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to my despeteh No. 1364 of December Sth nd.
to transmit to you herewlth a copy of a memo-
rendum by the Finanelel Adviser to this Embassy
regarding the present finsncial and economie
situation in the United States.

2. It mey be noted that since this
memorandunm was written the Senate Appropristions
Conmittee has epproved the eddition of $212
million for farm parity peyments and $85 million
for surplus commodity removel. Though at the
seme time savings of $90 million were made on
peper by striking out certain sppropristions
and substituting euthority for esdvances by the
Reconstruction ru.{u Corporetion, this sotionm,
if endorsed by the Senste, has made a definite
breach in the defences of the economy group.

% A copy of this dup)t‘h is being
sent to the Treesury, the Department of Overseas
Trade and the High Oaninlouu for the United

Kingdom at Ottawa Mumm.

I have the honour to be,
with the highest respeoct,
My Lord,
Your Loxdship's "most obedient,
humble servant,

The m‘ ® s
sy o fr by Halifax, K.G., (Sgds)  LOTHIAN
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1. The helt in business sctivity, which was slreedy
being enticipeted lest November, has developed rether

e/ y<d sherply.  The Federsl Reserve sdjusted index of produc-

"_' tion, after rising from 105 in August to 128 in December,

. 'i)“‘v; ¢ dropyed to 120 in January =nd 1s expected to stend just
,3jf._.; below 110 in February. Twowtalrds of the decline is
F’ accounted for by the steel industry slone. In genersl,
F, industry is to a lerge extent still working on the rush
‘I;w . of orders recelved in the eutumn months., leanwhile

.~’Ii': " menufacturers' inventories heve risen in meny csses above
¥ the level of the end of 1957, when the recession of that

- year had elresdy made itsolf felt (inventories mow ere

i however below the peek of October 1987). As consump-
tion hes not kept pace, new orders have fallen off and
the ocutstending unfulfilled orders ere being steadily
reduced. In the characteristic case of the steel
industry, stesl mill operations were reported in the
second week of Fabruary at 71} per cent. of capasity,
| while consumptiom of steel wes estimated st 65 per cenmt.
(] of the steel mill cepecity and new orders were coming in
\
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have slipped back to 656 per ceat. aiﬂuﬂdm.
new orders, whioh had dropped to 40 per cent., showed
their first rise at the end of the month. The strength
of the suteomobile market hes been remarkeble, production
in the first seven weeks of 1040 being 20 per cemt,
higher than that in 1939, Thers was heevy domestiec
buying of copper in February, with a slight rise in
price. While the recession is dound to develop a
little further in the next month or two, the general
view is that it is no more than a necessary - if somewhat
repid - sdjustment of the excessive buying of the sutumm,
nnd that the recession is not of the self-developing
type. There are signs that industry has enough con-
fidence to be ready to hold higher stocks than & year
ago. An improvement by April or May is generally
expected.
5. The position with regerd to comstruction is,
however, not favourable, Since last September the
Federal Reserve adjusted index has been between 5 and
13 points below the corresponding figures for lest year.
For the first half of February the fall was 12 points
(en index of 6l ageinst 78 for February 1939). This
is, however, mainly due to the reduction of relief
expenditure and the consequent fall of publie contracts.
Privete building is ebout 6 per cent. above the level
/ot
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4. Moody's index of prices stood at 160 om
February 24th, as ageinst 140 on August Slst last, and
145 a year ago. But this covers some diversity.
While prices of wheat, comm, cottom, ﬁthr. eges,
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hides, copper and steel scrap are higher then a year
ego, those of hogs end lerd are lower, As a net
result, however, it is clear thet cash farm income
{inoluding subsldles) is running sppreciably above the
level of a year ago, though the degres of improvement
is very varisble from month to month,

Money snd Capitel Markets.

5. The gold stook has risen further from
$17,257 million on 28ad November to $18,166 million
on 28th February. Exoess reserves of liember Benks
have incressed rsther less - from $5,170 million on
22nd lovember to $5,690 million on 28th February.

Bxcess reserve eotuelly fell to $4,800 million om 13th
December, but rose fast thereafter till Jenuary 24th,
and then remeined stesdler. These irregularities
resulted in pert from the issue of $500 million
Tressury Bonds at the end of November; from a remark-
able success in the net sale of Savings Bonds in
Jenuary, whioh resched $264 million sgainst e previous
peak of $156 milllon in Narech 1937; end from the
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.. e currency ofreulation has risen by sbout
§740 million in 1959, s greater inorease then in any
recent year. Some poart of this inorease may be due

to the export of dollar notes. It has served to some
extent to limit the incresse in exoess reserves.

7. Reserve Bank holdings of Treesury Bille have
now been allowed to run off eatirely. Thelr total

holdings of Government securities sghow however only a
trifling drop as compared with e year ego.

8. The commerciel, industriel, and sgriculturel
loans of reporting Member Banks, which stood at §4,588
million on 28nd Hovember, bdarely rose adbove that figuve,
end have now slipped beck to $4,352¢ million on 28th
February. This is no doubt a reflection of the
deoressed purcheses of industrisl goods.

9. The extra $150 million of Treasury Bills
issued in Ootober and November, over and above the
usual weekly offering of $100 million, were sllowed to
run off in January and Februery without replacement.
There has been no spprecisble slteration in money
rates, snd some of the late December and early Jenuary
issues were sotuslly sold at a premium owing to specisl
eireumstences conneoted with looel taxes on bank
deposits.

10. Apart from the sele of Savings Bonds - the
gross figures for which were: November, $566 million; ‘

/Decexber,



redemption of #1,578 million :mn.mumnﬁ!

due Merch 15th, 1940, sgainst new issues of $1,018
million 2} per cent. fourteen yeor bonds, and $283
million 1 per cent. 4% yeer notes. The balance was
covered by the sele of e further §73 million of the
fourteen year notes to Government investment acoounts.

Another refunding operation is just amnounced, viz: the

refunding of $738 million 1} per cent. notes maturing
on 15th June next by an issue of new § year notes at
3 per cent. But no new money will be reiged this
Mareh.

1. The Commercisl and Finanoial Chronicle's
review of capitel issues for 1939 shows that corpore-
tions only ralsed $371 million of new money against

$872 million in 1888, though thelr refunding operations

at $1,808 million were neerly 50 per cent. higher.
States and munioipalities reised $938 million of new
money - & slight decresse - while Government agencies
raised $924 million of new money sgeinst $481 million
in 1938. New money reised dy these three groups in
the three months November, December and January, was
only $277 million egeinst $682 nillion a year ago -
the figure for corporations slone being $60 millien
against $109 million a year ago. The Commercial and
Finaneial Chronicle slso lists privetely placed
corporate lssues emounting to $712 million in 1939,

/compared




weekening ot the begluning of December was soen
Tecovered, snd at the beginning of Janusry the market
looked strong. In the second week of Jamuary,
however, the Dow-Jones aversge dropped from Sl.1 to

- 48,9, About half the loss was recovered in early

Tebruary, but this recovery has not been completely
sustalned.

13. The Stock Market was in fact fairly quiek to
discount the faot that the buying wave of the sutumm
oould not be susteined, end in consequence it has
been relatively little effected by the more receant
fell in business activity. But it is far more dAiffi-
oult to sccount for the fact that stock prices are
practicelly at the level of e year ago, in the face of
the substentisl ineresse in corporate earmings. 4
tabuletion of 658 leading manufacturing corporations
shows thet thelir 1838 net profits were more then double
those of 1938, end represented 8.4 per cent., of their
"net worth".

Federel Finance.

14. There have besn no specisl developments
regarding the 1940 Budget since the review in paregraph
4 of the enclosure to Washingtom despatoh No. 66 of
18th Jenuery 1940. The defleit to date (29th

February) is §2,646 million.



R A ST

ANA
1

T

:

Cl *‘=’~<_ ; - ==,
LS e RS T

eut “lllm mmummamm
an increaese in taxation and en inereese in the

$45,000 million dedt limit cen de avolded, In the
eight eppropriation Bills which have been passed '7 one
or both houses, over 290 million has been out from

the President's estimstes, ineluding large cuts in
Defence and Agrioultursl eppropristions. The House
of Representetives hopes to achieve the necessary

remaining cuts on the appropristion Bills yet to be
vassed, The Farm Group, while they have voted for
other outs in the hope of meking room for their own
fTevoured items, was uneble in the House to defeat the
agricultural cuts or to make any serious attempt to put
in en sdditionel appropriation of §200 million for farm

parity psyments which they are strongly zdvocating.
16, The scene is shifting tc the Senete where,

although some of the House cuts have besn restored,
the position is not much clesreor. Exrpenditure on
rivers end herbours is gensrelly regarded as "pork
barrel” expenditure of the pleinest kind, The House
voted $84 million only for this. The Senate
Commerce Committee first added $3290 million to this
sum, and then recalled its report to discuss a
proposal to divide the meesure into four parts - only
to reach s deesdlook. The essasult of the Ferm Group
/ia
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peyments”, which has so fer been strongly opposed by the
Treasury, end apperently by the President, on the ground
Further develop~
ments are to some extent dependent on comgultations now
beginning between Congressional leaders and the President,
who has expressed strong disapproval of some of the cuts

that it is a tax on consumption.

made.

17. There 1s & movement efoot in Congress to force
the Tressury to reduce its working Balance in 1941 in
order to finance part of the defloit and avoid increasing
the debt limit. The Treasury balence is elready
being reduced this year by sn estimated emount of $1,150
million, but it is expected to amount still to over
$1,000 million on 30th June next. The Treesury view
is thet a balence of this maegnitude is necessary in
order to ellow the Government complete freedom in the

menagement and timing of its finaneing operations.

Discupsion of the Gold Probleu.
8. 8ince Washington despatoh lNo. 152 of the 13th

February 1940, there has been no significent disoussion

of the gold problem, although it continues to be men-

tioned at intervals in the press snd elsewhere.

Senator Thomas, the protegonist of inflationary measures

in 1935, has introduced e bill to authorise the
/resumption



returned to the oherge with & Bill to m ”
powers of the Treasury to purchase foreign silver.
Although these monetary problems will not be allowed
to rest, I osn see no renl signs of denger for the
Mlies. On the eontrary Mr. Norgenthau, after show-
ing for some time past signs of nervousness at the
poseibility of intervention by Congress in this
dekicate subject, now seems to have recovered his con-
fidence sltogether.

The Outlook.

18. The Temporary Netionsl Eoonomie (lonopolies)
Cosmittes continues its investigetions. After an
engulry into Investments Trusts, as a result of which
the Committee is now preparing e bill for the regule-
tion of these institutions, it is now exemining
Insurance Compenies. With the war and the 1940
elections ocoupying the foreground of publie attention,
the Monopolies Conmittee 1s now the chief forum of New
Deal theory, whieh is seeking in every way to prove
thet the monopolistiec praoctices of large corporations

obstruct the free flow of cepitsl into new investment.

20. A fevourite New Deal thesis et the moment is
that one of the obstacles to new investment is the
over-gonsorvetive habit of large and weslthy corpora-

tions in setting sside deprecistion, ete., reserves
/whioh



It does mot seem to have ’”""’*" to ¢ -,
this view that corporation reserves, ovea ﬁfﬁﬁié
ceed sotusl depreciation, ere not necessarily "idle
oapital” but are normally invested either inm the
business or otherwise; thet the industrisl revolue
tion grew largely by this process in the 19th century;
and that in recent times profits ploushed baok into the
business have finenced great technical progress by
Anerican corporetions. The whole practice mey
indeed be open to oriticism frem two angles: first,
if it lesds to excessive liguidity end thus hes &
deflationary effect; end secondly, if it leads to
unprofiteble iavestment owing to the feot that the
companies are not forcsd to subult to outside sorutiny
before obtaining thelr capital. But it 1s doubtful
if these eriticisms could be susteined as regards
recent developments, snd in eny cese these are not the
eriticisms which are made.

s The stegnation of the cepital market and the
peradoxically low level of stoek guotations, referred
to in paragrsphs 11 ond 13 above, are however facts,
end sre et least symptoms of a grave lack of resilience
in the smerican economy, the fundamental ceauses of
which are still obscure.

[ The Wall Street view, that the whole troulbe
is csused by Government interference whioh parslyses
initistive, has received a fresh stimulus from the

recent activities of the Securities and Exohange
/Commission. |
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n.uo. but rejected the third on the ground that it
would lead to en unsuitable capitsl strueture and
should be replaced by a public issue of shares, AIW
the Commission certeinly soted within its statutory
powers, its apperent interference with the maenagement
of the Company's flnences ocecssioned much unfavourable
comment, and the Compeny procesded with the first two
items only. Shortly efter this the Commission, by
refusing permission for a bond issue to the Assoclated
Gas end Rlectrieity CGompany, forced that mm inteo
bankruptoy.

23. Meenwhile the Commission hed announced that

it would shortly proceed to put in force the "death

sentence" provision of the Publie Utility Holding

Company Act of 1935, which gives it power in the last

resort compulsorily to reorgenise "unecconomic holding

compeny struotures® on a properly simplified and

integrated regional besis. Within the last week or

two it has given notice to seven holding companies to

show cause why they should not be reorganised under

this provision, and two other companies will shortly

receive similar notice. These nine companies hold

nesrly two-thirds of the sssets, totelling §14,000 !

million, of the fifty-one registered utility holding
/compenies.

ra



(exoluding only the seven smeller compenies which have
complied with the Act) is practicelly disqualified from
ralsing eny substantial emounts of fresh ospital for :
development until the reorganisations, or threatened |

reorganisations, ere completed, slthough development
is decldedly needed in this field, It is true that
the position hes been much the same ever since the Aot
was passed, end thet this definite action dy the
Commission may bring the suspense soomer to an end.
But the proceedings are likely to be protracted, snd it
ie not impossible thet some of the companies may try
once more to challenge the constitutionality of the Act,
Megnwhile the general effect on the capital market is
certainly discoursging.
25. There cen be no really substantiael return of
prosperity without a revival in the capital market.
With the improvement in profits and, to some extent, in
the relations between capital and labour, it might seem
as if it were time for the position to loosen. But
there are still too many uncertainties to permit a resl
advance, Though the question "war or pesce?" is now
resolved, the war has herdly begun and no one knows
what kind of & war it will be or how business will be
affected, especielly in the long run. While a
Republican vietory in the 1940 elections would,
justifiably or not, zive e strong stimulus to business,
/the '
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is yet far from heeled. It will be diffiocult to

teke sny real stock of the situation until the 1940
elections are over.

=8 (Sgde) G.H.S. PINSENT.

- BRITISH EWBASSY,
I WASHINGTON, D.C.

L 7th Nerch 1940.
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