copies of amranmwlr. T. Ke Mm Fina
Adviser to this Bmbassy, on the financiael position of
the United States. I should like to draw the especial
attention of Your Lordship's department to Section 5
of this report in which lir. Bewley, while writing
from the economic and financial point of view, depicts
the extraordinary inefficiency of the American
governmental machine, and its inability so far to
adapt itself to new conditions.
2. I regret that this is the last of the
periodic reports from kr, Bewley that I shall have the
Pleasure of forwarding to Your Lordship,as he is due to
leave in the course of a few days and return to duty in
the Treasury. His reports have aiways been accurate,
clear and penetrating, and gll his work msy be
gimilarly characteriged. To myself his advice has been
invaluable, and I have often stood in grave need of it.
By his technical competence combined with the integrity
of his character he has commanded the implicit
confidence of the United 3tates Trezsury and State
Departments and I think it a high tribute to him to be
able/

The Right Honoursble
The Viescount Halifax, K.G.,
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direct to His Majesty's Treasury, the nuav’hunt of
Overseas Trade, the High Cammissioner for the United
Kingdom in Canada, and to Mr., P, K. Debenham, 2,
Whitehall Gardens, London, S.W.l.
I have the honour to be,
with the highest respect,
Ky Lord,
Your lordship's most obedient,
bumble servant,

(sed) R. C. LINDSAY
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the date of my last report (February 14th). The Federal
Reserve Board Adjusted Index of Industrial Production,
which was 101 in January, stood at 98 in February and
Mareh, and a further moderate fall is expected for April
largely on account of the coal strike. The "l_I_g_w_ York
Timeu" Weekly Business Index fell from 92.35 for the
end of Jamuary to 86 for the middle of April, On the
other hand neither of these indexes fully reflect the
conditions in the building trade, which has continued
to expand s little, Thus broadly speaking the general
level of activity has remsined fairly steady through
the first quarter of the year.

Owing to the continued influx of gold and
gllver and to the Government's borrowing from the banks,
bank deposits have continmued to grow, the figures of

y O W adjusted demand deposits of wmember banks being £16,619

millions for April 19th agsinst $16,077 millions for
February Sth. Reporting member bank loans shew a very
slight fall at 48,124 millions for April 19th, against
48,179 on February 8th, while investments in Government
end other securities contimue to rise, being {15,684
millions on April 19th against §13,280 millions on
Pebruary 8th. Bank reserves have, as oxpected. risen

further, and excess reserves of member banks are
estimated et ,4,120,000,000 on April 26th. In these
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T in June last. There has since been a partial recovery.
Few corporate eapital market issues, excluding
refunding issues, in the first quarter of 1939, smounted
to only {53 millions, compared with {180 millions in the

c.2? Cher - fourth, end §316 millions in the third guarter of 1938,
g
= M}& There was a fairly sharp upturn in April, Final figures

for this month are not published st the moment of
writing, but the figure is expected to be in the
neighbourhood of ¢2560 millions. Owing to the growing
habit of placing small and moderate sized issues
privately in order to avoid the formalities laid down by
the Securities and Exchange Commission, the published
figures are becoming less and less satisfactory s s
measure of the real volume of capital issues; but it is
clear at least that taking the first four months of the
year as a whole, the volume of new corporate issues has
been rather small,
Commodity prices have on the whole remained
?,,.‘U!""" very steady, and wheat and cotton prices remain severely

depressed. There have in the last few days been some
signs of improvement in some raw material prices,

2./
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apparent to explain the lack of m :l‘ﬂipl..] inese
situation, there is a tendency to place the blame upon
the uncertainties of the Buropean political situation.

That these have eome direct effect upon the
Stock Zxchsnge seems impossible to deny, since security
prices have been fluctusting in direct response to the
news from Europe. That a fall in stock exchange prices
has some effect in slowing down the whole economy, and
probably more effect in this country than in any other,
is also hard to deny. And it may e that some
manufacturers or merchants have even refrained from
plaeing long term orders owing to the uncertainties
created by the fear of wer, though I find it hard to
believe that this canbe a factor of any very great
importance. But granted all this, I still do not think
that the influence of war fears in holding back business
can be as important as is sometimes maintained., A
glance at the Federal Reserve Index of Production figures
for the second hslf of 1938 will show that the wpward
trend was unaffected by the Munich crisis.

The direct cause of the Stock Exchange
weakness has not been foreign but domestic selling, A
meuiber of the Treasury told me in March that foreign
purchases of securities were running ahead of foreign
sales, and the volume of foreign dealings is in any

case comparatively small. There are a mumber of reasons
why/




reassuring but vague hints given out by the -lMtiu
that plans have been made to meet the situation, have
probably not given very much confidence to the nervous
investor. There is also the fear of the short term
operator that the stock exchange might be closed for a
quite lengthy period, as was done in 1914, and that he
might be in difficulties if he could not get his money out.
And in addition speculators - I know of at least one
large investment trust which falls in this category -

are counting on & panic at the outset of war in which they
could pick up shares cheaply.

These are all short term motives, btut the
snort term operator is still fairly dominant in the
United States. For the longer term, a European war
would seem as likely to lead to higher as to lower
quotations on the American stock exchanges. There may be
some investors who are afraid that if war broke out in
Burope the United States might be drawn in, and that
this would lead to drastically increased taxation on
war profits and a wide extension of Government control.

I cannot say how much weight to attach to this,

But when ell this is said, it etill remains
hard to explain why, if war fears are the major influence,
the fall in security prices during the last couple of
months ghould, if I am not mistaken, have been more
severe here then in London or Faris. I think one mst

conclude/
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is impossible to assign the exset impo
by itself.

Apert from this internal unsettling factor
and the resurgence of some labour unrest, especially
the current coal strike, the situstion remsins mach
as it was at the turn of the year. I do not think that
the analysis of the position in my Februery report and
in particular of the causes of the sluggishness of
private capital investment, needs any materiel revision.
The failure of any improvement to make itself felt
during the past quarter is disappointing, but not very
unexpected, and the Federal Reserve authorities appear
to be still expecting some moderate improvement during
the rest of the year. The residential building
situation still remains mildly favoursble, but rather
high costs and a certain shortage of skilled labour in
certain districts work against any spectacular expansion.

3. lionet osition.
It is perhaps worth giving details of the

remarkable monetary position that has now been reached
in this country.

In the first place the gold stock is now
well on its way to the $16,000 million dollar mark,
and smounts to sbout 60 per cent of the total eggregate
gold reserves of the world, and gold is still flowing
in rapidly. In addition the Treasury holds some

2,300/



C(CL‘/)\

ave mot very clear. YVarious ressons have been given, in
particuler (1) the substantisl reduction in the mumber of
banks in the country, necessitating greater holdings of

cash in places where no bank is now handy, (ii) relief
payments, and (iii) hoarding of United States money by
foreigners. 425 millions of United States currency is
reported to have been shipped abroad from New York in
Harch, and a much larger amount in April, in addition
to which foreigners are said to be holding large
denomination United States currency notes in safe deposit
boxes, ete., in this country, BEut these developments
do not seem quite sufficient to explain so large an
expansion, and it may possibly be that there is in
addition a certain amount of domestic hoarding, though
it is hard to see why this should be so, if it is,)

Bank deposits are now higher than at any
previous time in the country's history; the aggregate
amount of bank deposits agalnst which checucs can be
drawn (all banks) being now ebout §86,000 millions, as
comparsd with sbout $23,000 millions at the peak of the
1929 boom,.

The bank reserve situation is even more
striking. The excess reserves in the banking system now
amount to some 94,120 millions, whereas prior to the
slump which started in 1929 the system never had as
mach as ¢500 millions in excess reserves. Noreover the



from 61,000 to 88,000 millions g m seems gﬂ‘h a
congervative estimate. In addition, if silver purchases
continue and silver certificates are issued against them
at §1.29 en ounce, this might increase the reserves by
#500 millions a year or so. In addition the Treasury
holds something like 41,000 millions as balances in the
Federal Reserve Banks: as this samount is spent or
transferred to the member banks, it will increase the
reserves to a corresponding amount, There is also
+1,800 millions of gold sterilized in the stabilisation
fund which might some day be spent.

No doubt the practical effect on the country's
economy of 6 or 8 thousand million dollars of excess
reserves might not be very different from that of 4
thougand million dollars, since in either case it is
plenty to provide an explosive inflation. The essential
point is that there is now a2 supply of money of all sorts
in the country in excess of the supply at any previous
point in the nation's history, that the volume of excess
reserves is already so large as to be well beyond the
existing technical powers of the Federal Reserve
suthorities to control and is riging rapidly, that
stremuous efforts to induce credit expansion are being
made by the Administrstion including “pump priming"
expenditure on the grand scale, and that despite all
this there is no present sign of an inflation "taking"
and the only visible result is that Govermment obligations

i Er
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authorities to control, I do mot otmnntohpl:
that the Administration necessarily could not control an
inflation by other means, should one get started, but
slmply that control of eredit through the reserves, the
classical weapon of the Reserve authorities, is now out of
their power. The Board has suggested that Congress should
give them additional powers, but I think there is
enough force behind the belief that the mildly
restrictive action taken by the Board in the spring of
1937 was an important contributory cause to the slump of
1937-38, to make it unlikely that additional powers will
in fact be given by Congress this session,

It may be of interest that I know that the
Federal Reserve Board has actually considered open
market selling operations in order to keep down the
price of Government obligations, and that Er, Norgenthau
was in favour of this, apparently on the simple theory
that he would rather have a steady price for Government
bonds and that what goes up will one day come down again.
The Board decided against such action on the ground that
open market operations should be directed tamds the
genersl economic situation, which certainly does not call
for selling operations now, and should not be determined
by the price of Government bonds.
4. Govermmental actionm.

Since expansion of the volume of money and of
the eredit base have not resulted in very full recovery it

would/
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millions (or, after deduction of payments to M
funds, ete. §2,275 millions). There has been a much
publicized fight about the sppropriat. on for relief for
the balance of the current fiscal year, and Congress
eventually cut $50 millions off the amount reguested by
the President, but this was an easy and not unpopular

gesture in the direction of economy, since it is
generally believed that the administration of the Yorks
Progress Administration is thoroughly wasteful, and in
any case {50 millions is not mach compared to the total
relief appropriations actually voted for the year of over
$2,160 millions. In other directions, spart from some
speechifying, no serious signs of economy have been
visible. Indeed the farm bloc have been pressing for,
and may yet suceeed in putting t hrough, substantially
increased subsidies for cotton and other farm products,
social security benefits are likely to be raised, and
other additional expenditurcs are not impossible.

A useful bill has been passed increasing the
maximum up to which the Federal Housing Administration
may guarantee mortgages from $3000 millions to $4000
millions. This should at least ensure that the incipient
improvement in residential building will not be brought
to an end for lack of reasonably cheap mortgage
facilities, &nd I understand that the losses on thease

gusrantees are not expected to be very heavy.

i



harmful to business, but no mmpmmm

been made, and remarks dropped by the President at press
conferences and also by the Democratic Senate leader i
on the floor have been very cool to the prospect of any

major revision such as is really required. One

specific recommendation which has been made is that the

Social Security payroll taxes for old age benefits
should be frozen at their present level instead of rising
by 1% in 1940, and the States should similarly be
encouraged to freeze their unemployment ingsurance taxes
at the present level. The prospective rises in these
taxes would of course increase labour costs, and the
proposal to leave the taxes for the present at their
existing level is naturslly welcomed by industry. The
proposel seems likely to go through, but it will of
course be expensive, snd the sctuarial soundness of the
whole Social Security scheme is open to guestion. A
complete overhaul of Social Security finance is really
needed, and while there is a new Social Security Bill
promised, it is doubtful if this will really place the
finances of it on a sound Toundation.

The prospectis of satisfactory reilroad
legislation are similarly still very obscure owing to
the clash of the different interesis - labour, capital,

other forms of transport, and the users of the railrasods.
The same is true of any amendment of the National Labour
Relations Act. Nor has any success 80 far attended the



Exchange Commission and the prblic utility companies
under the Public Utility Act contimue to dras ‘along
without, so far as I have discovered, any striking progrest
having recently been nade, and the nominstion of Nr. Leon
Henderson, generally regerded as s long way to the left,
as a member of the Commission, and the apparent
likelihood of Mr., Jerome Frank being elected chairman,
have caused some dismay.

Various proposals have been put Torward both
by the Administration and by interested Senators, for
dealing with the very uncomfortable cotton situation, but
no general agreement has been reached and no solution of
the problem is in sight,

The Administration in fact, while seriously
disturbed about the failure of any full recovery to
manifest itself, has so far been prevented, either by
political considerations or by the conflicting pull of
various interestes in Congress, from tsking any effective
action other 1.'.han by the flow of deficit spending and
the lowering of interest rates.

b. Mor neral considerations.

The main financial and economic problems
which strike the eye as confronting the American
Government are the budgetary problem, the unemployment
situastion, and the plight of certain branches of
agrienlture, in particular cotton. Pundamentally all

i
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economle problems of the mstion are msinly being studied
in Washington, and the dividion of opinion naturally

is between those who think that the productive

capacity of the country will functicn satisfactorily

if it is only left alone by Govermment, and those who
think that & greater degree of Government assistance

and control is required to make it function properly.
This division of opinion cuts across the division between
the politieal parties, but broadly speaking the
Republicans are morc the party of industry who want the
minisum of Govermment interference (except of course
for high tariffs), while the Hew Deal wing of the
Democratic Party stands for increased Government
direction and control of business. At present owing

to the comparative failure of the New Deal to restore
prosperity and to uneasiness at some of its policies
the trend of popular feeling seems to be away from
further extension of Government control, and this is
behind the Administration statements that the period of
reforms was over and that the emphesis was now to be on
congolidation and recovery. At the same time the
strength of the trend is not easy to decide, both
because it cuts across the organised political
alignments, and because of other complicating igsues,
in particular foreign affeirs. In any case it is

L e T




Congress from embarking at the M W ﬂu
new measures of econtrol or reform, but that it is
at the same time difficult for him, both perhaps from
personal conviction and because of the attitude of his
supporters in the Democratic Party and of hisg advisers in
the Administration, materially to modify the refom
measurce already introduced (e.g. in the very important
realms of taxes and lsbour). This seems to be the main
rcason why it has not been possible for the Government
g0 Tar to take any effective action to stimulate
recovery other than by the high rste of spending, O0Of
course if recovery continues sbsent the pressure for
new measurcs will become stronger, and it is possible
for instance that Congress might push a tax revision bill
through either sgainst the wish or with the very half-
hearted assent of the President.

Behind this comparative impotence to take
effective economic measures lies the inefficiency of
the system of Govermment itself, I do not mean
inefficiency of the Civil Service, which can be very
greatly exaggerated. I mean rather the division of
powers between the Congress and the Executive, and the
method of election of Congressmen and Senators, which
makes of them little more than delegates appointed to
represent the interest of their particular constituency,
while the President, more or less alone, represents
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Demoeretic majority in both houses since his election,

the inevitable lack of party discipline and the play of
regional and sectional interests have resulted in
striking divagations of poliey. It has, for instance,
been clear since 1933, if not before, that railroad
legislation was needed, but after six years, owing to the
conflict of interests, an Act has still to be written
(something may be done this Session, but it is quite
doubtful); the Silver Purchase Act had few genuine
supperters in Congress and was opposed by the Tresasury,
but was pushed through by a handful of interested
Senators; I presume that not more than a small minority
of Congress really believed that the Veterans Bonmus Act
of 1936 was Jjustifiable; regional log-rolling in Congress
has greatly complicated the Administration's dealings
with the agricultural problem; even in 1933, immediately
after the banking crisis, the President was unsble or
unwilling to insist on the establishment of a unified
banking system, because of the fear of opposition from
the supporters in Congress of the State banks. I need
not multiply instances: the only point I want to

mgke is that the damaging incapacity to declare a definite
policy on meny important matters, smd then to stick to it,
arises in many cases out of the constitution of the
Government iseIT, (O course this is sbundantly clear

in the matter of the Neutrality legislation). This
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where large seale immigration has ceased, where labour
is active and to a large extent organised, where unified
central Covermment control of business has increased and
probably must contimue, in the long run, to increase, and
which hes aequired a substantial national debt.

Whether even moderately full utilisation of

the country's productive rescurces can be obtained under
the present system of Govermment, or whether alternatively
the country will eventually be forced into some drastic
congtitutional change, are matters for the future, At
the moment the prospects of a rise in commodity prices
and in the rate of business activity sufficient to
balance the budget seem rather glight, and since the
authorities do not regard the budgetary position as
particulaerly dangerous, the present situation of unbalanced
budgets and a substantial nwnber of persons on reliefl sceus
likely to run along.

Of course a credit inflation might get
started, and it is for instance not impossible that the
election or even the expectation of a Republican
President in 1940 might touch off a stock exchange and
capital issue boom on the theory that the Republicans
would leave business alone. This would entirely alter
the ifmmediate economic picture, but not the more

fundamental question suggested above, whether the
existing/



1ift the oonntay out of a depression, vﬁuan dity"iiunin
to whether it could control boom conditiona without
precipitating a slump.

In the event of war in Europe, I suppose that,
assuming the United States not to join in, there would at
first be considerable stimmlation of economic activity,
erising out of preparedness orders on the part of the
United States Government asnd of war surchases by Great
Britain and France. GShould the resocurces of the latter
countries run low, this war boom would probebly be
followed by a severe slump, and the pressure on this
country to extend further help to the United Kingdom and
France, whether by loan or otherwise, would then become
very severe, It is fruitless to pursue the
speculastion further.

6. Yarious.
(i) The legislation to extend the life of the

stabilisation funé and to prolong the President's powers
to devalue, within limits, has passed the House of
Representatives by 225 to 158 but has not yet reached
the floor of the Senate. The division was on straight
party lines in the House, whereas some Democratic
Senators are opposed to the extension of the devaluation
powers, but the chances seem on the whole to be that the
Bill will pass.

(i1) The prospecte of the continuation of

purchases/
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the floor of either House. A member of the Troassury
told me he thought im the end very likely nothing
would be done this year because the Republicans would
like to keep the issue as a telling one at the 1940
elections.

(ii1) Taxation by the States of Federal salaries
and vice versa has now been legalised, but nothing has
been done as yet about tax free bonds, and the
prospects for legislation on this issue are still
quite doubtful,

(s6D) 7. K. BEWLEY

May 4th, 1939,




