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RESEARCH REPORTS

COMING EFFECTS OF CURRENT EVENTS

Defense Savings Bonds Increase
the Danger of Uncontrolled Inflation
About one-half of the Liberty Loan and Victory

issues totaling more than $20,000,000,000 was financed
by inflationary credit extensions of the commercial
banks. None of these issues contained provisions for
redemption before maturity. The new Defense Savings
Bonds are intended to attract bona fide savings in order
to minimize inflationary originations of new deposits
by the commercial banks; but, in order to induce the
public to invest in the defense issues, the Treasury has
made the new securities redeemable at the option of the
owners. This feature injects a risk in connection with
the present financing that was not present during the
1917-19 period.

Ordinarily, calls for immediate redemption would be
limited to those arising from financial emergencies
encountered by individuals. However, if doubts regard-
ing the credit of the Government should arise or if
inflation caused rapidly rising prices and made it desir-
able to convert dollars into physical assets, a run on
the Treasury might occur. The new issues have already
been recommended as inflation hedges because the
bonds can be converted into cash on short notice for
the purchase of goods.

After the 1914-18 World War, Liberty Loan issues
depreciated greatly in price, but the depreciation was
limited by the reluctance of investors to take losses.
(Everyone who has advised investors knows how wide-
spread and firmly rooted this reluctance is; it is almost
an obsession in many instances.) The redemption
features of the Defense Savings issues remove this
important psychological barrier that ordinarily would
influence many, probably most, investors. If a run
were started to exchange Defense Bonds for cash, the
Government would not have the controls over the pub-
lic that it has over the Nation's banks. Consequently,
the Government would find itself on the horns of a
dilemma; it could either repudiate the redemption
agreement thereby adversely affecting its own credit
standing, perhaps disastrously so, or it could adopt the
easier course of issuing unbacked currency in payment.
However, the latter procedure would supply the infla-
tionary purchasing media for an uncontrollable inflation
under circumstances such that frantic bidding for avail-
able goods in the markets would almost certainly occur.

The more of these issues that are marketed with the call
redemption provision, the greater will be the ultimate
danger of a serious inflationary progression.

Demand-Supply Ratios
Since the United States Department of Commerce

developed its indexes of manufacturers' new orders,
shipments, and inventories, the Institute's research
staff has used these new statistical series as the basis
for developing ratios that reveal significant demand-
supply relationships. One of these is especially interest-
ing at this time when the defense program has stimu-
lated durable goods' production. There are separate
indexes for new orders and inventories of durable goods
and nondurable goods, and the following chart shows
the ratios of new orders to inventories (the new orders'
indexes divided by the inventories' indexes) for these
two classes of industries.

RATIO OF NEW ORDERS TO INVENTORIES
(Manufacturers')
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The ratios include the period of nine months pre-
ceding the outbreak of the European War. The great
increase in manufacturing activity that was an imme-
diate result of the war raised the new orders' index in
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September 1939 sixty per cent from the August index.
As the immediate fear of shortages was allayed, the
flow of new orders began to decrease, so that by Feb-
ruary 1940 the index declined below the pre-European
War level. In the meantime, the index of inventories
advanced nearly fifteen per cent from the August 1939
level; consequently, the ratio of new orders to inven-
tories declined below the base period level. Manufac-
turing activity decreased substantially during the first
quarter of 1940, as reference to the Institute's Index of
Industrial Production (April 28, 1941, monthly bulle-
tin, page 69) shows. Although the index of inventories
failed to decline appreciably when production slack-
ened, inventories were no longer being accumulated by
manufacturers, and, when an increase in the flow of
new orders began in March, the ratio of new orders to
inventories started an upward trend that has since been
followed to some extent by production in the non-
durable goods' industries and to a much greater extent
by production in the durable goods' industries.

The chart shows that the durable goods' industries
have been the chief beneficiaries of the war boom,
although the nondurable goods' industries have also
participated. The durable goods' manufacturers have
been accumulating inventories, but the inflow of new
orders has been at a much higher rate, and the ratios
for February and March were higher than that reached
in September 1939.

The next step in the analysis of the demand-supply
indexes was a series of ratios that included shipments as
well as inventories in the supply factor. This ratio has
been identified as Demand-Supply Ratio I. The
method of combining the indexes may be stated in the
form of a fraction, as follows:

New Orders = The Demand-Supply
Shipments X Inventories Ratio I

The numerator of the fraction is the index number
for new orders and therefore reflects variations in
demand. The denominator is the index number for
shipments multiplied by the index number for inven-
tories. The denominator therefore reflects both imme-
diate supply coming to market (shipments) and poten-

DEMAND-SUPPLY RATIO I VS.
INDUSTRIAL PRODUCTION
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tial supply (inventories that presumably could be con-
verted into shipments). The Demand-Supply Ratio I
is shown in the accompanying chart with the Insti-
tute's Index of Industrial Production.

During recent months, the index of shipments has
advanced steadily; consequently, the ratio that includes
this supply factor in the denominator has fluctuated
within a relatively stabilized range since June 1940
even though new orders, representing demand, have
continued to increase.

Although the demand-supply indexes are available
for only a short period, the movements of Demand-
Supply Ratio I appear to have forecasting value when
compared with the Index of Industrial Production.
The upward movement of the ratio index in 1939 led
the rise in industrial production by about two or three
months. The sharp downward movement of the ratio
index preceded the slump in industrial production early
in 1940 by about three months, and the subsequent rise
in the ratio index preceded the rise of industrial produc-
tion that began in the late spring of 1940 by a similar
period. The Index of Industrial Production has con-
tinued to advance after Demand-Supply Ratio I
leveled off, although at a somewhat slower rate during
recent months. It is not unlikely that the Index of
Industrial Production will continue to advance even
though Demand-Supply Ratio I is stabilized. The two
periods in 1939 and again in 1940 when Demand-Supply
Ratio I increased most substantially were periods when
manufacturers were accumulating inventories to main-
tain a position in keeping with the higher plane of
manufacturing activity required by the flow of defense
orders. As inventories reached the desired quantities,
there was naturally a tendency for the volume of ship-
ments to parallel more nearly the volume of incoming
orders. The ratio of shipments to industrial production
tends to increase after inventories are stabilized.

The next demand-supply ratio to be developed from
the indexes of new orders, shipments, and inventories is
referred to as Demand-Supply Ratio II. There are
three separate items to be considered in judging the
supply or potential supply of goods available to meet
present demands. These sources of supply are inven-
tories in the hands of manufacturers, shipments of
goods that are en route to the market, and goods in
process of manufacture. Demand-Supply Ratio II is
a ratio of new orders or demand to an index represent-
ing all three sources of supply and is described by the
following fraction:

New Orders = Demand-Supply
Shipments X Inventories X Production Ratio II

Demand-Supply Ratio II has been plotted on a
chart with the average of 350 industrial stock prices,
expressed as an index on the basis of January 1939
prices = 100, the same base as that for the other indexes
used in calculating the demand-supply ratios.

During the period shown on the chart, movements
of Demand-Supply Ratio II were followed after a
period of several months by similar changes in the
trend of the industrial stock price index. The decline
in the demand-supply ratio that started in August 1940
was subsequently followed by a decline in the industrial
stock price index. Demand-Supply Ratio II fluctuated
within a narrow range during the first three months of

76



DEMAND-SUPPLY RATIO II VS.
INDUSTRIAL STOCK PRICES
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1941. If this index has the forecasting value that it
appears to have (it would be dangerous to assume that
it has on the basis of the brief experience shown), no
sustained upward movement of industrial stock prices
is probable in the immediate future.

Note: The Demand-Supply Ratios I and II were described more
fully in the March 24 and April 7, 1941 bulletins, respectively.

BUSINESS
Telephones in Use

During April, there was an increase of approximately
124,000 telephones in service, compared with an increase
of 90,000 in April 1940. The Institute's index of the
number of telephone stations in service per capita
advanced from 118.3 in March to 118.9 in April. The
index has recently been revised and is shown in chart
form on page 59 of the April 14, 1941 bulletin.

Ratio of Retail Inventories to Sales
During the first quarter of 1941, department-store

executives resisted the temptation to accumulate heavy
stocks of staple goods in anticipation of higher whole-
sale prices. The ratio of retail inventories to sales
increased only moderately in February and March
from the low level recorded in January. The chart
below shows the ratio of retail inventories to sales with
an approximate long-term trend line.
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Income Payments and
Department-Store Sales

The accompanying chart of income payments and
department-store sales was published in the February
10, 1941 bulletin, page 22, with a description of the
data used and a discussion of the trend of the two curves
in former years. The chart is presented here to show
the trend during the first quarter of 1941.
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The index of income payments continued to advance
during the first three months of 1941, and the trend
of the department-store sales index was also upward.
Although intermediate movements of the two indexes
are not so closely correlated that month-to-month
changes in income payments can be relied on to fore-
cast variations in department-store sales, a high level
of income payments usually assures a substantial
department-store dollar volume. It will be interesting
to observe the effects on the latter of the higher income
tax rates next year. If the taxes are to postpone or
diminish the inflationary effects of Government spend-
ing, they should force a divergence of the sales curve
from that representing income payments.

Railroad Freight Ton-Miles vs.
Industrial Production

The chart at the top of page 78 presents a monthly
index tabulated from the railroad freight ton-mile series
compiled by the Bureau of Railway Economics and
adjusted for seasonal variations. It is presented together
with the Federal Reserve index of industrial production,
and the base period for both indexes is 1935-39=100.
The indexes are charted on a ratio scale in order to
facilitate comparisons between the trends of the two
curves.

During the final quarter of 1940 and the first quarter
of 1941, the ton-miles index advanced even more
rapidly than the index of industrial production and in
March was only about one point lower than the pro-
duction index. Both indexes declined in April as a
result of the bituminous-coal strike. There was a
greater decline in the freight ton-miles index than there
was in the production index. Bituminous-coal traffic
normally constitutes approximately twenty-eight per
cent of the total freight tonnage carried by the railroads,
and the interruption of shipments was immediately
reflected in the ton-miles index. Although industry is
dependent on bituminous coal, stocks in the hands of
manufacturers are usually sufficient to maintain opera-
tions if supply is temporarily interrupted. The effect
of the bituminous-coal strike in April 1939 was reflected
in a sharp decline in the ton-miles index, but it will be
observed that the index advanced substantially there-
after as manufacturers accumulated supplies of fuel
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that had been temporarily depleted. It is therefore
probable that the ton-miles index will be higher in May
than it was in April. The railroads are now exhibiting
an ability to regain traffic that is most encouraging.

THE FUNDAMENTALS

Supply
The steel-ingot production rate increased 3J^ points

last week from 94 to 9 7 ^ per cent of theoretical
capacity. The Iron Age stated: "Recovery from the
effects of the coal strike has been quicker than expected.
It is indicated that the 100 per cent operation of March
may be attained before the end of May. Pig-iron output
in April was 4,334,267 net tons compared with 4,704,135
tons in March. Taking into account one less working
day in April, the calculated loss caused by the coal
strike was 248,233 tons. The speeding up of the
defense program and of aid to Britain will superimpose
on already overcrowded steel-mill order books a large
tonnage for which rolling schedules can be found only by
the displacement of less important nondefense orders."

1929 1932 1937 1938 1940 191,1
Per Cent of Capacity 97.0 22.0 91.0 31.0 66.5 97.5

(Latest 1941 weekly data; corresponding week earlier years

There was a slight decrease in electric-power pro-
duction last week. The drop was seasonal, and the gain
from output in the corresponding week of 1940 remained
about unchanged at nearly 15 per cent. The largest
gains were reported from the New England and Central
Industrial regions.

1929 1932 1937 1938 1940 1941
Billion Kilowatt Hours 1.69 1.43 2.18 1.94 2.39 2.74

The automobile companies last week produced
130,610 units, compared with output of 108,165 in the
preceding week. The industry is obviously attempting
to accumulate stocks of new cars before the Govern-
ment forces the transfer of production facilities to work
on armament orders. A large proportion of the existing
supply of machine tools is owned by the automobile
and accessory industries and 0PM officials are reported
to be considering the acquisition of some of these to
serve defense needs.

1929 1932 1937 1938 1940 1941
Units (000 omitted) 139 31 139 51 99 131

Cotton-mill activity increased contraseasonally last
week, and the adjusted index advanced from 161.6 to
166.3. Last week's index established a new high level
for the industry.

1929
New York Times Index 116.4

1932
68.0

1937
139.4

1938
80.3

1940
115.0

1941
166.3

Lumber production increased last week and the
adjusted index advanced from 120.8 to 124.3.

New York Times Index 126.7 38.1
1937
86.8

1938
58.5

1940
105.9

1941
124.3

Demand
The dollar volume of department-store sales re-

mained at a high level last week, and reports made to
the Federal Reserve System indicated a gain of fourteen
per cent from sales in the corresponding week of 1940.
The trend of income payments, shown in the chart of
income payments and department-store sales on page
77, suggests that the high level of consumer demand
will be maintained.

Prices
Last week the sensitive wholesale commodity price

indexes advanced more than they did in any week since
September 1939. Moody's Spot Commodity Price
Index advanced from 186.8 on May 1 to 190.4 on May
8. The Dow-Jones Index of Commodity Futures closed
at 64.67 on May 1 and at 67.05 on May 8. Supplies in
the primary markets that were accumulated prior to
the recent advance in raw-material prices are apparently
being exhausted, and further advances in consumer
markets appear to be inevitable. There may be tem-
porary interruptions in the trend for reasons such as are
outlined in the following statement in the latest issue
of the Survey of Current Business: "In many cases the
quick-delivery periods specified on Government orders,
rather than cost increases, were said to be responsible
for the upswing in prices. In view of the fact that sub-
stantial quantities of goods necessary in the initial
stages of the military training program have already
been obtained, and in view also of increased coordina-
tion of procurement, some price reduction in this area
might logically be expected. Despite the justification
for declines in some prices, however, the rapid accelera-
tion of consumer buying is not conducive to changes in
this direction."

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