muoruustowdmthmnfwmm
(November 16th). The Federal Reserve Board Index of
Industrial Production (adjusted) was 103 for November
and 104 for Deceuber, and is expected to be 101 for
Jamuary. This slight decline is in the main due to
seasonsl adjustment, as a rise in activity is usuelly

expected in January. Of more up-to-date statistics,
the New York Times Weekly Business Index, which varied
between 75 and 80 in the spring and early summsr of
1958, was at 93 at the end of Hovember and for the
latest availeble date (January 28th) stood at 92.3.

The extramely rspid upturn of business, in fact, which
proceeded from the early summer of 1938 up to Noveumber,
then flattened out, and there was a very slight st~
back in January.

There has been no very outstanding feature to
which I need refer as regeards particular trades: the
motor industry has remsined pretty good, and private
residential construction has continued to inerease,
with the help of the Federal Housing Administration's

mortgage insurance scheme,

Bank deposits have risen a 1little farther
during the past three months, though the rate of
increase has been very much slower than dm':lutlu
spring and snmner of 1936, The figures of adjusted
demsnd deposits of reporting member b-nn‘ are as
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Bank reserves have alsc risen a little farther, excess
reserves of member banks being estimeted on February Sth

at §5,460,000,000. During the same period bank

investments in Government and in other securities have

alse risen, though only slightly, while the level of

loans and advances shows a slight fall. Figures for
reporting member banks have been (in millions of dollars):-

Investaents Losns
April, 1938 12,216 8,604
July, 12,817 8,213
October, 135,041 8,288
February 8th, 1939 15,280 8,179

The resson why the big inflow of foreign money and gold
into the country in the past three months has not
regulted in s greater rise in bank deposits and reserves
i 8 to be found partly in a certain expansion of the
currency, vut mainly in the treatment of Treasury
balances. Thesc have been bullt up and kept in the
Federal Reserve Banks, thus offsetting and practically
sterilising en equivalent amount of gold. This is only
a matter of convenience and there is no policy of more
permanent gold sterilisation: as the Tressury balances
run off the credit base will expand, Thus a further
large increase in the excess reserves is to be expected,
lioney has remmined exceedingly easy, with
government and other high grade bonds at hew high leve p
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continntag fell in the yield um ”’“&‘m" bt
obligations has been to drive the banks into incre
purchases of longer dated securities, end conditions
have been very Tavoursble for Treasury finsncing. The
stock exchange on the other hand has tended on the whole
to weskness since November and fell in January to the
lowest level since Septeuber last, but has since risen
somewhat, though the level is still slightly below that
of November.,

The very low rates of interest led to a fairly
substantial volume of refunding issues in the second
half of 1938, but the flow of new corporate capital

- 1 -

market issues has been rather slow and fell off almost
entirely in January. Figures for the first 6 months,

and for the two succeeding quarters of 1958 and for the
month of Jamuary, 1939, are (in millions of dollars):=-

New issues Refunding
Jamuary to June 568 311
July to September 316 321
October to Deeesber 180 589
Janusry, 1939 5 10

These figures do not include privete placings. The
outlook for any substantial improvement in the capital
market in the early future is at the moment regarded
rather pessimistically.

Commodity prices, both of raw materials and of
finished goods have shown very little change in the past

three months, tending perhaps slightly to weaknegs, The
- = 3 \
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The principal explanation of the very mild set
back which has teken place is no doubt that during the
short recession in the later months of 1957 and the
early months of 1938, production fell substantially
behind consumption: in the summer of 1938 the rate of
produetion rose very rapidly, but levelled off when it
ecaught up with the rate of consumption., HNanufacturers
and traders who were caught in 1937 are still very
eautious of building up stocks of goods in hand. There
are no satisfactory siatistics em this, but‘Z;;heoe stocks
of goods have not been seriously increased is shown by
the fact that commercipl loans by banks have not shown
any upward tendency, but are in faet a little lower than
they were in October. If this explanation is correet
it is obvious that a resumption of the upturn may be
expected when the rate of current consumption increases
or siternstively when manufacturers and iraders once
more pegin to build up stocks of goods in hand,

A guite subsidiary factor, but ome which is, I
think, worth mentioning, is the weakness which has shewn
itself on the Stock Exchange., The fall has not been
severe, but a rising secens Lo have been replaced by a
sinking tendency. The effeet of this on current
consumption is of course impossible to measure, but that
it has some effect is generally sdmitted.




Buropean umu. in part u tk ]

In particular the sharp Tell in stonts :uchtnét.m
in Junuary is said to have been started by foreign
selling, and thie is believed to have been due partly to
the instructions given to banks in London in comnexion
with the emhu"go on loans ageinst gold etc., which led
to the sale of American securities because of the
reduction of facilities for loans sgainst them, and
partly to sales on sccount of fear of war. Belief in
the imminence of hostilities in Burope would have

seemed more likely to lead to purchases than to sales of

American securities, but spparently the opposite is the
case, due perhaps to the desire toc hide the proceeds,
Bince securities would presumably be taken over and
liguidated. (There is a certain amount of foreign
hoarding of lsrge denominstion dollar notes,) But while
thege externsl factors are stressed by market
commentators, I think the truth is probably that they
merely touched off a movement which was fundsmentally
caused by American dissppointment with the progress of
recovery. The fall has not in any case been severe,
and in this connexion it must of course be borne in
m ind that, owing to the activities of the Securities
and Exchange Commission, the Stock Exchange is at
present a very thin market and quite a small voluue of
buying or selling is liable to produce what appears at
first sight a disproportionate rise or fall in values,
The levelling off in the rate of production
of consumption goods has not been compensated by any




It is owing to the contimued comparative failure
of private eapital to move into work that the “pump
priming” theory has been openly adopted Ly the
Administration. While the theory had played its part in
the Pframing of earlier budgets since 1932, it was not
frankly adopted as & Pasis of budgetary policy until the
present year. The theory in briefest outline as applied to
this country is more or less as follows.

While an expansion of spending on consumption
goods, if it goes far enough, must lead to expansion in
the production of capital goods, a flat level of spending
on consumption goods, even if that level is a high one,
leads to a contraction in the production of capital goods -

beeause plant is already avsilsble sufficient to meet the
demand - and hence starts a downward economic spiral.
Moreover capital goods are produced not to meet current
needs but to meet a demand which is expected in the future.
while America was growing there was a continuous growth of
consumption, but with the end of territorial expansion

and large scale immigration, the rate of consumption has
become more or less level, and there is no big incrcase in
demand to be expected to meet which private capital will,
without Government stimmlation, be set to work.
Consequently Government investment is required to £i11 the
gap caused by the contraction of private investment. m
from Government spending discouraging private w.
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Federal walget which umltbnm‘ CLL A
. ‘j‘ this need not give rise to any worry, because the
'1 y national income, as shown by what happened in 1933-1937,
) will rise sufficiently fast that the increase in tax
| revenue, without any alteration in tax rates, will be
greater than the increase in the interest on the debt.
Thus the national debt can safely be allowed to grow,
| The real waste lies in allowing savings to remain idle.
The theory if carried out to its ultimate

logical conclusion would, I suppose, lead to State
socialism. Ifs mein immediate weakness, apart from

the uneasiness it causes with regard to the budgetary
gituation, seems to me to lie in the assumption that
private investment would not, if allowed, absorb the
volune of savings becoming aveilsble. Wwhat actually to
e consgiderable degréel}gippened is that the Government has
obstructed private investment, and then, because

private investment has not expanded sufficiently, claims
that Goverzmment investment must take its place.

But whatever the merit, or lack of merit, of
the theory, it has been accepted by the Adminigtration
that 2 continuing high rate of Covernment expenditure
is essential if & new depression is to be avoided, and
that the best method of attaining budgetary balance
is by expanding the national income.

That the theory is neither understood nor

accepted by the Congress 1s probably not important. The
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and in general terms, Even the wach puitelesd ik TN
the President's requested mrom.non for uu.r is

’ comparatively small, and was mede in terms which amounted
| to @ suggestion that the President should request s

[ further supplementary appropriation before the end of the
J fiscal year if it was found that the amount provided was
really insufficient. BSuch a regquest has already been
made by Mr. Roosevelt with what result remains to be geen.

I see no reasson therefore to expect that the
appropristions suggested in the President's budget message |
will be drastically reduced by the Congress and this
policy of high deficitary spending mey, nnle.ss
circumstances change considerably, be expected to
continue for some time to come.

The net deficit for the current fiscal year up
to the beginning of Pebruary (after deduction of debt
retirements and payments to trust funds etc.) is about
$1,700 millions.

4, + nvestment send General Prospects.

If pump priwing is to be successful it must lesd
to a substantisl increase in the investment of private

‘ capital and in the national income. The figures of new
cgpital issues given sbove are not encoursging, and while
' I have set out in previous reports what seem to me to be
| the main obstacles to the revival of capital investment,
' it is worth discussing these again, even at the cost of
some repetition, since the whole theory to a large m
stands or falls on this. J

It/
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ipitel expenditure out of funds mmhmm:ot
cgupanies (depreciation reserves, etc.) are also
aveilsble. But despite the lack of figures, it seems
that the general position is that the upturn which
took place last summer led to a certiin_m;rmﬁen of
capital activity, after the almost complete paralysis of
the winter and early spring, but that thig activity is not

vigorous and shews at the moment no a&gns of
gpansion, The main factors obstructing. such expansion
seiem to me to be:~
(a) Insofar as speculative ventures are originally

need by wealthy men who are wili:l.ng' to take gubstantial
riisks in the hopes of possible large profiks, the tax

em in force, and in particular the ecapital g'tins tax,
alfhough this has been somewhat :mermd,is a severe

» déarrent. The large regervoir of tax exempt bonds

prgvides a safe and reasonably profitable refugs.

(b) Insofer as eapitel expenditure is incurred to
meet expeeted future demands or in the expectation of
future profits, the high and inflexible level of costs,
particularly labour costs, is a deterrent. It is maintained
in some quarters, snd perhaps with truth, thatmlmt per
man hour has risen in reeent years dﬂ.‘t/»ﬁ not quite

as/



policy with regard to

ix otbeplmwmmt‘in'l y ower by a high l
1 level of wages creates a Teeling of ww' 8o Tar "
as I know there are no important labour disputes at ’ i
present in prospect, but further wage cost increases ;
are threstened in two respects: a further incresse in '

minimuwn wages from 25 to 30 cents an hour, snd a
reduetion in meximum hours of labour from 44 to 42 hours 1
a week, are due in October next under the Wages and

Hours Act, and & further increase of ¥ of 1 per cent in

the pay roll taxes levied on both employers and

employees under the Social Security Act come into force

at the end of the year., Further coat increases under

both &ts are due in later years.

Moreover at the present level of industrial
activity, which is still well below what it was in late
1936 and the first half of 1957, there is clearly, by
and lsrge, a conslderable amount of excess productive
capacity in exisgting plants, so that in most direections
there is neither any immediate neced for new capital
expenditure on a large scale nor does there seem sny
early prospect of an inflationary rise in prices such as
would reise profit margins to any very attractive heignt.
Apart from excess productiwe capacity, there is steady

%

pressure/

-
%ote. The National Industrial Conference Board
ate that labour cost per unit of ou was
30% higher at the end of 1937 than in 1929, but is
now less than 1075 higher than in 1929, a reduction
in labour costs through increased efficiency of
some 20% in 1538,
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about Govermment policy and in particular by the fear
that even the present level of activity may fall away when
the peak of Government spending is passed, BSome capital
investment is no doubt to be expected, and the loager
business runs on at its present level or higher the more

replacement and improvement expenditure may be looked for,
but it does not seem as if any very striking increase of
capital expenditure by industry generally were to be
expected in the near future.

(¢) The reilways are in a long term period of slow *
decline. About one third of them are in the handsg of
receivers. In pericds of cumparetive economic prosperity
the remainder can keep their hegds above water, some of
them with difficulty: but with each racession a few more
come nearer hankruptcy. They have been refused on the one
hand a cut in weges and on the other hand freedom to fix
their charges., There has been a succession of coumittees
and reports on their position, but nothing of any real
value to them has been done. The problem is again in the
lap of Congress, and mosi observers seem to be sceptiecal
of anything very useful being accomplished. In the
mesntine the economic improvement which has tsken place
and the movement of a very large harvest have greatly
improved their position from what it was a year ago, and
they will no doubt place some orders for rails ete,, but
nothing spectacular can be expected in this quarter,

(a)/




been largely clesred up, the Securities and Exehange
Commission seem to have established guite good um
with the companies affected by the Public Utility Act
of 19355, and Tinally the Tennessee Valley Authority has
at last reached sgreement with the largest private
electric company in the Tennessee arca for the purchase
of its properties. This agreement should help to diimel
the fear that the Covernment would not pay reasonable
compensation for the property of private companies taken
over., There gre still certain matters on which the
private utility companies need reassurance, in
particular the method of computation of the "yard—stick" X
(if it is ever in fact used) and the possible use oft s
public funds to build municipal power plants, b?t
least a considersble advance has been made; nnﬂ with
electric power consumption moving upwards, .some increase
of capital expenditures in the utility field seems a
reasongble expectation. This may not be very large, at
any rate at first. I understand that the Chairmen of
the Securities and Bxchange Commission is not expecting
any very great volume of capitel investment in the
utilities, but even & beginning would be encoursging.
(e) Finally the prospects of a further increase in
the pace of residentizl building seem to be goocd. The
maximum of residentisl mortgsges that the Federal Housing
Authority may insure has been inereased from $2000 to
§5000 millions, and there has been a definite reduction,

Governuent sided, in mortgage rates and also some
reduction/



public construction which is proeceeding, Mvw llc [
shortage of skilled lsbour sufficient to prevent a
private building boom from developing. There is also
another danger in connexion with the mortgage situation.
A high proportion of residentlial building is financed
at present by mortgages partly insured by the Federal
Housing Authority. If a real private bullding boom

is to develop, cither the Federal insurance system will
have to be enormously further expanded, or else a
system of chesp mortgage borrowing without Federal
insurance will have to get going. 0Of the latter there
is no great sign as yet.

The general picture then is of a not very high
level of business sctivity which is at the moment
rumning very steadily without any particular either
improvement or deterioriation: this level is largely
dependent on current consuner buying, which is in turn
largely dependent on heavy deficltary Government
expenditure., Since this expenditure is likely to
inerease rather than decrecase over the next few umonths,
the rate of consumption may be expescted to rise further
during the sase period, and this seems likely to lead to
sone, but not to any very striking, expansion of private
capital investment, and seems quite unlikely to be
accompanied by sny early substantial rise in the price
of finished goods. Building remsins rather the key to
the situation, and the prospects of a building boom are
still guite doubtful.

This/
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sbout 10§ over the whole of 1939, as @mm 100
at the present time, To return to the level of
activity of 1929 would, with the increase since then
in the populstion, require an Index of sbout 130, I
undsrstand that even that figure would leave a
substantial mumber of unemployed, and I doubt whether
even 150 would be regarded as "normsl" by the
suthorities here. At.an: rate a rise o a national
income of $80,000 millions, at which figure the
President suggests the budget can be balanced, slthough
it obviously may be reached later on, does not seem to

be yet in sight,

5. Balance of trade.

The net excess of merchandise exports over
imports (silver being excluded as well as gold)
smounted to $1,1%54 millions for the year 1938, the
largest export balance in any year since 1921 and
comparing with £265 millions for 1937. The 1957 and
1958 figures are (in millions of dollars):~

1937 1938

Imports 3,084 1,980
Exports 5,849 - 3,094
Excess of exporis 265 1,134

It/




below their 1937 value. M‘Cl

$276 millions mmn-.mmmmnm
and a reduction of $140 millions in cotton exports, but
these falls were to some extent counterbalanced by
heavy increases in the exports of other sgricultural
commodities, esped ally whest and corn (exports of
grains rose from 94 to 2235 million dollars) the United
States having had large crops when hsrvests were poor in

other important exporting countries.

As regards imports the figures are much lower in
1958 then in 1937 for practically all leading
commodities, but the percentege fall was heaviest in
sgricultural raw materiale (rubber, wool, ete.),
feeding stuffs for snimals end certain semi-manufactures
(sueh as tin bars, ete. ).

Current anticipation in this country is of a
substantial fall in the export balasnce in 1939: an .
expert in vhe Pederal Reserve Board puts it at from 25
to 50 percent: Colonel Ayres - without supporting
his enthusiesm by srgument - has committed himself to the
prophecy that it will disappear altogether.

The wncerteinties are obviously wery great, but
the essential point is that if United States recovery
proceeds while conditions elsewhere are deterioriating
or, if improving, doing so wore slowly than is the case
in this country, United States imports are bound to
rise, while United States exports are likely to decline,
The fall in sterling snd its assocliated currencies,

comparatively/
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side is cotton. Somumtm‘bm
| cotton exports, and the Administration, motqh-m

' ' Mmmmmmuudt&mtmm;

surplus, would oppose subsidies for this purpose, but the
position is very difficult with 11 million mles of cotton

[ held by the Govermment for which no market can be found,

J and the possibility camnot be ignored that the Southern

{ Senators will be sble to drive some scheme through under

| which more cotton will be forced into world markets, No

doubt also armsment purchases from America will continue
on & lerge scale. On the import side, increased
purchases, if and as recovery proceeds, seem a certainty.
There has deen no building up of stocks ss yet, and
increased imports both for stock and for current
consumption are certsinly to be expected. The position
would alter very rapidly indeed 1f there were & rise in
raw material prices. I have not the data on which to
Judge whether this is to be expected. The most doubtful
individusl item is silver, of which $230 millions worth
was imported in 1958 (not included in the general figures
given sbove). I camnot yet venture any prediction at
what rete or price foreign silver purchasses, if continued
at all, will be continued through 1939: the attitude of
the silver bloc in the Senate is still obscure,

I cannot see that one can well draw any more
definite conclusion than that, even if the United States
has large harvests again this year, in the absence of a
new severe economic set-back, the excess of exports
should be waterislly less in 1939 than in 1938; that the

export/
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" particulsr, silver and cotton. }

N | 6. Qspitel Inflow.

| / Apart from the gold reguired to settle the
/ | export surplus, there has been & further large capital
- inflow into the Unitsd States in 1938, net imports of
gold during the year amounting to $1,974 millions. The
position has once morc been taken under consideration by
the Federal Reserve asuthorities, and there is an
interesting analysis of the capital inflow in the
FPebruary issue of the Federal Reserve Bulletin., In
round figures the total inflow of gold since the end of
Jamuary, 1954, when the dollar was stabilised, smounts
to §7,000 millions, of which §2,100 millions corresponds
to the surplus in the cowmntry's merchandise trade, and
$4,200 millions represents capital movements: of the

latter figure, $1,500 millions represents repatriation
of American funds sbroad, $1,200 millions represents
net purchasses of dollar securitiss by foreigners, and
$1,500 millions represents the growth of balances held
by forcigners in this country. It also sppears that
foreign investment in American securities has in the
main been msde at times of stock market boom and that
the money was not, on bslance, withdrawn in times of !
stock market weakness. The foreign money invested in
United States securities is in fact pretty stable, and
only some part of the liquid balances - the excess
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I am told « I do not know with what degree of truth -
that the volume of such assets abroad which can still ~
eagily and rapidly be repatristed is now not very large.
Thig particular capital drain from the rest of the
world mey thus dry wp.

(ii) The Federal Reserve authorities are really less
concerned sbout the "hot" money -~ since its amount is,
accarding to this anslysis, not so very great, and they
would in eny case be glad to see some of the gold flow
sway - than sbout the influx of cepital generally. The
excess reserves are already at a height at which the
Board camnot control them (i.e. they are already higher
than the amount that would be absorbed if the reserve
requirements were raised to the maximum and the whole
portfolic of Governuent bonds in the Reserve Banks were
sold) and are likely tc rise much further. There is no
real danger in this at present, since there 1is mo sign
of an inflation "taking”, but sooner or later this vast
reserve of credit may begin to be used, and the Board
have already suggested (in their Anmual Report for 1958)
that their powers of credit control should be enlarged.
The question has once again been brought before the
Board whether some restriction of the contimucus inflow
of foreign capital msy not be doo:lr@le if it does not
dry wp of itself, The matter has been raiged before on
more than one occasion, but has always eventuslly been
W owing to the various difficulties which are




matter will be postponed until there is some sign of
credit expansion really getting under way. There is
however just the possibility that the question of
controlling the inflow of capital may become active. In
this event I should hope and expect that the attempt would
be made to act in cooperation with the other signatories
of the Tripartite Declarations,

(i11) A further point which I should mention in this
comnexion 1s the posaibility of s renewal of foreign
lending, There does not seem any prospect at all of the
resumption of market loans abroad on any scale, and as
regards direet investments, psrticipations, ete., in
foreign enterprises, the prospects are not encouraging.

If Toreign lending is to be regumed 1t would geem that the
most hopeful channel would be the Export-Import Benk,

I think there will probably be some expansion of the
Bank's operations in South and Central America, but not on
gny very large scale. The Administration would, I think,
like to extend its operations. Bome form of credit for
Brazil, for instance, through the Bank, is very much on
the cards at present. But the Senate, under the impulsion
of Sengtor Johnson, has called for an enquiry inte
existing latin-American defaults before new lomns are madej
and the Banking Committee of the House of Rupresentativeg
has reccmmended that Export-Import Bank losns cutstanding
at any one time should be limited to & maximum of $100
millions. (The Benk's loans now outstanding are between

026 and 50 millionsPind est Al onll” G nud’ § ang
g 55 pdlions. ) i



Stabilisation Fund and Currency Control.
The President has msked for sn extension of his
powers to alter the gold content of the dollar within
certein limits, snd of the life of the stabilisation fund.
There is little, if any, opposition to the latter
proposal. As regards the Tormer, there is some movement
in Congress to allow the President's power to alter the
gold content of the dollar to expire, thus vesting the
power over the currency once more golely in the Congress.
While this would be a move in the direetion of rather
greater stability of the dellar in terms of gold (since
the "24 hour basis" would be removed), the movement,

such as it is, seeus to be due more to general
suspicion of the President, and desire to clip his wings,
than to sny policy of permanent stebilisation. In any
case it is impossible to gauge the gtrength of the
movement as yet: I suppose the probability is that in
the end the President will get the extension he desires.

Since the recent transfer cf gold to the
Exchange RBqualisation Account in London snd the
strengthening of sterling, the little talk there had
been previously of fwrther dollar depreciation seeus to
have died down almost entirely.
(v) Banking guestions.
There are certzin matters in comnexion with

Panking on which legislation may be introduced during
the present session of Congress. The position with
regard to bank exeminations is very ungatisfactory,

since/
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anxious to encoursge free bank lending and would
probsbly take a more lenient view in their exsminations i
than would the Federal Deposit Insurance Corporstion, "
which is solely interested in preventing bank failures
(55 banks, all of them very small, were closed last year).
Two other banking matters on which legislation
may be sought are the increase in the maximum of
individual deposits insured by the FPederal Deposit
Insurance Corporation from §5,000 to $10,000, and
prohibition of bank holding companies. The latter piece
of legislation is earnestly desired by Senator Glass,
but opposed by Mr. Zccles, who was himself president
of a holding company which controlled a muiber of banks
in the Wesat.

~——

The progpects of legislation on any of these

matters are still very doubtful.
(¢) Pederal debt limit,

The existing statutory debt limit for issues
after and including the Liberty Bond issue is $45,000
millions, As the total debt is expected to be §44,500
millions by June, 1540 the question of raising the
gtatutory limit has been brought up. The positicn could
however be eased by getting the Reconstruction Finance

Corporation and other semi-gutonomous bodies not
covered/




(s8D) 7. K. BEWLIY

February 1l4th, 1939.




