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RESEARCH REPORTS
COMING EFFECTS OF CURRENT EVENTS

The Back Door to War?
Modern war is waged on every front where it is

possible to damage the enemy. Women and children
are not spared by the aerial bombers, because it is
hoped that a sufficiently great destruction of the
enemy's cities and of the families of men in the armies
may cause a breakdown of both army morale and
supply. Furthermore, one of the most important
battles of the war in Europe is being fought on the
economic front; and the importance of this front is a
reflection of the tremendous wealth-consuming require-
ments of the military forces in modern war.

In suggesting that the United States Government
authorize loans to Finland, one of the European
belligerents, Mr. Roosevelt has advocated our entry
into the wars of Europe via the back door of the eco-
nomic battleground. The suggestion that funds thus
loaned should be restricted in their use to the purchase
of non-military supplies is a bit of camouflage which
certainly will not deceive anyone in Europe and should
not be permitted to becloud the issue in this country.
The plain facts are that economic assistance to a
belligerent is not a measure "short of war," it is active
participation in the war.

Fortunately, the Senate seems disposed to bury
Mr. Roosevelt's suggestion and apparently with that
object in view has assigned it for consideration to two
separate committees. In this maneuver lies the hope
that our entry into Europe's war will be postponed for
a further indefinite period.

Although this latest attempt by Mr. Roosevelt to
take sides in the European war may be frustrated, the
continuing possibility that some such impulsive step
will not be blocked creates an undesirable condition of
uncertainty with regard to the future course of the
United States. It is one more difficulty added to the
burden carried by business men who are attempting
to plan ahead. For the future welfare of the United
States, and whatever the sympathies of its citizens may
be, it is essential that the Government in its official
acts maintain a strictly neutral policy. This, Mr.
Roosevelt seems constitutionally incapable of either
understanding or applying.

Back to Earth?
For seven years the Congress of the United States

has been dwelling in that blissful realm where two and
two make five, or six, or seven, and bills never have to

be paid. This flight through the stratosphere far above
the prosaic budget-balancing facts of life seems now to
be drawing toward its close. The question now is, Can
a safe landing be made, or will the tour continue until
it ends in a disastrous crash? Fortunately, the first
action of Congress suggests that there may be a few
sane pilots aboard, who, if given an opportunity, would
have at least a fair chance of bringing the great strato-
sphere spending machine safely to earth.

Within the past few days the House has decided by
an overwhelming vote to drop a "pork" item, in the
amount of $22,000,000 for post offices, from the pro-
posed budget expenditures, Final action on the Inde-
pendent Offices Supply Bill will provide a further clue
to the intentions and determination of Congress.

Although economies, however small, will be a step
in the right direction, it is not to be expected that
Congress, unaided by the President, can force the
reductions in expenditures that must occur if bank-
ruptcy is to be avoided. Furthermore, until it is known
whether good sense and the elementary rules of arith-
metic are to govern, it will be impossible to do other
than guess what the next few years will mean to eco-
nomic conditions here in the United States.

Seasonal Trends
In the January 1 bulletin we discussed the prob-

ability of a moderately reactionary trend of business
activity during the next few weeks largely because of
failure to achieve expected seasonal gains, and also said
that a more serious recession seemed improbable. The
effects on seasonally adjusted indicators of business
activity of movements not in accordance with expected
seasonal trends is discussed briefly in the paragraphs
which follow.

Steel ingot production is a heavily weighted factor
in most indexes of business activity or industrial produc-
tion. The normal expectation is that activity in the
Nation's steel mills will increase by from 15 to 20 per
cent during the first quarter of the year. Such a gain
can hardly occur during the next few weeks; conse-
quently, if an index of business activity were based on
this factor alone, it might show a decline of 15 per cent
or more from last December to next March merely
because of a failure to record seasonal gains.

The normal tendency is for electric power produc-
tion to decrease by 5 or 6 per cent from early in January
to late in March. This seasonal trend is partly attribut-
able to the lengthening of the daylight period during
the first half of the year and a resulting decrease in the
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demand for illumination of homes, factories, and office
buildings. Electric power production has not shown
a larger seasonal decrease in the past primarily because
the seasonal trend of activity in various industries has
been upward, but it is possible that the decrease in
electric power production this year will be substantially
greater than seasonal, because industry will appar-
ently not increase its demand for power as much as
usual.

Automobile production normally increases about 18
to 20 per cent during the first three months of the year.
There is a possibility that this normal gain will be
recorded in 1940; but, in view of the present high rate
of activity on the assembly lines, we believe that the
full seasonal gain probably will not occur. Therefore,
the influence of this factor on indexes of industrial
production will also be downward.

Lumber production ordinarily increases by 25 per
cent from early in January to late in March. There is
some indication, however, that the lumber industry
has made a serious effort to reduce seasonal peaks,
probably in order to avoid the punitive overtime rates
prescribed by the Wages and Hours Act. Consequently,
we expect a much less-than-seasonal gain in lumber
production for the first quarter of 1940.

Cotton mill activity is a highly variable factor
because the month-to-month changes are frequently
very great. The normal seasonal trend calls for little
change during the first quarter of the year. However,
in view of the recent high rate of production, we
expect some decline.

Of course, in the various indexes of industrial pro-
duction freight carloadings are not included, but they
are a component in several of the widely published
indexes of business activity. Carloadings ordinarily
increase by 4 or 5 per cent during the first three months
of the year. In view of the probability that seasonal
gains in industrial production generally will not
approach the normal amount, it would hardly be sur-
prising if carloadings also failed to follow the seasonal
trend.

In the comprehensive indexes of industrial produc-
tion many additional factors are included, but those
already mentioned usually have the greatest weight.
Furthermore, the less important ones will probably
follow the general trend already indicated.

It is therefore apparent that a failure to make the
usual seasonal gains may cause the various indexes of

business activity and industrial production to decline
by from 5 to 15 per cent. For example, it would not be
at all surprising to find that the Federal Reserve Board's
Index of Industrial Production, which was 128 in
December, had fallen to something under 110 by the
end of March. This could occur without any great
change in the actual rate of industrial production.
Because a moderate recession as a result of some accu-
mulation of inventories is also a reasonable expectation,
a decline of as much as 18 or 20 per cent in the various
indexes of business activity or industrial production
would not be surprising. Furthermore, such a decline
would be within the limits discussed in our January 1
bulletin. Although many people unfamiliar with the
facts might regard it as a very great change, such a
development would not necessarily indicate the begin-
ning of a cyclical decline.

BUSINESS

Department-Store Sales
During the final month of 1939, the Federal Reserve

Board's Index of Department-Store Sales, which is
based on dollar totals and is adjusted for seasonal vari-
ations, reached the highest level attained since the Great
Depression. A new postdepression high was also made
by the index of physical volume of sales, which is shown
on the accompanying chart.

Both the dollar total and physical volume of depart-
ment-store sales have followed an upward trend since
May 1938. During the first year of this latest cyclical
recovery, the movements of the two curves were nearly
parallel, because price changes were unimportant. How-
ever, the average price of the department-store mer-
chandise began to advance in the summer of 1939, and
the increase was somewhat accelerated during the final
quarter of the year. Consequently, the curve showing
total dollar sales trends upward more sharply during
the last quarter of 1939 than does the curve of physical
volume.

The total increase in average department-store
prices during 1939 was not great; it was approximately
the same as the advance in the United States Bureau of
Labor Statistics' Wholesale Price Index. Wholesale
prices increased 3.25 per cent, and retail department-
store prices increased 3.5 per cent. Since 1933, when
there was an increase of 22.5 per cent in the index of
retail prices, changes have been relatively moderate.
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Even in 1936, when a speculative boom was in progress
the increase was only 4 per cent.

Foreign Trade in War Time
Statistics of foreign trade are now available for the

first three months of the European war. Therefore, it
is possible to observe the immediate effects of the war
on our exports of leading commodities.

Contrary to the experience of 1914, when demand
for staple food products was quickly stimulated, foreign
purchases of foods decreased after the outbreak of the
present war. Exports of wheat and corn during Sep-
tember, October, and November 1939 were only about
half of the volume exported in the corresponding period
of 1938. Exports of meat products were approximately
unchanged. However, new demand appeared for one
of our most important agricultural products. Exports
of raw cotton followed more closely the experience of
1914, when exports increased rapidly after virtual sus-
pension during the first months of the World War.
During the first three months of the present war,
exports of raw cotton were 56 per cent greater than they
were during the corresponding period of 1938, and,
because of increased prices, the gain was even greater
when measured by value.

Foreign sales of crude petroleum and gasoline
have remained about unchanged as they did during the
World War. The failure of the war to stimulate petro-
leum exports is probably attributable to the relative
inactivity of the mechanized units, which have been
created since the World War. There was a decline in
exports of passenger cars, which was in accordance with
the probable trend indicated by the Institute's study,
Wartime Economic Trends. However, the expected
increased exports of trucks had not developed.

The experience in the World War has been dupli-
cated in the trend of metal exports. During the three-
month period under consideration, exports of semi-
manufactures of steel were 66 per cent greater than they
were during the corresponding three-month period of
1938. Exports of copper ingots and bars remained
approximately unchanged, as they did in 1914. There
was an increase of 15 per cent in exports of industrial
machinery; on the other hand, exports of household
refrigerators and radio apparatus were sharply cur-
tailed. The diminished European demand for luxuries
most severely affected our tobacco industry. Exports
of unmanufactured tobacco during the first three
months of the war were scarcely more than half of
the volume in the corresponding period of the preceding
year, and there was an even greater decrease when
measured by value.

The Department of Commerce estimate indicates
that exports in December 1939 were substantially
greater than the total reported for December 1938. It
is especially significant that exports to England and
France have increased, apparently reflecting the first
shipments of war orders.

The Trend of Commercial Failures
Although the number of insolvencies reported during

December 1939 slightly exceeded the number reported
in the final month of 1938, the liabilities involved were
only moderate. Liabilities in December 1939 were
much less than they were in December 1938, when
they were abnormally increased by the McKesson &

Bobbins' failure, which accounted for $23,000,000 of
the $36,500,000 total.

The number of insolvencies during the whole of 1939
was less than that reported for 1938, but was somewhat
greater than those in 1937 and 1936. On the other hand,
the liabilities involved in commercial failures during
1939 were less than for any year since 1919.

The number and liabilities of commercial failures
reported by Dun & Bradstreet, Incorporated, during
each month for the past three years are shown in the
accompanying table.

COMMERCIAL FAILURES, NUMBER AND LIABILITY

Liabilities of Failures

January
February
March
April
May
June
July
August
September
October
November
December

Number of Failures
1937

841
755
861
818
875
703
651
736
584
815
842

1,009

1938

1,377
1,149
1,167
1,172
1,123
1,073
1,038
1,015

866
997
984
875

1939

1,263
963

1,123
1,140
1,122

952
917
859
758
916
886
882

(In millions of dollars)

1937

12.0
14.0
22.6
12.9
13.1
12.8
12.8
15.0
9.8

14.1
16.4
27.8

1939

21.4
21.0
40.3
21.1
19.1
15.9
14.8
16.4
14.3
13.2
12.3
36.5

1939

19.1
12.8
17.9
17.5
14.8
11.6
14.2
11.3
9.4

16.1
11.9
12.1

THE FUNDAMENTALS

Supply
Last week, the steel-ingot production rate decreased

from 86 to 85 per cent of theoretical capacity. In pre-
dicting further curtailment in steel operations during
the next few weeks, the Iron Age stated: "Steel com-
panies do not expect much change in the rate of new
buying until mid-February at the earliest. Meanwhile,
there will probably be a gradual reduction in steel opera-
tions, together with a balancing of consumers' inven-
tories in line with consumption, which remains high in
many industries, notably automobile manufacture, rail-
road equipment, construction, shipbuilding, farm-
equipment manufacture, and some household goods,
such as refrigerators."

1927 1929 1932 1938 1939 1940
Per Cent of Capacity 76.5 83.5 26.0 30.0 53.0 85.0

(Latest 1940 data; corresponding week earlier years)

Electric-power production increased from 2,473,-
397,000 to 2,592,767,000 kilowatt hours last week. The
gain was about in line with seasonal expectations, and
the increase in power generated last week from that
produced in the corresponding week of 1939 remained
approximately 14 per cent. The greatest gain was
reported by the Central Industrial region, where demand
for electric power has probably been influenced by the
activity of the automobile industry.

1927
Billion Kilowatt Hours 1.56

1929
1.74

1932
1.60

1938
2.12

1939
2.27

19J.0

2.59

Automobile production increased from 87,810 to
111,330 units last week. If the automobile companies
adhere to present schedules, output for the month of
January will be approximately 470,000 cars and trucks,
which would exceed production in January 1929 by
nearly 50,000 units.

1929 1932 1938 1939 19^0
Units (000 Omitted) 108 31 66 87 111
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NEW CAPITAL ISSUES OF CORPORATE SECURITIES
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The cotton-mill industry started the New Year with
production at a level close to the best attained during
any week of 1939. Last week, the adjusted index
advanced from 145.5 to 147.3.

1929 1932 1938 1939 19W
New York Times Index * 92.1 76.4 124.5 147.3

* Not available until third week in March

Lumber production failed to increase to the normal
extent at this season and last week's adjusted index
declined from 97.9 to 91.7.

New York Times Index
1929
145.2

1938
53.1

1939
81.6

19 kO
91.7

Demand
Retail merchants reported that consumer demand

was somewhat less last week than it was in the preceding
week, but that, in spite of the moderate let-down, the
volume of sales was between 4 and 5 per cent greater
than it was in the corresponding week of January 1939.
Current demand in the primary markets has fallen to
a lower level than is usual at this season, and production
is being maintained at a relatively high rate. The
obvious result is that the backlogs which were built up
during the buying rush in September and October 1939
are being reduced.

Manufacturers are counting on several important
developments to revive the flow of orders before those
now on their books are exhausted. The automobile
industry is expecting its best postdepression spring-
selling season in 1940, and, if this develops, its favorable
effects will be felt in many other fields of industrial and
commercial activity. The rate of Government spending
for armaments is certain to be increased even though
Congress does not grant the President his entire
requested allotment for national defense. (It is easy to
overestimate the importance of this factor, because a
substantial period is required for the process of awarding
contracts.) Finally, European observers believe that
there is at least an even chance of much greater mili-
tary activity in the spring, which will presumably be
followed by substantial orders to American manufac-
turers from the Allied Governments.

Prices
Changes in the sensitive wholesale commodity price

indexes last week were unimportant. Moody's Spot
Commodity Price Index was 165.8 on January 11 and
166.0 on January 18. The Dow-Jones Index of Com-
modity Futures closed at 61.54 on January 11 and at
61.35 on January 18.

FINANCE

New Capital Issues

The accompanying chart, which shows the volume
of new corporate financing in the United States, indi-
cates the serious deficiency in the flow of capital into
industry during 1939. The volume of new corporate
financing during the past year was less than one-third
of the average for each of the preceding three years.

The decrease in the flow of new capital into industry
has been attributed to several causes. SEC restrictions,
higher taxes, the Federal Government's unfriendly
attitude toward investment banking and big business,
and even a Wall Street conspiracy to injure the Admin-
istration have been offered as causes. However, the
actions of the Federal Government discussed below are
believed to be primarily responsible.

1. Reckless fiscal policies have aroused fears of
national insolvency, thereby discouraging long term
planning and commitments.

%. Through increased taxes on higher incomes, the
savings of the wealthy have been reduced, and the
possibility of obtaining returns commensurate with
risks taken by managers of capital has been lessened.

3. Through more and more stringent Government
regulations of industry, the managerial scope of busi-
ness enterprise has been increasingly curtailed.

American Institute for Economic Research is a non-
political, non-commercial organization engaged in impar-
tial economic research.
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