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Controlling Inflation: 1917 and 1941
An address entitled "Free Enterprise and the

Challenge of Defense" by Alfred H. Williams, president
of the Federal Reserve Bank of Philadelphia, was pub-
lished in the October issue of the Federal Reserve
Bulletin. Mr. Williams placed major emphasis on the
task of controlling inflation. His proposals were similar
to those made by Secretary of the Treasury Morgen-
thau and other Government financial officials and are
embodied in the following extracts from his address:

We have imposed price controls by fixing
arbitrary ceilings on various goods, but price con-
trol cannot stand alone, unless it affects every
phase of life, unless all prices, and anything that
looks like a price, are attacked. The only way to
make price control effective and still retain a
semblance of economic and business freedom is to
take action which will in some way bring supply
and demand into some sort of balance. The law of
supply and demand is inescapable; it cannot be
repealed or abrogated. . . .

Lowering the tax base and increasing the rates
on individual incomes takes money out of the
consumers' markets and reduces demand to that
extent. . . .

Another partial solution to this problem arising
from the lack of balance in the supply of goods and
of money is the defense savings program. When a
bond is sold to an individual and the money paid for
it and subsequently spent, aggregate deposits do not
change; but when a bond is sold to a bank and paid
for with credit, deposits are increased. . . .

A further method of limiting the expansion of
spending money . . . is a restriction of credit. One
phase of this program has been adopted and that is
the Regulation W. . . .

The most drastic action that can be taken against
inflation is rationing. That is being done to some
extent insofar as industry is concerned.

A new generation has grown up since the first World
War, and even those who remember its major events
may have no definite recollection of the Government's
economic policies. It is therefore not surprising that
many people today believe that the ideas for controlling
inflation that have recently been advanced by Govern-
ment officials are new and that they were not tried in
the first World War because of the inexperience and
lack of understanding on the part of those in authority

at that time. This conception is refuted by records of
the first World War period, and we have selected as a
typical example an address delivered before the Ameri-
can Academy of Political and Social Science in Novem-
ber 1917 by Mr. A. C. Miller, Member, Federal Reserve
Board, entitled "War Finance and Inflation."1 Mr.
Miller first summarized the economic and financial
principles laid down by President Wilson for the
emergency:

(1) Organization and mobilization of all the
country's material resources;

(2) Strict economy through saving;
(3) Well-conceived taxation;
(4) Avoidance of inflation.
The rule of finance they suggest to my mind for

the conduct of the war, I venture to formulate as
follows: Taxation should be carried to the point
where the remainder of the needed income of the
government can safely be provided out of the pro-
ceeds of loans — that is, be provided without pro-
ducing inflation of credit and prices. . . . Hardly less
clear to my mind and certainly not less cogent is the
inference that finance alone will not achieve the
needed results: consumption will have to be con-
trolled and production will have to be directed on
some adequate basis. . . .

In war times, governments borrow, not for the
purpose of producing goods, but for the purpose of
getting possession of goods already produced, or
being produced, goods whose production is other-
wise financed. The credit created and extended by
the banks to the government in the process of taking
up government bonds is to be regarded as an addi-
tion to the total volume of banking credit, not called
out by the needs of productive industry. . . .

We must, as a nation, produce more and con-
sume less. This, in its simplest terms, must be our
national formula of finance. . . .

It may well be expected, should the war run on
into a second year, that a more authoritative status
will have to be given to these special agencies if they
are to be made fully competent to give effect to the
war-will of our people on its economic side. . . .

Whether it may mean taxation carried to the
farthest limits, compulsory saving, industrial con-
scription, priority of industry or priority of credits,
the response will be made by the people if the call is
authoritatively made upon them.
1 The Annals of the American Academy of Political and Social

Science, January 1918, pages 113-189.
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It is obvious after reading these summaries that
methods of controlling inflation, virtually the same as
those offered in the present crisis, were proposed and
to some extent applied in 1917-18. Yet, we know that,
in the first World War, attempts at control were ineffec-
tual. Two years after Mr. Miller's address was deliv-
ered the cost of living had doubled. Of course, every-
one hopes that controls will be more effectively applied
in the present instance, but it is obviously unwise to
rely on the ability of any Government to control
inflation.

Depression Ahead?
During the first year of the war effort in the United

States, there was naturally a greater proportionate
increase in manufacturing than in trade activity. Gains
were especially large in production of the heavy-type
industries. Nevertheless, the initial defense program
resulted in larger pay rolls and other income; conse-
quently, domestic demand for consumer goods and
services was stimulated. The extent of the trade boom
that accompanied the development of defense produc-
tion can be measured approximately by the indexes of
production and trade compiled by the Federal Reserve
Bank of New York.

The major divisions of the bank's index are produc-
tion, primary distribution, distribution to consumers,
and miscellaneous services. There is a combined index
of production and trade. The components of the pro-
duction index are based on the usual data from the
leading industries. Carloadings, waterway traffic, and
exports and imports are used to show primary distribu-
tion. Distribution to consumers is based on reports of
retail sales, gasoline consumption, and new passenger-
car sales. Miscellaneous services include such records
as newspaper and magazine advertising, postal receipts,
communications, railway and air travel, and hotel-room
occupancy. In the combined index, production is given
the heaviest weight and miscellaneous services, the least.

The following table shows the percentage gains in
the indexes during the period August 1939 (just before
the war started) to August 1941 (the most recent month
for which data are available).

INDEXES OF PRODUCTION AND TRADE

August
1939

Production 85
Primary Distribution 80
Distribution to Consumer 93
Miscellaneous Services 82

August Per Cent
19J/.1 Increase
114
105
116
113

34.1
31.3
24.7
37.8

Combined Index 86 113 31.4

Judging by these indexes, industrial activity has
increased during the war period at a somewhat greater
rate than the rate of gain for trade. If the Government
is successful in restricting the volume of consumer-
goods distribution and transferring a large proportion
of the Nation's productive capacity to output of war
materials, the index of production may be stabilized at
about the existing level during coming months as non-
durable-goods production is curtailed and production
of airplanes, tanks, ordnance, and other war materials
is expanded. The index of primary distribution likewise
should be well sustained, because it reflects the move-
ments of the heavy-type products that are being manu-
factured. The indexes of distribution to consumers and
miscellaneous services presumably will decline as short-

ages of materials and skilled labor become acute and
increased taxation impairs the purchasing ability of the
public.

Or an Inventory Recession?
Data that have but recently become available sug-

gest that the inventory situation throughout business
in general is less satisfactory than had been supposed.
Although department-store retail sales in August were
37 per cent above the total for August 1940, depart-
ment-store stocks of goods on hand actually increased
by six per cent during the month. Furthermore, the
rapidly increasing total of so-called "commercial loans,"
as well as the manufacturers' inventory data provided
by the United States Department of Commerce, clearly
indicate greatly increased stocks of goods on hand and
in process of manufacture or distribution.

It is now plain that a substantial part of the great
increase in production during the past several months
has been for the purpose of inventory accumulation.
Merchants and manufacturers will probably not con-
tinue to add to their inventories at the recent rate
much longer. Therefore, a slackening in the production
rate of some industries will probably occur even if
holders of substantial stocks of goods do not actually
reverse their recent policies and attempt to liquidate.
Of course, if the recession becomes sufficiently severe to
invite or perhaps force substantial liquidation of inven-
tories, a short-lived depression of marked severity could
occur in many industries in spite of the defense boom in
other fields.

It is important to remember that an inflationary
condition is essentially unstable, and quick reversals of
trend can occur. We believe that such a reversal of the
production trend may have already begun and that it
may be aggravated by labor difficulties and the effort to
switch more production to defense items. Although
such a setback would probably be of short duration,
perhaps a few months, it is obviously not a good time
for business men and investors to be over-extended;
caution is advisable. It is also desirable to remember
that any such recession or depression will provide
another opportunity to hedge against the longer-term
trend towards drastic inflation.

BUSINESS
The Trend of Commercial Failures

The number of business insolvencies and the liabili-
ties involved decreased substantially in September
from the August total and reached new low levels for
the monthly series compiled by Dun and Bradstreet.
The revised series, beginning in January 1939, affords a

COMMERCIAL FAILURES, NUMBER AND LIABILITY

Liabilities of Failures

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

Total

Number of Failures
1939
1,567
1,202
1,332
1,331
1,334
1,119
1,153
1,126
1,043
1,234
1,184
1,153

14,768

19W
1,237
1,042
1,197
1,291
1,238
1,114
1,175
1,128

976
1,111
1,024
1,086

13,619

19U
1,124
1,129
1,211
1,149
1,119

970
908
954
735

(In Millions of Dollars)
1939

20,790
13,582
19,002
18,579
15,897
12,581
14,999
12,637
10,545
17,464
13,201
13,243

182,520

191&
15,279
13,472
11,681
16,247
13,068
13,734
16,213
12,997
11,397
12,715
16,572
13,309

166,684

1H1
11,888
13,483
13,444
13,827
10.065
9,449

13,422
11,134
9,393
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comprehensive picture of losses sustained by commer-
cial and industrial creditors. The number and liabilities
of commercial failures during each month of the past
two years and during the first three quarters of 1941 are
shown in the table on page 170.

The liabilities of failures afford a more significant
indicator than the number of failures, and we are there-
fore showing in the accompanying chart the liabilities
in millions of dollars each month. Although there are
rather wide month-to-month fluctuations, a favorable
downward trend during the period shown is clearly
evident.

LIABILITIES OF COMMERCIAL FAILURES

1939 1940 1941

THE FUNDAMENTALS

Supply
Last week the rate of steel-ingot operations increased

from 97J^ (revised) to 98 per cent of theoretical capacity.
In view of strike threats in several steel-producing areas,
this rate may be maintained only temporarily. The
Iron Age commented as follows on the current demand-
supply situation: "For some steel companies the volume
of incoming business is running midway between the
August level, which was the high point, and the Sep-
tember level, which was the low point in the current
movement. The recent upward trend in bookings appar-
ently reflects success on the part of consumers in obtain-
ing priority ratings for essential requirements. Dis-
tribution of available steel supplies to the most vital
points continues to be one of the toughest problems
ever faced by the steel industry, a condition which sug-
gests that eventually direct allocation of steel will
replace the priority system or that some simpler dis-
tribution system will be developed."

1929 1932 1937 1938 191$ 19U
Per Cent of Capacity 79.0 19.5 61.0 51.0 94.5 98.0

(Latest 1941 weekly data; corresponding week earlier years)

Electric power generated last week established a
new high record for the industry. The percentage gain
compared with output in the corresponding period last
year was about 18 per cent.

Billion Kilowatt Hours 1.81
1932
1.51

1937
2.28

1938
2.18

19 W
2.82

mi
3.31

Automobile production increased from 76,820 units
in the preceding week to 79,065 units last week. The
increase was much smaller than is normal at this season.

The Office of Production Management ordered a
decrease in automobile production effective in January
1942 to 51 per cent of output in the corresponding
period of the previous year. The cut is not quite so
drastic as the percentage indicates, because the indus-
try was unusually active early this year. The Govern-
ment ruling would permit production of about 60,000
vehicles per week during the first quarter of 1942.

1929 1932 1937 1938 1940 19U
Units (000 omitted) 82 15 90 44 108 79

Cotton-mill activity remained substantially un-
changed last week. The seasonally adjusted index
was 159.6 per cent of estimated normal. The Office of
Price Administration is expected to announce its deci-
sion on revision of price ceilings this week, and this
action should remove a factor of uncertainty that has
tended to limit the industry's production during the
past few weeks.

1929 1932 1937 1938 19W 19U
New York Times Index 115.3 103.0 116.3 108.9 128.7 159.6

Because of the October 12 holiday, reports of lumber
operations could not be obtained last week. For pur-
poses of comparison, data for the latest week available
are presented.

1929 1932 1937 1938 19Ifi 19U
New York Times Index 121.9 37.0 76.1 75.1 113.4 125.6

Demand
The Federal Reserve index of department-store

sales was 13 per cent higher last week than it was in
the corresponding week of 1940. According to the latest
estimates, the national income is at an annual rate of
about $90,000,000,000. Mr. Henderson stated last
week that about 12 or 14 per cent of total production
is now devoted to national defense. This proportion is
expected to increase rapidly and may ultimately reach
50 to 60 per cent of the total. Although overall demand
will continue to be great as long as the war lasts, it will
obviously be so unbalanced as to require drastic revi-
sions of our normal economic processes.

Prices
The sensitive wholesale commodity price indexes

declined substantially last week. Moody's Spot Com-
modity Price Index was 211.1 on October 9 and 203.9
on October 16. The Dow-Jones Index of Commodity
Futures closed at 81.19 on October 9 and at 76.43 on
October 16. The current reaction in the wholesale prices
of basic commodities will probably not alter the upward
trend in living costs in the near future. Retail prices
have not yet reflected the increases in the prices of basic
commodities during the war period. The following
statement from the current issue of the Federal Reserve
Bulletin suggests the probability of higher living costs
this winter:

"The sharpest increases in wholesale prices have
been in prices of farm commodities. These are the chief
raw materials of food and textile products, which are
important constituents of the cost of living. Consider-
able advances in retail prices of these products in recent
months have contributed largely to a total increase in
the cost of living of about eight per cent from the
beginning of the war to the middle of August and
further increases are indicated since that time. For a
number of commodities — particularly coffee and lard
— sales from stocks accumulated during earlier periods
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SOURCES OF P U R C H A S I N G M E D I A

1914 '15 '10 '17 '19 'It '20 '21 '22 '23 '24 '25 '20 '27 '28 '29 '30 '31 '32 '33 •34 '35 '36 "37 '38 ' '39 '40 '41

when prices were lower have been a factor limiting retail
advances over the past year. With exhaustion of these
stocks, retail prices may advance more rapidly."

FINANCE

Sources of Purchasing Media
As the chart shows, there was no significant change

in aggregate purchasing media available to the public
last month. In fact, the total has remained about
unchanged since July. Nevertheless, at the present
level of approximately $44,000,000,000, the total of
purchasing media available has increased $6,000,-
000,000 during the past twelve months and exceeds by
sixty per cent the 1929 peak.

Purchasing media from the money-commodity
source increased about $50,000,000 during the month.
The increase was about the same as it has been during
recent similar periods.

There was a marked increase in purchasing media
derived from commercial loans last month, following a
trend that has persisted throughout most of the past
twelve months.

There was a moderate increase last month in pur-
chasing media derived from the third source (an excess
of investment-type assets representing tangible property
with respect to the savings available to the banking
system). Purchasing media from this source are usu-
ally created as a result of investment by the banks in
obligations of private corporations. During the past
few years a large proportion of the funds of private or
semiprivate corporations purchased by the commercial
banks has been guaranteed by the Government.

There was a decrease during September in purchas-
ing media from the fourth source. During the month,
the commercial banks reduced their holdings of direct
Government obligations. This action may have been
taken by some of the banks whose excess reserves were
less than the average for the Reserve System. The
increase in required reserve rates will become effective
November 1.

The Treasury's major financing in October will
probably have an important influence on the trend
toward inflation. If the commercial banks are the most

important purchasers of these obligations and the bonds
are not resold to private customers during the month,
there will be a large increase in the inflationary purchas-
ing media in circulation when the Government disburses
the bank credits received in return for the new bonds.

In answer to the question, "Does the Government
force the banks to buy its bonds?" the Federal Reserve
Bulletin stated: "Far from being forced to buy securi-
ties, banks and trust companies are required to limit
their subscriptions; the maximum is placed at one-half
of their combined capital and surplus." However, this
limitation is so unrestrictive as to permit the New
York City banks alone to subscribe to more than half
of the recent $1,300,000,000 Treasury issue, and mem-
ber banks of the Reserve System could purchase the
whole of an issue twice as large.

SECURITIES

Bonds
Bond prices were reasonably steady last week. The

Dow-Jones Average of Forty Bonds was 90.18 on
October 9 and 89.95 on October 16.

Stocks
Although stock prices moved steadily downward

last week, the volume of transactions remained light.
There was apparently little of the distress selling that
usually accompanies and aggravates a market decline.

RECOMMENDED BOOKS

"Introduction to Economics," by Cecil Kenneth Brown,
American Book Company, New York. ($3.00)
Professor Brown's approach is essentially practical,

and he deals realistically with most aspects of today's
economic system.

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