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COMING EFFECTS OF CURRENT EVENTS

The State of the Union
In recent years the President's state of the Union mes-

sages have included little of interest to economic anal-
ysts, primarily because vague generalities rather than
specific proposals have predominated. The Economic
Report, which comes later, and the specific proposals as
they are offered to or in Congress provide more ade-
quate bases for useful discussion.

The state of the Union message this year followed the
usual pattern, but one feature of it does merit brief com-
ment. The President emphasized the danger of inflation,
we think wisely; but his suggestions for coping with the
danger are hopelessly inadequate, in fact, are more a
kind of shadowboxing than a useful effort to lessen the
danger.

Mr. Eisenhower urged businessmen generally to re-
frain from accepting the verdict of free markets in pric-
ing their products and to keep prices down. He also
urged labor to refrain from demanding increases in
wages that might exceed productivity gains in spite of
market conditions that might enable organized labor to
obtain even greater rewards.

By implication, the President apparently sought to
place on management and labor the responsibility for
more inflation. But the fact of the matter is that the
Treasury and the Federal Reserve Board together have
both the means and the responsibility for preventing
inflation.

Without the availability of inflationary purchasing me-
dia, businessmen could not raise prices, except tempor-
arily and in some areas, nor could labor generally ob-
tain wage increases that exceeded gains in productivity.
It was the Administration and Federal Reserve Board's
easy-money policy, resumed on a large scale in late 1953
and throughout 1954 that made possible the additional
inflation in the last few years, and it was the earlier
monetization of Federal debt that provided much of the
huge volume of inflationary purchasing media still in
circulation.

When Mr. Eisenhower's first administration decided
to ignore its pledges to restore sound money and chose
inflation as the politically expedient path, the stage was
set for the added danger of inflation that Mr. Eisen-
hower now views with alarm.

The danger of more inflation in the United States
could be ended tomorrow if the Administration and the
Federal Reserve Board chose to end it. Moreover, much
of the inflationary purchasing media now in existence

could be eliminated by the simple (but not, of course,
economically painless) processes of deflation, which
could be initiated whenever the Federal Reserve Board
chose to initiate them.

In short, inflation is a threat and will continue to be a
threat only so long as those responsible for stopping it
can persuade the public that businessmen or labor lead-
ers are responsible. Once there is more widespread
understanding of the source of inflation, the threat need
continue no longer than will be required to elect more
responsible public officials. The fact that such a change
today seems far distant accounts for the seriousness of
the danger of inflation.

Savings and Economic Progress
The importance to the economy of savings has been

discounted or pushed into the background for nearly a
generation. This situation has resulted largely from
two basic conditions: first, those of the depression and
postdepression years when limited investment opportuni-
ties tended to require less funds than those currently
available as savings; secondly, from the cheap-money
conditions of progressive inflation following World War
TI4 Now that the economy of the country has resumed
a growth trend similar to that in earlier decades, invest-
ment opportunities are again demanding large amounts
of funds on the one hand, and on the other the increas-
ing inflation of the postwar years has, for the present,
at least, ceased to be a current source of funds. §

The termination of successive additions of inflationary
purchasing media, coming at a time of a record demand
for funds for plant and equipment expansion forces the
rate of current investments to conform with the rate of
current savings. This balancing process is the means by
which the economy diverts from current production the
goods and services required to provide additions to plant
and equipment. The process is reflected in the money mar-
ket in terms of the availability of funds and in the in-
terest rates commanded by funds. Moreover, the pro-
cess, in combination with a more or less passive mone-
tary policy on the part of the Federal Reserve, accounts
for the tightest money supply and the highest interest
rates since the earlv 1930's.

$For a discussion of the investment-savings relationship, see:
Cause and Control of the Business Cycle by E. C. Harwood, es-
pecially note page 62.

§Actually there was some deflation in 1956 as measured by the
Harwood Index of Inflation which was 184 (preliminary) for De-
cember, compared with 197 for December 1955. For the year the
Index averaged about 5 points less in 1956 than it did in 1955.



In our discussion of plant and equipment expenditures
in the present cyclical recovery (Research Reports, De-
cember 24) we suggested ';that limitations on the avail-
ability of funds may tend to restrict expenditures in later
quarters (of the year) to levels below those projected."
Thus, in our judgment, the availability of funds may
determine the rates of new capital expenditures (a key-
stone in the present cyclical recovery) later this year.

Except for the effects of periodic variations inherent
in the functioning of a free economy, the present de-
mand for investment funds appears to reflect the needs
of a dynamic and vigorous economy probably somewhat
overstimulated by the prolonged inflation since 1941.
The foundations of such an economy are the universal
desire for ever higher standards of living and industrial
progress through technological development, two fac-
tors for whioh there are as yet no apparent limits.
Large-scale saving is indispensable to the future devel-
opment of the economy if the enervating effects of pro-
gressive inflation are to be avoided. Presumably we
could again meet a part of our needs for investment
funds through additions to the supply of inflationary
purchasing media. But in taking purchasing power
from those whose savings are in dollar commitments
(savings accounts, Government bonds, life insurance,
etc.) by means of newly created inflationary purchasing
media, the process would further weaken the monetary
system. Failure of the system and collapse of the econ-
omy might still be some time distant but ultimately such
failure would occur.

The problem before the country is, therefore, no longer
one of artificially stimulating uemand but rather one of
restraining demand in order that materials and labor
needed for plant and equipment will be available. This
implies that further inflation must be avoided in order
that consumer spending will not be excessive and con-
sumer savings adequate. In theory, and presumably in
fact, higher interest rates are encouraging this trend. ||
Personal savings, as a percent of disposable income,
reached its highest rate since World War II in 1952 when
it was 8.0 percent. After having decreased in succes-
sive years to 6.1 percent in 1955, the rate of savings in-
creased in the first and second quarters of 1956 to 7.4

II Because the consumer's decision to spend or to save reflects the
composite result of numerous and opposing influences, specific
results cannot be ascribed entirely to any single factor such as the
rate of interest.
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percent at which rate it remained (according to prelim-
inary data) in the third quarter.

/ / the indicated growth of the economy and its con-
tinuing prosperity are to be achieved without still
tighter money conditions and higher interest rates, and
if the evils of more inflation as the alternative means of
financing economic expansion are to be avoided, large-
scale saving wiU be required for a long time to come.

What the Indicators Say
Note: The indicators reported on below are seasonally adjusted.

Among the leading indicators, preliminary data indi-
cate that the floor area represented by contract awards
for both residential and nonresidential construction de-
creased in December. Average hours worked weekly in
manufacturing increased slightly during the month.

Among the roughly coincident indicators in Decem-
ber, employment in nonagricultural establishments in-
creased to 51,988,000, an alltime record. Unemploy-
ment decreased, causing our inverted index to increase.
Bank debits outside New York City decreased less than
1 percent.

Among the lagging indicators, retail sales decreased
slightly from November to December, after adjustment
for trading-day differences as well as for seasonal
factors.

The Iron Age composite price of No. 1 heavy melting
steel scrap, not one of the indicators, was $59.17 on
January 15, compared with $60.83 on January 8.

On net balance, the foregoing changes appear to have
weakened the overall position of the indicators.

SUPPLY
New Consumer Goods Per Capita

Our index of new consumer goods per capita (a 3-
month moving average) increased 1 percent in Novem-
ber but was 7 percent smaller than that for November
1955.* Production of consumer goods increased 2 per-
cent in November from the October level, but was 7
percent less than that for November 1955.

By far the largest part of the gain in production was
attributable to the increased output of the motor vehicles,
which more than offset the decreased construction of new
houses. Production of textiles and apparel was 3 per-
cent less than that in October and nearly 5 percent less

*The index reflects production of seven categories of consumer
goods accounting for more than two-thirds of all consumer pur-
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than that in November 1955. Shoe production in No-
vember decreased about as seasonally expected but was
6 percent larger than that in November 1955. (Shoe
and slipper production for 1956 is estimated as 2 per-
cent larger than that for 1955.)

Other components of the index remained virtually un-
changed except furniture and fixtures, which decreased
4 percent and was 5 percent smaller than that for No-
vember 1955.

The Federal Reserve Board's index of consumer dur-
able goods for November increased 6 percent, but was
13 percent less than for November 1955. This index too
was affected largely by the increase in the manufacture
of passenger cars.

Although the index of new consumer goods per capita
has turned upward, we believe it improbable that it will
reach the long-term trend line during the next feiv
months.

Residential Construction
The index of residential construction decreased 16

percent in November after having decreased 8 percent in
October.f The index was 9 and 22 percent smaller re-
spectively for October and November than it was for the
corresponding months of 1955.

The Engineering News-Record index of construction
costs was unchanged for October and November, but was
5 percent higher than that for the corresponding months
of 1955.

The dollar total of contract awards for residential con-
struction for 37 States east of the Rockies, as reported
by the F. W. Dodge Corporation, was 28 percent less
in December than it was in November, and 37 percent
less than the total in December 1955. Although con-
struction costs were about 5 percent higher in 1956 than
in 1955, contract awards for residential construction in
1956 totaled $9,826,000,000 or 4 percent less than those
in 1955.

Our index of the physical volume of private resi-
dential construction, derived by dividing the seasonally
adjusted dollar-value index of contract awards by the
index of construction costs, decreased 13 percent from
October to November and was 31 percent smaller than
that for November 1955.

The total of 79,600 new privately owned nonfarm
dwelling units started in November compares with a total
of 90,800 started in October; these totals compare with
88,400 and 104,800 units started in November and Oc-

tThis index is a centered 3-month moving average of the season-
ally adjusted monthly totals of contract awards in 37 States. Thus,
the November figure reflects contracts awarded during October,
November, and December.

tober 1955, and were 10 and 13 percent respectively
less than the totals for those months. New privately
owned nonfarm dwelling units started during the first 11
months of 1956 totaled 1,032,400, a decrease of 16 per-
cent from the 1,236,000 units started in the correspond-
ing period of 1955.

The preponderance of recent private dwelling con-
struction has been financed by the conventional type of
mortgage loans permitting higher interest rates required
by the competition for funds. The competitive disad-
vantage of FHA-insured loans attributable to an interest
rate limited to 41/^ percent has been partly, if not com-
pletely, removed by the increase in the rate limit to 5
percent. However, the 41^-percent rate limit for VA-
guaranteed mortgage loans has been retained, making
those mortgages still relatively unattractive to lenders.
Although an increase in the latter rate is scheduled for
congressional consideration, its approval is by no means
assured. Even higher rates for FHA and VA mortgages,
if limited to 5 percent, would not assure them a good
competitive position in the present market in which in-
creasing numbers of mortgages are being written at rates
upwards of 5 percent.

Building interests have attributed the decrease in res-
idential building largely to "tight money" conditions
during the latter half of 1956, and to the unwillingness
of mortgage lenders to lend at the relatively low rates
available on FHA and VA mortgage loans. Seasonal
easing of credit strains and upward revisions in Govern-
ernment-sponsored mortgage interest rates may reveal
the impact of other retarding factors in the effective
demand for housing, such as the decline in formation of
new family units, and rising construction costs.

Current trends in residential construction and the con-
tinuing relative scarcity of funds for Government-spon-
sored mortgage loans suggest the improbability of a
strong early recovery in this important area of business
activity. A further moderate downward trend in new
housing construction is therefore anticipated.

Industrial Production
Steel-ingot production of 2,520,000 tons during the

week ended January 19, as indicated by operations
scheduled at 98.3 percent of capacity, compares with
2,510,000 tons during the preceding week and 2,440,000
tons during the corresponding week last year.

The New York Times seasonally adjusted index of
lumber production was 95.0 for the week ended January
5, compared with 85.3 a week earlier and 128.0 for the
corresponding week last year.

Electric-power production of 12,330,000,000 kilowatt-
hours during the week ended January 22 compares with
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1957

98p
2.52p

95*

11,670,000,000 kilowatt-hours for the previous week and
11,590,000,000 kilowatt-hours for the corresponding
week last year.

Automobile and truck production in the United States
and Canada, estimated at 177,000 vehicles for the week
ended January 12, compares with a total of 109,000
for the previous week and 182,000 for the corresponding
week last year.

These data compare with those for corresponding
weeks of earlier years as follows:

1929 1932 1953 1954 1956
Steel

Operating rate—percent cap. 83 26 99 74 99
Ingot prodn.—million tons 1.15 0.40 1.78 1.36 2.44

Lumber
New York Times Index 132* 42* 118* 123* 128*

Electric Power
Kilowatt-hours—billions 1.73 1.62 8.21 8.82 11.59 12.33

Automobiles
Vehicles—thousands 96 31 140 153 182 177/>
p Preliminary; * Holiday week.

DEMAND
Department-Store Sales

Sales of the 325 department stores reporting to the
Federal Reserve Board compare with those of corres-
ponding periods a year ago as follows:

Period Percent Change

Week ended January 12 + 3
Four weeks ended January 12 +12

PRICES
Commodities at Wholesale

1956 1957

Index Jan. 16 Jan. 9 Jan. 16

Spot-market, 22 commodities 272 282 283
Commodity futures 320 341 342
Note: The indexes are respectively those of the United States
Bureau of Labor Statistics and Dow Jones. Both indexes are con-
verted so that their August 1939 daily averages equal 100.

BUSINESS
Ratio of Retail Inventories to Sales

The ratio of inventories to sales of the department
stores reporting to the Federal Reserve Board is esti-
mated to have increased 1 percent during December to
2.87, compared with 2.84 for December 1955.ff

The preliminary ratio for November at 2.89 was re-
vised downward to 2.84 because department-store sales

flThe ratio is obtained by dividing the seasonally adjusted month-
end inventories by the seasonally adjusted sales for the month.
The ratio for the latest month is preliminary.

during the closing days of November exceeded those
previously estimated.

Department-store inventories are estimated to have
been at the same level on December 31 as they were on
November 30 and 7 percent more than those at the end
of 1955. Largely because of an upsurge in sales in the
final shopping days before Christmas, department-store
sales in December were 6 percent more than those in
December 1955.

The Federal Reserve Board indices of inventories and
sales and the ratios of inventories to sales are as follows
for the months indicated:

1955 1956

December November December

Inventories (1947-49 = 100) 134 143 143*
Sales (1947-49 = 100) 123 131 130*
Ratio: inventories to sales 2.84 2.84 2.87"'
* Estimated

Orders placed by department stores and unfilled on
November 30 were 2 percent smaller than those of a
year earlier. After allowing for higher prices this year,
the physical volume of merchandise on order at the end
of November appears to have been about 5 percent less
than that at the end of November 1955. This smaller
volume of orders appears to be attributable largely to
the greater inventories in relation to sales obtaining in
October and November of this year or compared with
the corresponding months of last year. Orders placed
by the stores and unfilled on December 31 are estimated
to have been slightly more than those on December 31,
1955.

Observations on sales outlook made at the beginning
of the year were generally more restrained than those of
a year earlier. Suggesting doubts on the sales outlook
for 1957, Malcolm P. McNair, professor of retailing at
the Harvard Graduate School of Business Administra-
tion has warned that 1957 may provide the first real test
of whether the "boom and bust" business cycle has been
overcome. Although he predicted no downturn in the
economy, he noted "an accumulation of stresses and
strains which makes the present period resemble more
and more closely some of the periods which led up to
crises in earlier years before the war."

Largely as a result of the favorable record of sales in

December, department-store inventories remained at a

relatively satisfactory level at the year end. Accord-

ingly, if sales continue to exceed those of a year earlier

for the next 2 or 3 months, as now seems probable, new

orders placed by department stores during this period

should likewise exceed those of a year earlier.

RATIO OF RETAIL INVENTORIES TO SALES
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