By Chairmaen Eccles

MEMORANDUM ON ECONOMIC QUTLOOK

(National Outlook Conferencs, Department of Agriculture
Washington, D. C,, October 7, 1946, 2:00 p.m,)

Perspective

1, We have not yet found the key to maintaining oconomic stabil-
ity. The economy has been operating under forced draft for a long time,
The war and postwnr situations and tho inflation which already has oc-
curred have creanted distortions and mnladjustmonts, Sooner or later,
they will have to bo corrected.

2. The problem immediantoly shend is still one of controlling
inflation, Demands for many important products are still urgent and very
large, Federal oxpenditures are high; foreign domund is extensive; und
the volume of purchasing powaer in the hands of individuals and business
is not only andequate but excessive. On balancc inflation factors still
outweigh deflation factors,

3. Yet, some of the speculative pressure is being reduced,
Somoe pipe lines are boing filled and some buying rosistance to high
prices is developing, This is wholesome and desirable, It will help to
forestall further distortions and give us an opportunity to rocover a
balancod foundation for long-run prosperity without going through a
drastic boom and bust, Any slowing down of inflationary pressures is
cause for optimism rather than pessimism,

Ly, Underlying economic conditions are basically strong. Back-
logz demands along some major lineg -- construction, automobile, etc, --
should prove sufficiont to keep tho sconomy moing at o high level for
quite some time if distortions in the price nnd wage structure arc cor-
rected and further distortions avoided,

Record Since V-J Day

1, The record since V-J Day has boen satisfactory in somo
respocts, unsatisfactory in others, On the wholc, the nation has donec
well from the stondpoint of absorbing people into peace-time production
but has not done so well in maintaining o stable cconomy,

Favorable factors are:

() Nearly 11 million veterans have been demobilized
and absorbed into omployment at & rapid rate.
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(b)

()

()

(e)

(£)

(h)

-

A very hirh level of civilian employment has beon
reached, <€ivilian amployment now stands at 58
million, The highest figure during the war wes
5% million,

The shift from war to peace production has boon
made rapidly, and output is close to capacity in
most lines,

Incomes of practically all grouns in the economy
are obove rscord peacetime lavels, The annual
rate of incomo payments is now close to 170 bil-
lion dollars which is higher than any wartime
quarter and more than twice thoe hishsst prowar
peaks of 1929 and 1340,

Foederal oxpenditures heve been cut from over 100
billion dollars to an annual rate of O billion;
the budget is bsaing brousht into balance; and we
have started on a program of debt reduction,

Liquid asset holdings of individuals havo contin-
ued to increase, but at o much slower rate than
during the war, More savings bonds have boen
bought than sold by the pudlie,

Government security prices have shown great stabil-
ity notwithstanding « sharp break in tho stock
norket, and a reduction in bank holdings of such
securitios,

The expansion of total dewosits has come to u
holt and has besn reverssad and interest ratcs,
although no longer declining, have renained low,

Tnfavorable factors ara;

(a)

(v)

Wartime controls of orices, wnges, and production
were prematurely abandoned or rolaxed, The exceoess-
profits tox was abolishsd at the time we necded it
most to supnort economic stabilization,

The working week was cut at n time when incroansed
production was the basic solution to the infla-
tion problen,
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(e)

(4)

(£)

(2)

-3-

The upward spiral of rising wages and prices has gone
too far, An upwnrd adjustment in basic wage ratos
wa.s necessary after the war, but in many cases it cams
too soon and in some cases it wont too far, Tho cost
of living has gone up sharply, Real incomos for
many groups have greatly doclinoed, 8ince V-J Day,
the price rise has amountod to moro than 1/3 of that
which occcurrod during the ontire war, This advanco
in living costs has caten into the buying power of
fixed incomec groups, and others who have lagged bo=-
hind in wage increosces, The rising living cost has
crented unrest omong workers and now thore is again:
dangor of o period of wide-spread industrial unrost,
A socond round of wnge incroases is throeatoned eoarly
next yoar unloss there is a reduction or at loast

no further inerccse in thoe cost of living. Higher
woges would call for higher prices in many casos

and thus add to inflation, Whore profits permit
prices should be lowered rather than wages increansed,

Prices in samo aroas (construction in particular,
but also for most farm products) have risen to o
point whore thay are out of linc with what peoplo
can or are willing to puy, even ot prescent high
levols of incomo,

Prices of capital assots have in some cases advanced
to untenoble lovels, This is true of pricos of ur-
ban real ostato, which are now in many arcas ovor
twice prowar figures, TFarm rocl ostate prices are
also well shoad of what 1likely future farm incomes
can sustain, Stock nrices have also increasod
sharply but the rocont docline in security markets
provides a healthy correction to a spoculative over-
extonsion,

Production in vitel aroas has boen hald back by
disruptions duo to strikes last wintor and spring,
There has also boon withholding of goods bocouse
of price uncortointios,

These disruntiong ~f »ro’uction combinod with the
large shifts in jobs and the genersl spirit of
relaxation ofter the wer have held down produc-
tivity,



-

2., On balance, howaever, the rocord is fair, Most important,
the returning veteran has been absorbed into a polng economy, It would
have been very much better had this been done without any inflation but
it was better to have donec it with some inflation than not at all,

Qutlook

1, DNow the nesd is to realize that we cannot sustain prosper-
ity by keeping up the inflation process, Inflation can only ond in col-
lapso. To sustain prosperity, wo must place it on o stable basis, The
declinec in the stock morket and some lovelling off in ronl estate orices
cncourages the hope that we many be able to squeezs out the speculative
factors in the economy, correct tho distortions thot exist in some lines,
and maintain production and employment at high levols,

We can succecd in tho neriod ghead (1) if productivity per
workor can be raised -- this is most important, (2) if large scalo in-
dustrial disputes and further gonernl wage increases e¢on be avoided,
and (3) if business groups are willing to refrain from further price
incroases, or cven to lower nrices and rely upon volume onerations for
profits,

High income ond employment require demand sufficient to buy
what the neople ean produce, During the 30's demond was woofully in-
ndequate. This basic inndequacy may woll develop again when the backe-
log demands have worn off, unless wo havo policics and programs to fore-
stall it, But this is not our most irmmediate concern, Wo are still in
a position -~ and will bo for somes time -=- whore private demand is basic-
nlly sufficient to sustain a high level of omploymont if maladjustments
and speoculative excosses are avoided, The immedinto danger is that
demond in most lines is in excoss of supply.

What arc the main fuvorable and unfavorable factors in this
picturc?

2, The bosic reason for bolieving that employment and incomes
rnoy boe maintained is that there still is an unnrecodented domend for in-
vestment and consumption, domestic and foroign, To give a fow illustra-
tions:

(n) There is « hugn boacklog demand for housing, ospoe-
ially in tho low-cost brackets, This domand has
been accumulatod boeause tho volume of rosidential
construetion durinz the war and during tho 1930's
wos oxcontionally low and bocausc the average in-
come and number of fanllies has inereoascd greatly,
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If building costs can be reduced from their present
untenable levels, by improving the flow of materials,
and by increasing the officiency of workers, tho vol-
une of raesidential construction ought to continue
vory high for many years,

(b) Automobile production is just boginning on a large
scele, The backlog domand for autonobiles is hugo,
and at reasonablo prices should nermit o record
levol of automobile production for several years,

A similer situation saeoms to provail in tho case of
meny othor durable consumer goods,

(c) Demnnd is supported not only by high levol of cur-
rent incomo but also by the largoe volume of liquid
assots accumulatad during the war, Incomo paymonts
aftor taxes aro now neurly 150 billion dollurs a
yoar cs comnared with about 90 billion in 1941 or
140 billion during tho wartine pock, Liquid assots
hold by individusnls aro at 180 billion dollars or
almost throc timos tho amount ocutstanding at tho
ond of 19L1.

(d) Roplacoment noods for plant and oquipmont, us woll
as oxpendituros for capital expansion are still
large, How long this will continuc will dopond on
the general ccononic outlook,

(o) Foreign demand for American goods is grout, and is
sunported by an ample anount of funds, The not ox=-
port balance is now at an annual rato of about 5
billion dollars ond oy be oxpectod to continue
high for somc yoars, Dollar and gold resources
of foroign countriss are approximately 22 billion
dollars, Still unused croedit fucilities of the
ExporteImmort Bank (including unused portions of
loans extended) amount to 2,5 billion dollars,

In additlion lonns orranged over the noxt thres
yeurs by the Intornational Bank may amount to os
much as 5 billion,

(f) The Foderal budget will continue to be large for o
long time -- possibly 30 to'35 billion or about
four times tho prewar lovel, Govermment domand
will thus continue to bo o sustaining forco,
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3. While thoso basic sustaining forcos are still vory strong,
thoy are nevertheless filckle friends, Ewven though you are most anxious to
buy o house or to add to youwr oequipment, you mey decide not to do so if
you considor the pricoc is exorbitant and the outlook unstable, Once infla-
tionary maladjustments bocone excessivo, a slump will result oven though
pooplo have funds and many needs remain unsatisfied,

Fortwately, it appoars that inflationary pressures arc lossen-
ing in some aroas, Pipo lines are gotting filled and supplies are coming
into the market in increasing volume, Buyors, wary of rising prices, havo
bagun to show some restraint, These are desirable devolopments, but thore
are still acute neods for other adjustments,

(n) The stock morkot, after o four-yoor rise which in-
creased valuecs by 150 per cont, has now oxperiencod
o decline bringing pricos down to the levol ot the
ond of the war, or about 20 por coent bolow their
high points last spring, To tho oxtent that this
road justment reflects more sober appraisal of
prospacts and a lessening of inflationary psychol-
ogy, it contributos to balance in the economy, Aas
tho stoeck morket has o tondency to exaggeratec cvery
movement both upward and downward, the magnitude of
the price change cannot be considored alarming, In
any ovont, crodit for stock market purposes, which
has boen deelining since early in tho year follow-
ing tho raising of margin requiromoents, is at o
rolatively low lovel, Bocausc of this prudent
credit policy, forced solling has been practically
non~oxistent,

The goneral lovel of profits, after taxes,
is rolatively high, clthough in mony lines thoy
may bo kopt balow ocarlier expectations by rising
costs,

(b) Inventory .accumulation should be watchod, Inven-
tories havo alwoys risen sharply in any upswing
and naturally did so in rocont months whon civil-
jan production incrocsed on o vast seala, When
inventoriecs risc sharply thoy are almost certain
to bocone oxcessive, Totoal invontories lately
have beon rising at an annual rato of 5 billion
dollars and are now closo to o point whoro it is
important to proevont excossivo accumulation., Tho
less wo overshoot the mark, the smallor the road-
Justmont thot will lator bec necossary.
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In certain areas prices have gone too high and down-
ward adjustments are needed, The levelling off in
renl ostotoe prices is o healthy sign but construc-
tion costs also need to be reduced, Prices of farm
renl estato end of many farm produots are also ox=-
cessively high, As long as food and clothing prices
oro rising it is impossible to maintain stability

in wages,

Credit Dovelopnents
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In the field of credit, the inflationary forces that were
earlior in the yeur have boen moderated considerably.

(1)

(@)

(3)

(L)

Budgot expenditures dropped sherply and tex receipts
stayed up, As a result the doficit has about disap-
poured,

17.5 billion dollars of public marketablo securities
have been retired from March 1 to October 1 by draw-
ing on tho Treasury's large cash balance, This has
beon o wholesome influence in the oredit picture,

It has:

(n) Modorated the tendensy of banks to
ineroass their holdings of long-term
Government securities,

(b) Reduced total (Treasury and private)
deposits from 151 billion at the end
of February to 143 billion at the end
of Septoembor,

(c) Brought to an end tho docline in long-
term security yiolds,

Notwithstanding the debt retirement progrom, howaver,
there has been o large increese in cormercial and
real estate loans and consumer credit amounting to
about 2,5 billion dollars at weekly reporting member
banks since March 1, This increase has been offset
in considerable part by a decline of about 2 billion
in seeurity loons, largely on Govermmsnt securities,

As distinet from the deeline in total deposits, de-
posits held by othors than the U, 8, Governmont con-

oporating

tinued to rise by 7,8 billion from the end of February
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to the end of September, Of this 3,3 billion was
in time deposits and L.5 in demand deposits. This
continued expansion in privately held deposits has
remained a major inflation factor, It was due
largely to privaté credit expansion, & continued
Federal deficit and retirement of U, 5, securities
held by nonbank investors,

(5) It should be noted, however, thet the period of
drastic decline in the budget and in the size of
the deficit is over, This decline has operated
as & powerful deflationary force, although it was
nore than offset in the total economy by infla-
tionary forces,

Conclusion
——————— - A—

Some points stand out clearly form tho foregoing considerations,
The situation calls for a budgetary surplus and continued debt' retirement,
Continued efforts should be made to reduce public expendituros, Taxos should
not be further reduced under present conditions, It is desirable to increase
tax roevenues, without increasing tex rates, by increasing the nationsl in-
come as a result of greater productivity., Such an increase in the national
income, together with decrensed Federal oxpenditures, will bring about a
budgetary surplus which will make possible tax reductions later on,

Spoaking of the general crodit situation, therc 1s no reason tndor
present conditions for reducing mergin roguirements on stock market trading
or for relexing consumer credit restraints on durable consumer goods in
short supply., €redit should bs provided for productive purposes, but not
for speculation, DNor is thore justification for inereasing interest rotes
which would greatly: complicate the Government's problem of maneging the
public debt and increase the cost-of carrying it, without the offsetting
advantage of preventing inflation,

At best, Govermment price or credit controls can only be a stopgep,
and fiscal policy can deal only with the money side of tho inflation problem.
The overwhelmingly vital necd now is for more work and more goods ~-=- for
increased productivity, Whether we are to have a stable economic progress
depends fundamentally now on the industrial front, on lobor and management,
on increasing output by increasing efficiency, eliminating bottlenecks and
restrictive rules and practices, including those in the construction in-
dustry, and by avoiding strikes and shutdowns, Weo all know that in our
interdependent economy o strike in one key industry paralyzes others --
strikes even by a comparatively few workors in plants that supply others
can throw many thousands out of work,
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More work and more goods are the basic cures for inflation., That
is the only way in which labor can keep the gains from the pay increases it
has received, 1It'is the only woy to safeguard the purchasing power of all
woges and savings, Further wage increases for the same amount of work and
output would serve dnly to intensify tho upward pressure on prices,. In-
creansed wages that result in increased prices are self-defeating,. It will
be far better to hold prices down and increase productivity -- to increase
real wages = than to have further wage and price increanses that would
finally result in public resistance, For this, in turn, would upset busi-
ness cclculatians, and all long-term commitments, theoreby precipitating e
recession, tho severity of which would devend mainly on how long it would
take to correct the distortions and moladjustments, Only by keeping prices
down and maintaining tho buying power of wages and savings cen we have a
higher standard of living,

We have all tho tangible elements of sustnined prosperity =--
nanpower, raw materinls, money supply, couvled with a vast backlog of
needs and wants, The intangibles, still needed, include self-restraint,
enlightened self-intorost, the will and wisdom to translate the tangibles
into a lasting, highor standard of living,
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