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ECONOMIC PROSPECTS 

Statement by Wood l ie f Thomas, 
D i r e c t o r , D i v i s i o n o f Research and S t a t i s t i c s , 

be fo re Conference o f Chairmen <*f Federa l Reserve Banks, 
December 6 , 19^6. 

I t may now be sa i d t h a t the American economy has passed th rough the 
stage o f r e c o n v e r t i n g i t s p roduc t i ve f a c i l i t i e s f rom war t o peacetime uses. 
Expendi tures on goods and serv ices f o r m i l i t a r y purposes haye dec l i ned d r a s t i c a l l y 
and are c lose t o the low l e v e l l i k e l y t o be reached f o r a w h i l e , Output o f c i v i l -
i a n goods and se rv i ces i s the l a r g e s t i t the h i s t o r y o f the coun t r y * The a f t e r -
math of wa r , however, cont inues t o c rea te ser ious problems* There remain many 
d i s l o c a t i o n s i n the mechanism of p r o d u c t i o n and d i s t r i b u t i o n o f goods and se rv -
i c e s , and a g r e a t many impor tan t readjustments must s t i l l be made. Of g rea te r 
importance i s the l a r g e volume o f u n s a t i s f i e d demands c rea ted by wart ime r e s t r i c -
t i o n s on p r o d u c t i o n o f c i v i l i a n goods and by the war t ime growth i n incomes. The 
pressure o f these* demands on a v a i l a b l e supp l ies o f goods was so g rea t t h a t i t 
f i n a l l y r e s u l t e d i n a complete breakdown o f a l l p r i c e c o n t r o l s and the development 
of sharp i n f l a t i o n a r y p r i c e r i s e s , 

A year ago i n a p u b l i c address""" I s a i d the f o l l o w i n g t 

"Dur ing the coming year o f t r a n s i t i o n f r o m war t o peace, the o u t -
l ook i s f o r a heavy demand f o r peacetime goods and se rv i ces a t a t ime 
when supp l ies are s t i l l r e s t r i c t e d . T o t a l p r o d u c t i o n and income w i l l 
be below the h i g h war t ime l e v e l s because o f the sharp reduc t ions i n 
expendi tures f o r war purposes. Produc t ion o f c i v i l i a n goods needs t o 
be increased as r a p i d l y as poss ib l e t o b u i l d up i n v e n t o r i e s and t o 
supply c u r r e n t and de fe r red demands$ bo th domestic and f o r e i g n . The 
buy ing power f o r making these demands e f f e c t i v e a l r eady e x i s t s or can 
be r e a d i l y ob ta i ned . And i n the meantime, the pressure o f demand on 
the l i m i t e d supp l i es w i l l r e s u l t i n r i s i n g or f i r m p r i c e s . Specula-
t i v e buy ing movements may develop i n commodit ies, r e a l es ta te and 
s e c u r i t i e s , " 

Las t March I s a i d j 

" I t h i n k we can s a f e l y count f o r the r e s t o f t h i s year on people 
buy ing eve ry th i ng they can p o s s i b l y f i n d t o buy and t h e n b i d d i n g f o r 
more. There are no t going t o be any surp luses o f any th ing o f g r e a t 
impor tance. Expendi tures f o r consumer goods w i l l inc rease as f a s t as 
p r o d u c t i o n can expand and there w i l l be more demand than s u p p l y , " 

About t he same t i m e , on another occas ion, I expressed the v iew t h a t i n the coming 
year n e a r l y eve ry th i ng t h a t cou ld be produced cou ld be so l d a t any p r i c e the 
s e l l e r was w i l l i n g or p e r m i t t e d t o ask , 

l / I n d u s t r i a l and Business Out look , Annual Out look Issue p f The A g r i c u l t u r a l 
S i t u a t i o n , November 19^5* Bureau o f Agr icu l tu ra l isodnomics, i m i t e a s ta tes 
Department o f A g r i c u l t u r e , 
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These statements are reasonably c lose d e s c r i p t i o n s o f what has a c t u a l l y 
occur red i n the pas t year* The accompanying c h a r t s show t h a t events have been i n 
con fo rm i t y w i t h the v iews p r e v i o u s l y expressed. The f i r s t cha r t shows what has 
happened t o the n a t i o n a l p roduc t and i t s components up through the t h i r d qua r te r 
o f 19U6# The va r i ous cha r t s a l so have some p r o j e c t i o n s th rough the f i r s t h a l f o f 
19U8* i n d i c a t i n g broad movements t h a t now seem l i k e l y . These p r o j e c t i o n s are no t 
in tended t o be f o r e c a s t s b u t are guide l i n e s w i t h which a c t u a l performance may be 
compared and wh ich g i ve some idea o f i n t e r - r e l a t i o n s h i p s between va r ious p a r t s o f 
the economy. 

A t t h i s stage i t i s much more d i f f i c u l t than i t was a year ago t o be 
c o n f i d e n t about f u t u r e developments. A l though t h e r e remain many u n s a t i s f i e d de-
mands and p r a c t i c a l l y no surp luses o f importance have appeared, i t can no longer 
be p r e d i c t e d w i t h conf idence t h a t pressures f o r r i s i n g p r i c e s w i l l cont inue s t r o n g . 
There i s a growing f e e l i n g t h a t we have reached the t op o f demand as w e l l as o f 
ou tpu t and t h a t many o f the shortages are about t o be s a t i s f i e d or t h e i r f u l f i l l -
ment de fe r red because of h i g h p r i c e s . The p r o j e c t i o n s a l l ow f o r some work stop~ 
pages b u t no t f o r pro longed and severe ones. 

Rise i n p r i c e s 

The most impor tan t recent development has Ipeen the sharp r i s e i n com-
modi ty p r i c e s . The movement o f p r i c e s dur ing t h i s war compared w i t h those dur ing 
and a f t e r the l a s t war are shown on the c h a r t . P r i ces were g r a d u a l l y r i s i n g 
dur ing OPA c o n t r o l s , but w i t h suspension o f those c o n t r o l s l a s t summer the re was 
an immediate sharp upward spur t and another one f o l l o w e d the l i f t i n g o f c o n t r o l s 
i n October . Pr ices of a g r i c u l t u r a l products are about 250 per cent o f the prewar 
l e v e l ; they have r i s e n more than du r ing the l a s t war and i n f a c t have r i s e n as 
much i n tho pas t s i x months as i n t h ree years f rom the midd le o f 1917 t o the peak 
o f 1920; and they are now h igher t han a t the 1920 peak. Wholesale p r i c e s of 
i n d u s t r i a l products have no t r i s e n dur ing t h i s war by any th ing l i k e as much as 
they d i d i n the l a s t war—about 50 oent compared w i t h over 150 per cen t—but 
f u r t h e r increases o f these products are y e t t o be recorded . R e t a i l p r i c e s of 
f ood , c l o t h i n g , and many o ther nondurable goods have n e a r l y doubled since 1939* 
and p r i c e s o f durable goods have r i s e n by about 59 per cen t , w h i l e r e n t s and 
maay u t i l i t y charges have shown l i t t l e i nc rease . The t o t a l cos t o f l i v i n g index 
i s up about 50 per c e n t . 

Dur ing l$l\6 the count ry was faced w i t h the a l t e r n a t i v e o f f u r t h e r p r i c e 
i n f l a t i o n of a more ser ious na ture than haduoccurred du r ing the war or o f r i g i d 
economic c o n t r o l s o f a degree and charac te r thought t o be f o r e i g n to our na tu re # 
There was no o the r a l t e r n a t i v e because a t the c o n t r o l l e d l e v e l o f p r i c e s demand 
was c e r t a i n to be i n excess o f a v a i l a b l e supp l ies t h a t cou ld be p rov ided i n any 
sho r t p e r i o d of t i m e . An at tempt was made t o m a i n t a i n c o n t r o l s , b u t they were 
inadequate and i n the end the course o f i n f l a t i o n was chosen. We are now i n 
the m ids t o f the i n f l a t i o n a r y boom. The impor tan t ques t i on i s when the pressures 
of l a r g e buy ing power w i l l be more t han balanced by i nc reas ing supp l ies and the 
r e t a r d i n g e f f e c t o f h i g h p r i c e s on demand. 
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The p r i c e r i s e t h a t has occurred may be j u s t l y c a l l e d i n f l a t i o n . I t 
seems more than l i k e l y t h a t the present p r i c e s t r u c t u r e i s an untenable one; t h a t 
the h i g h p r i c e s may a l ready be c u r t a i l i n g demand f o r some consumers * goods a t 
l e a s t i n p h y s i c a l volume terms; and t h a t they w i l l cause widespread postponement 
or abandonment o f as y e t u n s a t i s f i e d demands f o r many durab le goods, hous ing, and 
business p l a n t and equipment, I t i s because of the recent sharp r i s e i n p r i c e s 
t h a t we have p r o j e c t e d a dec l i ne i n spending and incomes—a p o s i t i o n t h a t I was 
u n w i l l i n g to take two months ago* 

F u r t h e r r i s e s w i l l occur i n the p r i c e s o f many commodit ies, b u t i t seems 
probable t h a t the upward movement w i l l soon end. A g r i c u l t u r a l p r i c e s w i l l un-
ques t ionab ly dec l i ne f rom present l e v e l s and much, i f no t a l l o f t h i s d e c l i n e , 
w i l l p robab ly occur i n the next 18 months, A f a l l t o o r below war t ime l e v e l s 
i s l i k e l y . Pr i ces o f n o n a g r i c u l t u r a l products have r i s e n less and w i l l dec l i ne 
l e s s ; they may cpnt inue above the c o n t r o l l e d wart ime l e v e l s unless and u n t i l 
h ighe r wages are absorbed by reduc t ions i n o the r c o s t s . 

I n our p r o j e c t i o n s we are a l l o w i n g f o r a dec l i ne i n wholesa le commodity 
p r i c e s dur ing the nex t 18 months back c lose t o the average l e v e l f o r the f i r s t 
h a l f o f I9k&* This means a sharp dec l i ne bu t i t i s no t a low l e v e l o f p r i c e s . 
The bas is f o r these es t imates w i l l be more f u l l y exp la ined i n d i scuss ing o the r 
elements i n the s i t u a t i o n . 

Expansion of consumer expend i tu res has been the ou ts tand ing development 
i n the t r a n s i t i o n p e r i o d . I t i ias been f a r beyond prev ious e x p e c t a t i o n s . As 
shown i n Chart I , t he re were sharp increases i n these expendi tures i n the l a s t 
h a l f o f 19U5 and i n 19^6 • Expendi tures on nondurable goods and s e r v i c e s , wh ich 
con t inued a t a h i g h l e v e l throughout the war , have expanded f u r t h e r , b u t the 
growth i n recen t months has probab ly not been as g r e a t as the r i s e i n p r i c e s , 
i n d i c a t i n g some dec l i ne i n p h y s i c a l volume. The buy ing o f durab le goods has 
expanded r a p i d l y w i t h increased p r o d u c t i o n o f such goods, b u t i s s t i l l below 
accumulated demand? and p o t e n t i a l capac i t y f o r p r o d u c t i o n . 

T o t a l consumer expendi tures are now abnormal ly l a r g e , no t o n l y i n d o l -
l a r amount and i n volume o f goods and se rv i ces bu t a l so w i t h re fe rence t o the 
l e v e l o f i n d i v i d u a l incomes, which are a l so a t a h i g h l e v e l . This r e l a t i o n s h i p 
i s shown on the t h i r d c h a r t . The ne t cu r ren t savings o f i n d i v i d u a l s , t h a t i s 
the excess o f income a f t e r taxes over consumer expend i tu res , have been sharp ly 
reduced s ince the end o f thfe war* Net savings are c u r r e n t l y a t an annual r a t e 
o f about 15 b i l l i o n d o l l a r s , compared w i t h a peak war t ime l e v e l o f n e a r l y I4O 
b i l l i o n d o l l a r s . The r a t i o o f c u r r e n t ne t savings t o d isposab le income i s now 
about 10 per oen t , compared w i t h the wart ime peak o f n e a r l y 25 per cent and p re -
war r a tes o f l e s s than 10 per c e n t . 

Because the a v a i l a b l e supp l ies o f consumers1 goods, p a r t i c u l a r l y durable 
p roduc ts , w i l l no doubt increase f u r t h e r , w h i l e incomes, f o r va r i ous reasons, w i l l 
no t increase co r respond ing l y , the r a t e o f n e t savings i s expected t o dec l i ne 
f u r t h e r * This r e d u c t i o n i n ne t cu r ren t savings w i l l be one f a c t o r s lacken ing or 
t e r m i n a t i n g the growth i n t o t a l consumer expend i t u res , I n t h i s connec t ion , how-
everj, i t i s s i g n i f i c a n t and should be emphasized t h a t these f i g u r e s represen t ne t 
c u r r e n t sav ings , t h a t i s * the d i f f e r e n c e between gross new savings by a l l indi*-
v i d u a l s and c u r r e n t d r a f t s on past sav ings . W i t h the tremendous volume o f l i q u i d 
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assets accumulated dur ing t he war , i t i s t o be expected t h a t w i thd rawa ls f r om 
past savings w i l l be much l a r g e r than would norma l l y be the case# This cou ld 
be brought about by the use of savings t o r e p l e n i s h reduced supp l i es of durab le 
goods. 

The w i l l i n g n e s s o f people t o draw upon t h e i r pas t savings t o purchase 
durab le goods w i l l have an impor tan t bea r ing upon the volume o f consumer demands 
du r ing the nex t few months. Our l i q u i d - a s s e t surveys show t h a t , a l though people 
p lanned a t the beg inn ing o f t h i s year t o spend on l y r e l a t i v e l y smal l percentages 
o f t h e i r t o t a l h o l d i n g s , the amounts t h a t they expected t o spend were s u b s t a n t i a l 
w i t h re fe rence t o the supply o f goods t h a t a re a v a i l a b l e . This was a b e t t e r 
f o r e c a s t than those made by some economists. The r i s e i n p r i c e s t h a t has occurred 
s ince t h a t t i m e , toge ther w i t h purchases t h a t have been made, may g i ve a d i f f e r e n t 
ou t l ook f o r 19U7. The nex t survey t o be taken i n January shou ld i n d i c a t e the 
ex ten t to wh ich the events o f t h i s year have a l t e r e d i n t e n t i o n s . 

Another impor tan t f a c t o r m a i n t a i n i n g consumer expendi tures a t a h i g h 
l e v e l r e l a t i v e t o income, p a r t i c u l a r l y those f o r durab le goods, i s the r a p i d ex-
pans ion i n consumer c r e d i t . This expansion i s l i k e l y t o cont inue as more durable 
goods become a v a i l a b l e . Were i t no t f o r Regu la t i on W the expansion, and subse-
quent c o n t r a c t i o n , would be more r a p i d • 

I t m igh t be concluded t h a t consumer spending need not be reduced be-
cause o f t he shortages o f buy ing power. People have the money. I t i s more d i f f i -
c u l t , however, t o know whether or no t they w i l l con t inue t o spend i t . The p ro -
j e c t i o n s o f consumer expendi tures shown on the cha r t imp ly some p o n t i n u e i d r a f t s 
on pas t savings and expansion i n consumer c r e d i t , s ince i t i s expected t h a t gross 
c u r r e n t savings w i l l cont inue r e l a t i v e l y l a r g e . 

Higher p r i c e s , however, w i l l check some buy ing• I t seems h i g h l y l i k e l y 
t h a t the e f f e o t o f h i ghe r p r i c e s , t o g e t h e r w i t h o t h e r f a c t o r s t o be mentioned 
l a t e r t h a t w i l l reduce incomes, w i l l cause a marked dec l i ne i n consumer buy ing 
beg inn ing around the midd le o f 19U7t i f no t e a r l i e r . P r i ces w i l l a lso f a l l , 
a c c e l e r a t i n g the dec l i ne i n the d o l l a r va lue o f incomes and expend i tu res , i n 
a d d i t i o n t o t h a t r e f l e c t e d i n a decrease i n p h y s i c a l volume o f goods and se rv -
ices supp l i ed and i n employment* The dec l i ne i s l i k e l y t o con t inue f o r about a 
year b u t , i n v iew o f l a r g e s t i l l - u n s a t i s f i e d demands, w i l l p robab ly no t be 
ex t remely severe o r p ro longed . The p r o j e c t i o n s show a dec l i ne t o a l e v e l i n the 
f i r s t h a l f o f I9I48 t h a t i s s t i l l s l i g h t l y above t h a t f o r the l a s t quar te r o f 
19U5. 

Government expend i tu res , wh ich were the dominant f a c t o r i n economic 
developments du r ing the war p e r i o d and which made f o r e c a s t i n g much e a s i e r , have 
now become a much less impor tan t i n f l u e n c e . Government expendi tures f o r goods 
and se r v i oes , as shown on the c h a r t , are n o t d e c l i n i n g as r a p i d l y as they were 
severa l months ago bu t w i l l be somewhat f u r t h e r reduced. This f u r t h e r deo l ine 
i n Government expend i tu res , wh ich i s o f no smal l s i g n i f i c a n c e i s due t o a number 
o f l a rge i tems o f a nonrecur ren t na tu re i n t h i s y e a r ' s Federa l budget , as w e l l as 
t o o the r expected r e d u c t i o n s . 
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The l e v e l o f Government r e c e i p t s w i l l cont inue a t a h igh l e v e l f o r a 
w h i l e , and the approximate balance between Government r e c e i p t s and expendi tures 
removes much o f the s t i m u l a t i v e e f f e c t o f Government a c t i v i t y on the income f l o w . 
Poss ib le reduc t ions i n tax ra tes may a l t e r t h i s r e l a t i o n s h i p somewhat f o r the 
19U8 f i s c a l year and maybe even e a r l i e r . I n f a c t i f the d e c l i n e i n n a t i o n a l 
income here p r o j e c t e d should occur , Government r e c e i p t s would be l i t t l e o r no 
more than expend i tu res , even on the bas i s o f p resent t ax r a t e s , and i f taxes 
were reduced, t he re would be a d e f i c i t . This perhaps would n o t be an undes i rab le 
development i n case of business r ecess i on . 

P r i v a t e c a p i t a l f o r m a t i o n , i n d i c a t e d by the pu rp le l i n e on the f i r s t 
c h a r t , comprises a hodge-podge o f i tems which represent expendi tures f o r the p ro -
d u c t i o n o f goods and se rv i ces t h a t g e n e r a l l y are not a v a i l a b l e f o r purchase by 
consumers or are purchased out o f savings or f r om the proceeds o f b o r r o w i n g . This 
f i g u r e inc ludes expendi tures f o r c o n s t r u c t i o n ( r e s i d e n t i a l and n o n r e s i d e n t i a l ) , 
p l a n t and equipment purchases by bus inesses, and accumulat ions o f i n v e n t o r i e s . 
The ne t expor t balance i s a l so i nc luded i n the f i g u r e char ted because i t has the 
same e f f e c t , a l though i t cannot l o g i c a l l y be c a l l e d c a p i t a l f o r m a t i o n . 

Since these expendi tures increase i n d i v i d u a l incomes b u t do no t a t the 
same t ime increase the supp l ies o f consumer goods, t hey are l i k e l y t o be an i n f l a -
t i o n a r y i n f l u e n c e , except t o the ex ten t t h a t t hey are f i nanced out o f c u r r e n t 
sav ings . I f such expend i tu res are l ess than c u r r e n t sav ings , and the re i s no o f f -
s e t t i n g Government d e f i c i t or o the r c r e d i t expansion, t hen the r e s u l t i s l i k e l y 
t o be o f a d e f l a t i o n a r y c h a r a c t e r . 

Expendi tures f o r p r i v a t e c a p i t a l f o r m a t i o n were a t a ve ry low l e v e l 
dur ing the war , bu t have subsequent ly expanded t o an annual r a t e o f about 30 
b i l l i o n d o l l a r s , compared w i t h prewar f i g u r e s o f around 15 b i l l i o n d o l l a r s or l ess 
a y e a r . They are expected t o inc rease f u r t h e r a t l e a s t i n the e a r l y p a r t o f next 
yea r , as increased supp l ies o f m a t e r i a l s and equipment become a v a i l a b l e . 

R e s i d e n t i a l c o n s t r u c t i o n has expanded r a p i d l y ; expendi tures f o r t h i s 
purpose are now f a r above the maximum f o r any year i n t he t h i r t i e s and new con-
t r a c t s awarded t h i s year have been w e l l above the peaks o f the ' t w e n t i e s . To 
some ex ten t t h i s inc rease r e f l e c t s h igher p r i c e s and the volume o f b u i l d i n g may 
be l i t t l e above the l e v e l o f the ' t h i r t i e s . P r a c t i c a l l y a l l o f the new housing 
c o n s t r u c t i o n now being s t a r t e d i s under the Veterans Emergency Program, 

I t i s i n t h i s f i e l d t h a t p r i c e pressures are most a c u t e . Shortages are 
tremendous and demands have been u r g e n t . Because o f the l ong - t e rm na tu re o f com-
mitments, however, h i gh p r i c e s are most l i k e l y t o be a r e t a r d i n g f a c t o r . I t i s 
quest ionab le whether a t c u r r e n t l e v e l s o f income people w i l l cont inue t o buy 
houses a t the p r i c e s now asked, even w i t h a l l the Government ass is tance t h a t i s 
be ing p r o v i d e d . As f a m i l i e s make temporary l i v i n g arrangements, even though 
u n s a t i s f a c t o r y ones, they may decide to defer more permanent commitments u n t i l 
terms are more f a v o r a b l e . A l ready there has been a marked dec l i ne f rom e a r l i e r 
peaks i n c o n t r a c t s l e t f o r r e s i d e n t i a l c o n s t r u c t i o n , bu t c u r r e n t awards are s t i l l 
i n excess o f those f o r any prev ious p e r i o d , 
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Expendi tures on i n d u s t r i a l and commercial b u i l d i n g s and equipment com-
p r i s e t h e most impor tan t i tems i n c a p i t a l f o r m a t i o n . N o n r e s i d e n t i a l c o n s t r u c t i o n 
rose much more sha rp l y than r e s i d e n t i a l b u i l d i n g f o l l o w i n g the end o f t he war and 
the t e r m i n a t i o n o f a l l o c a t i o n s and o f permi t requirements by the war agenc ies . 
Cont ro ls have subsequent ly been reimposed and these a c t i v i t i e s are now be ing cu r -
t a i l e d , bu t the a c t u a l expendi tures on p r o j e c t s s t a r t e d or t o be p e r m i t t e d are 
l a rge and may expand f u r t h e r . Fu r the r removal o f c o n t r o l s i n these f i e l d s might 
s t i m u l a t e renewed expans ion, • 

Business i s a lso buy ing new equipment i n l a rge amounts. Expendi tures 
f o r producers 1 durab le goods have been r i s i n g as f a s t as p r o d u c t i o n cou ld be ex-
panded, Shortages are s u b s t a n t i a l i n many l i n e s and heavy expend i tu res are l i k e l y 
t o cont inue f o r a few more months. There are r e p o r t s , however, t h a t many business 
ses are rev iewing t h e i r programs f o r c a p i t a l expendi tures and i f cons iderab le un-
c e r t a i n t y as to t he f u t u r e should develop, many planned expendi tures may be de-
f e r r e d or abandoned. These p l a n s , however, are f a r i n excess o f a v a i l a b l e capac i ty 
and can be cons ide rab l y c u r t a i l e d w i t h o u t s e r i o u s l y a f f e c t i n g c u r r e n t ou t lays f o r 
some t ime t o come, There i s as y e t no evidence o f a decrease i n a c t u a l 
expend i t u res , 

Business i n v e n t o r i e s , wh ich were s e r i o u s l y reduced dur ing the war i n 
c i v i l i a n goods l i n e s , have been expanding a t a r a p i d r a t e . Much o f the l a r g e 
increase i n recent months has r e f l e c t e d r i s i n g p r i c e s . I t appears t h a t o v e r - a l l 
i n v e n t o r i e s are s t i l l n o t excessive i n r e l a t i o n t o the cu r ren t volume o f sa les , 
p a r t i c u l a r l y i n v iew o f the advantage under p resent cond i t i ons o f be ing assured 
o f adequate s u p p l i e s . The s i t u a t i o n i s , no doubt , cons ide rab ly v a r i e d ; t he re are 
ser ious shortages i n some m a t e r i a l s o r sem i f i n i shed goods, wh ich h o l d back produc-
t i o n and make supp l ies o f o the r i tems excessive i n terms o f c u r r e n t use , i f no t o f 
a c t u a l demands. This unbalance i n i n v e n t o r y p o s i t i o n s i s an impor tan t f a c t o r 
lead ing t o f u r t h e r expans ion. 

I f cu r ren t t rends con t inue , i n v e n t o r i e s can q u i c k l y become excess ive . 
I f demands should s lacken because o f s a t i s f a c t i o n o f pas t shortages or because 
of o p p o s i t i o n t o r i s i n g p r i c e s , many i n v e n t o r i e s now appa ren t l y inadequate would 
become too l a r g e . This p o i n t may be reached e a r l i e r i n many o f t he nondurable 
goods l i n e s where p r o d u c t i o n has been i n l a rge volume and where the more urgent 
demands may be c lose to s a t i a t i o n . The increase i n i n v e n t o r i e s w i l l undoubtedly 
s lacken or perhaps end du r i ng the nex t few months, This change w i l l reduce or 
remove one o f t he most impor tan t s t i m u l a t i n g f a c t o r s i n the repent expansion o f 
incomes and w i l l b r i n g f u t u r e incomes c l ose r t o the present l e v e l o f consumer 
expend i t u res . The consequent dec l i ne i n incomes would be another f a c t o r l ead ing 
t o a r e d u c t i o n i n consumer buy ing . 

Expor ts o f goods f rom t h i s coun t ry have cont inued l a r g e and cou ld be 
much g r e a t e r i f c u r r e n t demands were met . The cessa t i on o f UNHRA. may reduce some-
what our expor ts o f f oods , b u t i n v iew o f the demands f o r foods throughout the 
w o r l d i t i s l i k e l y t h a t shipments w i l l cont inue a t a h i g h l e v e l . Other products 
of t h i s c o u n t r y are a l s o i n g rea t demand and f o r e i g n e r s i n genera l have or can 
o b t a i n funds t o buy a l l the goods t h a t we w i l l l e t them have, 
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I n the aggregate the c a p i t a l f o r m a t i o n i tems are expected t o cont inue 
l a rge du r ing the f i r s t h a l f o f 191+7 bu t t o dec l i ne sharp l y i n the l a t t e r p a r t o f 
nex t yea r ^ - f r om an annual r a t e o f over 30 b i l l i o n d o l l a r s t o one o f below 17 b i l -
l i o n by the end of 19U7, About t w o - t h i r d s o f t h i s p r o j e c t e d decrease represent 
a change f rom la rge i n v e n t o r y expansion to a s l i g h t r e d u c t i o n i n i n v e n t o r i e s , but 
some r e l a t i v e l y smal l c u r t a i l m e n t i n r e s i d e n t i a l b u i l d i n g and i n expendi tures f o r 
business p l a n t and equipment i s a lso i n d i c a t e d . 

Stock market 

The recent s tock market dec l i ne has r e s u l t e d i n growing c a u t i o n about 
the f u t u r e . This dec l i ne cou ld be r e a d i l y exp la ined on the bas is of s p e c i a l mar-
ke t f a c t o r s w i t h l i t t l e re levance t o the genera l business o u t l o o k . These market 
f a c t o r s i nc l ude the development o f a genera l movement f o r t he t a k i n g of p r o f i t s 
a f t e r the long r i s e wh ich had occur red i n the market s ince 19U2; a s u r f e i t o f new 
issues f l o a t e d a t h i g h p r i c e s ; and a g e n e r a l l y t h i n market , wh ich i s unable t o 
absorb any sudden and l a rge increase i n purchases or s a l e s . 

Another poss ib l e e x p l a n a t i o n o f t h e dec l i ne i s t h a t specu la to rs and i n -
ves to rs were l o o k i n g beyond the immediate prospects f o r expanding volumes, r i s i n g 
p r i c e s , and h i ghe r co rpora te p r o f i t s t o the i n e v i t a b l e co l l apse t o f o l l o w . The 
prospects f o r l a b o r d is tu rbances and f o r h igher wages, which might r e s u l t i n re -
duced p r o f i t s and r e t a r d adjustments i n p r i c e s and Costs dur ing the recess ion , 
may a lso have c o n t r i b u t e d t o the a t t i t u d e o f c a u t i o n . 

The ex is tence o f h i gh margin requirements or r a t h e r the p r o h i b i t i o n on 
margin t r a d i n g has, no doubt , been h e l p f u l i n reduc ing the repercussions of the 
dec l i ne i n s tock p r i c e s upon income f l ows and buy ing power. I t may a lso have 
somewhat inc reased the d i f f i c u l t y o f absorb ing a l a rge volume o f new c a p i t a l issues 
i n the marke t . To t h i s ex ten t margin requirements served a u s e f u l purpose because 
many of these issues would be an i n f l a t i o n a r y i n f l u e n c e a t t h i s t i m e . I n any 
event the dec l i ne of t h e s tock market has a t l e a s t t e m p o r a r i l y removed one source 
o f i n f l a t i o n a r y p ressu re . 

F i n a n c i a l S i t u a t i o n 

The f i n a n c i a l p i c t u r e has changed cons ide rab ly s ince e a r l y t h i s y e a r , 
A t t h a t t i m e , as a r e s u l t o f the p l a y i n g of the p a t t e r n o f ra tes by banks, ex-
pans ion i n bank ho ld ings o f Government s e c u r i t i e s was con t i nu i ng and l o n g - t e r m 
i n t e r e s t r a tes were d e c l i n i n g t o new low l e v e l s . Recent ly bank ho ld ings o f 
Government s e c u r i t i e s have been d e c l i n i n g sha rp l y and i n t e r e s t r a tes have r e -
tu rned t o t h e i r 19^5 l e v e l s . Bank loans , however, are i nc reas ing r a p i d l y . 

There have been a number o f reasons f o r these changes, t he most impor-
t a n t o f wh i ch have grown out o f the changes i n Treasury f i n a n c i n g . The d i s -
cont inuance o f war l o a n d r i v e s , wh i ch c rea ted excess reserves and encouraged 
bank buy ing o f s e c u r i t i e s , has been one f a c t o r i n the change. The Treasury debt 
r e t i r e m e n t program has been the more impor tan t f a c t o r , i n t h a t i t has exerc ised 
a d r a i n on bank reserves th rough r e t i r e m e n t o f s e c u r i t i e s h e l d by the Federa l 
Reserve and i t has a lso reduced commercial bank ho ld ings of s h o r t - t e r m s e c u r i t i e s . 
The t h i r d f a c t o r has been an increased demand f o r p r i v a t e c red i t s - commerc ia l . 
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i n d u s t r i a l , r e a l e s t a t e , and consumer l oans . Expansion i n loans o f t h i s type has 
been l a r g e l y o f f s e t by an accompanying dec l i ne i n loans on s e c u r i t i e s so t h a t 
u n t i l r e c e n t l y t o t a l loans showed l i t t l e change. 

W i th the r e d u c t i o n i n bank ho ld ings o f s h o r t - t e r m Government s e c u r i t i e s , 
r e s u l t i n g f rom debt r e t i r emen t and f rom sales necessary t o m a i n t a i n reserves , and 
w i t h increased demands f o r p r i v a t e l oans , banks have p r a c t i c a l l y ceased t h e i r 
buying of l o n g e r - t e r m s e c u r i t i e s . There have been some purchases of Treasury 
bonds by the banks, bu t the amount purchased has j u s t about o f f s e t r e t i r e m e n t o f 
bonds f rom t h e i r h o l d i n g s . 

The ne t e f f e c t o f a l l o f these c o n f l i c t i n g and o f f s e t t i n g developments 
has been some f u r t h e r expansion i n depos i ts o f businesses and i n d i v i d u a l s a t banks 
to a new h igh l e v e l , a l though the amount of the growth has been less than i n war 
y e a r s . Businesses and i n d i v i d u a l s have reduced somewhat t h e i r ho ld ings o f 
Government s e c u r i t i e s , and t h e i r t o t a l ho ld ings of l i q u i d assets have shown l i t t l e 
f u r t h e r increase t h i s y e a r . 

I t may be sa id t h a t f i s c a l developments and monetary p o l i c i e s are no 
longer c o n t r i b u t i n g g r e a t l y t o i n f l a t i o n a r y pressures as they were u n t i l a few 
months ago. P lay ing the p a t t e r n o f ra tes i s no t now a problem o f g rea t and urgent 
moment. 

There a r e , however, specu la t i ve and expansionary elements i n the f i e l d 
of p r i v a t e c r e d i t . Bank loans t o customers are expanding r a p i d l y , r e f l e c t i n g 
i nven to r y accumula t ion , r e a l es ta te f i n a n c i n g , and consumer c r e d i t • Banks are 
ab le t o meet these needs by s e l l i n g s h o r t - t e r m s e c u r i t i e s t o the Federa l Reserve, 
thus c r e a t i n g reserves wh ich can p rov ide the bas is f o r f u r t h e r c r e d i t expansion. 
Some o f these c r e d i t s are necessary and d e s i r a b l e , bu t many o f them may be 
specu la t i ve i n n a t u r e . 

L i t t l e can be done t o check expansion o f t h i s s o r t by r a i s i n g i n t e r e s t 
ra tes on s h o r t - t e r m Government s e c u r i t i e s . The y i e l d s on l o n g - t e r m Governments 
are now about as h i gh as they probab ly should be p e r m i t t e d to go . I t would be 
d e s i r a b l e i f expansion i n p r i v a t e c r e d i t cou ld be o f f s e t by sales f rom the banks* 
ho ld ings of Government s e c u r i t i e s t o nonbank i n v e s t o r s . There should be a steady 
investment demand f o r l ong - t e rm Government s e c u r i t i e s and banks cou ld s e l l some 
o f t h e i r h o l d i n g s . The ques t i on i s whether they w i l l do t h i s as long as they can 
f r e e l y s e l l s h o r t - t e r m issues t o the Federa l Reserve. 

General Summary and Out look 

Produc t ion o f goods and serv ices i n the Uni ted States i s now c lose t o 
the maximum t h a t i s poss i b l e or l i k e l y t o be reached dur ing the nex t y e a r . Some 
f u r t h e r expansion might be accomplished through increased p r o d u c t i v i t y . o f a v a i l -
ab le manpower and the e l i m i n a t i o n o f many d i s l o c a t i o n s , bu t i n v iew of the l i m i t e d 
supp l ies o f many bas ic m a t e r i a l s , any increase i n o v e r - a l l f i n i s h e d goods output 
l i k e l y du r ing the nex t few months would p robab ly not exceed 5 or 10 per c e n t . 
Work stoppages o r o the r d is tu rbances cou ld prevent even t h i s accomplishment. 
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Serious shortages r e l a t i v e t o needs and demands s t i l l e x i s t and ve ry 
few have as y e t been w h o l l y s a t i s f i e d , a l though some may be c lose t o s a t i a t i o n . 
I f g r e a t e r p r o d u c t i v i t y can be a t t a i n e d , many o f the more p ress ing s i t u a t i o n s 
may be r e l i e v e d w i t h i n a few months. Some o f t he shortages f o r goods, however^ 
w i l l r e q u i r e two o r t h r e e years t o meet and those f o r housing and o the r cons t ruc -
t i o n w i l l need many y e a r s . 

Consumer expendi tures are a t an e x c e p t i o n a l l y h i g h l e v e l r e l a t i v e t o 
c u r r e n t income. Any f u r t h e r expansion and even the maintenance o f t h i s l e v e l 
depends i n p a r t on the w i l l i n g n e s s o f consumers t o draw on past savings or t o 
reduce the r a t e o f c u r r e n t sav ings . A g rea t f und o f past savings e x i s t s and i n 
v iew o f the accumulated shor tages , p a r t i c u l a r l y o f durable goods, some d r a f t s 
on these savings might have been expected were i t no t f o r the sharp p r i c e r i s e 
t h a t has r e c e n t l y occu r red . This p r i c e r i s e i s the most impor tan t i n f l u e n c e 
l i k e l y t o b r i n g about a dec l i ne i n consumer buy ing and consequent ly i n employ-
ment and incomes. 

Accumulated shortages f o r c a p i t a l goods are tremendous and expendi tures 
might r i s e f u r t h e r as supp l ies o f goods become a v a i l a b l e . Suppl ies are s t i l l 
the p r i n c i p a l h indrance t o expans ion. These expend i tu res , however, are con-
s i d e r a b l y i n f l u e n c e d by a n t i c i p a t i o n s . The needs e x i s t f o r l a rge c a p i t a l ex*-
p e n d i t u r e s , bu t many o f them are postponable and t h e i r p r o f i t a b l e n e s s depends 
on the l o n g - t e r m o u t l o o k . The c u r r e n t l y h igh l e v e l o f p r i c e s and the d i f f i c u l -
t i e s o f o b t a i n i n g needed supp l ies o f m a t e r i a l s and l abo r are no doubt induc ing 
many postponements l i k e l y t o dsvet lop^. . 

I n l ook i ng t o the f u t u r e p robab ly f u l l y as impor tan t a f a c t # r as h igher 
p r i c e s and r e l a t e d t o them i s the l i k e l i h o o d o f an e a r l y cessa t i on o f the expan-
s i o n of i n v e n t o r i e s . This w i l l remove an impor tan t element m a i n t a i n i n g incomes 
and absorbing goods. A f u r t h e r dec l i ne i n Government expend i tu res and perhaps 
a budget surp lus w i l l a l so reduce d isposable income. 

I t now seems h i g h l y l i k e l y t h a t , n o t w i t h s t a n d i n g cont inued u n s a t i s f i e d 
demands, some recess ion i n expendi tures by consumers and business and a marked 
dec l i ne i n p r i c e s w i l l beg in be fo re t he midd le o f 19^7• By t h a t t ime many con-
sumer nondurable goods a re l i k e l y t o be i n adequate supp ly , even a t a ve ry h i g h 
l e v e l o f demand, and l a r g e r supp l ies of durable goods w i l l be a v a i l a b l e . I f 
consumers should c u r t a i l purchase o f nondurable goods i n o rder t o buy automobi les , 
household equipment, and the l i k e , ^ .then there would be a decrease i n demand f o r 
nondurable goods and i n t h e i r p r o d u c t i o n . A t the same t ime h igher p r i c e s are 
l i k e l y t o induce some deferment o f expend i tures f o r p l a n t and equipment purchases 
and f o r new hous ing . Buying f o r i nven to r y expansion w i l l s lacken and w i t h sa les 
d e c l i n i n g or no longer expanding, many i n v e n t o r i e s wou ld be found t o be excess ive . 

These developments w i l l l ead t o f a l l i n g p r i c e s , reduced p r o d u c t i o n and 
employment, and d e c l i n i n g incomes. This might be i n t e r p r e t e d as Hboom and b u s t " . 
We have c e r t a i n l y had the boom# as measured by any past s tandards , b u t i t seems 
u n l i k e l y i?hat we w i l l have a b u s t , fudged h i s t o r i c a l l y . I n v iew o f the many 
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deferred demands and the accumulated savings and the r e l a t i v e l y moderate specula-
t i v e c red i t structure to be l iqu idated , i t seems un l ike ly that a prolonged down-
ward s p i r a l w i l l develop. There remain the tremendous wartime accumulations of 
l i q u i d funds that are read i ly ava i lab le fo r spending and invest ing . On the basis 
of past standards they are large r e l a t i v e to even the present very high leve l of 
gross nat ional product. The projected decreases i n output and prices are not 
l i k e l y to be accompanied by reductions i n the volume of l i q u i d assets# 

When pr ices have reached a more tenable basis , then ac t ive buying is 
l i k e l y to be resumed. Should the boom continue longer than is here envisaged, 
w i th f u r t h e r pr ice r i ses , and considerable cred i t expansion, then the recession 
might develop into a severe and prolonged depression. On the other hand, gradual 
adjustment of indiv idual dislocations may lead to a new more tenable l eve l of 
prices and production without any serious maladjustment or sharp dec l ine . That 
has never happened before, but i t may not be impossible. 
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