much easier, have
now become & much less important influence., Government expenditures for goods
and services, as shown on the chart, are not declining as rapidly as they were
several months ago but will be somewhat further reduced. This further deoline
in Government expenditures, which is of no small significence is due to & number
of large items of a nonrecurrent nature in this yeer's Federal budget, es well as
to other expected reductions,
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The level of Government receipts will continue at & high level for a
while, and the approximate balance between Government receipts and expenditures
removes much of the stimulative effect of Government activity on the income flow,
Possible reductions in tax rates may alter this relationship somewhat for the
19,8 fiscal year and maybe even searlier, In fact if the deoline in nationsal
income here projected should occur, Government receipts would be little or no
more than expenditures, even on the basis of present tex rates, and if taxes
were reduced, there would be a deficit. This perhaps would not be an undesirable
development in case of business recession,

Private capital formation, indicated by the purple line on the first
chart, comprises a hodge-podge of items which represent expenditures for the pro-
duction of goods and services that generally are not availeble for purchase by
consumers or are purchased out of savings or from the proceeds of borrowing. This
figure includes expenditures for construction (residential and nonresidential),
plant and equipment purchases by businesses, and accumulations of inventories,

The net export balance is also included in the figure charted because it has the
same effect, although it cannot logically be called capital formation.

Since these expenditures increase individual incomes but do not at the
same time inocrease the supplies of consumer goods, they are likely to be an infla-
tionary influence, except to the extent that they are financed out of current
savings. If such expenditures are less than current savings, and there is no off-
setting Government deficit or other credit expansion, then the result is likely
to be of a deflationary ocharacter,

Expenditures for private capital formation were at a very low level
during the war, but have subsequently expanded to an ennual rate of about 30
billion dollars, compared with prewar figures of around 15 billion dollars or less
a year. They are expected to increase further at least in the early part of next
yeer, as inocreased supplies of materials and equipment become available,

Residential construotion has expanded repidly; expenditures for this
purpose are now far above the maximum for any year in the 'thirties and new con-
tracts awarded this year have been well above the peaks of the 'twenties, To
some extent this increase reflects higher prices and the volume of building may
be little above the level of the 'thirties, Practically all of the new housing
construction now being started is under the Veterans Emergency Program,

It is in this field that price pressures are most acute. Shortages are
tremendous and demands have been urgent. Beoause of the long-term nature of com~
mitments, however, high prices are most likely to be o retarding factor, It is
questionable whether at current levels of income people will continus to buy
houses at the prices now asked, even with all the Govermment assistance that is
being provided. As families meke temporary living arrangements, even though
unsatisfactory ones, they may decide to defer more permenent commitments until
terms are more favorable, Already therc hes been a marked decline from earlier
peaks in contracts let for residential construction, but current eawards are still
in excess of those for any previous period,
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Expenditures on industrial and commercial buildings and equipment com-
prise the most important items in capital formetion. Nonresidential construction
rose much more sharply than residential building following the end of the war and
the termination of allocations and of permit requirements by the war egenocies.
Controls have subsequently been reimposed and these activities are now being ocur-
tailed, but the actual expenditures on projects started or to be permitted are
large and may expand further, Further removal of controls in these fields might
stimulate renewed expansion, .

Business is also buying new equipment in large amounts, Expenditures
for producers' durable goods have been rising as fast as production could be ex-
peanded. Shortages are substantial in meny lines and heavy expenditures are likely
to continue for a few more months., There are reports, however, that many businese
ses are roviewing their programs for capital expenditures and if considerable un-
certainty as to the future should develop, many planned expenditures mey be de-
ferred or abandoned, These plans, however, are far in exoess of available capaocity
and can be considerably curtailed without seriously affecting current outlays for
some time to come., There is as yet no evidence of a decrease in actual
expenditures,

Business inventories, which were seriously reduced during the war in
civilian goods lines, have been expanding at e rapid rate. Much of the large
increase in recent months has reflected rising prices. It appears that over-all
inventories are still not excossive in relation to the current volume of sales,
perticularly in view of the advantage under present conditions of being assured
of edequate supplies, The situation is, no doubt, considerably varied; there are
serious shorteges in some materials or semifinished goods, which hold back produc-
tion and meke supplies of other items excessive in terms of current use, if not of
ectual demends., This unbalance in inventory positions is an importent factor
leading to further expansion,

If current trends continue, inventories can quickly become excessive,
If demends should slacken because of satisfaction of past shortages or because
of opposition to rising prices, meny inventories now apparently inadequate would
become too large, This point may be reached earlier in meny of the nondurable
goods lines where production hes been in large volume and where the more urgent
demends may be close to satietion. The incorease in inventories will undoubtedly
slacken or perhaps end during the next few months, This change will reduce or
remove one of the most important stimulating faectors in the reoent expansion of
incomes and will bring future inecomes closer to the present level of consumer
expendltures, The oconsequent declime in incomes would be another factor leading
to & reduction in consumer buying.

Exports of goods from this country have continued large and could be
much greater if current demands were met, The cessation of UNRRA may reduce some-
what our exports of foods, but in view of the demands for foods throughout the
world it is likely that shipments will continue at a high level, Other products
of this country are also in great demend and foreigners in general have or cen
obtain funds to buy all the goods that we will let them have,

A'—\a"/

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



-7 -

In the aggregate the capital formation items are expected to continue
large during the first half of 1947 but to decline sharply in the latter part of
next year--from an annual rate of over 30 billion dollars to one of below 17 bil-
lion by the end of 1947. About two-thirds of this projeoted decrease represent
a change from large inventory expansion to & slight reduction in inventories, but
some relatively small curtailment in residential building and in expenditures for
business plant and equipment is also indicated.

Stock market

The reoent stock market decline has resulted in growing ocaution about
the future, This decline could be readily expleined on the basis of special mar-
ket factors with little relevance to the general business outlook, Thesec market
factors include the development of a general movement for the teking of profits
after the long rise which had occurred in the merket since 1942; a surfeit of new
issues floated at high prices; and a generally thin market, which is unable to
ebsorb any sudden and large increase in purchases or sales,

Another possible explanation of the deoline is that speculators and in-
vestors were looking beyond the immediate prospects for expanding volumes, rising
prices, and higher corporate profits to the inevitable collapse to follow, The
prospects for labor disturbences and for higher wages, which might result in re-
duced profits and retard adjustments in prices and ¢osts during the recession,
mey also have contributed to the attitude of caution,

The existence of high margin requirements or rather the prohibition on
margin trading has, no doubt, been helpful in reducing the repercussions of the
decline in stock prices upon income flows and buying power, It may also have
somewhet increased the difficulty of absorbing a large volume of new capital issues
in the market, To this extent margin requirements served a useful purpose because
meny of these issues would be en inflationary influence at this time, In any
¢vent the decline of the stock market hes at least temporarily removed one source
of infletionary pressure,

Finencial Situation

The financial picture has changed considerably sinece early this year,
At that time, es a result of the pleying of the pettern of rates by banks, ex-
pansion in benk holdings of Government seccurities wes continuing and long-term
interest rates were deolining to new low levels, Recently bank holdings of
Government securities have been deelining sharply and interest rates have re-
turned to their 1945 levels, Bank loans, however, are increasing rapidly.

There have been o number of reasons for these changes, the most impor-
tant of which have grown out of the changes in Treasury finencing. The dis-
continuance of war loan drives, which oreated sxcess reserves and encouraged
benk buying of securities, has been one factor in the ohange, The Treasury debt
retirement progrem hes been the more important factor, in thet it has exercised
a drain on bank reserves through retirement of securities held by the Federal
Reserve and it has also reduced commerciel bank holdings of short-term securitiss,
The third fector has been an increased demand for private credit~-commerecial,
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industrial, real estate, and consumer loans. Expansion in loans of this type has
been largely offset by an accompanying decline in loans on securities so that
until recently total loans showed little change,

With the reduction in bank holdings of short-term Govermment securities,
resulting from debt retirement and from sales necessary to maintain reserves, and
with increased demands for private loans, banks have practically ceased their
buying of longer-term securities, There have been some purchases of Treasury
bonds by the banks, but the amount purchased has just about offset retirement of
bonds from their holdings.

The net effect of all of these conflicting end offsetting developments
has been some further expansion in deposits of businesses and individuels at banks
to a new high level, although the amount of the growth has been less than in war
years, Businesses and individuals have reduced somewhat their holdings of
Government securities, and their total holdings of liquid assets have shown little
further increase this year,

It may be said that fiscal developments and monetary policies are no
longer contributing greatly to inflationaery pressures as they were until a few
months ago, Playing the pattern of rates is not now a problem of great and urgent
moment .,

There are, however, spesulative and expensionary elements in the field
of private credit., Bank loans to customers are expanding repidly, reflecting
inventory accumulation, real estate financing, and consumer credit. Banks are
eble to meet these needs by selling short-term securities to the Federal Reserve,
thus creating reserves which can provide the basis for further credit expansion.
Some of these credits are neocessary and desirable, but meany of them may be
speculative in nature,

Little can be done to check expansion of this sort by raising interest
rates on short-term Government securities., The yields on long-term Governments
are now about as high as they probably should be permitted to go. It would be
desirable if expansion in private credit could be offset by sales from the banks!'
holdings of Government securities to nonbank investors, There should be & steady
investment demend for long-term Government securities and banks could sell some
of their holdings. The question is whether they will do this as long as they can
freely sell short-term issues to the Federal Reserve,

General Summary and Outlook

Production of goods and serviees in the United States is now eclose to
the maximum that is possible or likely to be reached during the next year. Some
further expansion might be accomplished through increased productivity .of aveil-
eble manpower and the elimination of many dislocations, but in view of the limited
supplies of many basic materials, any inecrease in over-all finished goods output
likely during the next few months would probably not exeeed 5 or 10 per cent,
Work stoppages or other disturbances oould prevent even this accomplishment,
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Serious shorteges reletive to needs and demands still exist and very
few have as yet been wholly satisfied, although some may be close to satiation,
If greater productivity can be attained, meny of the more pressing situeations
may be relieved within a few months, Some of the shortages for goods, however,
will require two or three years to meet and those for housing and other construc-
tion will need meny years,

Consumer expenditures are at an exceptionally high level relative to
current income., Any further expansion and even the maintenance of this level
depends in part on the willingness of consumers to draw on past sevings or to
reduce the rate of current savings., A great fund of past savings exists and in
view of the accumulated shortoges, particularly of durable goods, some drafts
on these savings might have been expected were it not for the sharp price rise
that has recently occurred, This price rise is the most important influence
likely to bring about a decline in consumer buying and consequently in employ-
ment and incomes., o

Accumulated shortages for capital goods are tremendous and expenditures
might rise further as supplies of goods become available. Supplies are still
the principal hindrance to expansion., These¢ expenditures, however, are con-
siderably influenced by anticipations. The needs exist for large capital ex~
penditures, but many of them are postponable and their profitebleness depends
on the long-term outlook. The currently high level of prices and the difficul-
ties of obtaining needed supplies of materials and labor are no doubt inducing
meny postponements likely to develop...

In looking to the future probably fully as impertant a facter as higher
prices and related to them is the likelihood of en early cessation of the expan-
sion of inventories. This will remove an important element maintaining incomes
and absorbing goods., A further deeline in Government expenditures and perheps
& budget surplus will also reduce disposable income,

It now seems highly likely that, notwithstanding continued unsatisfied
demands, some reocossion in expenditures by consumers and business and a marked
decline in prices will begin before the middle of 1947. By that time many con-
sumer nondurable goods are likely to be in adequate supply, even at a very high
level of demand, and larger supplies of durable goods will be available, If
consumers should curtail purchase of nondurable goods in order to buy automobiles,
household equipment, and the like, then there would be a decrease in demend for
nondureble goods and in their production., At the seme time higher prices are
likely to induce some deferment of expenditures for plant and equipment purchases
and for new housing. Buying for inventory expansion will slacken and with sales
deelining or no longer expanding, meny inventories would be found to be excessive,

These developments will lead to falling prices, reduced produetion and
employment, and deelining incomes. This might be interpreted as "boom and bust”,
We have certainly had the boom, as measyred by any past standerds, but it seems
unlikely that we will heve e bust, judged historically. In view of the many
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deferred demands and the accumulated savings and the relatively moderate specula-
tive credit structure to be liquideted, it seems unlikely that a prolonged down-
ward spiral will develop. There remain the tremendous wartime aceumulations of
liquid funds that are readily available for spending and investing. On the basis
of past standards they are large relative to even the present very high level of
gross national product., The projeoted decreases in output and prices are not
likely %o be accompanied by reductions in the volume of liquid assets,

When prices have reached a more tenable basis, then active buying is
likely to be resumed, Should the boom continue longer than is here envisaged,
with further price rises, end considerable credit expansion, then the reeession
might develop into a severe and prolonged depression. On the other hand, gradual
edjustment of individuel dislocations may lead to a new more tenable level of
prices and production without eny serious maladjustment or sharp deocline, That
has never happened before, but it mey not be impossible.
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