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Summar

(1)

Further improvement in verious bueilness series confirms
previous indications that an upturn in businese activity is
getting under way.

(a) Steel activity has shown a contra-seasonal
increase for the fourth consecutive week, and
automobile production has econtinued to holé
ites previous gain,

(b) Stock and commodity prices have had a further
sharp upturn,

(c) Department etore salee have extended their
upward trend.

(d4) Heavy buying in the cotton textile markets
hae continued through the second week,

(2)

The background for the business outlook in this country
hae been strengthened by an improvement in business confidence
in Great Britein, simultaneously with improved confidence in
this country. An increased demand for motor cars in England
le reported; eentiment in the steel industry 1e more optimis-
tle; and textile sales have expanded.

(3)

The uprush in the stock market, partly due to heavy short
covering, has apperently outrun the immediate business pros-
pect. Investment buying should provide market support on
reactions, however, in view of the improved confidence in the
businese outlook,
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The prospect for increased activity in the country's two
leading industries strengthens the outlook for the immediate
future.

{a) Inecreasing steel operations at a time of normal
geasonsal decline testifles to an increasing
demand, despite some tendency to withhold orders
becesuse of price uncertaintlies.

(b) The heaviest textlle buying since March, 1937,
promises a continuation of the recent improve-
ment in cotton mill activity, while the near
prospect of serious weevll damage to the cotton
orop may encourage a speculative boom in prices.

% W W W W o B W W

The steel situation

Steel operatione increased thie week for the fourth week
in succession, reasching 28.7 percent of capacity, up .7 point,
Steel orders for the week ended June 23 declined to the equlva-
lent of 26 percent of capacity, as compared with 29 percent the
previous week, Although two days of the stock market rlse were
included in thie period, the uncertain price situation hae
apparently held back new orders.

8ince the week of June 23, trade reports indicate some
inerease in demand for steel, of which the contra-seasonal in-
crease in steel operations provides confirming evidence. On
thie point, the American Metal Market mentions that earller
plans for a cut in production in some districte were abruptly
halted by a broadening of demand. In the Buffalo district, for
example, Bethlehem Steel had lighted two additional furnaces on
June 1% to teke care of a small accumulation of orders, expect-
ing to drop them the following week, However, plant officials
gald that an influx of unexpected orders had made 1t necessary
to continue all open hearths indefinitely. Republic Steel,
operating two out of nine furnaces, aleo sald new businees had
gshown an encouraging upswing during the past week,

Nevertheless, the uncertainties and complications attend-
ing the recent price cute and elimination of basing point
differentials have undoubtedly held back a considerable volume
of poesible business, Buyers now have the additional problem
of making new calculations to determine where they can get
eteel cheapest., A Plttsburgh news item mentlons that on the
price cut announcement by U. 5. Steel, buyers of almost all
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finished steel producte declded to hold back orders until
+he whole situation should become stralghtened out. The
American Metal Market says editorlally that "By no means will
buying and production be immediately stlmulated. Rather,
buyers may be disposed to hold off until the last word has
been spoken." lid-year inventory taking will also tend to
delay steel ordering at thls time.

The new price schedules do not eliminate the basing
point system, but they do eliminate differentinls between
basing points. Thise has the effect of cheepening steel
prices most in the districts farthest removed from Pittsburgh.
Purchasers in the Southern (Birmingham) distriet will there-
fore reap the largest benefits. Many of the smaller steel
companies are greatly upset by the change 1n price polliey,
claiming 1t will work to the advantage of U. 5. Steel and the
large independente.

Following the price cut on steel oproducts, a serles of
price reductions have been made on other related produets.
A general reduction of &4 a ton in plg iron prices 1s called
the most drastie in the history of the industry. Pricese on
cast iron pipe, on black and galvanized piping, on wire
vroducts, and on rivets have been reduced, and the price of
coke, used in blast furnaces, has also been lowered.

The verious price reductions appear to have improved
the outlook for steel activity during the fall. They have
been made at & time when they will be of maximum benefit to
the automobile industry in its steel buying for 1939 models,
gnd some increase in demand from the rallroed and building
induetries may be expected as a result of the reduced prices.
The effectiveness of the price reductione on steel 1is in-
creased by the upward trend of basic commodity prices.

Improved prospects in textiles

The immediate outlook for the country's second largest
industry has been greatly improved by two successive weeks
of heavy textile buying, particularly eince cotton mill
activity had already started a rising trend. The New York
mimes adjusted cotton mill index for last week rose to 94.6,
the highest since early December 1937. If textlle sales
continue even fairly large, it 1s teken for granted in the
textile trade that mill activity will increase substantially.
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Cotton textile sales during the first week of heavy buy-
ing were reported as the largest slnce March, 1937, with
print cloth sales equivalent to 5 or 6 weeks! production.
Textile prices have been marked up with the improved demand,
confirming previous belief that the Government bought 1ts re-
cent huge W.P,A. cloth order at the lowest levels of the
price decline, The first week of heavy buylng ended with
most standard cloth constructions 3/8 to 1/2 cent higher than
at the beginning of the week.

In Chart 1 we show a comparison of new ordere for cotton
and rayon received by Pacific Mills, by weeks, with the trend
of cotton mill activity. Although orders in recent months
had been moderately high, part of them had evidently been
filled from inventories rather than from increased productlion.
The recent upturn in mill activity suggests that stocks have
become denleted.

Aeduced cotton crop prospect

The proepect of an upturn in textile activity during the
gummer and fall is aided by the possibility of a gspeculsative
price boom, since the cotton crop seems headed for a season
of severe weevil damage., Reporte from the Government and
from State and private agencies indlcate that weevils are more
numerous than last year, The crop 1s now in the critical
weevil period, If cool and showery weather continues during
the next two or three weeks the weevil will develop rapidly,
and a drastic reduction in yleld per acre will be inevitable.
In every year since 1927 a perlod of hot weather has been ex-
perienced during June or early July, gufficlently prolonged
and with temmeratures sufficiently high to destroy most of
the first brood of young weevils, and allow the crop to get
ahead of the next broods, Thie year no such weevil-killing
weather has yet appeared except in limited areas.

Any rise in cotton prices which might result from a
weevil seare would probably not get under way until after the
present uncertainty over the cotton acreage has been removed
by the officlal acreage report, which will be issued on
July & The American Cotton Cooperative Association estimate
of cotton acreage, just received, ehows a reduction of 27.9
percent from last year, a much larger reduction than expected
by the cotton trade.

The price riese would probably not last longer than early
Seotember, at which time hedge pressure would become an im-
portant market factor. Later in the season the rise might be
resumed under the influence of improving industrial demand.
The extent of any price upturn would be limited, however, by
the volume of loan cotton which would be liquidated as prices

rosoe.
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Stock prices outrun business

Stock prices have continued thelr rise this week on
increased volume, with the industriel and utility groups
reaching new high levels for the year. It may be well at
this point to consider whether the advance may not temporari-
1y have carried stock prices too far ahead of the business
upturn whieh they are in process of discounting, particularly
in view of the famect that a considerable part of the recent
rise has apparently been due to short coverlng, a translent
influence.

In Chart 2 we compare the trend of the Dow-Jones indus-
trial group since last July with the New York Times index of
business activity. The low point for all three major stock
grouns in the stock market was reached on March 31, hence the
rige in the stock market has been under way for a full three
months. Durinﬁ this period the Dow-Jones industrial average
has recovered 43 percent of the entire decline from last
August. Since the New York Times business index at the peak
last August was 111, and the low (in early June) was 75, one
may say very roughly that the industrial stock average at
this level has dlscounted & recovery in the index to some-
where near 90,

Obviously such an upturn in businees would represent too
rapid a recovery for the immediate future, which suggests that
stock prices may go through a walting period while actual
business catches up with the advance. On the other hand, the
inereased volume of funds seeking investment slnce excess re-
gerves were expanded would probably Juetify somewhat higher
levels of stock prices than before in relation to business
activity.

The significant fact remains that, regardless of reac-
tionary tendencies from here on, the stock market has given
convineing evidence that a turn in business is at hand, This
will provide a support to the market 1in the form of increased
inveatment buyling on reactions.

Sentiment improved abroad

The background for business recovery in this country has
been strengthened by incressed business confldence abroad.
Sentiment began to improve in England even before the upturn
in our markete. Under the heading "Ie Confidence Returning?"
the London FPinancial Times of June 12 stated that 1t was un-
deniable that confidence had been gradually creeping back
ever eince the Czechoslovakian erisis had been boldly dealt
with in May. It mentioned that the instantaneous success of
the H#0,000,000 Defense Loan had glven a powerful tonie to
markets, and noted the followling indications of returning
confidence:
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1. Retallers of motor care in Great Brltain are
reported to have experlenced an unexpectedly
ah%r? revival of demand since fine weather
ge n.

2. "The recent sharp rally in wolfram (tungsten)
%1?&9 golor to reporta that the leaders of
he British steel industry are beoom1n§ a
little more hoveful as to the outlook.

3. M"Manufacturers' inventories on both sides of
the Atlantic are mssumed to have alresdy
been brought down to healthy nroportions.

If any large section starte a buying movement
the rest will, it is thought, be quick to
follow,

4, London stock brokers report that "some of
their biggest cllients, after having kept for
months to the sidelines, are now inquiring
what they should buy."

Recent cables to the New York Cotton Exchange state that
yarn and cloth business at Manchester has expanded, and that
sales by Lancashire mills are running well ashead of current
output.

The London Times mentions that "Since the Anglo-Amerlcan
depreseion of the past nine or twelve months hns been so per-
pendicular, the upward swing may, when it comes, be more rapid
and violent than in the normal cource of the trade cycles."

ugines ri imnrove

Additional evidence of an improving business trend in the
United States appears in the following items:

(1) Department store sales last week made the
best comparative showing since last Aprll,
extending their recent rising trend.
Avparel stores in New York and Brooklyn
registered a 2.4 percent incresse over

1937.
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(2)

(3)

A steel inventory survey by the magazine Steel
ghows inventories abnormally low among steel
consumers generally, indicating that thles fac-
tor has ceased to be a brake on production,

The improvement in the steel operatlng rate
has been reflected in the heaviest week-end of
iron ore traffic on the Great Lakes slnce the
season opened,
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Bubj)ect: The Buulnais Situation, week ending July 9, 1338

Summary
(1)

The current businesa trend 1s obscured someshat by shut-
downe for the Fourth of July holiday, but an upturn in new
orders for eteel and other producte provides a siznifiecant
indication of immrovement in the immedinte business outlook,
New steel orders last week reached the second highest volume
sinoe Morch, while our combined indsx of orders for products
other than steel rose to a new high for the year.

(2)

A reactlon in stock and commodity prices from present
levels seems 1n prospect, slnce

(n) Stoek prices have been carried to levels
that are to some extent artificlal, due to
heavy short covering in a thin market,

{b) The demand for commoditlies has shown slgms
of falling off at ocurrent prioce levels,

{e) A decline in sterling to a new low for the
¥ear 1s & deflationary price influence.

(3)

Improving rallroad earnings, higher retall sales, and
reportes of inereasing employment are encouraging features in
the business outlook. Among the unfavorable factors, however,
is an inerease in cement prices, which wlll tend to ralse con-
gtruction costa.
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New orders imorove

Ixtended shut-downe in many industries over the Fourth of
July holiday tend to obscure the current business trend, but a
subetantial increasse in new ordere legt week provides strong
evidence of underlying improvement. (See Chart 1,) BSteel
orders heve increased to the second highest total since March,
gt & time when orders would normally be declining. For vprod-
uets other than steel, our combined index showe an lncresse
for last week to a new high for the year. Contlnued heavy
buying of textlles was largely responeible for the lncrease.

The rieing trend of ordere, if coatinued, ehould lead %o
increased industrial activity in the near future, since evi-
dence avpears to show that inventoriee have been reduced to &
level where they are no lenger en lmportent hendlcep.

The steel situation

Wew orders for steel last week rose to the eguivalent of
33 percent of capacity, ae compared with 26 percent the pre-
vious week, despite revorts lndlecating that buyers have been
hesitant about entering the market becsuse of price uncertaln-
ties created by changee in the baseing volnt syetem. In the
Fittsburgh area, the moet important steel district, orderes
booked during June are reported as 10 to 15 vercent higher
than in May.

In Chert 2 we show by weeks the rate of steel ingot out-
put for the United Btates and for each cf the mejor gteel
digtricts, together with steel scrap urices. The trend of
sorep pricee 1e important es an index of underlying demand.
The subetantial upturn in the important FPitteburgh district
sppears perticularly encouraging.

Steel operations thls week have been gharoly reduced by
the Fourth of July holiday, dropping tec Ec percent of capac-
1ty from 29 nercent laset week. An underlying upward trend of
operations 18 indlcated, nowever, by the feot that aocme im-
portent dletricte reduced operations only slightly deeplte
the holiday, while operations in the Wheeling and Birmingham
dlstricts were sctually increased. These latter districts,
ee shown on the right of the chert, have been running con-
sistently above the aversge for the country as a whole. BSteel
trade reviews indlcete that productlon generally will be
getecped up next week, with operations at FPitteburgh rising
sbout 6 polnte end at Chicago about 9 rolnte.
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Pig iron buyers in some dietricts have quickly responded
to the recent sharp reduction in prices, which many consider
too drastic to last. In the St. Louis district, particularly,
buyers have rushed in to cover thelr third quarter require-
ments, and some have bought even further shead. The Chicago,
Cleveland, and Buffalo distriects aleo report heavy buylng,
while in other districts buring has been more moderate. The
price situation ie etrengthened by the fact that stocks of
plg iron appear to be well depleted., A report on foundries
in the Philadelphia Reserve district shows plg iron inven-
tories 62,5 percent below those of a year ago.

The number of blast furnaces in operation on July 1 was
reduced to 70, or 29,4 percent of the totel of 23& avallable,
which compares with 72 furnaces, or 30,3 percent, on June 1.
Thie contraste wlth a peak of 81,0 percent in August of last
vear.

Price decline appears probable

Stock and commodity prices appear to have reached levels
from which & reaction, rather than a further rige at this
time, eppears more probable. In the commodity markets, three
factors appear significant as indiecating the probability of a
setback:

(1) Followlng recent price upturns, the demand for
some commodities has noticeably fallen off, sug-
gesting that for the time being the price ad-
vance may have gone too far,

(2) Speculative positions have apparently been bullt
up in some commodities. In copper, for example,
the extent of recent buying 1s indicated by the
fact thet sales since June 1 have been equal to
about 45 percent of the total stocks of refined
copper in this country, far too much for indus-
trial reguirements.

(3) A decline in sterling exchange to a new low for
the year (See Chart 3) i1s a deflatlonary price
influence, regardless of ite cause., The decline
i1g attributed in some quarters to a rumor that
sterling will be stabilized at its old par in
connection with the pending trade agreement., As
will be noted on the chart, changes in sterling
during 193%3& have tended to antieclpate changes 1in
commodlty prices.

In the stoock market, the probabllity of a reaction from
present levels is suggested by the following facte:
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(1) The industrial average has recovered 45 percent
of the entire decline since last fall, although
business motivity remains close to bottom levels.

(2) Stock pricee were high in relation to current
earninge even before the rise started; in other
words, they were at that time already dlecount-
ing some business improvement.

(3) A substantisl part of the rise has been due to
heavy short covering in a thin market, and to
that extent hes been artiflieisl. Contributing
to the thinness of the market hae been the fact
that odd-lot buyers have withdrawn a conslder-
able volume of stocks from the floating supply.
In Chart 4, a confidential S.E.C. chart, 1t
will be noticed that 11,000,000 shares have
been taken by odd-lot buyers since July 1, 1937.
Such buying is largely for cash, and the shares
have therefore tended'to pass out of the float-
ing supply, thus forecing recent buyers to bid
up prices excessively.

(4) Buying of stocks by businessmen, which should
represent a more informed type of buyling, 1is
reported to have been noticeably lacking.
While admitting that the trend has turned,
businesemen may not agree that the outlook 1is
sufficiently improved to Justify present atock
prices.

Further evidences of lmprovement

Groes revenues of the railroade during June are expected
to show & contra-sessonal ilnerease over lay, Judging from re-
norts now being received., A large part of the gain is due to
a more than seasonsl inerease in carloadings during the latter
part of June, partly because of a heavy wheat movement and
partly because of a pickup in traffic on the Eastern industri-
al roads. Both of these influences seem likely to continue,
in view of the large wheat crop and improving business.

As & direct result of the change in the busineess trend,
employment duri July seems likely to turn upward, in place
of the ususl seasonsl decline, Iroed employment inoreased
during June, and reports indicate that additional employes
have been aﬁded glnce the lst of July. Newspapers have begun
to print news items from various industrles, telling of fac-
tories reopening and employes being added, particularly in
consumer goods llnes.
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An improved inventory situation is suggested by & recent
tendency toward g levelling out of the decline in businegs
loens, following a substantisl drop since the middle of leat
OGotober., This avpears to indicate that, in the net, borrowers
now are less inelined to reduce their outstanding loens than
they were a few weeks ago, whilch may indlcate that pressure to
liguidate inventories is coming to an end. Excluding a July 1
repayment of §39,500,000 by the U. 8. 8teel Corporatlon, the
decline in businese loane by New York banks during the past
four weeks has aversged only $2,500,000 a week, as contrasted
with a previous aversge decline of §12,000,000 a week since the
first of the year.

Department store eales continue to gein in reletlion to
last year, though their summer decline nas begun. For the
week ended July 2 the difference narrowed to 9.6 percent under
last year, as compared with 18.6 percent at the end of lay.
In Chart ?, 1t will be noted that salees in the Boston, New York,
Minneapoiis and Richmond Reserve dlstricte ghowed the greatest
geine durlng June, while a downward trend has been evident in
certsin ereas that showed a favorsble trend during May, notably
in the Dallas and Atlants distriets. It ie not known to what
extent these may reflect differences in seasonal trends in the

varioue distriectsa.

The revival of business confidence has brought an increased
demand for higher-priced sutomoblles. The larger Packards were
sold in the first 20 days of June at a rate indicating that
June Wwill be the best month since their introduction lest
September, and will be about 19 percent above May. Cadlllac
asles have inereased during June, with the 6 months of this
year showing the best results of any such period since 1929,
with the exception of 1937. The market advence 1s sald by
Ward'e Reports to have been responsible for a conglderable num-
ber of ssles in recent days.

An unfavorable development, on the other hand, hes been

' gn incresse in cement prices in certain areas, al though in

some seotions pricee have been slightly reduced. In the im-
portant consuming arcas of New York snd Boston, advences
ranging from 17 to 50 cents a barrel sre being put into effect,
which largely offeete reductione that hed been made near the
end of 1936, In Philadelphia the price has been reduced by 27
oents s barrel, and in other limited areas by 10 cente a barrel,
apparently to meet forelgn competlition.
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Chart 3
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Dear Mr, Preasident:

I have been in communication with Secretary
Morgenthau at intervals during the past few days,
and the situation in the Foreign Exchange markets
has bacome so serious that he asked me to glve you
a memorendun summarizing the situation. The en=
closed memorendum covers the situation up to last
night's close, TWhile the markets are someshat
guieter today, the tendencies which I deseribed
continus to be avident.

If there are any espects of the situation
which you would like to have me elaborate
naturally T shell be glad to do s0.

Faithfully yours,

ARt

The President,

The White House.

anol



Memorandun for THE FRESIDENT

Augast 12, 1538

Secretery Morgenthau has asked me to give you a written summary of the
internctional sxchange situatlon plus an account of his experiences and
activitles since his arrivel in France.

On July 7, the day of your departure from Washinagton, the pound closed
at 4.93 1/2 and the franc at 2,77 1/2. At that time the undertone of the
market, while not strong, was steady. However, hoerding of gold, particularly
as evidenced by the premium paid for gold colns, continuad to be a chnraater-
lstic of the Contincntal markets.

Three weeks of comparative gquiet followed. Then various rumors made
their appearance. These rwasrs included statements to the effect that the
pound and dollar were to be devalued in connectlon with the new trade agree-
ment, that the pound was going to its old parity, and that negotiations of
a new tripartite agreement which would include definite stabilizantlon of the
three currencies at lower levels were actively ln prosress, etc. These rumors,
plus the fact that Great Britain's and France'r trade balance flgures cob-
timed unfavorable, plus the downward movement in world commodity prices
which started in the latter pert of July, tended to accelerate a movement
into gold which was started by and dominetcd by the internationsl political
gituation, The exchonge markets and the gold markets have reglstered a
steady and persistent desire on the part of individuals of large and small
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meara to get out of foreign currencies, particularly the French frane, and

into gold. While the dollar has heen falrly strong during thls peried,

the price for gold in the London merlcet has been stesdlly advanclng, reflecting
a demand for gold rather than for dollars. For example, the French Fund has
leot about $110,000,000 during the perled in question. We estimate that the
Britich Tund has lost eome $30,000,000, while we have guined only about
$31,000,000 in gold in our Stsbiligation opernationa. In other words, the
movement has been out of Continentnl currencies into sterling and then into
gold.

While our total gold stocks have inereased $64,000,000 during this perloed
and $20,000,000 is en route, these figures include domestlic production and
migcellaneons importations not directly attributable to the weakmess in
Coatinental currencles.

The movements and tendencies which I have desoribed sbove heve increased
in strength durlng the preseat weele, The French are in serious difficultles
ggain and it is extremely unlikely thet thay will wish to or be eble to hold
the franc st its present level through another wesk. Their market will be
closed until Tuesday but London and New York will be open on Saturday and
Monday. The market expects a contimuation of the present movement until or
unls gs some miracle rellieves the international politicsl tenslon. Sterling
closed tonight at 4.87 1/4, and the framec at 2.72 1/2.

§secrotery Morgentheu's visit to Paris wna extremely well recelved by
the French Pross and made an excellent impression in Continental circles
generally, After three days in Perls he moved to Antibes where he was

comparatively undisturbed until Wednesday of this woele, The increased



pressure on the franc prompted Merchendeau %o request Secratary Morgenthaun
through the Brbassy %n Paris to issue a statement denying tripartite
stabilization discussions. After consultation with Ambassadors Bullitt and
Konnedy, the Secretary rveplied that an individual statement did not seem %o
him elther desireble or wise but that if the French felt thelr circumstances
demsnded a statement the Secretary would be prepered to agree to a joint
gtetement, to be issued simultaneously, in the three countries, provided
its form and substance were acceptable, Marchandesn stated thet he would
discuss the guestion with the British, but up to this time the Britlsh have
heard nothing from the French.

The oaly new development since Thursday is a conversstion which
Secratary Morgenthau had with Bullitt in which the BSacretary told Bullitt
that the British did not seem opposed to the issuance of an lmnocuous state-
ment cnd had so informed the Seeretary through Butterworth. BSecretary
Morgenthau suggested that Bullitt inform Marchandean of the British reaction
to the sugzestion of a three-cornered statement,

During the period which I have described, we have kept the Secretary
of State fully informed end have consulted him on several aspects of the

sltuation.



For The President,

In a telephone conversation yvesterday Secretary Morgenthau
asked me to inform you of the developments in the foreign
exchange situation.

With the exception of a brief period on Tuesday, the
pressure on the franc which I described to you in my last report
has continued without interruption and we estimate the French have
lost over $50,000,000 in gold and foreign exchange during the
week, Wednesday and Thursday being the heaviest days. The move-
ment into gold which I deseribed last week has subsided slightly
and there has been a stronger demand for dollars, resulting in an
inereased gold movement into this country., While sterling has
been somewhat stra@gger, this comparative strength has been at
the expense of heavier gold flow to this country. Our stabiliza-
tion fund has acquired $25,000,000 in gold from London and
private gold shipments have amounted to $16,000,000, Current
quotations ere 4.88 for the pound and 2.73 for the franc. The
market is quieter to-day, apparently awaltling Daladier's radio
appeal and program on Sunday.

While we have been in constant commnicatlon with the
French treasury and the Bank of France, they have falled to
disclose to us any details of what they have in mind. Meanwhile,
discussions have been concentrated in London where the British
and French falled to reach an agreement, The British have kept us
informed of the French conversations and of the British reaction
to them, but up to now no working details of any French plan of
sction have been disclosed to the British treasury. Secretary
Morgenthau's impression, which he conveyed to me yesterday, 1s
that the whole situation is so political in character, both
from a domestic and an international standpoint that it 1s just
as well that we are not being asked to do anything at this time.
He has been in touch with the situation every day and Cochran
and Butterworth met him in Basle this morning. We feel here that
while curiosity alone may retard the pressure on the Franc until
next week, 1t 1s probably merely a question of time before we are
approached by the French and possibly also by the British with
urgent new requests for cooperation and assistance.

Taylor.
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The President,

Hyde Park
Yesterday Daladier made followlng statement:

"In view of International difficulties the gravity of
which has been exaggerated, apprehension has been shown in
most events for the future of the various currencies. At
the same time gold purchases, gold hoarding which had
stopped for somemonths have started again with intensity
on most Eusopean markets, Such hoarding which 1s harmful
to a ecountry is moreover an error on the part of those who
yield to 1t. The action produced on the frane is for the most
part the expression of such fears and they have been aggrava-
ted by rumors circulating both of exchange control end of a
further devaluation of the franc. The govermment 1s
resolutely opposed to exchange gontrol as well as to a further
devaluation of the franc. Apart from their harmful effecta
on the welfare of the nation they would furthermore result
inevitably in the rupture of international solidarity which
1s the most efficacious guarantee for the maintenance of
of peace in Europe.

On the other hand the President of the Councll does
not consider it necessary to deny at length the ridieculous a
and untrue rumors whien represent the government as belng
divided. He will himself set forth shortly (at the end of
the week) in a radio address the program of vigorous
measures necessary both for the support of the curranng and
for the defense of the natlon. The government trusts that the
French people confident in the future of their country will
accomplish their duty toward it as 1t i1s itself resolved
to mceomplish its own duty."”

Bullitt sew Bonnet yesterday afternoon and comments on

situation as followst

L

"I asked Bonnet, in the course of our conversation to-day,
to explain to me the meaning of Daladier's statement made
this morning in the course of which Daladier sald that the
government was resolutely hostile both to a new devaluation
of the frane and to exchange control. The meaning of this
statement , according to Bonnet, 1s that neither measure
would be ted, Bonnet replied to my question of what other
alternative there was at a time when gold was leav the
equalization fund with such rapidity by saying that in the

sech which he will make at the end of this week, Daladier
:Rll suggest certain modifications 1in the lpp11¢l£1on of the

forty hour law which he hopes will produce an increased

e P e e



The Hihite House
& Washington

confldence in the French financial situation.

"Bonnet desecribed at some length the reassons why the
government conslders exchange control out of the gquestion and
sald that no other measures were being taken. When I asked Bonnet ho
how long he felt the equalization would last, he said that it
contained 134 billion francs still. I suggested that the figure
was not qulte so high as this, but Bonnet replied that he had
had this figure officlially this morning from the Treasury.

"I asked him why the idea of a declaration of the British,
American and French governments denying the rumors of a joint
devaluation of the pound, dollar and frane had been dropped and
Bonnet replied that the British goverrnment had refused to make
any declaration of this kind. In response to arguments of the
French govermment, the British government had answered that any
such declaration by the Britlsh govermment now would create
anxiety in England and tend to cause further demands for gold.
The American govermment had not been further approached by the
French government regarding this matter merely because of the British
ExikMurofusal to cooperate with them.

"I made the suggestion to Bonnet that a different interpre-
tation was being put on Daladier's atatement. His statement
regarding the hostility of the government both to exchange
control and devaluation of the frane was Interpreted by some
to mean that he himself would not remain Prime Minister 1f a
continued flight from the franc should drain the equallzation
fund, but would resign and leave the ultimate declision to some-
body else, Bonnet made the emphatic assertion that this interpre-
tation was in no way justifiable, Daladier had not the slightest

idea of resigning his position."

I discussed situation with Secretary Morgenthau on telephone
yesterday. This morning I received the followlng message from

Secretary Morgenthaut

"Please see that President and Hull get following message and
ask them if they have any advice to offer me 'after conferring
in Basel with Cochran and Butterworth and in view of Daladler's
public statement of Thursday and his announced address for
sunday plus Bonnet's statement to Bullitt (quoted nhaval,“

I intend to sit tight and do nothing until after Sunday'

Treasury opinion here very strong that Daladier's program
if 1t 1s iimitaﬂ to measures desoribed by Bonnet will be ineffective
and that pressure on franc will continue. If this pressure does
gontinue British and ourselves will be approached with new urgent
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My dear Mr. Presldent:

I am inclosing herewith for
your information Dr. Haas' report on
the business situation, for the week
ending September Srd.

I am also inclosing for your
reading Ernest Lindley's recent column
on campaign funds, which you may find

interesting.
Yours sincerely, ﬂ\

Hyde Park, New York.

The President,




TREASURY DEPARTMENT
INTER OFFICE COMMUNICATION TR

pate  September &, 1938

To gecretary Morgenthau

FROM ¥r. Haasg

gubject: The Business Situatlon,
Week Ending September 3, 1938.

Features of the presgent outlook

A general expectation exists, both in this country and
abroad, that businese activity in the United States will im-
prove substantially after Labor Day, since the subomoblle
and construction industrles are expected at that time to add
further strength to the current business trend.

ye see little in the nresent situation tg Justify a con-
£ident bellef 1in a further substantial imorovement this fall.
Oon the contrary, recent foreign developments have changed the
businees outlook to one of uncertainty, with the chances Now
probatly less than 50-50 that industrial production during the
remainder of the year will avernge above current levels of
around 85 for the F.R.B. index. Weakrness in the foreign sltua-
tion, through its depressing influence on conmodity prices and
1ts effect on new ordering, hae acted as & gtrongly opposing
factor to the recovery forces develoning in this country.

The widespread bellef that business will lmprove during
September has caused some stocklng of goods, which 1s in itself
a wenk feature of the nresent outlook. Tt means that a con-
siderable part of the improvement may have already been enticl-
pated. In the gtesl industry, for example, some estimates
cradlt 65 sercent of the recent increase 1ln activity to pro-
auetion for inventories pather than for orders, lin antlecipation
of increaged automoblle company demand after Labor Day. Lumber
inventories are also reported to have inoreased because of
anticlirvated demand from the construction industry.

The business level aduring the next few months will be
affected to an important degree by the trend of gtock pricea.
There seems little doubt that the stock market foundation has
been weakened by the decline in commodity prices and by weak-
nese in security prices abroad., After recovering 50 percent of
the ground lost since 1937, prices of industrial etocks have
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Secretary Korgenthau - 2

been unchle to make further headway since the middle of July,
while utility and rellroad stocks since that time have been 1n
a declining trend,

The next week or two, we believe, will be a critical nerlod
for security orices, commodity prices, and businees. Our analysis
indicates that September 1s likely to nrove a month of disappolnt-
ment, thouch the outlook might be materially improved 1if a solu-
tion to the Czechoslovakian nroblem of a more or less perms=nent
nature should be found.

Although various recovery influences continue to sunport
the business trend, our analyeis of current business data in-
dicates the mossibility of at lemst a temporary irregularliy or
elackening in this trend during the fall months, which may de-
pend largely upon the outcome of the situation in Europe. Our
index of new orders has shown a declining tendency durlng August,
with no. evidence of a fall upturn excent to some extent in
textiles. While basic conditions in the automoblle industry
appeer very favorable, the lack of demand for steel from the
automobile companies suggests that they may follow a more
ceutious production volicy than nreviously expected. While a
further improvement in residential constructlion and in heavy
conatriaction is indicated, the volume so far is not sufflclently
large to carry business forward without the help of other 1in-
Austries.

New York Times index higher

The New York Times business index in the week ended August 27
reached 84,8, as compared with 84,2 (revised) for the nrevious
week, Greater then seasonal increases in steel and lumber ouft-
rut and in misecellaneous carloadings featured the weekl!g galna,
Other carloadings were also higher, and electrlec nower output
held steady. Automoblle production declined, however, and.cotton
mill activity failed to show a seasonal gain,

The foreign situation

European developmente during the naet week, which have
pointed towsrd a more critical war outlook, have added further
deflationary pressure to prices. The decline in sterling ex-
change to a new low, below its former par, vrovides some evidence
of the weight of these developments, Although commodity nrices
during the weei have held up well in the face of weakenlng for-
elgn currenciee, our experience of the past several months has
shown that such developments usually do not affect commodlity
nrices until a week or more after exchange rates have declined,
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teel activity in ag

An increase in the rate of steel activity this week
to LL,0 nercent of capaclty, as compared with 42.8 nercent
during the nrevious week, extends the recovery in steel
operations during the nast two months to more than one-third
nt the amount loat since 1act summer., The nmore recent up-
turn, however, has not been accompanied by an expansion of
steel orders, judging from reports recelved from the U. 8.
gteel Corporation (See Chart 1). Orders recelved during the
week ended August 25 were equal to about 33 percent of
capacilty, the same as in the previous week.

It is nossible that the indenendent companies, speclal-
1zing more largely in 1ight steel products, are recelving
orders at a somewhat higher pate than U. 8, Steel. Trade
comments indicate a moderate gain in demand from miscellaneous
asources recently, which would include mostly the lighter
producte. On the other hand, the Journal of Commnerce eatl-
mates that only about 35 percent of the recent increase in
steel overations has been ln response to actual orders, and
that 65 percent has gone to build up steel mill inventories
in antieipation of increased demand next month.

Practically no buying of steel by the automoblle com-
panies has yet appeared, with the exception of a large order
from the Bulck Company. Some have commented on the slowness
of steel demand from the automobile companies as evidence
that they are not planning to lncrease productlion as rapldly
as had previously been expected, but are teking a more cautlous
yiew of the business outlook, and will base production gchedules
on sctual sales returns.

The textile situation

A seasonal upturn in textile buying is usually to be
expected during the early fall. A %tendency in thls direction
hes been shown in orders of Pacific Mills durlng the last
week of August and in orders of Cannon }ills durlng the week
vefore. (See Chart 2.) For five or six weeks previously,
however, sales of cloth by mills were far below production,
asccording to the New York Cotton Exchange Service, and mill
activity was maintalned largely on the backlog of orders
booked during June. On 1ast week's increase 1n gales, mills
sold close to thelr production, but during the ocurrent week
cloth sales have again fallen off. Spinners are Very dis-
gatisfled with present yarn and cloth pricee, asserting that
they are below cost.
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The ourrent forelgn business gituation, as reflected 1n
the textile buslness, does not appear encouraging, according
to cabled revorts to the Wew York Cotton Exchange Service.

In Enﬁlﬁnd the spinning and weaving mills are gtill losing
ground, th sarles below productlon and mill curteilment
being extended. France reports that demand for goods 1s poor
and the outlook uncertain because of domestic and forelgn
politicel difficulties, Italy reporte mill activity down

nercent, but sales balancing output. Holland reports sales
below productlon and unemployment increasing. gwitzerland
reporte mill sales negligible and the outlook dlscouraging.
ggechcalavakia rerorts mill order lists contracting, and
stocks of yarn large.

Oowing to favorable weather for weevil control and crop
growth over most of the cotton belt, some lncrease in the
government crap estimate next week 1s generally exnected.

The Journal of Commerce, which has a good record 1n forecast-
ing the cotton crop, places it at 12,189,000 bales, which
comnares with the last government estimate of 11,988,000
bales.

The cogutggctgan outlook

A study of the forecasting value of Federal Houslng
Administration data on mortgages selected for appralsal
shows a rather definite two-months' lag between these Tigures
and the F. W. Dodge residential contract awards. Under the
new amendments, however, the Federal Housing Administration
has covered a greater nercentage of total residential con-
struction, hence the 100 percent inerease in Federal Housing
Administration volume this year foreshadows put a slight in-
erease in actual construction over 1937.

A significant feature of the Federal Housling Administration
data is the fact that mortgages gelected for appraisal during
Auguet have been maintained at a high level, averaging slight-
1y higher than in June or July. (See Chart 3). This 1s con-
trary to last year's declining tren udging from our study,
thig indicates the probabllity of some further improvement in
contract awards during September and Qctober.

Heavy constructlion awards during the week ended Sevntember 1
were 25 percent higher than 1n the ocorreanonding week last year,



Secretary Morgenthau - 5

though showlng some decline from last week's figure. The
increase 1s due entirely to increased public constructlon,
almost entirely in the state and municipal category. FPri-
vate construction has not yet begun to plck up, being

26 percent below last year for the week mentinned.

Power nro t Al for 1-t

A rapid improvement in electric power nroduction during
the recent unturn in business activity has carried it within
8.5 percent of the nll-time peak established last fall. If
no further general buelness improvement occurs durlng the
remainder of the year, but merely the normal seasonal in-
crease and trend allowance as used in the New York Tlimes
index of power nroduction, the output would reach within
2.0 pnercent of last year's neak by the end of thls year.
During 1937 as a whole, the utility industry was onerating
nearer to capacity than in any previous yesr, going beck to
1921. A production of 3,269 kllowatt hours per kilowatt of
capaclty for all nlants in 1937 compares with a previous
neak of 3,164 kilowatt hours in 1923.

Some increase in efficlency of nroduction methods, to-
gether with & levelling out of the seasonal load varlatlone
hes occurred eince 1927, tending to make a sgomewhat larger
output noassible per unit of capacity, This may have been
offset, however, by the obsolescence of plants which would
have been renlaced under normal conditions. The nearness
of the industry to capacity onerations at present, under
denresslon conditions, scems significant ln two ways:

(1) The shortage of capacity which is most pronounced in

the industrial areas, may tend to retard an expansion of
industrial production, if not previously remedied. (2) Util-
ity construction looms as a potentiel suprorting factor to
business in the relatively near future.

Following the 1923 ghortage of power capaclty, $908 mil-
lions was spent for utility expansion by the power lndustry
in 1924, This stood as a record until 1930, when, $919 milllons
were soent for expansion following a severe test of electrical
capaclity in 1929.
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WEEKLY NEW ORDERS OF TEXTILE COMPANIES
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WEEKLY VOLUME OF HOME MORTGAGES SELECTED FOR APPRAIBAL
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September 24, 1938,

The President,
The White House.

My dear Mr. Presldent:

By directlon of the Secretary of the Treasury
I am pending you herewith copleg of two letters shich
were spent Friday evening, September ZErd, by reglstered
meil to each and all of the directors of the Bank of
America Mational Trust and Savings Associatlion; San
Francisgo, Californis,.

Regpeotfully,

bert E. Gmston,
Asslstant to the Secretary.

Enclosures.
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TREASURY DEPARTMENT

COMPTROLLER OF THE CURRENCY
WASHINGTON

ADDREIES REFLY TO
COAEFTROLLER OF THIE CLilRay

Septecher 23, 1838

Mr. A. P. ﬂi.lm:hﬂ..

Chairmen of the Board of Directors,

Bank of America National Trust and Savings Associatiom,
1 Fowell Street,

an Francisco, California.

My dear Mr, Glannini:

It has been brought to my attention that the Board of Directors
of the Bank of America National Trust and Sawvings Assoclation at ita
meeting held in Los Angeles on September 13, 1938, declared a divi-
dend half of which is payable October 1, 1938, d-lpli- the warning
wnt-l.inldl in sy telegras dated September 13 and commnicated to the

mooting by R. E. A, Palser, National Bank Examiner. This warning
was prompted by my duty to protect the depositors as well as the
gshareholders of your Bank.

It is my desire in this matter to be falr to all concerned.
Accordingly, your personal attention, as director of the Bank, is
called to the provisions of U.85.C., title 12, section 93, which pro-
vides as follows:

"If the directors of any national banking association
shall knowingly wiclate, or Jmowingly permit amy of the

of ficers, agents, or servants of the association to
viclete any of the provislons of this chapter, all the
rights, privilegens, and franchises of the association
ghnll be thereby forfeited. Such violation shall,
however, be deterzined and adjudged by & proper district,
or Territorial court of the United States, In a suilt



There is enclosed, for your information in this comnection, a
uwdqlﬂtunrmmdnhudmthnﬂpmtdthhhﬂ
examination of your Bank. A complete copy of this report of exam-
ination has been sent to, and 1= open for your inspection at, the
uhnfﬂudthkﬂdmiukunmlrmtms:ﬂup
Association, No. 1 Powell Street, San Francisco, and at the office
of the Chief National Bank Examiner, Room 1103, 155 Montgomery
Street, San Francisco, and at the sub-district office of the Chief
National Bank Examiner, 835 H. W. Hellman Puilding, Los Angeles.
Your attention is directed to the comments, criticisms and conclusiona
nfthnmmnﬂinﬂinﬂuﬂm.uﬂpruwlﬂ to the last

two pages thereof.




TREASURY DEPARTMENT

COMPTROLLER OF THE CURRENCY
WASHINGTON

“COMPTROLLER OF THE CURRENCY " September 23, 1938

Board of Directors,
Bank of America National Trust and Savings Association,
8an Francisco, California.

Gentlement

The report of examination of your bank, completed September 15, has
been received and reveals practically the same ecriticisms as shown in
previous reports. The purpose of those criticisms and of the criticisms
set forth in this letter is to assist the Board of Directors in a con-
structive manner to protect the interests of the depositors as well as of
the shareholders of your bank.

Your attention 1s directed to the examiner's comments under the head-
ing of "Historical Resume of Assets in General" starting on page 2 of the
consolidated report. A comperative survey over the past five years reveals
that the primary purpose of the management appears to be that of publishing
large earnings statements and the payment of ever-increasing ill-advised
dividends rather than a frank recognition of the asset problems of the bank
and a desire to sllocate the bank's earnings toward the amortization of
frozen and unbankable assets, the creation of adequate reserves and the
correction of the bank's under-capitalized condition. The management of the
bank has persistently contested the examiner's classification of agsets, has
defended unbankatle assets, and has rarely admitted losses and charged them

off wvoluntarily.

On page 8, insert 2, there is shown under "Large Lines" the extension
of credit to Transamerica Corporation and its subsidiaries, which has been
eriticised for years, aggregating approximately $76,000,000, or in excess of
one and one-hnlf times the capital stock of the bank. It is noted thnt the
so-called "Cuaranteed Loans" amount to §5,500,000 in round numbers. This
amount should be fully collateralized by readily marketable securities,
particularly in view of the method used to eliminate the contracts of the
Inter-America Corporation by writing up United States and municipal securi-
ties approximately $14,000,000 and applying that amount as a credit on such
contracts, which were then indicated to have been adequately secured by
marketable collateral. It is the positlon of the Office of the Comptroller
of the Currency that these contracts should have been eliminated, not by a
weakening of the asset condition of the bank through writing up certain
assets as indicated above, but by actual collection, with any deficlency
taken care of out of the securities pledged.

8ince the early part of 1932 it has been the bank's policy to sell proper-
ties acquired by the bank to the California Lands, Incorporated, and the Capital
Company under contracts. At the time of the examination of the bank, the
amounts which these corporations owed the bank by reason of these contracts
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and which amounts were carried in the assets of the bank, were as follows:

California Lands, Inc. $12,051,526.09
Capital Company
$39,739,34b.4

The California Lands, Incorporated was further indebted to the bank in
amount of $351,016,19 and the Capital Company owed the bank a further sum of
$1,443,040.65, making, with the above, the total indebtedness of these two
companies to the bank $41,533,403.30.

With reference to the contracts of the California Lands, Incorporated
and Capital Compeny, the bank meintains that real estete owned by the bank
i8 sold under contiming contracts with the two foregoing companies. As a
result of the terms and conditions of those contrects the bank is enabled
to carry parcels of land, which are either unsaleable or can only be liguidat-
ed at a substantial loss, for an unlimited period of years, through the de-
vice of crediting the proceeds of the sale of a given parcel as a payment on
the balance of the total contracts instead of treating each transaction as an
individusl item.

It appears that no payments were required on those continuing contracts
for a period of two years, namely, through 1934 and 1935, following which
one-tenth of the purchase price became payable in 1936 and a like amount each
year thereafter for ten years. Taxes are .
Presumably title does mot pase with the execution of the contract. All of
these contracts are carried in your loans and discounts, but in reality they
appear to represent "Other Real Estate Owned". The lenient terms and con-
ditions of the contrects are such that this arrengement constitutes in fact
merely an agency agreement and not a bona fide sale. In the opinion of the
Comptroller of the Currency this real estate should be shown as such on the
books of the bank and so shown in future published reports of the bank.

A recapitulation of the amount invested in banking houses, furniture
and fixtures and other real estate owned is shown on page 14, insert 1, and
aggregates $97,660,265.39, including contracts of the California Lands, Inc.,
and Capital Compeny, totaling $39,739,346.46, previously referred to. These
are included in this schedule to show ggpurly the bank's entire real eatate
investments. Of the aggregate of $97,660,265.39 the amount of $47,685,166.67
represents banking houses and equipment, and $49,975 ,098.T2 represents other
real estate owned. When $14,004,116.02 of actual and probable foreclosures
on real estate loans carried in loans and discounts, are added to the aggre-
gate of $97,660,265.39 referred to, the total is $111,664,381.41 or approxi-
mately the entire amount of the bank's capital structure as shown by its
books. It is self-evident that an asset concentration of this magnitude
constitutes a problem demanding immediate corrective steps.
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Attention is also directed to the concentration of credit in the direct
and endorsed lines of A. 0. Stewart eggregating §8,088,003.9 as set out on
page 8, inserts 16-17 and 18; and the Pacific Coast Mortgage Company in amount
of $2,925,000.00, as shomn on page 8, insert 19, of which compamy, Mr. A. O.
Stewart is president end a director in addition to being a major stockholder.
Particular attention ie directed to the nature of the collateral securing these
lines and to the comments in connection therewlith, as set forth on the inserts
above referred to.

There are now carried in the International Banking Department, San Fran-
clsco, extenslons under German Credits, largely under the "Cerman Standstill
Agreement®, aggregating $7,964,961.76¢ of which $7,820,660.78, are classgified
as followa:

Slow $3,723,441.32
Doubtful 2,097,219.46
Loss 2,000,000,00

$7,820,660.72

At the time of the October 14, 1936 examination a loss of $1,000,000.00
was estimated and subsequently cherged off on these items. By verbal agree-
ment & like amount was to have been charged off at each succeeding examination
until the amount clasgified as doubtful, which represented the exchange loss,
was completely eliminated. At the time of the April 20, 1937 examination the
mansgement refused to charge off the second estimated loss of $1,000,000.00
and it is included in the present classified loss of $2,000,000.00. However,

a recent comminication from the bank states that on August 18, 1938 an addi-
tional reserve of §1,000,000.00 representing the loss estimated in the April

20, 1937 report, has been transferred to the International Banking Department,
making an aggregete of $2,000,000,00, which has been applied to reduce the
carrying value of these assets. Conseguently there remains an additional iose
of §1,000,000.00 yet to be charged off in order to comply with the werbal agree-
ment above referred to. Both the agreement and glassifications are bellieved to
be liberal and the exchange loss should continmue to be charged off at the rate
of $1,000,000.00 at each succeeding examination. This arrangement is consider-
ably more lenient than the charge offs voluntarily made by other large national

banks holding these obligations.

On page 8, insert 1, under the schedule "Loans exceeding the limits pre-
scribed by Section 5200 of the Revised Statutes", there are listed obligations
of Trensamerica Corporation and obligations of certain subsidiaries thereof in
which the Corporation owns or controls a majority interest, aggregeting
$23,118,152,87, resulting in a $14,118,152.87 excessive extension of credit.
This violation of Section 5200, U.S.R.S5. mst be reduced to the bank's legal

]mi'ﬂ‘ limit of w’m’m-m'

Your attention is directed to the examiner's comments under the heading
of "Bonds and Securities" relating to certain substandard bonds carried and
the option to purchase granted to the Transamerice Corporation covering 56,600
ghares of National City Bank of New York at $48.00 a share; also his statements
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under the caption "Bond Write Up". During the years 1935 and 1936, the
panagement wrote up certain government and municipal securities in amount
of approxcimately $14,000,000.00 by various book entries and applied that
amount as a reduction on the former fully secursd Inmter-America contracts,
referance to which was briefly made elsewhere in thia letter, The loss as
shown in this report in connectlion with this write-up should be charged off,
and in addition thersto, the remaining unliquidated portion of the original
write-up should be reversed in its entirety. In the future investment
securities must be carried not in excess of actual cost to the bank, less
the required amortization.

A depositor 1z entitled to the protection of an adequate sound capital
structure, According to the analysis of capltal position as shown on page 3,
insert 1, the net sound capital of your bank st the time of examination
amountad to §$96,447,599.77 after deducting estimated losses, doubtful items
and 1iabilities not shown on the books, with deposits totaling §1,385,494,280.80,
or a ratio of 1 to 1:.36. Thoe bank is under—capitalized to the extent of at
lonst £42,000,000.00 without taldng into consideration its asset condition. The
nesd for such additional capital should be apparent and sound banking policy
dictates that steps should be taksn to provide it.

An important criticlsm will be found under the caption "Management and
Supervision by Directors". The reporta of the various committees appointed by
the Board to mupervise the operating funotlons of the bank should be incorpor-
ated in the minutes of the meeting of the Board in sufficient detail to be of
valus to the individusl members thersof. The members of the Board have an
important duty to perform in formulating the policles of operation of the bank
and seaing that such policies are carried out by the active managemsnt, The
minutes should clearly show the action, if any, taken by the Board with refar-
enca to such committes reports, and also which of the mezbers approve or dis-
approve a given loan or transaction.

On page 16, insert 1, there 18 a schedule showing service charges on
dormant accounts in the amount of §520,732.9% since April 10, 1933. The con—
fisoation of dormant balances through such service charges is contrary to the
rulings of the Comptroller of the Currency. ALl charges heretofore assessed
contrary to such rulings should be restored to accounts charged. Unauthoriszed
charges against dormant accounts remain deposit liabilitiss of the bank and
mst be so reported in statements of condition rendersd to this office and in

publighed reports.

On page 5, insert 5, are shown certain loans made upcn the security of
the bank's cwn stock in violetion of Section 5201, U.S.R.8. These vlolations
must be corrected and the law strictly observed.

Your particular attention 1s directed to the recapitulation of eriticlsed
and fixed assets, showlng the major problems of the bank and their relation to
its total capital structure, set forth in the conclusions of the examiner. The



-

eriticised and fixed aspets of the bank aggregate $226,002,313.26 book value,
of which $137,818,327.86 is subject to adverse classification. The serious
nature of the problems involved is evident when it is realiszed that the ad-
versely clasgified assets exceed the total capital structure of the bank by
more than $25,000,000,

The management has persistently refused to elther recognize or admit
that the unsatisfactory condition of the bank must be corrected. The past
practice of capitalizing uncollected profite is pernicious. A sound policy
would necessitate the proper charging off of depreciated and unbankable assets
instead of deferring such charge—offs until all hope of anmy recovery has been
abandoned.

The management appears to be dominated by the desire to publish ewer-in-
creasing earnings statements. The bank's earnings have been utilized to emhance
dividend payments to the shareholders of Transamerica Corporation instead of be-
ing used to charge off the bank's losses and make adequate provision for other
criticised assets. The amount of dividends paid by the bank has been the sub-
ject of repeated criticiem by various examiners. Despite these repeated
criticisme, the dividend rate has been constently increased. During the year
1937 the dividend paid represented T of the net operating profits of the bank,

In a telegram to National Bank Examiner Palmer, which was read by Mr.
Palmer to the Board of Directors of the bank at its meeting in Los Angeles on
September 13, the position of the Comptroller of the Currency with reference
to the declaration of any dividend was clearly stated, and the Board was advised
that, in his opinion, the declaration of anmy divlidend at this time would, unless
proper provision for the criticised assets of the bank were first made, be and
continue an ungafe and unsound practice in conducting the business of the
bank, and, the Comptroller, pursuant to the provisions of Sectlon 30 of the
Banking Act of 1933, further warned the bank, ites officers, the Board of Dircec-
tors and the members thereof to discontimue such wnsafe and unsound practice.
The Office of the Comptroller of the Currency is informed that, despite this
warning, the Board of Directors of the bank declared a dividend without first
having mads proper provision for the ariticised assets of the bank. No further
comment in comnection with the declaration of this dividend is being made at
this time except to state that nothing contained in Mr. A. P. Giannini's letter
of September 15, 1938, alters in any way the comments set forth in our telegram
of September 13 in respect of the declaration of the current dividenmd.

You are requested to consider the present letter at a special meeting of
the Board called for this specific purpose and to reply in detall over the
signatures of the attending members, setting out the eorrections effected in
he criticised matters and your plans for the complste elimination of

E
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the same., Copies of your reply to this lstter should be fo
Wational Bank Examiner William Prentiss, Jr., and Fational Bank
L. H Sedlacek, 155 Montgomery Street, Hoom 1103, San Franc

ting Comptroller of the Currency



TREASURY DEPARTMENT
Washington

Qotober 5, 1838,

To tho New York Horald Tritune,

I want to take the liberty of oxpressing some somments to you on the
subjeot of Edward Angly's story on the American Federation of Labor ocn-
vontion in Houston, whigh appeared on Tuosdsy,

Mr, Angly writes: "Tho New Doal's habit of toking money out op the
soolal seourity fum to moet Funning exponass of the Governmant drew the
first firo from the floor today at the opening session of the American Fod-
eration of Labortg ﬂi‘ty-ui;;hth Annual econvention, Arthur J, Altmeyer,
chalrman of the Sooinl Seourity Board, into Whose ooffers more than forty
million Americans are making monthly eontributiong for pretection in their
¢ld age, wos Put through quite quiz when he had finished his sposch thig

afternoon,” .

How the Treasury has the reaponaibility op adninistering the fiseal
Provisions of the sooial Bocurity aot. It ia not "taking money out of the
soclal seourity fund to et urning expenses of the Eovornzont™ and, of
course, the Soolml Security Board dogs not ecollect speinl Bocurity taxes,
Dor receive any funis 8xcopt those that arg appropriated to 1t ang peid
over to it by the Troasury Departoent,

The expressions used in this Horald Tribune story, however, are mild
ocmpared with such terns as "stealing," bmbozzlemont” and "looting® which
have been used by less responsible publioations,

There are three Bocounts in the Treansury that alght be called "apoial
soourity funda," Thay are the urenploymont trust fund, tho old L0 roserve
fcoount and the redlroad rotirement account, Tranafors to each of the latter
two funds are made on the sutherity of 8pooifie appropriation acts of Congress,
It is nandatory under both note that except ror Suoh sums as may be noeded to
moet current olaims the funde go trensferred shall be invested in obligations
of tho United States, Thoy are all 4o invested. If there is any fault what-
over in the schems of tho reserve aocounts it {s not in their adainistration
but in the lpws thezselves. Whother thoe prosent ToBerve mooount systom ig
the best possilhle syatonm 43 anothor mtter cn whieh, of course, thore ocan be
difference of opinien,

A fact whigh SAny people do not soem %o Lo able %o Lrasp, although
it is vers Plain iz the law and hos Lo remotedly polited wut, 1o Lthatl tle
taxes lovied undoer the social BOOuUrity mot und under Lhe Fllrowd retiresent
oot ure rovenug taxos, whioh pass into tho conorul furd of ths Troasury,



Just the same as do all other roverue roocoiptes. Of the three funds men-
tioned omly the unemploymont trust fund oonsists of monoys recoived in
trust. As in the cmse of tho othor two funds, hovever, it lc mandatory
that 41t shall bo imvosted in United States governzent obliputions.

The effoot of this mamner of investment of all three funds in o
tioe of deficit sponding is, of courso, to relieve the Troasury of the
nooeseity of borrowing equivelent amounts in the opon market, while in
& tioo of & balanced budget or a surplus the offcot will be to roduce the
emount of the outstanding debt in the hands of the public.

To those who objeot to the investment of theso resorves in United
States government obligations and who et tho same time ndmit the desir-

ability of oreating resorves, the alternative would bo to suzost soos
botter plan of invostment.

The altornative to abandoning the rossrve plan entirely would be
to inoreass the future tax lesd in order to lighten tho prosent burden.

Yery truly yours,
(5igned) Herbert E. Gaston

Assistent to the Seorotary.
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1 TREASURY DEPARTMENT %&?‘E“
0 INTER OFFICE COMMUNICATION
Af) pATE Oetober 12, 1972
TO Secretary Morgenthau

FROM Mr. White /}ﬁb/

Subject: British press comments in regard to the eterling=-
dollsr exchange rate.

Summary

1. Toward the end of June, when the sterling-dollar rate was
approximately 9F.95, comments appeared in the British press
suggesting that sterling was overvalued, but these comments
emphaelzed that the rate had been stable and was expected to
continue to be Bo.

2. During the latter half of July, mention of sterling over-
velustlon Decame more frequent, At the same time the hope wae
exoressed that the eterling-dollar rate would be permitted to
fall to $4.86 in the event that the two currencies were formally
gtabllized, se it was widely rumored they might be.

Several weeks later it was frequently stated that this
adjustment to &4.86 wae not enough to correet the overvalua-
tion of sterling but it was generally eu ged that the United
States would not permit a fall in t'rTe! atﬂr%ing-ﬂu'.[ig._r rate be-
oW _gir, and 1t wee coneldered better, in view of the inter-

nationa gn 1ticnl eituation, to lose gold rather than antagonize
e Unlite tatesa.

3, About the middle of Auguet, vhen the gterling-dollsr rate
wae Approxime tely GSU.B88, eeveral financlasl writers took the

noeition that sterling was destined to go below &4 56 end timt
the United States would soon become reconciled to this, Prese
commente were generally to the effect that sterline should be
allowed to fall in terms of dollers about ar far ss the United
States would permit, =

About this time 1t came to be accepted that the benefite
of a lower sterling-dollar rate would outwelgh the adverse ef-
feots of an sccelerated ghort-term capital outflow such ase
might result if eterling were allowed to go below §k4, 6.
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4. During September (eterling below 84,86): Approval

widely expresged at the breaking through of the traditional
parity rate, which had been regarded ae an important psycho-
logical barrier to the needed correction of overvalued ster-
lingo

Figuree from 84,10 to 24,70 were mentioned ms possible
appropria te eguilibrium points for the doller-sterling rete,

(Incidentally for the first time there sppesred state-
mente that sterling was conslderably overvalued in terms of
geveral sterling bloc currencles,)

5. Durlng October, attempt to Justify fluctuatlions in ster-
ling becsuse of the eritical perlod but approval of the lower
levels, (Press and periodicels for October not yet avallable
except the cable cuotations.)

Intimation thet an adjustment of the dollar-sterling rate
will not suf fice to correct Britain's weakened economic
gituation and a new note,

The item in the London Times of October 12, 1938, taken
together with Keynes' statement of a few days earlier, may be
the harbinger of an altered commercial poliey in recognition
of the weskened Britisgh economic stetus ac & conseguence of
the Munieh eplsode. The item of October 13 introduces for
the first time a note of hopelessness in Britain's monetary
position in the near future.
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is in view, sufficient has been said to }
if economic forces alone were operative the pound would
naturally gravitate downwards, and it looks as if re-
cent rates had been artificlally high. For these
reasons the lonpg-term view, as well as the short-tem
view, favors a firmer tendency of the dollar, but with
$4.B860 as the bottom limit of any further depreci a

"The huge American export surplus for the first
five months of thls year (amounting to $544,000,000, as
compared with a defieit of $120,000,000 for the corres
onding months of 1537) is taken as a clear indication
that on current account the dollar is undervalued at

any rate approaching $5.00 to the &%

"1t is intimated that on purely economic grounds

gterling at $4.860 may be a more natural level than

S4.50."
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October 12, 1938 (£4.75) - Ihe Times

The recent decline in sterling has
been viewed for the most part with approval
and the Exchange suthorities have made no
great effort to check the decline. Amament
demands of the United Kingdom are likely to
increase costs and raise british export prices.
Also, there is the possibility that the
United HKingdom may lose some of its export
trade in Southeastern Europe. liowever, a
fall in sterling against the dollar alone
is not a cure for sterling overvaluation
because exports of the United States and
other countries with currencies linked to
the dellar do not compete with United
kingdom's exports in several of her most
important markets.

= ba

"The renswed wealmess of sterling since its sharp
post crisis recovery has been widely viewed in the
city with a complacency not wholly distinpuishable
from veiled pleasure. It has not escaped notice that
no great effort has been made by the authorities to
check the movement..... Those who are convinced by
the evidence that sterling has been and is overvalued -
and they are in a majority - see in this movement a
vossible adjustrent of the exchange value of sterling
in accordance with our resl commercial needs..... It
certainly seems probable enouph that the demands of
expanded rearmanent will tend to increase rather than
lower the costs and prices of british poods relatively
to those of our competitors. And the desirability of
& lowar rate for sterling is thus likely to increase
rather than diminish during the next year or two. It
is also necessary to recken with the possibility of
the loss of some of our trade with Southeastern Burope
in favor of Uermany althouph admittedly the total vol-
ume of such trade has in recent years been small.

"Unfortunately however it is unduly optimistic to
feel that a fall in sterling against the dollar con-
stitutes an easy cure for any existing overvaluation
of the pound. The relief provided by a decline in the
dollar rate is economically more apparent than real
for the United States together wilth other areas whose

But it must be remembered that
great bulk of British oversea trade is in relation
to tors and markets whose currencies are either
within the sterling bloc or can for practical purposes
h‘ ﬂiw 'iﬂ‘ itlnirl Tt- ml}" currency 'Emt "Ihiuh
even passive depreciation is possible is the dollar and

of any natural corrective in the sphere of the exchange
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Cctover 13, 1938 (§$4.73-1/2) - Ihe Times

The best policy for the Exchange FMund
to pursue - so long as the persistent press-
ure on sterling continues - is that of
orderly retreat, "especially as at the
present time Washington seems inclined to
view a fall in sterling with equanimity."
The alternativa policies of detemined
pegging of the rate or allowlng the rate
to fall rapidly to a much lower level are
mych more dangerous.

rates is indeed a very real problem and cne which
could not find any practical solution if solution
sroved necessary except by negotiation between
rmembars of the sterling bloc. Whether the problen
will become pressing or not at an early date may
depend very largely on the domestic effects of the
anticipated expansion of the armanent program."

W eesedf the westward flow of funds proves as
persistent as at present seems llkely the poliey
of gradual retreat might naturally prove somewhat
expensive in terms of the loss of gold involved.
The market is inelined to feel that it can take
advantage of the authorities pelicy of gradual re-
gession - an attitude which has found its reflec-
tion in an appreclable amount of speculative bear
selling of sterling during the past few days. It
is diffieult to see, however, what new policy the
control could logically pursuve. It appear
on the face of it that the flight into dollars is
of a kind which would not be easily checked either
by a determined effort to peg the rate or by allow-
ing sterling to fall rapidly to a materially lower
level, The latter policy has certain obvious
attractions, especially as at the present time
Washington seems inclined to view a fall in sterling
with equanimity. DBut there are serious cbjections
to adopting such a line, partly because there is no
real pulde as to what sort of lewel if any would
check the demand for dollars, and partly because
it is very conceivable that a rapid decline might
in any circumstancas mersly aggravate a flight which
is based on apprehensions of an essentlally vague
dnd., In view of the rapidity with which the
flight to the dollar was renewed after the lunich
Agreement it way well be thought that it is impossible
4o calenlate any particular polat at which it can be
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chacked or exhausted withoul some new favorable devel-
omment in the European politieal sphsre. If that

should prove to be so a policy aiming at an orderly de-

cline in sterling - if deecline should be necessary -

may for the time being be the most reassuring and

effective.!
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ity deser Mr. President:

I am enclosing herewith e review
of the business situstlion for the week
ending November 12, which I thought was
perticularly interesting.

Yours sincerely,

The President,

The White House.

Enclosure.
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SBubjeot: The Businese Situation,
Week ending November 12, 1938.

Conclusions
(1)

The foundatlon for further business improvement has been
strengthened thle week by an expansion of industrial buyling,
partioulerly in textiles and steel. Accompanying this has
been an inorease in business optimlsm, generated by the
rapidly rising activity in the steel and sutomoblle industries,
and further stimulated by a renewed upturn in etock prices.
Weekly business indexes have reglstered further gains under
the leadership of inecreased output in the steel snd automobile
industries. Commodity prices have been firmer, snd cotton mill
petivity has begun to improve.

(2)

Reviewing the indications polnting toward further busi-
ness lmprovement, we find that:

(a) Industrial production, despite its very sub-
atantial riee, is 8till somewhat below the level of
consumer demand, as indicated by our basle demand
index and by our recently-constructed ilndex of oconsumer

buying.

(b) The level of industrial buylng, as shown by
our new orders index, remalne somewhat higher than
the ourrent level of industrisl production.

{e) Employment 1s increasing; consumer purchasing
power 1s belng etrengthensd; and business sentiment is
beocoming more optimistio.
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(3)

Weak features of the present situstion, while not
numeroue, provide some ground for cautlon:

(a) An unueuslly large proportion of the more
recent business upturn i1s based upon one industry.
If consumer demand for automobiles should fgll off,
it would adversely affect a large sectlion of indus-
trial production, partiecularly steel produection.

(b) The commodity price situstion 1s not as
geatlafactory as could be wished, though prices of
industrial materials have shown considerable improve-
ment under the stimulue of increasing industrial demand.
The wesk forelgn sltustion, reflected in a further
weaskening in sterling and franc exchange, contlnues
a deflationery price influence.

(e) The agricultural section of the nationsl
economy remaine ln an unsatisfactory position, due
to continued low levels of agrieultursl prices and
overhanging crop surpluses, and sgriculture accord-
ingly ie not contributing ite full share of purchas-
i nE PG"ﬂr -

The steel industry

An expanding volume of steel buying has sccompanied thie
week's steep upturn in ingot output to bl per cent of capaclity.
Belee of fabriceted structursl steel for the week ending
Thureday increased to 40,000 tons, the largest in about a
month and a half, 8Sales for the yesr to date have been
898,000 tonse, ae compared with 1,114,000 tone for the corres-
ponding pericd last year. New orders reported by the

U. 8. Bteel Corporstion for lesst week inoreased to the
equivalent of 71 per cent of capacity. New orders for

sheet steel, which have been lnereasing during the past

week, may have to be filled in part by delivery during

January owing to the congestion of orders in this product

for December dellvery.
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A wesk feature in the steel situation has been a low
level of new orders for tin plate, and a consequent low rate
of operatione in the tin plate division of the steel industry
(around 25 to 30 per cent of capacity). Thise situation 1le
expected to be changed by a §7 a ton reduction in tin plate
prices announced this week by the U. 8. Bteel Corporstion.
Bince a price reduction hsed long been awalted by buyers, it
ie expected in the trede that a consilderable wvolume of tin
plate orders will now be released, serving to strengthen steel
operations during the coming monthe.

Steel output during November and December is likely to
exceed actual consumption, according to cpinion in some
aquarteres of the trade, owing to the speeding up of operations
in an ettempt to complete delivery on recent sheet gteel
ordere before the end of the year. For this reason, some
expect a temporary reduction in steel overatlons after the
present urgency 1s pesssed. The magazine Bteel expects a
levelling off of steel operations after the 1lO-point spurt
of the past three weeks.

Automobile sales lncreasing

While it 1s too early yet to judge cuantitatively the
actual retaill sales volume for automobiles, slince new-car
buying has only recently got under way, it 1s encoursging
to note that General Motors' sales during the third perilod
of October, as shown in the table below, ilmproved more
rapldly then last year.

Cotober Thie year Last year
1st period 1,400 2,900
2nd period 1,400 2,700
Ird period 3,600 4,500

Ward's Reporte estimate October automoblle ssles at
25 to 30 per cent over September, and mentlon that the rising
gsales volume i1s continuing in November, ae indicated by
reports from the field that desler etocks are not lnereasing,
but are in constant movement from factory through floor show-
ing to purchasers.

Automobile production this week increased to 86,300
units, as compered with 80,000 unite last week, exceeding for
the firet time the corresponding 1937 figure. Production last
year amounted to #3,325 units for the week. As compared with
the New York Times seasonal trend, however, which rlses
rapidly at thie time, the inorease in automobile output was
less than seasonal. The New York Times adjusted sutomoblle
index for this week will therefore decline to 89.2, as
gompared with 92.2 for last week.
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Ward's Reportes expect production "to expand cautlously
for another two weeks or so, after which it likely will be
held on a fairly even plane for a few more weeks. Then
field etock condltione will be the determining factor in
output." 8Since the normal seasonal trend contlnues to rlee
rapldly until the middle of December, any tendency toward
a flattening out of production, as suggested by Ward's
Reporte, would be likely to reduce the seasonally-adjusted
indexes.

Textile outlock improving

An upward trend of textile production in the near future
appears as a prospective support to business activity, re-
placing the declining trend which hae been in evidence slnce
August. New textile orders have improved sharply 1n the past
two weeks. Recent cooler weather and a rleing trend of raw
wool prices have brought increased buylng in ell sections of
the woolen goods martet. New orders reported by the American
Woolen Company this week, probably including eome share of a
recent large Government order, have risen to a new high for
the year. During the latter part of this week cotton goods
gales have increased to the highest level in several months.
In three days, according to trade reports, mille sold about
35,000,000 yarde of print eclothe, almost double the current
weekly output. The increased demand brought firmer prices
for a number of mill products, and was a factor in a riee in
raw cotton prices to a new high for the movement.

Cotton mill activity, eeasonally adjusted, hae already
begun to show some improvement (8ee Chart 1), under the 1influ-
ence of increased orders recelved during the past several
weeks., The New York Timee adjusted index of mill actlivity
for the week ended November 5 rose to 115.%, as compared wlth
113,3 for the previous week.

Commodity prices eupported by industrial demand

The general commodity price trend continues disappolnting,
considering that a rapld business improvement has been under
way for 5 monthe and that the monetary expansion program
ghould tend strongly toward ralsing prices. An increasing
industrial demand, however, has operated to support prices
of industrial rew materiale as contrasted with prices of
agricultural products.
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In Chart 2 we ghow weekly prices since the firet of
the year for ilndustrial materiels and for agrlcultural
produets, as compiled by the Bureau of Labor Statlatlocs.
While the industrisl price index has been rising over the
past peveral months in company with improving business
motivity, the agricultural index has remslned depressed,
due to & relatively weak forelgn demand and continued
burdensome eupplies., Further declines in sterling and
frane exchangea this week, reflecting continued weakness
in the economic eitustion mbroad, are discouraging te hopes
of & nearby improvemant in forelgn demand.

The business recovery has helped prices of lndustrial
materisls both through an inoreased demand and by reducing
avallable domestic supplies. The price of rubber, for
example, hes been improved not only by the inereased buy-
ing aotivity of rubber manufacturers acoompanying the
increase in tire and tube output from an index of 65 in
May to 96 in Beptember, but elso by a resulting worklng
down of domestle stocks of rubber. BStocke of crude rubber
on October 31 were reduced to 270,000 tons, ae compared
with 277,000 tons a month earlier, and with the year's high
of 311,000 tone at the end of April. Furthsrmore, the price
index of industrisl materisle ineludes a number of products
that are important in the European rearmament program, and
thereby enjoy e sustained demand independent of forelgn
bueiness or financiasl considerations.

Durlng the current week sensitive commodity prices
have tended to improve, with etrength particulerly evident
in Reuter's index of prices in Great Britain, which had
recently been relatively weak.

Rise in stock prices renewed

Throughout most of October the trend of stock prices
had flattened out while business continued to make further
gains. On Monday of thie week, with the report of a U-point
gain in steel operations and the prospect that election un-
gertainties would soon be removed, stoock prices gtarted a
renewed rise (See Chart 3), which hae garried the Dow-Jones
industrial stock average to near the 160 level. Prices on
foreign stock exchanges, notably on the Parle Bourse, alsc
ghowed substantisl geins. A coneiderable volume of buying
has oome into our markets from abroad in recent weeks, a8
indicated on the chart.
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The stook price rise has besn a factor in the inereased
volume of buying thie waek in verious industries, pince 1t
has tended to strengthen buslness optimism regarding the
industrial outleck. It may in some messure be teken as con-
firming the indicatlons given by our index of basle demand,
our index of consumer buying, and our index of new orders,
which suggest that the regovery has scmewhat further to g0
tefore it resches the gurrent levels of both consumer demend
and industrisl demand .

Unless the demend level continues to 1lmprove, howaver,
the present rate of inorease in industrial production may
raise production to the demand level or sbove by the end of
the yeer. The trend of demand over the next few montha will
therefore become a Ke¥ factor in the business putlook.

A weak faotor in the demand situstion 1a the low level
of ngricultur:l prices; and uncertelnty over prices and crop
volumes for next season, which deprives buslness of part of
i1ts normal support from agricultural buylng.

The businese outlook 18 olouded somewhat by the unusual
dependence of gurrent industrial aotivity on the gutomoblile
industry and ite related industries. While building and
textile actlvity are algo providing strong support to business
they would probably not be gufficlent to prevent a temporary
business setback if the demand for gutomobiles (end eoneaquently
the demand for gteel and other produnta} ghould prove to have
peen over-sstimated, Automobile sales durlng Novembar will
provida an important measure of the level of consumer demand.

Current business news

pur index of naw orders (Bee Chart L&) durlng the past
two weeks has shown the sharpest rise of the Yeer, reflecting
gubetantial increases in orders for steel, textiles,
sutomoblles. The upturn has been gufficlently pronounced a8
to suggest that some backlog of orders has been built up, which
will serve to support buslness during the remelnder of the year.
The heavy taxtile sales of the gurrent week are not yet re-
flected in the index.

The New York Times gdjusted index of buslness motivity
for the week ended November 5 rose .5 point to 29.5. Auto-
mobile and eteel production gained sharply during the week,
gotton mill aotivity was somewhst higher, and ths othar four
components showed minor changes, thres of them downward.
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