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INTRODUCTION

The Senate Finance Committee in connection with its investigation
of the financial condition of the United States mailed a questionnaire
to 104 individuals engaged in various phases of our economic life.
Among this 104 were the 12 presidents of the Federal Reserve banks.

The joint comments of the 12 Federal Reserve- bank presidents
together with their individual supplemental views and comments are
included in this chapter.

This is the first of a series of committee prints that will be pub-
lished. In this manner the verbatim responses to the questionnaire
will be made available without delay. Subsequent chapters will
include the replies of corporation officials, economists, professors,
and the heads of business and trade associations.

The Committee on Finance is deeply appreciative of those who
responded to the questionnaire. There voluntary efforts in helping
the committee try to find some of the answers to the perplexing
economic problems facing the Nation is a patriotic gesture of s cant
importance.
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LETTER REQUEST FROM CHAIRMAN, SENATE FINANCE
COMMITTEE

UNITED STATES SENATe,
CoMMITTEE ON FINANCE,

Febry 17, 1958.
DEAR MR. BLANK: As you know the Senate Finance Committee

has undertaken an inquiry entitled "Investigation of the Financial
Condition of the United States." We have had testimony from three
witnesses so far: Former Secretary of the Treasury, George M.
Humphrey; former Under Secretary of the Treasury, W. Randolph
Burgess; and Federal Reserve Board Chairman William McChesney
Martin, Jr. Under separate cover I am sending to you a copy of
these hearings.

I am anxious that the Finance Committee have available for study
and guidance your thoughts and opinions about vital matters affect-
ing our economy. In preparing your reply it is suggested that you
use the attached list of questions merely as a guide. Please feel fe
to answer part or all of the questions and make any further comments
you deem desirable or appropriate.

For your information- I am also addressing a similar letter to the
individuals shown on the attached list. It is my present intention to
recommend to the Finance Committee that the answers to this
letter be compiled into a compendium for use by the Members of
Congress.

We must have a strong and sound economy to undergird our con-
tinued progress as a free nation. Your cooperation in answering
these questions and adding your further comments will be a valuable
contribution. I will appreciate your getting your answers and com-
ments to me by April 1, 1958, if at all possible. In the event you
will not be able to furnish your answers by that date, it would be most
helpful if you would kindly indicate an approximate date when you
could conveniently furnish your answers and comments.

Cordially, HARRY F. BYRD, Chairman.

1. Give a definition in your own words of deflation and inflation.
2. Explain how you believe the economy of the United States can

best avoid either inflation or deflation. If you think present laws
should be changed or new laws are required, then make specific sug-
gestions.

3. Comment generally on the monetary control policies of the Fed-
eral Reserve System as exercised within the following years: 1942 to
1957. (You may wish to divide the period into two parts, 1942-50
prior to the accord, and 1951-57.)

4. Beginning in August 1956 there was an increase in the Consumer
Price Index each month through September 1957, thereby causing a
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LETTER REQUESTr FROM CHAIRMAN

decline in the value of the dollar. What factors contributed most to
this decline in the value of the dollar?

5. What effect does the management of the current public debthave upon the national credit structure and the economy of the United
States?

6. (a) Discuss in their relationship to one another and according
to your judgment of their relative Importance, the following three
objectives of economic policies in the United States:

1. Price stability.
2. Stability of production, demand, and employment.
3. Economic growth in production, demand, and emplo yment.

(b) With respect to these three objectives, discuss and appraise thesignificance of what you consider to be the most important trendssince World War II-during the most recent 2 or 3 years-and espe-
cially during 1957.

7. Give your opinion of the effect on our economy of current Federal
State, and local government spending.

8. Give your opinion of the effect on our economy of current Fed-
eral, State, and local taxation.

9. Will you distinguish between fiscal policy (embracing expendi-tures, taxes, and debt) and monetary and credit policy, and then relatethem, one to the other. Please discuss these policies stating howthey may be used to restrain inflationary trends and otherwise aid in
preserving a stable economy.

10. (a) Comment general on the adequacy or inadequacy of theUnited States monetary system. (For the purpose of this questionconsider that the monetary system includes bank deposits and bankcredit.) Also please furnish your ideas for the correction of anyinadequacies that you feel now exist in our monetary system.(b) Comment briefly on the adequacy or inadequacy of the United
States fiscal system.

11. (a) What is the explanation of the seeming paradox that attimes inflation and unemployment exist side by side m our economy?
(b) Shall we accept, as some have suggested, a gradual inflationarytrend as desirable (or necessary) to achieve and maintain full em-

ployment goals?
12. To what extent and in what way do you believe that the growthof private debt in recent years may have become a threat to thestability and vitality of the American economy?
13. Considering the financial condition of the United States, atwhat point, if any, in terms of unemployment, production, andconsumer demand, should the Federal Government move in majorways, such as a tax cut and/or large increases in public works, to

counteract a downturn in the economy?
14. How much of a factor in your opinion has deficit spending by

the Federal Government since the end of World War II been incontributing to or producing inflation?
15. Can uill employment goals be attained while maintaining adollar that has relative stable purchasing power?
16. Are escalator provisions in wage or other contracts compatible

with achieving economic stability?
17. List and briefly discuss what you consider the causes of thepresent recession, andwhat should be done to terminate it.
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INVESTIGATION OF THE FINANCIAL CONDITION
OF THE UNITED STATES

JOINT COMMENTS IN RESPONSE TO QUESTIONNAIRE OF

THE SENATE FINANCE COMMITTEE

FOREWORD

The discussion that follows is intended to cover broadly the ques-
tions posed in the questionnaire that accompanied Chairman Byrd's
letter of February 17, 1958. As suggested in his letter, the questions
have not been answered separately, but have been used as a guide in
organizing the discussion.

Tie questions and the comments have been brought together under
five main headings. Part I discusses the meaning of inflation and
deflation and their causes, and reviews the experience of recent years.
Part I considers the interrelationships of three main objectives of
economic policy and the problem of endeavoring to harmonize these
objectives. Part III reviews the policies pursued by the Federal
Reserve System since 1942, with reference to wartime and postwar
developments generally and to the recurrent inflationary tendencies
of the period more specifically. Part IV comments on fiscal policies
both at the Federal Government level and at the State and local
government level, and also on Federal-debt-management policies.
Part V discusses the monetary system of the United States, and the
relationships between fiscal and debt management policies and
monetary and credit policy.
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PART I

ASPECTS OF INFLATION AND DEFLATION
Few concepts in the field of economics have been subject to such awide variety of interpretations as the terms "inflation" and "de-flation." It is common practice to define these concepts in ways thatfocus upon specific forces as major sources of these problems. Suchusage is often dictated by the problem of the moment, and sinceinflation and deflation in any specific setting have characteristics thatare more or less unique, these definitions are not useful under allconditions in selecting for analysis those developments of particular

significance under new circumstances.

DEFINING INFLATION AND DEFLATION

The variation in usage is revealed by noting some characteristics
of four familiar definitions of inflation, all of which may be found,either explicitly or implicitly, in a wide range of economic writings:1. Inflation is a general rise in prices produced by expansion ofmoney and credit supplies at a more rapid rate than growth of the

economy 's output potential.'
2. Inflation is a general rise in prices created by excessive

Government spending and deficit financin
3. Inflation is a general rise in prices elicited by an expansionof gate demands beyond the capabilities of the economy tosupply goods and services at existing price levels.
4. Inflation is a general rise in prices fostered by wage increases

in excess of productivity gains.Each of the above definitions has the property of defining inflationin terms of an alleged cause of rising p rice levels. The first three findthe core of the difficulty in factors affecting total spending, althoughthe precise factors are not necessarily identical, while the fourth pointsto forces affecting production costs. Each regards inflation as a kindof economic disorder or disturbance, while considering the pricemovement largely as symptomatic of an underlying problem.
None of the above definitions may be regarded as 'correct" or"incorrect." The question may be raised, however, whether a defini-tion couched in terms of a specific cause of rising prices ever is likelyto command universal support. It is preferable perhaps to choose adefinition of inflation which is entirely neutral as to the source of ad-vancing prices a solution to which professional usage has turnedincreasingly. inflation, in this view, is regarded simply as an upwardmovement of the general price level, irrespective of the originatingforces. Alternatively, inflation mazy be identified as a reduction inthe purchasing power of money, which varies inversely with prices.,This de.finiton leaves unanswered the important questions of causalfactors and appropriate remedial actions but, by virtue of that fact,clears the air for meaningful discussion on thse critical matter
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THE FINANCIAL CGNDJTION OF TIRE UNITED STATES

Customarily, inflation develops during the expansionary phase of
cyclical movements about the growth trend of the economy. On the
other hand, an expansion in business activity may create enlarged
employment and production without being classified as inflationary.

In similar fashion, construction of a comparably neutral definition
of deflation necessitates only that it be associated with the contractive,
or readjustment, phase of deviations from long-run growth. Such
identification is foreign to much of the early history of formal economic
writings. Commonly, for example, if inflation were defined as a rise
in prices associated with an excessive growth of money and credit
supplies, deflation would be identified with a fall in prices produced by
contraction of money and credit supplies. Other phenomena accom-
panying periods of monetary contraction-such as reductions in em-
ployment and production-were given less emphasis.

As the analysis of economic stability problems progressed, periods
of depressed employment and production increasingly were called to
the attention of observers. In part, this may reflect the fact that as
industrialization proceeded in western nations, cyclical fluctuations
became more obvious. But at the same time, recognition of these
disturbances was enhanced by the accumulation of data on production
and employment, which lagged considerably the collection of price
statistics. With these developments, the concept of deflation was
broadened, and definitions of deflation became more neutral as to
causation, reflecting a growing awareness that economic contractions
might encompass other variables than prices alone.

T working definition of deflation must recognize that periods of
moderate contraction in economic activity need not always be ac-
companied by a general reduction of prices. It is true that contrac-
tionary tendencies in the economy, in the-past, nearly always have
elicited a downward price readjustment. Nevertheless, it is evident
from the behavior of prices during the mild recession of 1953-54-
when selective price adjustments had comparatively little impact on
the general price level-that moderate contractions in business
activity may produce little response in prices.

Before turning to some questions of identifying and measuring
inflation and deflation, it may be useful to comment briefly on the
concepts of inflationary and deflationary pressures. The suggested
definitions of inflation and deflation are essentially descriptive: the.
words are defined in terms of movements of observable variables.
Underlying these movements are economic disturbances creating
inflationary or deflationary pressures, and it is well to recall that these
forces are not always communicated instantaneously to the general
levels of employment, production, incomes, and prices. Inflationary
or deflationary tendencies may operate for many months before
accumulating sufficient strength to generate open inflation or de-
flation. And with respect to upward pressures on the price level, it
may be noted that inflationary ces, having gathered strength may
be partially repressed over extended periods y conventional industry
pricing practices or governmental relations and controls. In many
mdustries, price adjustments are made at discrete intervals, and a
considerable amount of time may elapse before the pressure or rimg
costs or the pull or rising demands is reflected in racing decisions.
The celebrated inflationary gap of the World War H and immediate
postwar years exemplifies the repression of inflationary forces with
Government controls.

3



THE FINANCIAL OONDI'rION OF THE UNITED STATES

QUESTIONS OF IDENTIFICATION AND MEASUREMENT

Having adopted general definitions of inflation and deflation ex-pressed in terms of variations in employment, production, incomes,and prices, problems of both a conceptual and a statistical natureare encountered in tying the definitions to specific measures of thesevariables. It is clear that indexes to gage the movement of thesevariables should be based on broad aggregates. A price increase inone industry, for example, is not necessarily inflationary, nor is adecline in another industry necessarily deflationary. Alierations inthe industrial composition of output and employment occur con-tinuously, and relative price changes perform an important functionin guiding the transfer of resources from one sector of the economy
to another in accordance with final demand.

Reasonably adequate measures of aggregate employment and per-sonal income are available on a current monthly basis. Productionstatistics may be obtained on a current monthly basis only for theNation's factories and mines, but movements of output'in thesesectors are a fairly sensitive and useful indicator of expansive orcontractive tendencies. Each of these measures is comparativelyfree of serious defects conducive to drastic misinterpretation. Variousstatistical and analytical refinements-such as seasonal adjustments,distinctions between random and other variations, adjustments ofmoney income for price changes, distinctions between voluntary andinvoluntary withdrawals from the labor force and adjustments ofemployment data for changes in the length of the work week-areessential to a proper interpretation of changes in the magnitude ofthese variables, but these are, in the main, well known.Measures of price change raise several diffcult conceptual questions.There are available currently two indexes relating to the price behaviorof broad groups of goods and services, the consumer and wholesaleprice indexes. The former is designed to measure price changes ofgoods and services t ,pically purchased by wage earners and clericalworkers living in urban areas; the latter records prices at primarymarket levels of farm products, processed foods, and industrial com-modities at various stages of fabrication. One test of the adequacyof these indexes to represent general price changes is provided bycomparing their behavior with that of the implicit price deflator forgross national product. The last-named statistic is constructed bythe Department of Commerce in removing price-level variations fromdollar gross national product figures, and is, perhaps, the singleavailable measure most closely representing prices of all goods and
services.

As is indicated in the chart, the 3 measures show a substantial degreeof uniformity over a relatively long period, such as the 12 postwaryears. In periods of a few years or less, however, the indexes maydepart strikingly in their rate of change. From 1952 to 1957, whole-sale prices advanced 5.4 percent and consumer prices 5.9 percent, ac-cording to the indexes, while the implicit gross national product de-flator shows a rise of 10.2 percent. Part of this divergence is explainedbr changes in wage rates of Government employees and in the pricesof construction and exports and imports, all of which are included inthe price deflator. In addition, the price deflator reflects the relativeimportance of all goods and services, rather than the selected items inthe wholesale and consumer price indexes.
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THE FINANCIAL CONDITION OF THE UNITED STATES

MEASURES OF GENERAL PRICE CHANGES

INDEX 1947- 49. 100 INDEX
140 140

130 IMPLICIT PRICE ,130
DEFLATOR FOR NP*

120 - CONSUMER -120

110 110

PRICE INDEX -100

90 90

80 I - so

70 - -70

1946 '49 '51 '53 '55 '57

Sources: Bureau of Labor Statistics, department of Commerce, Council of Economic Advisers.

Recognizing the limited coverage of existing indexes, it is not possible
to decide whether consumer or wholesale prices provide the better
guide to general price movements in the short run. Both consumer
and wholesale prices must be observed and, indeed, supplemented to
whatever extent possible by observation of any other available data
not covered by these indexes-residential construction costs, for exam-
ple. When these measures of price move in opposing directions, as
they occasionally have in recent years, there may be no clear or simple
way of identifying the direction of general price changes.

Further dfcufties arise in interpreting movements of a price index.
Ideally, a price index measures the average price change of a given
bundle of goods and services of constant quality. Practically, im-
provements in product quality, shifts in the kinds of commodities
marketed, and changes in expenditure patterns also are reflected in
movements of the price index, despite the employment of highly re-
fined statistical techniques to minimize these influences.

Improvements in product quality can be quite troublesome, for
to the extent that a justments cannot be made, an inherent upward
bias is introduced into the index overstating the extent of the price
increase. An illustrative example which may be cited is the inter-
pretation of the increased cost over the past 20 years of a typical visit
to a doctor's office. Part of this increase, clearly, reflects the general
upward movement of prices during the period. But it is evident that
an office call in 1958 is not the same service as an office call in 1938.
Diagnostic techniques have improved immensely; more diseases are
cured faster and more completely. These are major quality changes
which defy quantification and measurement.



THE FINANCIAL 00NDITION OF THE UNITED STATES

These considerations warn against excessively ambitious use ofprice indexes. Over a period as long as 20 years or more, the indexes
indicate little more than a very rough approximation of the magnitudes
of price change on those items included in the index. Month-to-month and year-to-year variations are less subject to serious mis-
interpretation, but these difficulties, along with the lack of a truly
general price index, caution against reading too much into small
variations in the consumer and wholesale price statistics.

FACTORS AFFECTING THE PRICE LEVEL
The relative importance of various sources of change in generalprices has been a subject of continuing dispute over many years ofeconomic observation and analysis. Manifestly, since the issue cannot

be readily resolved, it is the function of this discussion to cite some
major elements affecting price levels, to outline broadly the inter-relationships among these elements, and to indicate the combinedinfluence of these forces in producing inflation. This section treats
these problems with minimal reference to historical experience;
subsequent sections apply the analysis to recent price behavior.

It is a matter of general economic intelligence that periods of rapid
inflation have been characterized by especially heavy demands for
goods and services. Our postwar experience evidences three distinctperiods in which the inflation problem has been thrust to the forefront
of the economic scene-from about mid-1946 to mid-1948, the year
beginning in June 1950, and the period from mid-1955 onward. Inthe first 2 of these 3 episodes 'are seen the inevitable aftermath of
global war and the reflection of abnormal strains accompanying defenseproduction and mobilization, while the third represents the effects
of an extraordinarily vigorous capital-goods boom, following a resi-
dential construction and consumer durable-goods boom.

That war periods produce serious inflationary tensions no one, cemsto question or to regard as unusual. It appears to be understood lessreadily, on the other hand, that peacetime booms give birth to multi-plicity of price-boosting forces. The statement that supplies of goods
and services are relatively inflexible in an economy running close tofull-capacity production, so that further increases in demand encourage
advancing prices, is but a partial expression of the potent inflationary
forces inherent in a major indtstrl boom.

The encouragement of industries to ration short supplies of goods
though price increases during boom periods is accompanied by aforceful push from advancing costs. These stem not only from theincreased bargaining strength of organized labor as industry profits
expand, but from the declining resistance of firms to wage demands
as it becomes less difficult to shift cost increases to customers. Com-petitive bidding for scarce labor resources is another essential ingredi-
ent in the growth of money-wage rates, and in the encouragement ofof wives, teen-agers, and older workers to offer their services in thelabor market. Significantly, these cost pressures are at their maxi-mum when productivity gains are least likely to offer an offsetting
influence. During recovery from a condition of underemployed
resources, the initial phase of the upswing normally is accompanied
by exceptional increases in efficiency, but these gains do not continuewith further growth of output in relation to capacity. A well-

6



THE FINANCIAL CONDITION OF THE UNITED STATES 7

established feature of our cyclical experience is that productivity
increases much less rapidly as the economy moves into the region of
full-capacity production. Utilization of standby capacity, lack of
experience with newly installed equipment, fewer shutdowns for
routine maintenance, and the employment of less skilled and less
productive workers are probably among the factors hampering the
growth of efficiency in the late stages of industrial expansion.

It is because these cost pressures at the peak of a boom are inti-
mately connected with the strains Placed upon th, Nation's basic
resources that traditional analysis o1 inflationary pressures has focused
upon the growth of aggregate demand in relation to aggregate supply.
It should be noted, in this regard, that the expansion of demands need
not have its origin in rapidly growing money stocks or in Government
spending and deficit financing. The major sources of growth in
spending during the recent boom scarcely can be attributed to such
factors. Total spending on final output of goods and services ad-
vanced 20 percent between 1954 and 1957, while the money supply
(demand deposits adjusted plus currency outside banks) rose a little
more than 5 percent between these years. If the money supply is
defined more broadly to include time deposits at commercial and
mutual savings banks, a growth of approximately 10 percent is
shown, still less than half the expansion of total spending. And the
growth of total output in physical terms between 1954 and 1957,
somewhat more than 11 percent, clearly outdistanced the expansion
of money stocks. Federal purchases of goods and services, mean-
while, declined from 13.5 percent of gross national product in 1954
to 11.6 percent in 1957. Cash payments to the public by the Federal
Government rose $13.6 billion between calendar 1954 and calendar
1957. Although the growth of cash receipts from the public was more
than $2 billion larger than the rise in payments, the sharp increase in
payments from an already high level may have had a mildly expansive
effect on total spending. Such an effect would have been at a mini-
mum in calendar 1956 when a $5.5 billion surplus occurred in the
Federal cash budget.

Recognizing the importance of demands in "pulling up" prices, and
citing the close relationship between cost pressures and the current
state of demand, is not to deny that cost increases-or attempts by
producers to widen profit margins-may have an independent "push-
ing" influence on prices. Although firms necessarily must consider
demands in establishing prices, it is evident that there are few areas
in the economy in which prices are completely beyond the influence
of the individual seller. Thus, a firm faced with rising costs or desirmig
to expand profit margins per unit of sales may, even in the face
of constant demand for its output, elect to increase prices even though
that may involve a decline in sales.

In this connection, a few remarks are appropriate concerning the
allied noninflationary character of wage increases which do not exceed
productivity gains.-It cannot be questioned that if wage increases
in every firm were at the same rate as productivity gains in that irm,
there should be no upward force on prices arising from this source.
But widespread application of this rule is difficult to imagine when
there are marked differences in productivity gains among firms in a
given industry and among the various industries. Wage concessions

7
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MONEY SUPPLY, SPENDING, AND OUTPUT

MONEY SUPPLY INCLUDING
TIME DEPOSITS

sot Mo&

MONEY SUPPLY EXCLUDING
TIME DEPOSITS_.00 M 6110 aw I

WII

NOTE.-Moe supyicude, currency outside banks plus demand deposts other than interbank andU. S. Govenet less eash items reported as I of collection. dime Ietp added to meysupl ioual sings banks, and Postal Savings SyeQuarterly g are averages of end-of-month data.Sources: Board of Governors of the Federal Reserve System, Department of Commerce, Council ofEconomic Advisers.

granted to labor in those firms where productivity gains are largesttend to Spread quickly to other firms in the industry, and to otherindustries, a process facilitated by the keen competition among indi-vidual labor organizations and by competition among employers.Also, the rule may be difficult to maintain when the structure ofdemand tends to shift to those industries where productivity gains arecomparatively low. Transfers of resources from one industry toanother are not costless, and attraction of adequate labor supplies tothose industries where demand is rising may necessitate a rise in wage
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rates beyond that permitted by efficiency increases. In this case,
price stability is threatened unless downward price adjustments in
industries experiencing slackening demands match upward price move-
ments in industries which are expanding output. Our price structure,
however, does not appear to be sufficiently flexible to insure that these
offsetting variations always will occur.

Mention of price inflexibilities suggests another line of reasoning
whose implications have an important bearing on long-run price
trends. For a variety of reasons, downward flexibility of many prices
is comparatively small. The resistance of wage earners to wage cuts
is only part of the story. Heavy contractual payments clearly under-
mine the willingness to reduce prices, as do governmental controls---ex-
cise taxes, tariffs, minimum wage laws, and regulated prices, for
example. Indeed, governmental policies are sometimes designed de-
liberately to prevent downward adjustments in specific prices. The
support of agricultural prices, the elevation of tariff barriers to protect
injured industries and retail price maintenance codes are specific
examples.

The extent of these downward price rigidities militate against price
declines in periods of moderate business contractions. Since inflation
in periods of booming economic activity tends to become "built in"
to the cost structure, price behavior in periods of cyclical expansion
and contraction tends to be asymmetrical. Obviously, it ,night be
possible to break down many of these price rigidities by permitting
massive contractions of demands for goods and services, and corollary
movements of production and employment, but such a solution is
unacceptable, as is recognized in the Employment Act of 1946.

CYCLICAL FLUCTUATIONS AND GROWTH-THE GENERAL
POSTWAR EXPERIENCE

During the postwar decade, the total real output of the economy
has increased by an average rate of about 3.3 percent a year. Mild
fluctuations in the growth rate have occurred, with annual changes
ranging from an increase of nearly 10 percent to declines of slightly
more than 1 percent. Total industrial production, covering the output
of the Nation's factories and mines, has grown .more rapidly, averaging
4.5 percent a year. Annual changes in this broad sector of the economy
also have been somewhat more pronounced, ranging from a gain of
more than 15 percent to declines of nearly 7 percent. In agriculture,
the rate of increase has been about 1.5 percent a year. On the whole,
these figures indicate more rapid growth in real output during the
years since World War II than during the last half century.

Growth in employment over the period has paralleled the expansion
in real output. The rate of increase, however, has been much less
and has averaged somewhat more than 1 percent a year. With the
number of hours worked continuing downward, the rate of increase in
man-hours has been even less. For the private sector of the economy,
the average annual gain in man-hour employment has been about 1
percent over the period since 1947. In agriculture, both employment
and hours of work have declined. The differential rates of growth
between real output and man-hours worked point up the enhanced
productivity during the period.

243568---2



THE FINANCIAL (0)DiTION OF THE UNITED STATES

During the postwar COntractions, as has been true historically,unemployment increased more than employment declined. Thisreflects the tendency of the labor force to grow with the increasednumbers of persons of working age in the population. Cyclicalfluctuations in economic activity and job opportunities, however, docause the rate of gain to vary over short-run periods.In dollar terms, the gain in output during the postwar period ismore pronounced than the increase in physical production. Thecorresponding flow of income likewise has risen more rapidly. Forexample, national income, that is total net income earned in productionof goods and services, rose by more than 6.5 percent a year on theaverage. The differential between the two measures-money and realvalue-reflects the rising prices of goods, services, and the factors ofproduction.
Prices of the goods and services in the Consumer Price Index haverisen about 44 percent since 1946, as has the implicit price deflatorfor GNP. Meanwhile, annual average prices of wholesale commodi-ties increas.i nearly 50 percent. Average hourly and weekly earningsof manufacturing production workers, which provide a rough indica-tion of the advance in price of an important kind of labor, have almostdoubled over the period.

THREE WAVES OF INFLATION
During the period since the end of World War II, there have beenthree distinct inflationary movements. In the first, prices reached apeak in the late summer of 1948. Wholesale prices during the intervalfrom the beginning of 1946 to their high point in August 1948 shotup 53 percent and consumer prices rose by more than one third.Prices declined during the recession of 1949, reaching a low point atthe beginning of 1950. Wholesale prices declined 8 percent and con-sumer prices 4 percent during the interval.A revival in wholesale prices had already started by the time theKorean war broke out in June 1950 but the rise was more rapidthereafter. In the early months of 1951, prices in wholesale marketswere 19 percent higher than at the beginning of 1950. During theremainder of 1951 and 1952, wholesale prices declined slightly andsubsequently remained stable in 1953, 1954, and the first half of 1955.During this period-1951 through 1954-wholesale price movementsdid not parallel general economic activity, which continued to e anduntil mid-1953. This divergence between the movements of whole-sale prices and overall economic performance after early 1951 probablyreflected in part a reaction from speculative buying and hoarding inboth United States and world commodity markets that followed theoutbreak of the Korean war. When supplies of raw materials andother commodities proved to be more than sufficient to meet demandsprices broke. Later, wholesale prices failed to move with generalactivity in 1953 and 1954, when they held steady in the face of reducedproduction, employment, and income.The index of consumer prices also increased rapidly during the earlyphase of the second postwar inflationary period initiated in 1950.The swift pace of the advance was slowed somewhat during 1951 andafter mid-1952 the index leveled off. At its peak, the Consumer PiceIndex was 15 percent higher than it had been in February 1950.
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During the subsequent decline of business, consumer prices held
steady with only a minor tendency to decline.

The third postwar wave of price inflation began in mid-1955, when
wholesale prices began to advance rapidly. Following its customary
timelag the index of consumer prices started to rise in the spring of
1956. By January of this year, the increase amounted to about 7.5
percent in the wholesale index and about 6.5 percent in consumer
prices, with recent advances generally being rather small.

This description of price movements throughout the past 12 years
points to a significant conclusion; namely that inflation has been a
major postwar problem. The evidence shows both that periods of
rising prices have been longer and that the effects of these advances
have been additive in that deflation has failed to reduce prices to the
levels preceding inflation. Furthermore, the rate of inflation has
been very uneven as prices proceeded on their upward course at an
irregular pace.

THE STRUCTURE OF PRICES

Some prices, of course, are more responsive to general economic
conditions than others. In wholesale markets, cyclical fluctuations
have been largest for raw materials and smallest for finished commodi-
ties. In the recession of 1948-49, for example, raw-material prices
declined nearly 14 percent; intermediate material prices fell about 4
percent; and finished goods, only 3 percent. During 1954, prices of
raw materials dipped only about 1 percent, while intermediate and
finished goods prices strengthened slightly.

Consumer prices during the postwar period have tended to advance
more steadily than wholesale prices. In part, this is due to the
continuous rise in service prices, including rent, which lagged behind
the rise in commodity prices during the period from 1939 to 1948.
Throughout the postwar years, prices of services have advanced
steadily, irrespective of the level of economic activity. This is shown
by the fact that between 1948 and 1955 prices of services less rent
increased about 30 percent and rents advanced more than 29 percent.
Meanwhile, the average price of all commodities in the Consumer
Price Index rose only 5 percent. During the third and most recent
inflation, prices of all major categories in the index increased.

11
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INFLATION AND READJUSTMENT, 1946-49

With the return to peacetime conditions following World War II,
conditions were favorable to inflationary developments. Accumulated
demands for goods that were unavailable or in short supply during the
war were large. At the same time, consumers were able to translate
their requirements to the market. Although wage and salary incomes
were reduced in many industries because of the elimination of over-
time, wage rates remained relatively firm and unemployment was low.
Thus, current income, augmented by wartime savings and credit ex-tension, gave support to a rapidly rising volume of consumer expendi-
tures for goods, services, and housing. In addition, business multiplied
its demands substantially, as is indicated by the growth in business
investment from about $9 billion in 1945 to more than $32 billion in
1948. Net foreign investment also rose significantly. The combined
impact of this growth in the private sector, even though total Govern-
ment demand dropped, was excessive in terms of the goods and services
available.

Prices began to increase rapidly in the summer of 1946 and, with the
end of price controls, continued sharply upward during nearly the
whole of the succeeding 2 years. Earnings inmanufacturing--on both
an average hourly and weekly basis-in this interval lagged behind
the advance in prices, after rising considerably more than prices
during the war period. For example, during the period from May 1946
to August 1948, average hourly earnings increased 28 percent, com-
pared with gains of 33 percent in the Consumer Price Index and 47 per-
cent in whoesale prices. The relative increase in weekly earnings was
little more than that for the hourly figures. In addition, it should be
pointed out that other classes of wage and salary earners were even
less fortunate in keeping their earnings in pace with price advances.

In the recession which followed, price readjustments accompanied
the general deflation. Farm prices, which had risen to new highs in
1948, fell first and declined by nearly one-fifth by the end of 1949.
Industrial prices declined also, although at a slower rate. Weakness in
prices was quite general as both the indexes of wholesale and consumer
prices declined.

Thus the first postwar inflationary period was followed by down-
ward movements in prices. These price adjustments undoubtedly
were made possible by the fact that major costs did not advance as
much as prices during the 2 years of rising prices following mid-1946.
Since the industrial cost structure had lagged behind the price rise,
weakness in aggregate demand induced price adjustments and profits
were reduced. Corporate profits, for example, fell by more than
$0.5 billion, or about 20 percent between 1948 and 1949.

Percent changes in prices and earnings, 1946-49
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Wage rates, however, did not decline during the 1949 deflation.Average hourly earnings of factory workers leveled off at about $1.40an hour and weekly earnings at slightly more than $55. Thus, in thefirst postwar experience of inflation and deflation wa e rates followedprices up, failed to gain as much as prices, and held firm as prices
declined.

INFLATION AND READJUSTMENT, 1950-54

During the second wave of inflation, the early price movements canbe traced to the outbreak of the Korean war. Uncertainty concern-ing the size of the war, the prospect of sharply rising Federal Govern-ment demands, and active business and consumer buying contributedto rapid price advances. Wholesale prices by March 1951 had jumpedabout 17 percent in 10 months, while the Consumer Price Index roseabout half that amount. Price and wage controls went into effect in
the latter part of January 1951.

Average hourly earnings in manufacturing during the early monthsof this period increased at nearly the same rate as the Consumer PriceIndex. Weekly earnings, on thie other hand, climbed steeply duringthe last half of 1950 and bv March 1951 were nearly 9 percent abovethe June 1950 level. During the next year or so-to the summer of1952-hourly earnings increased somewhat more rapidly than con-sumer prices. In mid-1952, however, the rate of advance in averagehourly earnings increased, and earnings continued to rise throughout1953. Meanwhile, the level of consumer prices was relatively steady,as were wholesale prices following their decline from early 1951 levels.In retrospect, it is somewhat surprising that prices held steady.On the demand side, the increase in average earnings had been accom-panied by a sharp gain in employment, with the result that personalincome advanced rapidly. This purchasing power, in turn, wasbolstered by sizable expansions in consumer credit in 1952 and 1953,as had been the case earlier in 1950. And Government, of course,assumed a significant role during the period as Federal Government
purchases increased by about 1 times.

On the cost side, the earnings of labor were advancing. In 1950these increases were offset by increased productivity as output movedup toward capacity. Starting with 1951, however, the increase inoutput per man-hour was smaller as the usual shortages and capacitylimitations of a wartime period assumed significant proportions.Accordingly, the cost-reducing effects of productivity gains were notso su(:cessful in counteracting increased wage costs.During the mild recession which followed the end of the Koreanwar, price readjustments were conspicuously absent. At the bottom
of the downturn in the summer of 19.54, both consumer and wholesaleprices were little different from what they had been a year earlier.For 1954 as a whole, both indexes averaged slightly higher than theyhad in 1953. Meanwhile, average hourly earnings continued to edgeupward. At mid-1954, hourly earnings of factory production workerswere nearly 2 percent above their level in mid-1953. Weekly earnings
were down slightly due to the reduction in hours worked.

16
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Percent chahgee in prices and earnings, 1950-54
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INFLATION AND READJUSTMENT, 1955-57

The expansion of 1955-57 has been labeled a capital goods boom.
In a real sense, this is true. The expansion was initiated by rapidly
increasing activity in residential construction and, by the upsurge in
demand for new automobiles. Later, massive outlays for new plant
and equipment by business, together with heavy inventory accumula-
tion, were primarily responsible for pushing demands strongly up-
ward. These expenditures were supported by rapid credit growth

which fully employed available savings and other financial resources.
In addition, aggregate demand was bolstered by growing consumer
spending for other goods and for services and by substantial increases
in Government and foreign trade demands.

As the expansion of this period developed, it very quickly became
evident that aggregate supply-resource availability and utilization-
as well as aggregate demand held vital keys to an understanding of
the economy's growth and to price-cost relationships.

In few periods of our peacetime economic history have labor re-
sources been taxed more heavily than during the boom of 1955-56.
Annual increments to the civilian labor force in 1955 and 1956 were
well above any year since 1947, even though additions to the adult
population were somewhat below the average of the 1948-56 period.
Attractive job opportunities and rising wage rates encouraged addi-
tional persons to offer their services in the labor market, and the par-
ticipation rate-the proportion of the adult population in the total
labor force-advanced to 59.3 percent in 1956, the highest annual
figure of the postwar decade including the Korean war episode.

The point of maximum stringency in the labor market appears to
have been reached some time in the latter half of 1956. The overall
labor force participation rate reached seasonal peaks in June and July
of that year at the highest level for any postwar month. Labor force
participation declined seasonally in the fall months, but unemploy-
ment was reduced to lcse than 3 percent of the civilian labor force m
September and October-the lowest level in several years-in the
wake of advancing production following the summer steel strike.

In addition to labor force and employment developments, the
relationships between capacity and output illustrate another dimension
of the inelasticity of the aggregate supply of goods and services during
late 1955 and most of 1956. Continuous series on capacity-output
relationships are available only for specific components of manufac-
turing where the nature of the product permits a meaningful definition

THE FINANCIAL CONDITION OF THE UNTrED STATES
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of capacity. Fortunately, these sectors include the major industrialmaterials-metals, cement, woodpulp, paper, paperboard, petroleumproducts, coke, textiles, and certain industrial chemicals-whosesupply is essential to a broad base of other production activities.In the years 1953 through 1955, major materials producers addedabout 11 percent to their output capacity through capital expenditures.From the first quarter of 1953 to the first quarter of 1956, however,output of major materials advanced about 14 percent. The materialsindustries were opeating in late 1955 and early 1956 at utilizationrates as high or higher than in the opening months of 1953, whenproduction reached peak levels of the Korean period. In somecritical segments, such as structural steel, demand outran capacity.In a very significant sense, these developments in aggr ate demandand supply during the most recent expansion help provide an under-standing of the mnationary pressures of the period. In contrast withthe two earlier waves of rising prices and wages, important externalfactors were small. Thus, the most recent period of inflation wasgenerated within the economy. The evidence, which has been citedonly briefly above, points clearly to the upward pull of demand andthe upward push of limited supply on prices, wages, and costs
during the period.

Substantial increases in wages-both hourly and weekly earningsof manufacturing production workers--occurred during 1955. By teend of the year, average hourly earnings had advanced 7 percent andweekly earMngs by more than 12 percent from the January 1954 level.The rate of increase in the wage series continued high during 1956and subsequently. moderated in 1957. In the early autumn of lastyear, hourly earnings were about 13 percent higher than they hadbeen in January 1955. In addition, there were substantial increases
in fringe benefits.

Prices on the other hand, followed behind the wage advances.Wholesale prices continued stable through the first half f1955, mark-ing a 2%-year period during which there was very little movement inthe overall index. Consumer prices held steady near the levels oflate 1953 throughout 1954, 1955, and on into early months of 1956.Within the overall stability of the rice indexes, however, importantmovements were taking place. ,Wge farm and processed-food pricescontinued downward in 1954 and 1955, industrial prices in the whole-sale index remained firm and began to rise sharply after mid-1955.A similar picture of divergent movements is apparent among theeconomic sector components of the wholesale price index. Prices ofcrude nonfood materials except fuel, which had dropped by nearly40 index points from early 1951 to early 1954 bega to increase.Finished producers goods prices held steady through most of 1954,following continued strengthening after 1950. After mid-1955, pricesof producers goods spurted sharply upward, reflecting the stronggrowth in business investment. Prices of consumer durable and non-ura goods except foods in wholesale markets were relatively stablein 1953 and 1954 but they began to advance in the summer of 1955.Prices of intermediate materials, supplies, and components also startedpwamin mida-1955, following a rather long peri oof stability.
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PerceM changes in prices and earminge, 1955-67
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With most of the major components in the wholesale index turningup in mid-1955, the general level of prices at wholesale began to rise.

Early in 1956, the rising components were joined by increasing prices
for farm products and processed foods. Between January 1955 and
the autumn of 1957, the overall index of wholesale prices rose more
than 7 percent. Since then, there.has been little net change in the
avera e price level, with most major groups, except crude nonfood
materials other than fuel, continuing strong.

The stability of the overall index of consumer prices during late
1953, 1954, and 1955 reflected largely two opposing price movements.
Advancing prices of services and shelter were offset to a significant
degree by falling prices for consumer durables. The latter develop-
ment was due primarily to the rapid spread of discounting among
retailers. Food prices also tended irregularly downward during the
period, while prices of other nondurables were relatively stable.

Early in 1956, consumer food prices increased sharply, following
largely the rise in wholesale farm and processed food prices. Later
in 1956, the prices of durable goods to consumers rose, reflecting both
higher manufacturers' prices and the unwillingness of retailers to cut
their margins further. These increases, coupled with the persistent
rise in service prices and advancing prices of nondurables excluding
food, turned the index of all items upward. From its January 1955
level the index rose about 6 percent by September 1957 and advanced
another 1 percent by January 1958.

PRODUCTIVITY, PRICES, AND COSTS

Advancing wage rates have accompanied rising prices during each
of the postwar inflationary periods. For the important manufacturing
sector of the economy it has been noted that the rise in earnings of
factory production wrkers was relatively smaller than the price rise
during the first period. The reverse condition was true in the second
and third periods, as .earnings mounted more rapidly than prices.
In addition, it was pointed out that during succeeding periods of
deflation, wages resisted cuts.

Actual labor costs per unit of output, however, have not gone up
as much as earnings. Productivity gains have offset to a substantial
degree the increase in average hourly earnings. The gain in output

-,per man-hour in manufacturing holds an important clue to recent
price-cost relationship. During 1954, for example, significant
improvement in pructivity resulted in a decline in production-
worker payrolls per unit of output, according to United States Bureau
of Labor Statistics data. This decline was a reversal of the upward
movement from 1950 to 1953.
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This productivity gain and the accompanying improvement in laborcost per unit of output help explain the relative stability of pricesduring 1954 and 1955. Wholesale prices of finished goods-as wellas the overall wholesale and consumer price indexes-held steadyduring the period. As the pace of economic activity quickened, lateron, ressure on resources became more intense and productivity gainssmaler. Prices also advanced sharply.The Nation's economy, however, contains vastly more activitiesthan manufacturing, althouvit it tends to be the pacesetter in wageand productivity gains. age increases commonly spread intoactivities which 'lack commensurate offsets in productivity. Evenwithin manufacturing this is true as wage advances spread fromfirms and industries with rapid gains in output per man-hour to thosewhich are characterized by lower productivity. Since these higherwage costs clearly cannot be absorbed by marginal firms, they resultin either curtailed operations and unemployment or, when demand isinflexible, in increased prices.For the private nonfarm economy as a whole-that is, all activitiesexcept government and agriculture-productivity gains were greaterthan the increase in real average hourly earnings during the earlyyears of the postwar period, according to BLS data. Since 1953,however, the opposite situation has prevailed, as increases in realhourly earnings have outstripped productivity gains in the totalprivate nonfarm economy.It is often argued that when wage increases are offset by rising ro-ductivity, there can be no upward push on prices and costs. Thisar urnen is customarily made -by, those associated with firms andindustries in which productivity is high. At the same time, manfirms and industries with lower productivity are not able to absorbthe increases and are burdened with higher wages as competitionamong unions, employers, and employees spreads wage increases.The consequence, under conditions of strong demand, is to exertupward pressure on costs and prices.Such inflationary situations may be further aggravated whendemand is expanding for the output of activities which are character-ized by low productivity. Prices, under such conditions, are likelyto pusK up strongly as a means of transferring resources to relativelylow productivity occupations in the face of rising wage rates in moreproductive activities.The trend of labor productivity during the postwar years has beenan important factor in the relationship between labor and nonlaborcosts per unit of output. Comparisons of the rate of increase in thesetwo costs also have been facilitated by BLS data. Again, for theprivate nonfarm economy, labor costs per dollar of real product,including both direct and indirect costs of labor, have sometimeslagged behind and sometimes gone ahead of nonlabor costs, a measureincluding depreciation, interest, taxes, profits, etc. During 1954 and1955, when labor productivity increased substantially, labor costsagain fell behind the rising ijonlabor costs. As labor productivityshowed little improvement in 1956, unit labor costs increased muchmore rapidly than did nonlabor costs. At their level in 1956, laborcosts per dollar of real output had increased a little more since 1947than did nonlabor costs.
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The relationship of these developments to the last period of inflation
seems rather clear. In 1956, for the first time in about 10 years,
practically no increase was recorded in real output per man-hour in
the private nonfarm economy. In manufacturing, the productivity
gains were smaller than in most postwar years. Thus, the failure of
productivity to increase further during the year, coupled with rising
wages and strong demands for goods and services, provided a strong
impetus to the upward movement of prices.
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CRO8sCURENTS IN 1957
Total real output during the first three quarters of 1957 was gen-erally stable at the advanced levels attained in late 1956. Duringthe last months of 1957, however, economic growth ceased andbusiness activity began to decline. In an immediate sense, thedecline may be related to changes in the volume of demands for goodsand services. The rate of inventory accumulation had been reducedearly in the year and in the fourth quarter liquidation occurred. Therising level of national security outlays ended in the second quarterand exports fell. Business outlays for new plant and equipment alsobegan to decline in the final quarter of 1957.Gradually changing supply conditions also were important. Ad-justments made in basic resource supplies had signfcnt impact.upon the demand for new business expansion and upon productivityand prices. By early 1957, pressure on the Nation's iidustrial capacitywas eased. Record volumes of spending for new plant and equipmenthad enlarged industrial facilities sign -ificantly. While the outputcapacityof major industrial materials was increased by an additional9 percent or more during 1956 and 1957, production rates failed toexceed the levels attained early in 1956. Accordingly, the margins

of unused capacity widened during 1957.Capital expansion programs during the last boom undoubtedlywere fol_.ded im part upon such considerations as anticipated demandsin the 1960s an u on the presumption of continued rise in producers'goods prices, as well as upon current demand. Nevertheless, the lackof continued growth in current production posed a serious deterrentto sustained high levels of capital investment. The adjustment inthe capital-output relation in major industries was thus an importantfactor in the slackening of business investment demand.In the labor market, conditions changed gradually. As indicatedearlier, the tightest period appears to have been during the latterhalf of 1956. During the first three quarters of 1957, total employ-ment was generally above the level of the previous year, but themargin of gain diminished as 1957 progressed. Labor force partici-pation rates-proportions of the adult population in the labor force-steadily fell under those in 1956. The length of the workweek alsodeclined. These developments indicated that human resources wereunder considerably less pressure than they had been earlier.The slowdown in production during 1957 was associated in partwith the lack of significant growth in real consumption. Personalconsumption in real terms recorded one of the smaller increases of thepostwar period. Constant dollar expenditures for durable goodsdid not grow, while increases in nondurable goods and service con-sumption were small. The moderate increase in consumer demandapparently was in keeping with the very slight gain in real disposablepersonal income during the year. After tax deductions and adjust-ment for rimsg prices, the relative rise in personal income was thesmallest in the postwar period. In addition, the increase in consumercredit outstandng was among the smallest during the last 12 years.With the pressures on the Nation's resources reduced in 1957,productivity gains were again more favorable. The indicated gainfor 1957 was still small, although much larger than the gain in theprevious year. In comparison with the increases in wage rates, the
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small magnitude of productivity gain caused a continuation of the
upward pressure on unit costs and in prices during the year, although
in reduced magmitude.

Wholesale prices rose much less in 1957 than in 1956. The rise in
industrial prices in particular was quite small. The average for the
year rose only 1 percent and the increase after February was very
slight. Prices of producers finished goods continued to rise but at
a slower pace than during the previous year and a half. Similarly,
wholesale prices of consumer finished goods increased only slightly
except for new model auto prices. Semifabricated materials and
components rose moderately and crude material prices dropped signi-
ficantly. Farm product and processed food prices continued to in-
crease but at a lesser rate than in 1956.

In general, wholesale prices are more responsive to changes in
aggregate demand and supply conditions. The modest gains in such
prices last year, particulary in industrial prices, is directly associated
with the slackened rate of growth in demand and the generally easier
situation in resource supplies.

In the consumer market, on the other hand, several circumstances-unrelated to current production-loomed strongly in the upward
trend of prices during 1957. For example, the decline in meat sup-
plies, due primarily to drought and its aftermath in widespread areas
of the country, has played an important role in advancing food costs
during the last 2 years. More recently, freezing weather has reduced
the output of other food items which have resulted in price advances.
Many service prices are subject to the approval of public commissions
and therefore tend to adjust slowly to changed economic conditions.
Much of the increase in rents, after release from control, reflects
delayed ad ustments to market conditions.

The significance of such special conditions in the consumer market
may be realized by noting that service and food prices were primarily
responsible for the rise in the Consumer Price Index last year. In
no small measure, special circumstances such as those described
above-together with the time lag in consumer prices-explain the
overlapping of inflation and slackening demands during 1957.

RELATIONSHIP OF GROWTH IN PRIVATE DEBT TO ECONOMIC
STABILITY

The growth of private debt as a factor in the stability and vitality
of the economy may be considered in at least three ways: (1) The
variable rate of growth of debt as a contributing factor; (2) the
liquidity of the major institutions dealing in debt; and (3) the ability
of debtors to service their debts satisfactorily, thereby avoiding the
threat of large-scale delinquencies, foreclosures, and distress sales.

There have been three separate surges in the growth of private
debt since the end of World War II. In 1947, the growth was $25.6
billion and was followed by 2 years of less rapid expansion, the low
point occurring in 1949 with a rise of $10.8 billion. A new wave
developed in 1950 in response to the Korea war and the total rose
by $39.2 billion. From 1951 to 1954, the amount of growth declined,
reaching $13 billion in the latter year. The last wave began in 1955
with an increase of $43.3 billion and it also has been marked by a
declining amount of annual growth since that time. When these
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variations in debt expansion are examined against the cyclical changesof the decade, it is seen that the slowest growth has occurred inperiods of recession, such as 1949 and 1954. The largest absoluteincreases have occurred in the first year after the recession or inthe year of initial recovery. Although there has been some taperingoff of the rate of growth in succeeding years of the expansion, therise has been sufficient to aid in magnifying demands for goods andservices that would result from variations in income alone. In eachof the postwar expansions, the absolute increase in personal disposableincome has been greatest in the year following the peak of debt
formation.

The second aspect of debt relates to the liquidity of the institutionswhich deal in debt. These institutions include commercial banks,savings and loan associations, mutual savings banks, and insurancecompanies. A number of notable changes have been made over thepast 25 years in the characteristics of these institutions. Depositinsurance has contributed much to the prevention of wholesale pre-sentation of claims. Liquidity has been improved by large invest-ments in Treasury securities. General adoption of systematic amor-tization for real estate credit, Government insurance and guaranties,and reasonable equity standards for conventional mortgages havestrengthened the quality of an important part of the assets of theseinstitutions. Moreover, in the realm of corporate debt there is nowlittle of the pyramiding that characterized public utility and com-mercial real estate financing in the 1920's. Other corporations alsohave maintained acceptable debt-equity ratios through retention ofearnings and issues of equitysecurities.
Because of the complexity and the numerous ramifications of debtor-creditor relationships, an assessment of the ability of debtors, par-ticularly consumers, to service their debts may be approached by asymptomatic analysis. This procedure consists of a recognition ofcertain variables as important for the servicing of debt and anexamination of recent trends in these variables. Among the moreimportant of these aspects of debtor-creditor relationships are theinterest rate, the maturity of debt and the provisions for repayment,the level of income anid its distribution, the distribution of liquid assetholdings among debtors and nondebtors. Trends in these variablesmay indicate that a given level of indebtedness has become less onerousbut they manifestly cannot evaluate the importance of debt in any

absolute sense.
Turning first to the interest cost of debts, it is apparent that thisfactor is not significant for short-run comparisons, for most debts willhave been contracted on the basis of rates prevailing in the past.But over longer spans of time, the average interest rate on the out-standing debt can change substantially, increasing or reducing therequirement for debt service. As a rough indication of the trend inthis aspect of debt, net interest as a component of national incomeincreased from $6.4 billion in 1929 to $12.9 billion in 1957. In thesame interval, net private and public debt increased from $190 billionto $708 billion, and private debt alone increased from $162 billion to$437 billion. From this comparison, it appears that the averageinterest cost on the debt has been reduced materially over the 28-yearperiod, lowering the relative burden of a given volume of debt.
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Shifts in the average maturity of debts raise or lower the ability of
businesses and individuals to service their debts under conditions of
reduced income. During the years from 1929 to 1957, consumer short-
and intermediate-term debt increased sevenfold and mortgage debts of
individuals and noncorporate businesses increased 4.2 times. But a
marked change in financial practices occurred in this period. Most
of the residential mortgage debt was placed on systematic amortization
schedules and the average maturity was greatly extended. A similar
lengthening of term structure occurred in other consumer credit.
The period of repayment of installment contracts was gradually
lengthened and an increased proportion of consumer debt took the
form of such contracts. In 1929 installment credit was 49 percent of
consumer short- and intermediate-term indebtedness; by 1939 it had
increased to 62 percent, and at the end of 1957 was 76 percent. It is
worthy of note that credit in this form that becomes of questionable
quality is soon revealed and steps are taken to liquidate it. Moreover,
the structure is given support by widespread arrangements for ex-
changing credit Information so as to minimize overcommitments
through multiple borrowings.

Still another facet of consumers' capability of servicing debt is the
direction of change in the distribution of income. Annual surveys of
the financial status of individuals, financed by the Board of Governors
and conducted by the University of Michigan, give indications of the
recent trend in this area. From early in 1952 to early in 1957, annual
incomes of less than $2,000 declined from 28 percent to 21 percent of
all incomes. Annual incomes of $2,000 and less than $5,000 fell from
51 percent to 38 percent, and those of more than $5,000 increased
from 21 percent to 41 percent of all incomes sampled. These changes
may have strengthened the ability of individuals to carry their credit
obligations. Further support is evident in the declining -ercentage
of individuals without any reserve of liquid assets. In the 5 years,
their number was reduced from 31 percent to 25 percent of all re-
porting units.

The joint effect of factors affecting income distribution and liquid
asset holdings can be brought into focus by data from the same
survey. The accompanying table summarizes the information from
the survey conducted early in 1957. It is evident from the table that
the percentage of spending units having installment debts is greater
as the size of income increases except for the highest income group.
Furthermore, indebtedness in relation to liquid asset holdings increased
with income size and was greatest in the bracket from $7,500 to $9,999.
Thus, it appears that these forms of debt have increased most rapidly
among units which would have the largest amount of discretionary
spending power and the largest amount of liquid assets to support
their debts during interruptions of earnings.

These trends which have tended to maintain the viability of the
short- and intermediate-term debt structure may be thought to be
counterbalanced in whole or in part by the rapid expansion both of
absolute volume and its relative magnitude compared with personal
disposable income. Repayments on these debts alone increased from
8.9 percent of disposable income in 1950 to 13.4 percent in 1957.
Servicing of mortgages represents an additional commitment of
income but it is probable that these payments are no higher, and are
possibly distinctly lower, than would be absorbed by rent.
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In summary, the major trends of the economy over recent yearsseem to have strengthened rather than weakened the ability ofindividuals to service their debts. These trends have been supple-mented in the housing area by persistent price increases which haveaided the owners in creating a margin of equity. But no debt struc-ture is likely to be impervious to major reductions of income, andreservations therefore must be held as to how present debt volumewould perform under conditions of sharply declining income. Weak-nesses then would become apparent which were not discernible before.
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OBJECTIVES OF ECONOMIC POLICY

This section deals with the issues raised by the questions relating to
the objectives of economic policy. It does not attempt to go into the
many ramifications involved, but is directed primarily at the more im-
portant problems such as the meaning of objectives, interrelations
among them, and the relative importance of the principal objectives.

OBJECTIVES AND ECONOMIC CONDITIONS

Appropriate objectives of economic policy and methods of achieving
them have long been subjects of concern and controversy. In the
early part of the 19th century, Thomas Malthus was troubled over
economic crises brought on in his view, by general overproduction.
Adam Smith was principal y concerned with the conditions needed
for economic growth, and David Ricardo struggled with the problem
of inflation and depreciation of the currency. In 1832, an English
banker, considering the problem of unemployment, stated that the
Government should expand the currency until there is full employ-
ment and general prosperity.

Economic objectives as well as methods of achieving them have
undergone significant shifts in emphasis, reflecting changing economic
conditions and political and social ideas. The past 40 years illustrate
well the nature of these shifts and some of their causes. World War I
brought a sharp rise in the price level followed by a sharp decline in
the early twenties. The inequities and hardships caused by the wide
swing in prices focused attention on the desirability of maintaining
a stable price level. Price stability became a widely accepted objec-
tive of economic policy in the twenties, but after the depression of
1920-22 increasing emphasis was placed on efforts to combat develop-
ments threatening the stability of production and employment. Until
the speculative boom and collapse of the late twenties, monetary policy
was commonly regarded as an adequate instrument for achieving both
objectives.

Economic collapse in the early thirties ushered in a long period of
stagnation and unemployment. The obvious hardships inflicted by
widespread unemployment and the drastic fall in commodity, prop-
erty, and security values shifted attention from inflationary Jangers
to efforts to promote "reflation" and increased employment. .Pro.
longed stagnation also undermined confidence in monetary policy,-
andmany turned to fiscal policy as a more effective method of achiev-*
ing economic objectives. Although concern over unemployment
was temporarily dispelled by World War II, resurgence of the fear
led to legislation in 1946, establishing maximum employment along
with maximum production and purchasing power as objectives ol
economic policy. The Employment Act also stated that it was the
responsibility of the Federal Government to use all practicable means,

m
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consistent with its needs and with fostering and promoting freecompetitive enterprise, to achieve these objectives. Experience hasdemonstrated that maximum employment needs to be interpretedas maximum sustainable employment.Postwar expansion, interrupted thus far by only minor recessionshas brought further shifts. Persistent inflationary pressures tendedto restore some of the emphasis on- price stability, but with no notice-able diminution in emphasis on employment objectives. An unex-pectedly rapid increase in population reinforced the view thatmaximum employment could be sustained only within the frameworkof economic growth. Today we have three widely accepted objectives:(a) Price stability; (b) avoidance of instability in production, em-ployment, and income- and (c) sustained economic growth. Thelast two, however, tend to merge into a single objective, as a staticstability persisting for any extended period would be generallyregarded as unsatisfactory.

MEANING OF OBJECTIVES
Although the meaning of stable prices, business stability, andeconomic growth is clear in a general way, these objectives need to betranslated into more specific terms to serve as a useful basis forinlementing economic policies.How much variation in the price level is consistent with price sta-bility? What range of fluctuations in production, employment, andincome is permissible if we are to have an acceptable degree of eco-nomic stability? Is stability at literally maximum levels of produc-tion, employment, and income a feasible objective, or would persistentefforts to achieve the highest possible levels be likely to produce suchinflationary distortions as to be self-defeating? Does full em loy-ment mean that no one should be unemployed involuntarily? Isunemployment involuntary if a workman is unwilling to take a differ-ent type of job or somewhat lower pay? In a free-enterprise economy,there will always be some unemployment as manpower and produc-tive facilities shift to meet changing demands arid changing technology.What ratio of unemployment is consistent with maximum sustainableemploy ent--2 percent 5 percent, or some other percentage of thelabor force? Since the labor force is a variable quantity, is the per-centage of unemployment of vgying significance at dierent times?Similar questions arise in trying to put economic growth in morespecific terms. To be meaningful, growth should be in real terms, nota growth in dollar volume ated by rising prices. Growth resultsin a rising standard of living only if it is sufficient to provide an in-crease in per capita output and real income. Granting that real percapital output is the goa, what rate of growth should be our objective?Is an average annu rate of 1 or 2 percent satisfactory, or should weseek more?There is no precise definition of objectives that would be appro-priate under al circumstances. It should be recognized, however,that the higher we set our goals the more difficult it is to achieve them,individually or in combination.
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INTERRELATION OF OBJECTIVES

Price stability, business stability, and economic growth are closely
interrelated.

In principle, stable prices, business stability at high levels of pro-
duction and employment, and economic growth are mutually con-
sistent. In practice, inconsistencies may at times develop. Excessive
expansion or contraction in major sectors of the economy tends to be
accompanied by inflationary or deflationary tendencies; too much
emphasis on one objective may impair ability to achieve the others.

Rising prices usually lead to waste, inefficiency, misdirected use of
resources, and, eventually, to a boom which ends in depression. On
the other hand, rapidly falling prices are almost invariably accom-
panied by declining production, idle plants, and unemployed labor.
A considerable degree of price stability (or, perhaps, even gradually
declining ricees, therefore, would appear to be an essential, although
not a sufficient, condition for achieving business stability and steady
economic growth.

Reasonably full employment is also consistent with achieving sus-
tained long-term growth. Unemployment and idle facilities represent
a waste of economic resources On the other hand, attempts to main-
tain employment at a maximum level without regard to price stability
may inhibit economic growth. In a dynamic economy, resources are
continually being shifted from declining to expanding industries;
improved machinery and techniques replace the old and obsolete.
Such changes are essential for increasing efficiency and promoting
economic growth, but they may also result in temporary unemploy-
ment. Efforts to prop up declining industries or to delay the intro-
duction of improved techniques as a means of preventing unemploy-
ment prolong relatively inefficient methods of production and retard
the rate of economic growth. Attempts directed primarily toward
maintaining employment at a maximum level also create an economic
climate which is not conducive to the most efficient use of productive
resources. When demand is pressing against capacity, the emphasis
is on getting more output. Costs and prices are a secondary con-
sideration.

Inflation, formerly considered predominantly a wartime problem
in this country, has become a threat in peacetime. Several develop-
ments have contributed toward making inflation a threat in peace-
time. Governments have assumed responsibility for maintaining
"maximum" employment. Collective bargaining has become a power-
ful force in determining wage rates. Several important industries
are dominated by a few large companies and the prices of their
products do not respond readily to the free play of supply and demand.
Fear of "creeping" inflation has led to protective devices such as
escalator clauses which, by their nature tend to perpetuate it.

It is extremely difficult, if not impossible, to keep aggregate demand
strong enough to maintain full employment without spilling over into
rising prices, especially with the close interrelationship between wages
and prices under our present institutional structure. An increase in
prices generates intense pressure for higher wage rates. Under con-
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ditions of full employment, a wage increase can easily be passed alongin the form of higher prices. Thus, an increase in either prices orwage rates tends to initiate a rising price-wage or wage-price spiral.
For these reasons, attempting to maintain full employment is liketrying to walk a tight rope-there is constant danger of slipping into
slowly rising prices and long-run inflation.

Fear of inflation has led to devices to protect real income from theerosion of rising prices. Some wage contracts tie wage rates to theindex of consumer prices. Once prices begin to rise, regardless of theinitial cause, wage rates increase automatically. If wage increases
were limited to cost-of-living adjustments of modest proportions sothat they could readily be absorbed by increased efficiency of produc-
tion, no further impetus to the price increases should result. And,as further efficiencies were achieved, costs would be lowered, so thatreal wages could be increased through price reductions. But when
cost-of-living wage increases are added to basic wage increases thatfully match or exceed increases in productivity, the tendency is toset in motion an upward spiral of costs and prices. In fact, as theexperience of a number of countries has demonstrated, escalator
provisions in wage arrangements can perpetuate a wage-price spiralof ever-increasing intensity, with the result that the currency ap-
proaches worthlessness at an accelerating rate.

Although the wage "escalator" clause is best known, other devices
have a similar effect. Some countries have issued "purchasing-power"
bond s, the amount of interest and sometimes the principal being tiedto.the price index. Cost-plus contracts also tie contractual income toprices. With no incentive to *cut costs, rising prices are likely to befully reflected in higher costs and in a larger fee as well. Escalator
clauses and similar devices, because of the accelerating effect onceprices begin to rise, make it more difficult to achieve price stability.t remains to be seen whether escalator clauses will be retained and,
hence, have similar effects in a period of declining prices.

The fact that our present economic environment facilitates opera-tion of the wage-price spiral does not mean that inflation is inevitable.
Wage increases are inherently inflationary when in excess of the risein productivity for the economy as a whole, and it is problematical
whether, under all circumstances, action to limit credit and the moneysupply and, thus, to make more difficult the financing of business atthe higher price level can prevent a wage-price spiral from continuing
to push prices upward. However, credit restraint, properly timed,can be of great value in minimizing and possibly preventing or halt-ing an upward spiral. The longer a spiral is permitted to continue,
the more difficult it becomes to halt it without precipitating a decline
in production and employment.

Policies directed toward maintaining maximum employment mayresult in long-run inflation, even though a continual rise in prices isavoided. Recurrent booms may push prices upward. On the other
hand, because of prompt actions to stimulate production and restorefull employment, periods of recession may be accompanied by a haltto the rise, but httle, if any, decline in prices. With prices moving
upward from a higher base following each recession, the long-runtrend would be a ratcheting upward movement in the price level.Too much emphasis on full employment may prevent the effective
restraint necessary to maintain price stability.
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Success in promoting stability of prices and in avoiding wide fluc-
tuations in production, employment, and income, however, will in
general provide an economic atmosphere conducive to .ma mum
economic growth-the third objective of economic policy. In a
market economy, the forces that promote economic progress on the
part of the individual are in general the same forces that foster a
rising standard of living for society as a whole. While this view does
not deny that Government policies may accelerate economic growth
it does recognize that the major impetus for growth stems primarily
from the efforts of individuals to promote their own well-being, within
the framework of a stable economy, rather than concerted efforts of the
Government to elevate growth to a major objective of public policy.

Aside from the promotion of stability in prices and business activity,
the contribution of public policy to economic growth lies mainly in
fostering competition in the economy. Competition is a strong stimu-
lant to growth. It sharpens interest in reducing costs, in searching
out more efficient methods of production, and in discovering and ap-
plying new techniques and products. It places a premium on entre-
preneurship and skills. It promotes business investment, both as a
means of reducing production costs by introducing more efficient equip-
ment and of increasing capacity to capture a larger share of the
market. Competition is, in short, the major stimulant to economical
use of resources, both human and material, through technological
progress and by eliminating waste and inefficiency in productive
processes.

Given the pace of technological advance, the rate of economic
growth tends to vary directly with the proportion of economic re-
sources devoted to capital formation. While monetary and fiscal
policies inevitably affect the pace of capital formation, the precise
allocation of resources between production .or consumption as opposed
to investment is, in a market economy, determined largely by the free
choice of consumers and businesses. Experience indicates that the
maintenance of reasonable stability in the value of money and pros-
perous economic conditions provides an atmosphere conducive to a
sustained and satisfactory rate of economic growth. If this view is
correct, stability of prices and business activity must be accepted as
the primary goal of policy, with economic growth as a natural and
desirable consequence of their successful attainment.

Moreover, it is important to recognize that, under conditions of re-
latively full use of our economic resources, a faster rate of growth can
be achieved only at the expense of current consumption. Such a
choice should generally, in our opinion. be a reflection of individual
preferences rather than a Government decision.

These longer-run problems of harmonizing economic policy objec-
tives have their counterpart in the short run. The current situation
affords an illustration. The index of consumer prices has continued
to rise even though production, employment, and income have been
declining for several months, and recently the index of wholesale
prices has been rising also. Sole emphasis on price stability would

for continued restraint to check the rise. A restrictive policy,
however, would tend to intensify the decline in production and the rise
in unemployment. Thus policies directed solely toward price stability
would be somewhat inconsistent with maintaipng business stability
and a full utilization of labor and productive facilities.
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When such conflicts occur, monetary and fiscal authorities shouldreappraise the relative significance of the various objectives and selectthat combination which is most appropriate under the circumstances.

RELATIVE IMPORTANCE OF OBJECTIVES

The relative importance of economic objectives varies with economicconditionq. There is no ranking as to importance that is appropriateunder all circumstances. The particular combination that should be
pursued at a given time depends on existing conditions and a carefulappraisal of the probable consequences of the policies that would be
necessary to achieve each objective.

Wide acceptances of the view that inflation is a probability inpeacetine appears to be based not on the conclusion that it is desirableper se or that economic instruments for preventing it are inadequate iffully used. Rather it seems to rest primarily on the premise that fullemployment, even though involving the threat of long-run inflation, ismore desirable than the alternatives. One alternative is the use ofmonetary and fiscal policies with whatever vigor is required to checkrising prices and prevent a decline in the purchasing power of thedollar. Another, favored by some, is to rely less on such instruments
as monetary and fiscal policies and more on direct controls as a means
of achieving both full employment and price stability.It is important to recognize that pursuing policies to achieve eitherof these objectives will inflict sacrifices and hardships on someone.Emphasis on the employment objective, even though it results inrecurrent inflation, may temporarily minimize unemployment butthere is a price for someone to pay. Creeping inflation is like atermite. Working underneath a surface of prosperity, it constantlynibbles away the buying power of the dollar, favors speculative ratherthan constructive investment, and so undermines the foundations ofgrowth and, eventually, may even lead to runaway inflation.

A price increase of 3 percent annually, although small in itself,would in 20 years reduce the buying power of the dollar by nearly one-half. One effect would be to wipe out a substantial part of the realvalue of money savings and fixed incomes. It would inflict heavylosses on millions of people with savings deposits in banks, shares insavings and loan associations, and life insurance; and impose a sharpreduction in the standard of living of those with fixed incomes, suchas recipients of annuities, pensions, and other forms of retirement
income. The hardship is just as real, although not so obvious, as theloss of income resulting from unemployment; and to a large extentthe burden falls on those least able to bear it. Secondly, as it becameclear that money savings were faced with progressive shrinkage inpurchasing power, the flow of savings into savings institutions wouldtend to decline, there would be a shift from money and fixed-incomeobligations to equities and real property, speculation and waste wouldbe encouraged, and maladjustments would be created among differenttypes of economic activity. These developments would accelerate thepace of inflation and thus intensify the hardships imposed on muchof the population. If carried far enough, it could eventually threatenrunaway inflation which could lead to chaotic conditions in theeconomy. But even in the absence of such a culminating phase,the consequences of substantial inflation are damaging enough to
warrant very strong efforts to prevent it.
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Effective use of monetary and fiscal policies to help maintain price
and business stability cannot be entirely painless. In essence, a
restrictive monetary policy, designed to prevent spendable funds
from rising more rapidly than the output of goods and services availa-
ble for people to buy, limits the total quantity of credit available to

borrowers. Some would-be borrowers are deprived of credit which
otherwise would be available. But the limited supply is allocated
among borrowers by market forces instead of by the decisions of some
regulatory agency.

It is well to note that using direct controls as a means of maintaining
maximum employment without inflation also has its price. Expe-
rience demonstrates that a harness of direct controls over prices and
wages creates rigidities and distortions, makes adjustment to change
slow and more difficult, infringes upon individual freedom, and stifles
private initiative. The long-run effect is to inhibit not only the
mobility of resources, but growth itself. In addition, direct controls
are inconsistent with the principles laid down in the Employment Act
that maximum employment, production, and purchasing power should
be promoted in ways that would foster and promote free competitive
enterprise.

Even more important, perhaps, is the fundamental weakness in-
herent in direct controls. The fact that they are needed is conclusive
evidence that aggregate demand is in excess of the amount which is
consistent with price stability. Their purpose is to suppress the effect
of excessive purchasing power on prices. With prices controlled and
supplies limited, however, money accumulates which cannot be spent
for the goods people want to buy. Experience suggests that before
long workers may decide that greater satisfaction can be derived from
more leisure rather than more work. Inability to convert income into
goods dulls the incentive to work, spawns inefficiency, and leads to
conditions inimical to economic growth. Furthermore, if long con-
tinued, the accumulation of pent-up purchasing power is almost cer-
tain to lead to violations, the growth of black markets, and eventual
price inflation.

Selecting the most appropriate goals of economic policy is a difficult
and complicated task. General economic welfare can best be pro-
moted, it seems, by carefully weighing the advantages and the sacri-
fices and hardships involved in pursuing policies designed to achieve
alternative objectives. The long-run as well as the short-run effects
should also be considered. Only in this way can men of judgment
reach a sound decision as to the particular combination which seems
most appropriate for a particular situation.

Although there is no set of rules or ranking of objectives which can
always be followed, certain guides may be helpful in arriving at a
decision as to the appropriate combination under given economic
conditions. One factor of significance is the nature of the rise in
prices or the increase in unemployment. Is the price rise accounted
for mainly by temporary conditions such as crop failures and unsea-
sonable weather? In case of an increase in unemployment, does the
rise reflect largely such factors as seasonal declines in production or
secular declines in industries whose products are gradually being dis-
placed by newer ones? Monetary and fiscal policies are not appro-
priate remedies for price increases for particular products resulting
from unusual supply or demand conditions, such as crop failures.
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A second factor, as indicated above, is that when there is a conflictaniong objectives the advantages and disadvantages of each alterna-tive should be weighed careful . For example, if prices and unem-ployment are increasing simultaneously, the relative strength ofinflationary forces and of the contractive tendencies in business activityand unemployment should be appraised. Also the loss inflicted byrising prices on those with savings and relatively fixed incomes shouldbe carefully weighed against the more obvious hardships of unem-ployment.
Despite some tendency toward inconsistency among the objectives,they seem to be attainable within reasonable limits. One of the prin-cipal threats to optimum overall achievement is excessive emphasison one objective without regard to the others. The problem is tostrive for that combination which, under existing circumstances, willmimize hardship and maximize general welfare.
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PART III

MONETARY POLICY, 1942-57

The goals of relatively full employment and a satisfactory rate of
economic growth have been largely attained in the 16- year period
ending in 1957. Stability of the price level, the third important
objective of public economic policy, has not, however, been achieved.
The purchasing power of the dollar approximately halved during the
period, as reflected by a doubling in the consumer and wholesale price
indexes. While appropriate monetary policies alone cannot be ex-
pected to achieve the objectives of economic policy, including price
stability, such factors as the cost, availability, and volume of credit
are of considerable significance to economic trends in general and to
price level movements in particular. The purpose of the following
discussion is to review monetary policy since 1942, emphasizing the
inflationary characteristic of the period as a whole and the relationship
of monetery policy to the rise in prices. For this purpose, the 16
years are divided into 3 periods: (1) December 1941 to mid-1946;
(2) mid-1946 to mid-1951; and (3) mid-1951 to 1957.

DECEMBER 1941 TO MID-1946

At the outbreak of war, the Board of Governors of the Federal
Reserve System announced that the primary objective of the System
during the war would be "to assure that an ample supply of funds is
available at all times for financing the war effort and to exert its
influence toward maintaining conditions in the * * * Government
security market that are satisfactory from the standpoint of the
Government's requirements." During 1942 an additional objective
attained a major position in Federal Reserve policy. This second
objective was to encourage the repayment of debts and the use of
increasing amounts of the incomes of individuals for financing of the
war, thus helping to counteract inflationary pressures.

This second objective was promoted through the administration of
consumer credit controls and efforts to encourage nonbank purchases
of Government securities and to avoid unnecessary credit expansion.
Nevertheless, the decision to assure an ample supply of funds for war
finance, and to finance the war at low and stable rates of interest, in
effect relegated control of inflation to a position secondary to the
objective of facilitating war finance. While it was recognized that
some inflation was inevitable, it was also believed that rationing and
direct controls over prices, wages, and output, cooled with selective
control of consumer credit through regulation , would minimize
price increases during the war. -That this view was substantially
correct is indicated by the relatively mild increase of 11 percent in
consumer prices between mid-1942, when the machinery of direct
control had been largely established, and the end of the war. It is
important to note, however, that the increase in the price index under-
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states the degree of inflation, in view of the growth of black marketsand the substitution of nonstandard and inferior products for standard
products.

Two major operating policies were adopted early in the war to pro-mote the System's primary objective. They were: (1) an official com-nutment on the part of the Federal Reserve banks to purchase allUnited States Treasury bills that might be offered at a rate of three-eighths of 1 percent, coupled with an agreement to resell the bills tothe vendor any time before maturity at the same rate; and (2) pur-chases in the open market to prevent yields on longer term Govern-ment securities (certificates, notes and bonds) from rising abovepredetermined levels. Successful implementation of these policiesresulted in the establishment of a pattern of rates on Governmentsecurities, ranging from three-eighths of 1 percent on 91-day Treasurybills to 2% percent on the longest term bonds (at that time, 30-yearmaturity). To facilitate further the financing of the war, two addi-tional operating policies were adopted. They were the establishmentof a preferential discount rate of one-half of 1 percent for advancessecured by short-term Governments, and reductions in Reserve re-quirements of central Reserve city banks.Once investors and other market participants became convincedthat rates would aot be permitted to rise above the levels selectedearly in the war, the attainment of the primary objective of monetarypolicy during the war was assured. In effect, the maintenance of aow and stable structure of interest rates (1) encouraged promptbuying of securities by investors, who might otherwise have awaitedhigher rates; (2) assured a strong and steady market for outstandingsecurities; (3) kept down the interest cost on the war debt; and (4)limited the growth in bank and other investors' earnings from theirpublic debt holdings.
Unfortunately, the failure to raise a greater proportion of the fundsrequired for financing the war through taxes and sales of securities togenuine nonbank investors, and the resulting rapid expansion of bankcredit and the money supply, contributed to inflationary pressures,both current and latent. Only 40 percent of the funds obtained tofinance the war were raised through taxation. The war loan drives,while appearing on the surface to have resulted in the sale of largeamounts of securities to genuine nonbank investors, actually reliedsignificantly on bank credit expansion for their success. The Treasuryoffered nothing but short-term securities for subscription by com-mercial banks after the third war loan, and only limited amounts oflonger term securities in the preceding drives. Consequently, thebanks subscribed to short-term securities, sold considerable amountsto the Reserve banks, and then bought the longer bank-eligiblesecurities in the market above par, thus permitting speculativelyinclined, nonbank subscribers to make a quick profit and againsubscribe to large amounts in the next loan. In addition, the rela-tively low yields on bills and certificates exerted strong pressures onbanks and other investors to liquidate these instruments, which theFederal Reserve had to purchase in order to maintain the rate pattern,and to use the funds thus acquired to purchase longer term, higheryielding securities. While most of the reserves applied in thismanner were absorbed by an increase in currency in circulation andan outflow of gold, a substantial volume was used to support the
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expansion of bank investments and, consequently, promoted infla-
tionary growth of the money supply.

Although the shifting process could have been discouraged and
perhaps eliminated by permitting short-term rates to rise relative to
longer term yields, Treasury officials were reluctant to agree to any
breach of the rate pattern. Even though the shifting process gained
momentum in the later stages of the war and did not cease until
about mid-1946, it was not until the summer of 1947 that yields on
Treasury bills and certificates were permitted to move higher. In
the meantime, the overall technique of war finance and the resulting
excessive monetary expansion, together with wartime shortages and
accumulated demands, laid the basis for a sharp increase in price
of goods and services once price controls and rationing were suspended
in 1946.

MID-1946 TO MID-1961

Throughout most of the period from mid-1946 until the consum-
mation of the Treasury-Federal Reserve accord in early 1951, Federal
Reserve authorities were confronted with the task of reconciling two
conflicting objectives. Briefly stated, these objectives were, on the
one hand, to utilize general instruments of credit control in an orthodox
manner to restrain inflationary pressures and, on the other hand, to
maintain stable and orderly conditions in the Government securities
market.

The importance of the first objective is emphasized by the fact that
from the beginning of the period until the latter part of 1948, and
again in the latter part of 1950 and in early 1951, inflationary pressures
were severe. In the earlier period, the pressures resulted primarily
from the huge volume of liquid assets built up during the war and the
accompanying shortages of goods and deferred demands. In the
latter period, the outbreak of fighting in Korea, which followed
closely upon recovery from the mild recession of 1948-49, stimulated
business and consumer spending in expectation of greatly expanded
military expenditures and in fear of renewed shortage of goods.
Under each of these circumstances, orthodox principles of central
banking would have called for a restrictive credit policy. While
some inflation was no doubt inevitable in each instance, an effective
restrictive policy would have limited inflation by reducing the attrac-
tiveness of liquidating Government securities in order to purchase
goods and services or, in the case of banks and other financial institu-
tions in order to engage in credit extension to private borrowers.

Adoption of an orthodox restrictive policy would, of course, have
necessitated the abandonment of the policy of maintaining a stable
market for Governmenb securities. Flexible credit policies require
flexible interest rates, which in turn mean that prices of debt instru-
ments, including Government securities, must be free to fluctuate with
market forces and those emanating from the actions of the central
bank. So long as prices of Government securities were supported at
relatively high prices, holders of the instruments were in effect invited
to liquidate their Governments at attractive prices. In essence, the
Federal Reserve acted as a passive buyer of Governments and, in the
process, supplied additional reserves to the market on the initiative of
holders of Government obligations.
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There was, on the other hand, grave concern as to the effect ofabandonment of par support on the market for existing Governmentsecurities, the Treasury s refunding operations, and the state of busi-ness in general. Such action, it was believed, might precipitate dis-orderly conditions in the Government securities market. Lower andfluctuating p rices, for Government securities would have complicatedTreasury refunding operations, and the higher interest rates that nodoubt would have occurred would have increased the cost to theTreasury of servicing the Federal debt. In the early postwar period,it was feared that abandonment of par support might precipitate acrisis in the security markets generally and interfere seriously with thereconversion and expansion ofindustry. After the initial reconversionphase, there were recurrent fears of a postwar depression.
These latter arguments, while perhaps appearing less convincingtoday in view of the relative ease with which the par support programwas terminated in 1951, were of considerable significance in the earlypostwar years. It should be recalled that, at the time, large amountsof Government securities were in the hands of more or less imper-manent holders-financial institutions and other investors who hadpurchased the securities for patriotic and other reasons during the war,and who were anxious to liquidate the securities to obtain fundsfor other purposes. It is, therefore, quite possible that chaoticconditions in the market for Government securities would have devel-oped had the System attempted to abandon the par support program.In view of these considerations, the System attempted to reconcilethe conflicting objectives by combating inflation through actions thatdid not necessitate the abandonment of the support program. Thus,despite purchases of $10 billion of Treasury bonds in tLe 12 monthsended October 1948, total Federal Reserve holdings of Governmentsecurities increased only $1 billion (the $1 billion of net purchases wasmore than offset by an increase in reserve requirements in September1948). The difference of $9 billion resulted partly from System salesof shorter-term Governments to investors other than commercialbanks, mutual savings banks, and insurance companies, which wasmade possible by the rise within the pattern of yields on these securi-ties; and partly from the Treasury's program of debt retirement outof surplus funds, which was concentrated in maturing securities held

by the Reserve banks.
Other actions taken by the System to limit inflation included (1) anincrease in Reserve bank discount rates from 1 to 1% percent inJanuary 1948 and to 1 Y percent in August; (2) appeals to bankers toexercise caution in lending policies, to curtail speculative loans, and toguard against overextension of consumer credit (regulation W wasinoperative from November 1947 to November 1948); and (3) requestsfor additional powers over member bank reserves, including authorityto raise existing requirements to higher levels and to prescribe second-a reserve requirements for member banks. It is doubtful thatthese actions had much effect. The discount mechanism was in a stateof disuse inasmuch as banks could easily adjust reserve positionscheaply and efficiently in the Government securities market. Appealsto bankers had to compete against customer pressure and a strongprofit pull toward private credit extension, not to mention the difficultyconfronting bankers of distinguishing essential from nonessentialcredit demands. Requests for additional legislative authority re-
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ceived no action until the summer of 1948, when Congress renewed the
authority for regulation W and granted the Board of Governors
temporary authority to raise member bank reserve requirements
above existing statutory limits. The Board promptly raised reserve
requirements and reinstituted consumer credit control. As it turned
out, inflationary pressures had begun to subside in the summer of
1948, and thus the additional powers were bestowed too late. The
decline in inflationary pressures was, however, not evident at the tone.

With the changed economic situation that became apparent in
early 1949, System authorities took action to ease credit, including
reductions in margin requirements, instalment credit terms and
member bank reserve requirements. However, concern with the
stability of prices of Government securities led to substantial System
sales of the instruments between January and June 1949 as market
demands for Governments increased. In late June, the Federal Open
Market Committee announced that, after consultation with the
Treasury, it had been decided that purchases, sales, and exchanges of
Government securities would be undertaken with primary regard to
the general business and credit situation. It was pointed out that the
policy of maintaining orderly conditions in the Government-securities
market would be continued but that, under conditions existing at the
time, "the maintenance of a relatively fixed pattern of rates as the
undesirable effect of absorbing reserves from the market at a time
when the availability of credit should be increased." The statement
was widely hailed as marking the return of the System to flexible
monetary policies.

Support operations were again undertaken, however, following the
outbreak of fighting in Korea in the summer of 1950. Although the
System attempted to restore flexibility to monetary policy in August,
when discount rates were raised, the Treasury opposed such action.
The necessity for supporting Treasury refunding operations in August
and during succeeding months forced the Federal Reserve to absorb
large amounts of shorter term securities and to support long-term
bond prices. Banks, insurance companies, and other financial institu-
tions began to liquidate Governments in large volume in order to
obtain funds to support private credit extension. Later, other holders
began to sell Governments, particularly longer term issues, because of
fear that their prices would later decline. In supporting the market,
the Federal Reserve between August 1950 and the end of the year
purchased $8 billion of maturing Governments, $1 billion of restricted
bonds, and $1.4 billion of short-term securities. Sales of short-term
Governments in the amount of $7 billion partially offset these pur-
chases. In January 1951 as support purchases continued in large
amount and as seasonal factors were adding substantially to bank
reserves, member bank reserve requirements were increased.

It was clear that the net System purchases were contributing to
inflationary pressures by keeping interest rates low and credit readily
available, and by adding to the reserves of the banking system.
Loans of commercial banks increased $7.5 billion during the latter
half of 1950 alone. Prices of goods and services rose rapid y, reflecting
heavy buying by individuals and businesses in fear of war-induced
shortages. Moreover, there was considerable public discussion of
digeement between the Treasury and the Federal Reserve. The
need was imperative for an agreement to restore harmony between
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the two agencies and to permit the System to pursue flexible monetarypolicies suited to the general business and credit situation. The resultwas the Treasury-Federal Reserve accord, announced jointly by theSecretary of the Treasury and the Chairman of the Board of Governorsand of the Federal Open Market Committee on March 4,1951.The terms of the accord that provided the basis for restoration offlexible monetary policies were as follows:
(1) In order to remove a substantial portion of the long-term Government bonds that were overhanging the market,the Treasury agreed to offer in exchange for certain long-termmarketable issues a long-term, nonmarketable bond thatwould be convertible at the holder's option into a marketable

Treasury note..
(2) The Open Market Committee pledged that it would,in effect, support the exchange operation by making limitedpurchases of any long-term bonds that private holders mighttry to sell after the terms of the exchange offering wereannounced. It was specified, however, that "the situationwould be assessed daily," that "the market would be keptorderly," and that "open market purchases, if any, would bemade on a scaledown of prices."(3) It was agreed that in order to hold to a minimum thereserve-creating purchases of short-term Governments, theFederal Reserve "would immediately reduce or discontinuepurchases of short-term securities and permit the short-termmarket to adjust to a position at which banks would dependupon borrowing at the Federal Reserve to make neededadjustments in their reserves." It was thought that thisaction would result in renewed use of the "discount window"as an avenue for obtaining Federal Reserve credit and, as aconsequence, greater reliance on discount policy as a device ofcredit control. Short-term interest rates would, it was be-lieved, tend to fluctuate around the discount rate. TheFederal Reserve agreed, however, not to raise tihe discountrate (then 1% percent) during the remainder of 1951.(4) Federal Reserve authorities pledged that their opera-tions would be designed "to assure a satisfactory volume ofexchanges in the refunding of maturing Treasury issues."The Open Market Committee would, in other words, supportTreasury refunding operations to ease the readjustment.

Although the Federal Reserve continued to purchase substantialamounts of Treasury bonds for a time following the accord, the bondswere purchased on a gradually declining scale of prices. The amounts]purchased declined and within a few m -eks purchases ceased. Follow-ing the accord, purchases of short-terms were promptly discontinued.Short-term rates, reflecting the termination of System purchases,rose sharply at first, but thereafter tended to move with marketforces. aliks began to use the discount facility to adjust reservepositions. Under these conditions it was possible to pursue flexiblemonetary policies even though support for Treasury financing opera-tions was afforded from time to time until late 1952.In evaulating Federal Reserve credit policies during the years1946-51, it is important to note that by far the larger portion of the
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early postwar inflation (in the period 1946-48) occurred before the
problem of par support became acute in late 1947. Between early
1946 and the end of 1948 consumer prices rose 32 percent. However,
four-fifths of the increase took place before the final quarter of 1947
reflecting the removal of direct controls in 1946, and it was not untii
late 1947 that the System began large-scale purchases of long-term
Governments in order to support their prices. Thus, most of the
inflation that occurred in 1946-48 resulted from earlier actions-
namely, the manner in which the war was financed, and the resulting
monetary expansion-and the huge accumulated demands for goods
and services both here and abroad.

Nevertheless, hindsight supports tile judgment that earlier return
to more flexible monetary policies would have been desirable. Had it
not been for the substantial Treasury surpluses in 1947 and 1948,
totaling almost $14 billion, and the use of a large portion of the surplus
funds to retire maturing securities at the Federal Reserve banks,
control over the Reserve position of the banking system would have
been much more difficult. The willingness of the System to monetize
longer term Government securities by creating Federal Reserve credit
at relatively low rates of interest undoubtedly interfered ith efforts
to restrain inflation ry pressures. The success of the offsetting
policies should not, however, be underestimated. Despite the support
operations, the volume of bank credit and the money supply actually
changed little in 1948.

Even more important is the judgment that failure to restore flexible
monetary policies earlier in the postwar period led inevitably to
reliance on support techniques following the outbreak of fighting in
Korea. While much of the earlier postwar inflation was beyond the
practicable influence of monetary policy, the same was less true in
ate 1950 and early 1951. The post-Korean inflation, while resulting
partly from a more active use of the money supply as consumers and
businesses rushed to buy in expectation of shortages and higher
prices, was also supported strongly by credit expansion; and the
credit expansion was facilitated by Federal Reserve creation of
reserves as an adjunct to the support program.

MID-1951 TO 1957

Monetary policy during most of the period since the accord has
been directed primarily toward restraining inflation. Pressures on
the supply of labor and other resources, arising from a high level of
defense expenditures and strong consumption and investment de-
mands, have tended, except for a brief period in 1953-54 and again
recently, to push prices higher. Between mid-1951 and the end of
1957, consumer prices rose 10 percent, with more than half of the
increase occurring in 1956 and 1957.

Balance between aggegate demand for and supply of goods and
services was reasonably well maintained in 1951 and 1952, even
though consumer prices advanced during the period. This increase
stemmed primarily from rising rent and transportation costs and
largely reflected the culmination of inflationary pressures that had
been built up before the establishment of price and wage controls in
early 1951 and before the accord.

2485.-58----4
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Flexible administration of general credit controls, coupled withother important factors, helped promote stable growth in 1951 and1952. Among the other factors were the various selective and directcontrols, including regulation of consumer and real-estate credit, thevoluntary credit restraint program, and price ceilings and allocationof scarce commodities; increases in taxes that offset, in part, risingGovernment expenditures; and, by mid-1952, a retardation in therate of growth of defense expenditures.Following the accord, and throughout most of 1951 and 1952,Federal Reserve actions were designed to minimize inflationary creditexpansion while at the same time facilitating the readjustment of theGovernment securities market to termination of support. In addi-tion, and in keeping with the terms of the accord, the System affordeddirect support to Treasury refunding operations. Although purchasesof Governments during such periods were substantial, the Systemwas able to offset most of the acquisitions by sales or redemptionsof short-term Governments. Thus, between mid-April and November1951, purchases of $300 million of long-term bonds and $1.5 billionof short-term issues were almost wholly offset by liquidation of $1.7billion of short-term Governments. The same technique, which waspossible only because the System was no longer pledged to maintainstable prices for Government securities and could therefore operateflexibly in the market, was used in February, June, August, andSeptember 1952. Reflecting the effects of the termination of thesupport program, sustained demands for funds in the market, andthe generally restrictive monetary policies, interest rates on Govern-ment securities, corporate issues, and other debt instruments roseirregularly through 1951. In 1952, bond yields tended to level out,but short-term Government rates continued to increase. B theend of the year, interest rates generally were at the highest levelssince the 1930's.Inflationary pressures began to mount in late 1952 and early 1953,as defense expenditures rose further and consumer and businessdemand expanded. With credit demands strong and the economyoperating close to capacity levels, the System exercised restraint inorder to prevent excessive use of bank credit and inflationary expan-sion of the money supply. Member bank borrowing from the FederalReserve banks rose, interest rates increased and, in January 1953,the Reserve banks increased their discount rates by one-fourth Point,to 2 percent, in confirmation of the rate structure that had developedand to increase the cost of borrowing to member banks.With the development of strains in the money and capital marketsin the late spring of 1953, System credit policy was reversed, asmanifested by substantial purchases of Treasury bills in May andJune and a reduction in member bank reserve requirements in July.At the same time, business activity leveled out, and then declinedprimarily as a result of sharp cutbacks in defense expenditures andan accompanying shift by businesses from accumulation to liqui-dation ot inventories. throughout the remainder of 1953 andduring all of 1954, monetary policy was directed toward ease in orderto cushion recessionary tendencies and to provide a monetary andcredit atmosphere conducive to recovery.The recession was both mild and short-lived, partly because basicforces of demand remained strong, and partly because easy avail-
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ability of credit at low interest rates provided the basis for rising
construction activity and, in late 1954 and early 1955 a resurgence
of consumer spending for automobiles and other durable items. It
is important to note that actions taken by the monetary authorities
in 1954, including open market operations designed to make bank
reserves freely available, two reductions in discount rates to a level
of 1% percent, and an additional cut in member bank reserve require-
ments, contributed significantly to the liquidity of the economy
generally and of the banking system in particular. Confronted with
reduced demands for loans, banks used the additional reserves made
available through Federal Reserve action to increase sharply their
holdings of Government and other securities. Between may 1953
and November 1954, total investments of commercial banks rose
more than $14 billion, with Governments accounting for almost $12
billion of the increase.

As the first signs of economic recovery emerged in late 1954, the
System permitted bank reserve positions to firm slightly in response
to rising credit demands. Reflecting the widening of the recovery
movement, credit demands continued to rise in early 1955. The Sys-
tem permitted bank reserve positions to tighten further and, in April,
the Reserve banks raised their discount rates one-fourth point to 1%
percent, increasing the cost of borrowing to member banks and bring-
ing discount rates into better alinement with market rates. This rate
increase was a straightforward indication to the business and financial
community that monetary policy had been shifted toward restraint
as contrasted with the policy of ease that had been followed in the
second half of 1953 and in 1954. Meanwhile, there had been a rapid
increase in the use of credit for purchasing and carrying securities,
and margin requirements were increased in January and again in
April.-

By the time of the discount-rate increase in April 1955, most of the
slack that had developed in the economy in 1953-54, as reflected in
ready availability of labor and other economic resources, had been
eliminated. Pressures on costs and prices intensified as aggregate
spending continued to rise. The accompanying demands for credit,
in the face of inadequate savings and the gradually increasing restric-
tiveness of monetary policy, forced interest rates higher. The Federal
Reserve banks increased their discount rates in 6 steps, reaching a
uniform level of 3% percent in August 1957. Despite these policies,
wholesale prices began to rise in the middle of 1955 and consumer
prices in early 1956. The rise in consumer prices continued, almost.
without interruption, through 1957.

Monetary policy was once again shifted toward ease in the final
quarter of 1957. Withthe abatement of inflationary pressures and
the accompanying decline in loan demand in the fall, bank reserve
positions were allowed to ease slightly in the latter part of October
and early November. Then as additional economic and financial data
confirmed that the peak o# business activity had been passed and
that recessionary forces were developing, the Reserve bant reduced
their discount rates by one-half point to a level of 3 percent. Financial
markets responded dramatically to this clear signal that monetary
policy had been adjusted to the changing business situation and, by
the year end, pressures on bank reserves had been eased considerably
and yields on Government and other debt obligations had declined

43



THE FINANCIAL ONDION OF THE UNITED STATES

markedly from earlier peaks. Easing actions were continued in early1958, as business continued to decline, as reflected in significant easingin reserve positions of member banks and reductions in marginrequirements, discount rates, and member-bank reserve requirements.The preceding review indicates that monetary policy has beenflexibly administered in the 7 years since the accord. A major questionof interest, however, is whether the price inflation that occurred in1956 and 1957 could have been wholly or partly avoided had Federaleconomic policy, including monetary policy, been administereddifferently. It is, of course, impossible to know precisely what wouldhave occurred had different policies, in fact, been followed. It isreasonable to assume however, that fiscal policies resulting in largercash surpluses in fiscal years 1956 and 1957 would have helped restraininflationary pressures. These surpluses could have been used in suchmanner as to limit the spending power of the private sector of theeconomy. In addition, the Treasury's financing problems would havebeen reduced, thereby facilitating the administration of a restrictive
monetary policy.In retrospect, there is little doubt that the direction of monetarypolicy was generally correct through the 7-year period. There issome question, however, whether the policy of ease was carried too farin 1954, when a combination of open-market operations and reductionsin discount rates and reserve requirements pushed available reservesof member banks to high levels and short-term interest rates to ex-ceedingly low levels. A noted above, commercial banks utilized alarge portion of the available reserves to purchase Government andother securities. While this action cushioned the recession and pro-vided a basis for recovery by promoting growth in the money supply,it also contributed to the growth of liquidity in the banking system.Consequently, when policy was shifted toward restraint in 1955, andgradually became more restrictive through 1955 and in 1956, com-mercial banks were in a position to meet demands of consumer andbusiness borrowers by liquidating Governments and extending loan

credit.
There also is some question whether the System moved fast enoughin exercising restraint in the early and intermediate stages of the boom.Granted that a somewhat less easy policy in 1954 would have reducedcommercial-bank purchases of securities at that time, even the ex-cessive liquidity existing at the beginning of 1955 might have beenabsorbed more quickly, and cre it expansion thereby restrainedfurther, had policy been tightened faster in 1955.That the record bank-loan expansion that occurred in 1955 and 1956was an important factor in the inflationary push is indicated by con-tinued expansion in business activity and rising prices, despite therestrained growth of the money supply during the period. Theactive-money supply, consisting of adjusted demand deposits andcurrency outside banks, increased only 3 percent in 1955 and about1 percent in 1956. The rate of use of the existing money supply,however, increased markedly during the period. The increase invelocity was facilitated by the liquidation of bank investments,particularly Government securities, the concurrent extension of pri-vate credit to business and consumer borrowers, and rising marketrates of interest. This type of shift, within the framework of a stableor slowly expanding money supply, tended to be accompanied by an
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increase in money velocity as the recipients of the bank loans used the
funds to spend for goods and services. During 1955 and 1956, a
more restrictive credit policy might have curtailed the shift from
bank investments to loans and restrained total s pendin

These judgments, it should be strongly emphasized, are possible
only on the basis of hindsight. It should be recalled that, in 1953-54,
there was concern lest the recession deepen and lead to large-scale
reductions in output and employment. There was, at the time, little
protest that monetary policy was being carried too far in the direction
of ease. It is even more important to recall developments in late 1954
and in 1955. The recovery from the recession of 1953-54 moved much
faster than was generally expected; there were still doubts in early
1955 that the recovery was firmly established, and there was con-
siderable apprehension that a move toward tighter credit at a faster
pace might halt the recovery short of its full potential. Much of the
economic data available currently in the first two quarters of 1955
seriously understated the extent of the recovery up to that time.
It was only later, when revisions of statistics became available, that
the rapidity of the upturn became apparent. Moreover, it should be
recalled that, at various times during the boom period, forces emerged
that seemed to indicate a levelling off in business activity, or even an
imminent decline. It is only through hindsight that the need for a
more restrictive policy in the early stages of the boom seems dear.
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PART IV

FISCAL AND DEBT MANAGEMENT POLICY
The comments that follow are submitted in an effort to be responsiveto the committee's questions concerning fiscal and debt managementpolicies, even though such policies are not within the area of respon-sibility of the Federal Reserve System. The discussion is intendedto be theoretical and analytical, rather than to recommend any specific

policies or courses of action.

FISCAL POLICY

In principle, the view is widely held that fiscal policy should be con-ducted in an anticyclical manner, with Government revenues exceed-ing expenditures in boom periods, and expenditures exceeding revenuesin periods of recession, so as to help compensate for major swings inprivate spending. To some extent this now tends to occur auto-matically under our present fiscal system, as most of the major typesof taxes tend to produce greater revenues in periods of expandingactivity, income, and private spending, and considerably smallerrevenues in periods of declining activity. Furthermore, under con-tinuing programs some types of expenditures tend to contract in pros-perous times and to increase in periods of recession. For example,disbursements from unemployment trust funds, grants-in-aid to theStates for public assistance, and to some extent old-age benefits declinein periods of expanding business activity, and increase in periods of
recession and rising unemployment.

To be most effective as an anticyclical influence, however, the auto-matic variability of receipts and expenditures in response to changesin economic conditions may need to be reinforced by active efforts torestrain Government expenditures when private (business and con-sumer) spending is high and to accelerate governmental projects whenprivate spending is declining. Similarly, to the extent that tax reduc-tion is possible within the framework of a budget balanced (on a cashbasis) over the full cycle, the reductions would be most conductive toeconomic stability if effected when recessionary tendencies prevail.And if increased taxation is required to achieve overall budgetarybalance, the tax increases would best be effected in periods when
expansive and inflationary tendencies prevail.

Furthermore, different tpes of expenditures and receipts have dif-ferent economic effects. Government expenditures that require largeamounts of materials and labor, such as public works, public housing,and highway construction, and of course direct or indirect subsidies,would be most useful in promoting steady growth of the economy ifthey could be concentrated in periods of recession.
In the field of taxation, similarly, some types of taxes are believedto bear more heavily on consumer spending, while others are believed
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to bear more heavily on saving. For example, broadly based taxes
such as excise taxes (especially retail sales taxes) and the "normal"
income tax are considered to have greater impact on consumer spend-
ing than on saving, whereas the progressive surtaxes are considered to
have greater effects on saving. The actual effects of such taxes on
spending and saving, however, are not measurable. The economic
effects of corporation taxes also are very difficult to measure. The
corporation income tax is commonly considered nonregressive. There
is generally a strong tendency, when tax reduction is considered desir-
able to exert a stimulating effect on the economy, to place primary
emphasis on reductions in personal income and excise taxes. But it
is questionable to what extent the corporation income tax is actually
nonregressive. The fact that the average ratio of net income after
taxes to invested capital in recent years has been much the same as in
earlier periods of high activity, when tax rates were much lower, would
seem to suggest that corporations in general have been able in fixing
selling prices to treat the tax on profits as an item of cost and so to
pass the tax along to customers.'

OUR PRESENT FISCAL SYSTEM

The current levels of expenditures and receipts have made the fiscal
policy of the Federal Government a far more important influence on
the economy than in earlier days. Government receipts have taken
between 20 and 25 percent of total national income in recent years,
and Government purchase of goods and services have accounted for
11 to 15 percent of total gross national product, in addition to which
large amounts have been returned to the public through transfer
payments and interest on the public debt. Sizable variations in
Government expenditures or in Government receipts, therefore, can
have profound effects on the economy. In the recession of 1953-54,
for example, the curtailment of Government expenditures following
the end of the war in Korea accounted for a much larger part of the
decline in gross national product than the net decline in private
expenditures. On the other hand, the substantial tax reductions of
1954 undoubtedly helped to promote early recovery from the recession.
And in 1949, the increase in Government defense and other expendi-
tures, together with a reduction in tax collections, went far toward
offsetting the decline in business inventory and other investment and
stimulating consumer spending.

Over the postwar period as a whole, the budgetary positions of the
Government-in the sense of the overall balance between total
payments and total receipts-does not appear to have been a major
inflationary influence. The delayed effects of the huge wartime
deficits, together with the shortages of civilian goods that accumulated
during the war, were probably the most important inflationary forces
in the early postwar years, 1946-48. In fact, the large cash surpluses
in calendar years 1947, 1948, and 1956 were helpful in restraining the
inflationary tendencies of those years, and the smaller surpluses in
1951 and 1957 were at least on the right side of the line. On the other
hand, the deficits of 1952 and 1953 contributed to the inflationary

'It Is somete argued that, to the extent tat accelerated depreciation on plant and equipment ha. bee
Rtoed for tax p e corporaton rofits recent yer have been understated. On the other hand
It 1 argued with at iekat equal force t far mom generaly the practice of basin depreciation on histoc
cst, rather than n production cast, has resulted in serious overstatement of cwporation profits.
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influence of t al or anticipated shortages of goods (actually moreanticipated than real) during the Korean war period.But the net budgetary position, even on a cash basis, does not tellthe whole story. The very magnitude of Government expendituresand the levels of taxation required to meet them have effects inde-pendent of the balance of receipts or payments. The current highevels of Government expenditures, and their tendency to follow along-term upward trend, have made them a much more importantelement in the economy than in earlier years, and a fairly stable one.But even within a fairly steady total volume, shifts among the vari-ous types of expenditures can have substantial effects on particularindustries or areas of the economy. For example, the shift of emphasisfrom military aircraft to guided missiles during the past 6 months or sohas had a depressing effect on aircraft production and employment,with the eventual effects in terms of manpower and material require-
ments still uncertain.

Furthermore, even with a balanced budget, Government expendi-tures and taxes at current high levels can exert inflationary influences.For example, the corporation tax rate is so high that the effect ofhigher interest rates in restraining borrowing in a boom period isdiluted, since it is said that "the Government pays more than halfthe cost." Also, incentives to efficiency and avoidance of wastefulor unnecessary expenses are greatly weakened, with inflationary effects.Quite aside from such tax aspects, it becomes extremely difficult toachieve economy and avoid inflationary influences in Governmentoperations and procurement when the aggregate volume of expendi-tures is so huge. Cost-plus contracts to assure performance, un-hampered by cost considerations, give Government contractors littleincentive to resist cost increases as they would if their profits were atstake, and any resulting inflation of costs tends to spread through
the community.

Another major weakness of fiscal policy as an instrument of nationaleconomic policy is the difficulty in o training timely public support andcongressional action for the sfical measures that would be most con-ducive to economic stability in the sense of steady, sustainablegrowth without inflation. It is usually difficult, except in periods ofnational emergency to get public support for increased taxation,especially of the kinds that would be most effective in restraininginflationary tendencies; and curtailment of Government spendingfinds more favor in the generality than in the specifics. On tle otherhand, when tax reduction or accelerated expenditure appears to beappropriate to exert a sustaining influence on production and employ-ment, it is usually a time-consuming process to reach agreement onthe types of tax reduction or of increased expenditure that will bemost appropriate to the circumstances. And even if the initiationof changes is well timed, the expenditure programs adopted ma attaintheir greatest momentum when they are no longer needed, an so giverise to new unstabilizing forces. Similarly, new taxes levied to meetthe needs of a particular situation are frequently retained long afterthe particular circumstances that led to their adoption have passed;and tax reductions also are hard to reverse except in emergency
situations.

One great difficulty is that of appraising the extent of the need forgovernmental intervention and how long it will be needed. Despite
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all the improvements that have been made in our economic data,
forecasting remains a decidedly imperfect art. The current situation
may be used to illustrate the point. Insofar as the current recession
represents an inventory adjustment, it should provide its own remedy
within a few months. Another and more important factor, especially
from the viewpoint of duration, however is the decline in business
investment in plant and equipment, following the development of
excess capacity in a number of industries. Planned expansion of

national defense expenditures, together with the rising trend of state
and local government capital projects and a possible acceleration of
residential construction, should go far toward offsetting the decline
in business investment, but the relative timing and momentum of the
various factors are uncertain.

Meanwhile, major questions are how well consumer spending-the
largest single element in the national economy-will be sustained,
and how far the curtailment of business investment will go. Recent
data on consumer spending have been difficult to interpret because
of the complicating influence of unusually severe winter weather in
much of the country. Developments in this area, probably more
than any other, will determine whether Government intervention, in
the form of tax reduction or a large increase in public works, is needed
to counteract the recessionary tendencies. If there is a normal seasonal
pickup in such things as automobile sales and residential building

during the spring months, and consumer spending generally is well
sustained, and if the contraction in business investment is not ac-
celerated, quite moderate action on the part of the Federal Govern-
ment might be sufficient. On the other hand, if it should appear
that consumer spending is being substantially curtailed as a result
of unemployment and apprehensiveness concerning future prospects-
and perhaps also by the burden of existing consumer debts-vigorous
steps in the form of prompt-acting governmental measures would be
indicated.

In the tax field, probably a substantial but temporary reduction in
broadly based taxes would be most effective and appropriate (tempo-
rary, in view of the prospect of a rising trend of Government expendi-
tures and probably sizable deficits ahead). This does not necessarily
mean, however, that tax reductions should be limited to personal in-
come and excise taxes. Some forms of corporation tax reduction

might also be expected to have stimulating effects on'business activity
and employment. For example, some countries have used variable
depreciation allowances to stimulate business spending on plant and
equipment in periods of reduced activity and to restrain such expendi-
tures in periods of high activity.2 And, in the expenditure field, the

preferable emphasis would be on projects that have been started and
can readily be accelerated, or on projects that are past the planning
stage and can be put into motion rapidly. The great danger in a
public-works program is that it will only attain substantial momentum
after the greatest need has passed, and may then accentuate infla-
tionary tendencies by competing with other active demands for
materials and manpower-especially the latter unless care is taken to
select projects that are clear y needed and are of such types and so

I In the present situation, with excess capacity in many Industries, more liberal depreciation allowance on
new investments in plant might not have much effect In Inducing acceleration of expansion plans, but might
accelerate replacement of inefficient or obsolete equipment with a view to achieving co t savings and reilev
Ing the squeeze on profits.
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located as to provide employment for the unemployed. At best,public works cannot be expected to make effective use of the particularskills of many of those who are out of work.

STATE AND LOCAL GOVERNMENT FINANCE

Major parts of State and local government expenditures, such asexpenditures for education, police and fire protection, maintenance ofpublic institutions, street and highway maintenance, and other publicservices are not greatly influenced by economic conditions. But thereare other parts, such as the construction and improvement of publicinstitutions and highways which ideally might be accelerated or re-tarded to help compensate for the wider swings in private spending,and thus exert a countercycical influence on the economy. Practi-cally, however, such countercyclical timing of construction projectsappears to be very difficult to achieve, even though it might result inappreciable savings in costs. The principal types of State and localexpenditures which tend to rise in periods of recession and to contractin periods of expansion are unemployment benefits and other formsof public assistance to the needy, much of the financing of which isdone by the Federal Government. Major capital expenditures ofState and local governments are usually financed by the sale of securi-ties, rather than by current taxation, but frequently require the ap-proval of the voters before the additional indebtedness can be assumed.And even though savings might be achieved by moving forward orpostponing such projects to periods of recession, the tendency fre-quently is to delay them until the need is clearly urgent, and then top=ed regardless of economic conditions and costs. In fact, projectsinvoving large expenditures are more likely to be voted down inperiods of recession, since taxpayers are particularly reluctant toassume new burdens at such times, although projects previously ap-proved are carried forward. On the other hand, shortages of materialsand unfavorable conditions in the capital markets may retard suchprojects in boom periods. The net result has been a generally risingtrend of State and local expenditures through prosperity and recession
during the postwarperiod.Since the fields of progressive taxation of personal income and tax-ation of corporation profits are so largely preempted by the FederalGovernment, State, and local government revenues are derivedlargely from real property taxes, general and specific sales taxes, andcertain basic business taxes which frequently are independent ofprofits earned. Consequently, while they have shown a generallyupward trend, they have varied only to a minor extent in response tochanges in business conditions. As a result, they have tended tobecome more burdensome in periods of business recession, and lessburdensome in periods of prosperity.

DEBT MANAGEMENT POLICY

For some years economists rather generally have urged that themanagement of the public debt be conducted m such a manner as toreenforce countercycical fiscal and monetary policies. More spe-cifically, the general policy advocated is that the Treasury place par-ticular emphasis on the sale of long-term securities during periods of
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high activity and inflationary pressures, and on the sale of short-term
during periods of recession. A primary purpose would be to divert
investment funds from private investment and thus restrain ten-
dencies toward overexpansion in prosperous times, and to avoid
competition for the available supply of investment funds in periods
of reduced business activity and unemployment.

Furthermore, in a period of expansion the use of the proceeds of
sales of long-term securities, together with the surplus revenues which
an appropriate fiscal policy should provide, would be used to retire
short-term debt held by the banks and others, thus reducing the
liquidity of the banking system and helping to make restrictive mone-

tary policies of the central banking system more effective. In a period
of recession, the proceeds of Treasury sales of short-term securities
(presumably largIy to the commercial banks) would be used to meet
Government deficits, and perhaps to retire long-term securities. A
result could be to offset, or more than offset, the decline in bank loans
characteristic of a period of recession, thus maintaining or increasing
total bank credit and the money supply, and at the same time in-
creasing bank liquidity and reenforcing an "easy" monetary policy.

The experience of recent years, however, has raised questions con-
cerning the feasibility and, to some extent, the desirability of such a
debt-management policy. In the first place, the heavy demands for
capital in a period of high activity tend to make the financial markets
unreceptive to long-term Treasury securities and to require the
Treasury to bid up interest rates progressively if it is to be successful
in diverting funds from other uses. The Treasury is likely to be
severely criticized by potential borrowers (such as builders and
municipalities) who find it most difficult to compete, and by others
who object to the increased service charges on the public debt.

Furthermore, the increased liquidity of the banking system that
results from large sales of short-term Treasury securities to the banks
in a period of recession (such as 1953-54) delays and limits the effec-
tiveness of restrictive monetary policies when inflationary tendencies
again become a problem. These difficulties have led some observers
to conclude that the Treasury should abandon any attempt to use
debt-management policy as an instrument of national economic
policy, and should be guided by market conditions in deciding upon
the type and maturity of securities to be offered at any given time.
In thie long run, presumably the Treasury would direct its efforts
primarily toward achieving wide diversification in the maturity struc-
ture of the public debt, and avoiding excessive concentration in short
maturities. This would reduce the amount and frequency of refund-
ing operations required, and thus would reduce to a minimum the
interference of debt operations with the execution of monetary policy.
The Treasury would not try to force long-term issues on an unrecep-
tive market, but would ordinarily limit its offerings to short or inter-
mediate maturities under tight money-market conditions. That, of
course, would mean that the Treasury would have to do most of its
long-term financing in periods of easy-money conditions, when funds
forlong-term investment tend to be more readily available and other
demands on the capital markets tend to become less pressing.

A third alternative would be to follow an intermediate course.
While avoiding attempts to float large amounts of long-term securities,
and thus to withdraw funds from the private capital market in impor-
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tant amounts during periods of expansion, the Treasury might try tosell limited amounts from time to time at competitive rates. If thisproved successful, there would be less need for large offerings of long-term securities, designed to maintain satisfactory maturity distribu-tion of the public debt in periods of reduced business activity andemployment. But moderate amounts of long-term financing mightbe done even then, the amounts perhaps depending upon the generalvulnerability of business conditions and the extent of other currentdemands in the capital market for available savings-although thiswould not preclude some modest competition for savings by theTreasury against other demands. And to the extent that there wasneed for the financing of sizable budgetary deficits, securities designedfor commercial bank subscription might well be issued in diversifiedmaturities up to 10 years. This would facilitate an a propriate dis-tribution of bank portfolios, and help to avoid the development ofexcessive liquidity in the banking system which would be likely toresult from heavy emphasis on short-term financing during a periodof recession, While such a com.promise debt management programwould be of limited use as an instrument of anticyclical economicpolicy, it would at least involve a minimum of interference with anti-cyclcal fiscal and monetary policies, and should involve less difficultythan an attempt to carry out a thoroughgoing anticycical policy--apolicy which has not yet been found feasible for any extended period.
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PART V

UNITED STATES MONETARY SYSTEM

The American monetary system consists at any one time of the
aggregate of the moneys in use; their relationship to one another; the
way in which they are created and issued, and retired, redeemed, and
extinguished. Tihe system also comprises the mechanism for facili-
tating and controlling variations in the quantity of money relative
to the needs of our economy. The monetary system is determined
by law and custom, and the different kinds of money (coin, currency,
and demand deposits) are linked to one another informal as well as
substantive ways. Traditionally the monetary system is discussed
in a narrow context in terms of the standard of value, the circulating
currency forms, their relationship to one another and to the standard,
and its eqdivalence in gold and foreign money. But for many years
the term monetary system has been broadened to include the credit
structure-demand deposits (money) and loans and investments
(credit) provided by a fractional reserve commercial banking system-
based upon the standard money. Thus there are at least two
ways-although closely interconnected-in which the monetary
system can be considered in appraising its adequacy or inadequacy
for serving the increasingly specialized and interdependent sectors of
our economic system.

FEATURES OF THE MONETARY STANDARD AND CURRENCY FORMS

In the narrow context, our monetary system includes a variety of
relatively minor components that have been left behind as changes
occurred during the financial history of the United States. It reflects
our experiments with different types of monetary standards, and
periods during which no metallic standard was in operation. Although
the system has been simplified in recent years with the provisions in
the 1930's for retiring several types of currency, it continues to be
complex.

Since 1933, the Nation has been on a limited international gold
bullion standard. The par value of the gold dollar is defined bylaw
as comprising 15%, grains of gold 0.900 fine, but gold coins are no
longer issued. The price of gold in terms of the dollar is fixed at $35
a fine ounce. Although gold is not available without restriction for
domestic use, the dollar is ultimately convertible to gold in settlement
of the country's international obligations. Thus, the entire credit
superstncture-reflected in loans and investments-is ultimately
linked to the gold base, and international convertibility is assured.
The gold standard in its preset t form provides the general framework
within which the credit mechanisms functions. It sets the limits to
which monetary expansion can be carried.

The monetary system of the United States with regard to currency
and coin has never had a complete review to determine whether all of
the various components fill a logical role and whether their conditions
and use are consistent with each other.
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MONEY SUPPLY AND THE MONETARY SYSTEM

The present monetary system is so organized as to permit unre-stricted shiftability from one medium of exchange to another, i. e.,currency to deposits, so that in general our customs have becomeadapted to the most convenient or least expensive methods of effectingpayments for business and personal transactions. For some years ithas been estimated that at least 90 percent of our total transactionshave been settled through the use of checks drawn on demand depositsand the balance through paper currenc7 and coins. An economy likethat of the United States, with diversified industry, agriculture andtrade, with speclized and interdependent parts, needs not only anadequate medium of exchange in the narrow sense but also an appro-priate volume of credit. Our fractional reserve banking system byproviding for the creation of demand deposits through loans ana in-vestments, relates the country's money supply to the availability of
credit.

Credit instruments call for the payment of a definite sum of legaltender (which alone has complete authority to discharge the debt at aspecified time). Thus, legal tender is the conventional mediumTrough which the community maintains interconvertibility amongcredit forms and obligations in general. The reserves of the com-mercial banking system and their exchangeability for currency are thenecessary mechanism by which convertibility is maintained, and theextent of expansibility in bank credit is determined. Money, credit,and banking thus become the mechanism whose main purpose is toprovide a flexible means of payment to serve the needs of the business
process.

GENERAL MEANING OF ADEQUACY OF THE MONETARY SYSTEM

There is probably no unanimity of opinion about what constitutesadequacy of the monetary system, but-most observers would includethe following criteria in any judgment: Stability of value; efficiency ofthe mechanism for effecting payments; responsiveness to economicchange in accommodating orderly economic growth; allocation of thecredit created by the banks in such a way that the Nation's resourcesare used effectively; and adaptability of the money creation process tocontrol in achieving the objectives of public policy. As a minimum,the monetary system should encourage rather than hinder progresstoward the achievement of these objectives.
The term stability of value is generally used to signify some con-stancy in purchasing power over goods. A complex economic systemsuch as ours would not have been able to develop and function overthe years without a monetary system that performed reasonably wellas a store of value and means of deferred payments. Failure toperform these functions would in time have destroyed the mechanismfor the exchange of goods and services essential to so complex aneconomy, and seriously hampered economic growth and progress.The limits of tolerance exclude both a rapid and continuous rise of the

price level and a severe fall in the price level.This is not to state that we have not at times experienced some in-stability in the value of money in terms of price changes, but the severelosses of purchasing power have been confined to periods of adjust-

I
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meant to the consequences (in part financial) of war. The extreme
upward surge of the price level like those of 1914-20 and 1946-48, and
similarly the violent collapses such as that of 1929-33, in fact, ap-
proached -intolerable limits. Monetary developments have played a
role in economic fluctuations, but since the aftermath of World War I
they cannot be said to have been an originating cause in the United
States. During an earlier period in our monetary system-the un-
restricted gold coin standard years before the Federal Reserve Sys-
tem-the Nation was exposed to about the same range of price fluctua-
tion but was without the same means of flexible adaptation to change.
Another connotation of stability of value is constancy of purchasing
power in terms of gold and foreign currencies convertible into gold.
In this sense, the dollar has been dependable and stable for many years
except for a brief period in the early thirties. The United States today
provides a fixed point of reference for national currencies, and this
reference point is the dollar and the dollar price of gold. Our cur-
rency continues to be the most generally acceptable in the world today.
The integrity of our money depends in the final analysis on the pro-
ductive power of the American economy in conjunction with success-
ful handling of our fiscal and monetary problems.

RESPONSIVENESS OF THE MONETARY SYSTEM TO ECONOMIC CHANGE

Congress created the Federal Reserve System with the power to
provide the means for a flexible supply of money and credit, recog-
nizing that elasticity in the money supply can facilitate economic
change and growth and that a rigid or arbitrarily limited volume can
stifle development.

The present financial institutional arrangements within the mone-
tary system facilitate an allocation of resources among different
regions, industries, and firms. The system permits funds, and the
resources these funds represent, to be channeled to those areas or
businesses which are able to use them most efficiently. In this
respect, the present monetary systemprovides, mobility of funds in a
free market economy. Orwanized and interrelated as it is, it repre-
sents a cohesive whole which makes possible intensive utilization of
available funds.

This flexibility has generally worked well and has assured satis-
factory handling of the chang.ig-transactions requirem .onti of an
economy whose population and labor force have increased , ci; -r cent
and whose physical volume of production has quadrupled in 'e 44
years since the Federal Reserve was established. The economy has
also greatly altered the types of goods produced, passed through the
disruption of three ward, and undergone basic shifts in regional
distribution of productive capacity and population.

Over the same period, however, the economy has suffered serious
depressions despite the greater flexibility of the monetary system.
Each brought to light new needs, which have been recognized by
Congress, not only in monetary and credit institutions and in the
policy instruments available to the Federal Reserve System but also
over a muc'.i broader range of public policy and responsibility. The
economy, nowever, has suffered no major period of cumulative con-
traction in economic activity in the past 20 years.
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The adaptability of the monetary system is also generally wellillustrated over the 10-year post-World War II period, and especiallysince the return to a flexible monetary policy beginning in 1951.During the years 1952-57 as a whole, the economy experienced aremarkable rise in economic activity. Physical production over theentire period increased at an average rate of 4 to 5 percent per year-well above the long-term growth trend. Savings and new bank creditfacilitated shifts in production and allowed productive capacity to beexpanded at a rapid pace. Recurrent inflationary price develop-
ments, however, have posed a serious problem.

The ideal role of bank credit is to meet the real needs of the economywithout contributing to inflationary developments as competing
demands for goods and services tend to press against availableresources. By and large, bank credit has filledthis role. The postwar
decade brought a rapid rate of technological as well as organizationalimprovement reflected in a high output increment per unit of capitalformation. Through this period of major change, with its inherentpotential for temporary distortion of the economy and strain on manyprices, monetary policy has operated to limit excessive demand in the
money market and in the economy in general.

The negative aspects of financial history since 1951 are reflected inthe price rises which have occurred in the period since the 1954recession. The generally strong demands for both consumer andcapital goods permitted price advances of sufficient size and persistenceas to raise questions as to the future value of our currency, if the recenttrends were to continue. The price advances reflected primarilynonmonetary forces rather than excessive expansion of the moneysupply, however, and raised questions as to the feasibility of restrain-
ing them by monetary policy alone.

SIGNIFICANT NATURE OF MONETARY CONTROLS

In the United States, which relies for its vitality and growth uponindividual freedom and incentives of private enterprise, the varying
force of supply and demand in different sectors of the freely function-ing money and capital markets allocates available funds among thesectors in large part through variations within the structure of interestrates. The heart of the allocative process lies, of course, in arrange-
ments that assure each borrower the possibility of access to competingsources of funds, and each investor the possibility of choosing among
competing borrowers or types of investment.

The power to limit or influence the total volume of money, and theadditions to the total supply of credit that are derived from changes inbank credit and the money supply, is the responsibility of the FederalReserve System. The use of this credit by specific borrowers andsectors of the economy is influenced by the cost of the credit and theability and willingness of the commercial banks to extend it. Thiswillingness is influenced by the balance between reserves which arefreely available and reserves that must be obtained through borrowingat the Reserve banks at the discount rate. The Federal Reserve banksare the principal suppliers of reserves, and they may add to or sub-tract from the reserve base as they create or extinguish their own creditthrough open market purchases and sales of securities or advances tomember banks. Changes in the availability of reserves may also be
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effected through changes in the level of reserve requirements. An
increase or decrease in the reserve base exerts pressure toward increased
or reduced availability of credit and a larger or smaller money supply,
with an accompanying tendency for rates to rise or fall and lending
terms to ease or tighten. Changes in interest rates are the means by
which market forces effect a balance between supplies of funds and
demands for funds at any given time. Since the banking system and
the credit and capital markets of the Nation are closely interconnected,
interest rate changes quickly affect a wide range of credit instruments.

Furthermore, uncertainty created by changes in rates affects the
whole complex of lenders' and borrowers' decisions. And a limited
overall availability of credit forces lenders to ration available credit
among users, whether the borrowers are willing to pay the higher rates
or not.

Federal Reserve monetary policies thus function through the com-
mercial banking system, and regardless of the instrument of police
used to influence credit, the supply of bank reserves is affected. Al-
though nonbank lenders and investors may be affected directly or
indirectly by Federal Reserve operations, the most significant result
is change in the money supply and corresponding change in the credit
structure.

One aspect of developments in the monetary system in recent
years has been the relatively faster growth of such financial inter-
meliaries as mutual savin banks, savings and loan associations, and
life insurance companies than of commercial banks. The claims on
such financial intermediaries (including savings deposits, savings and
loan shares, policy reserves, and other financial assets) differ in essential
fashion and function from demand deposits.

In contrast to other financial institutions, the commercial banking
system can, if additional reserves are made available, expand its
deposits by several times the added reserves as the banks make new
loans or purchase securities. Bank deposits are expanded as a result
of the monetization of the debts of borrowers. In the case of the
financial intermediaries, acquisition of debt instruments involves the
exchange of one asset (demand deposits in a commercial bank) for
another (the investment acquired). Total assets cannot be increased
by setting up demand liabilities in favor of the borrowers. Thus, it
can be said that commercial banks create the effective money sup ly
in the form of demand deposits, which are an independent variable
at the margin of the credit supply.

The financial intermediaries cannot on their own initiative, either
individually or as a system, enlarge the money supply of the public
by expanding their liabilities. Most of the increases in the total of
claims against the financial intermediaries depend upon an act of
saving by individuals. The rise in savings, instead of representing
an addition to spending power, generally reflects the diversion of a
part of personal income from spending on consumer goods to the
financing of productive facilities, homes and other capital uses.

It is true that demand balances in the commerciaflbanks may be
activated as funds are recirculated by the intermediaries through their
investment operation, and that the velocity of deposits may thus be
increased. Many other types of transactions are reflected in changes
in the velocity ot money, however; during the postwar period velocity
has, as in past periods, changed with the business situation, but the
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behavior has, if anything, tended to be more stable. Velocity willundoubtedly continue to reflect the effect of changes in business
activity an in interest rates, and will need to be continuously takeninto account in assessment of the credit situation. But that Is not anew development, and present institutional arrangements in theUnited States seem adequate to prevent serious interference withcredit policy arising from changes in velocity.

Some of the observers who have questioned the adequacy of nione-tary controls have suggested that capital rationing aay become thecritical medium for enforcing financial control of the intermediaries.Presumably, this would ultimately necessitate direction of the wholeinvestment process and involve a significant departure from thephilosophy and principles which in the past have governed monetarylegislation. This subject, however goes beyond the proper scope ofthis discussion its consideration should await the results of a com-prehensive and thorough study of all the financial institutions and
practices of the country.

POSITION OF COMMERCIAL BANKS

The data presented in the accompanying chart show that commer-cial banks now have approximately the same relative position in theeconomy as before World War I, even though savings institutionsand other financial intermediaries have grown more rapidly. TheNation's commercial bank demand deposits were equivalent to about24 percent of gross national product in 1916 and 1917; currentlythey amount to about 26 percent. This relative increase has occurredeven though the main alternative means of payments to demand
deposits, currency in circulation has growl still faster. Viewed inanother way, commercial banks held about 24.5 peilcent of total net
debt in the Nation in 1916 dnd 1917. They now hold almost exactlythe same percentage. Thus, for as long a period as there are reliablestatistics, commercial banks have shown no decline in importance.The ratio of the money supply to gross national product declinedduring the postwar boom, but the decline followed a rapid wartimerise, and the ratio is no lover now than in the 1920's.
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INTERRELATIONS OF MONETARY POLICY, FISCAL POLICY, AND DEBT
MANAGEMENT

Even as late as the decade prior to the establishment of the Federal
Reserve System, predominant attention was directed to money in theform of circulating currency, when considering the monetary andcredit relationships to economic activity. During the 20--year periodfollowing organization of the Reserve System, emphasis shifted to theregulation of credit. During the depression of the 1930's, the tendonwas to turn to fiscal policy as the predominant instrument of economicpolicy, and during World War II and into the postwar period theoperations of the National Government, and at times those of otherinstrumentalities, became highly important in their effects on eco-nomic developments. After the early postwar years, however, therewas a widespread tendency here and abroad to turn again to mone-tary policy as an important instrument of economic policy. Thusin the last decade it has become customary to view monetary andcredit policy, fisca policy, and public debt management as essentialcomplementary parts of any program working toward the objectivesof economic policy-realization of the potential for growth, avoidanceof serious instability of production and employment, and price
stability.

Monetary policy deals most directly with the sources of changes inthe money supply. Fiscal and debt management policies cannot ofthemselves create or extinguish money. They can only initiateaction which may lead to such results with the cooperation of thebanking system or in effect, shift funds from relatively inactive de-posits to more active balances. Since changes in credit and capitalmarkets have a disproportionately large influence on the general stateof expectations of business and consumers, it is important that bal-ance be maintained between the supply of reserves and bank credit,and the physical growth of the economy. Fiscal policy, which con-cerns Government expenditures and receipts, can have direct effectsupon demands for goods and services and on spendable incomes.Effective coordination of monetary policy, fiscal policy, and debtmanagement depends *upon sympathetic comprehension and treat-ment of mutual problems by the Federal Reserve and the executivebranch of the Government. Fiscal policy as determined by Congressmust be based on many considerations, but one important factorshould be its impact on economic stability. The real problem is nota selection of one of these instruments of economic policy in preferenceto another, but to coordinate them in such a way as to gain theparticular advantages and mutually reinforcing action of each inpursuit of economic policy objectives.
Monetary policy has the advantage of being an impersonal, flexible,and adaptable instrument. The Federal Reserve can take promptaction and graduate the degree of immediate effect of its actions, andit can make reasonable adjustments quickly to changes currentlyvisible. The instruments used in policy decisions make possiblecontinuous contact with the banking system and the money market.Open market operations may be undertaken at the initiative of theFederal Reserve and discounting is done at the initiative of individualmember banks. The Federal Reserve, because of the interrelation-ship of these two instruments, is able to retain control of the reserveposition of member banks and thus influence their credit policies.
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Both fiscal policies and debt management are less flexible and
adaptable, but may have more direct effects on demands for goods
and services. Fiscal policy, like monetary policy, suffers from the
difficulty of foreseeing clearly the economic conditions to be dealt
with. In addition, it entails a sizable lag between the considerations
of measures to be taken, definite decisions, and their execution; and
by its nature involves rigidities. These factors hamper satisfactory
design of the revenue structure so that tax revenues at given rates
increase or decrease in a higher proportion than fluctuating national
income, thus tending to produce budget balance over the cycle of
economic activity wi.,h alternating deficits and surplus.

The automatic features which have been incorporated in postwar
budgets, however, exert a stabilizing influence. It should be noted
that the force of them may affect both upward and downward move-
ments of business since revenues rise or fall in a greater proportion
than output, so that spendable private income rises or falls less than
output. This effect, however, would be offset as a restraining influence
in periods of prosperity, if surpluses at such times were used to finance
additional or expanded programs rather than to retire debt. Avoid-
ance of a continuously rising debt and resulting inflationary pressure
calls for fiscal discipline of a high order.

As long as the budget is dominated by defense and related expendi-
tures, and as long as obligations of earlier wars and transfer payments
are relatively large, it will continue to be difficult to distribute Federal
expenditures on the basis of positive goals and to vary the size of the
Federal budget in relation to private spending.

In depression, fiscal and debt management policies have certain
advantages over some Federal Reserve actions. Monetary policy,
however, can be more quickly effective and during a minor recession
may be sufficient. It counters declining business activity through
lowering the cost of credit and increasing its availability as well as
reducing pressures for forced liquidation of inventories or other goods.
Given a strong underlying demand, growing population, expanding
wants, and rapidly changing technology, an increased availability and
lower cost of funds tend to induce increased expenditures by individ-
uals, State and local units, and eventually business. Terms and con-
ditions for the purchase of a wide range of goods are brought within
reach of an increased number of credit users. Many types of business
capital expenditures react to lower interest costs and a ready avail-
ability of funds for financing, as do many types of revenue-producing
public expenditures. This situation will be encouraged if the banking
system is strong and liquid. When the overriding problem is one of
inflation, monetary policy may play a more active and central role
than in a recession.

On the other hand, under conditions like those which prevailed
during the great depression as a result of financial collapse, reduced
population growth, and disrupted international relations, monetary
policy would be less likely to stimulate private demands for goods
and services. In a depression of this kind, action which only increases
reserves is not sufficient to stimulate spending. Credit risks increase
and individuals and business tend to be reluctant to incur avoidable
indebtedness. Someone must borrow if more deposits are to be
created. If the Government spends through borrowing from the
commercial banks, it adds to bank deposits, and funds are placed in
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circulation by Government purchases of goods and services. In such
a situation fiscal and debt management policies complement and
supplement the improvement in atmosphere which monetary ease
has developed and help to make it effective.

The large public debt in the postwar period has emphasized the
need for a close cooperation between debt management and monetary
policy. The Federal Reserve must take greater account of fiscal and
debt problems in effecting credit policy and the Treasury must take
account of credit policy in managing the debt. At times, the debt
operations have tended to interfere with the execution of restrictive
monetary policies as well as fiscal policy. Largely, this has come
about through the influence of the maturity structure of the debt---
on interest rates and in altering the liquidity of the banking system
and the economy at large. Debt management decisions as they affect
the maturity structure of assets held by private investors including the
commercial banks and nonbank financial intermediaries have a per-
vasive effect. The significance of liquidity is found partly in its effect
on the willingness and ability of individuals and business to dispose
of assets for the purpose of acquiring other assets or to incur debt for
the same purpose. A holder of cash or short-term marketable debt
which may be sold or easily redeemed with little cost is able to generate
a demand for goods by spending or lending.

In the absence of continuous effort and some leadership of the
market, the simple effect of the passage of time will lead to a large
floating debt and consequently to excessive liquidity in the economy.
This factor also bears upon the technical problem of management of
the debt and the latitude for effective monetary policy. If it were
practicable to establish and equalize quarterly maturities, with a
relatively small floating debt, and thereby develop a roughly uniform
term structure of the debt, administrative and technical problems
would be greatly simplified and monetary policy probably made more
effective. Liquidity needs in a significant sense could then be better
adjusted by the Federal Reserve. This general framework seems best
to provide a successful operating atmosphere in which the jointobligations of debt management and monetary policy can be absorbed
with the best results.

AREAS OF MUTUAL RESPONSIBILITY

Conflicts between fiscal action and monetary policy may occur
because of differing objectives or because of technical factors. How-
ever, during the recent past Federal fiscal action and monetary policy
have generally been complementary. While it is true that there were
cash deficits in 1952 and 1955, 2 years when economic conditions
called for a cash surplus, the 1952 deficit reflected Korean war ex-
penditures while the 1955 deficit resulted chiefly from the lag in cor-
porate tax receipts.

Policies designed to deal satisfactorily with inflation and deflation
must continue to evolve programs for action which will produce the
best end product. The question of what regulates the relationship
between goods and money causing prices to rise and fall is one of
fundamental importance in any society and becomes increasingly
significant in the degree to which the division of labor and capitalistic
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organization of production separate producer from consumer. In
pursuing various economic objectives, monetary policy must be ac-
companied by other appropriate measures of public policy. Prof.
Alfred Marshall, writing toward the end of the last century, stated that
money and banking was the "center around which all economic science
clusters." If this is true, caution should be taken in attempting to
classify its operations rigidly as a division of economic action.The
monetary system and monetary policy are conditioning factors upon
which other economic actions more or less depend.



SUPPLEMENTAL COMMENTS OF INDIVIDUAL PRESIDENTS
OF THE FEDERAL RESERVE BANKS

FEDERAL RESERVE BANK OF BOSTON,
April 3, 1958.

Hon. HARRY F. BYRD,
Chairman, Committee on Finance,

United States Senate, Washington, D. C.
DEAR SENATOR BYRD: This letter and the material herewith fur-

nish my answers to the questionnaire enclosed with your letter of
February 17, 1958.

Following earlier practice the presidents of the Federal Reserve
banks have worked out joint replies where our thinking has been
along similar lines, and with the understanding that each president
will enlarge on some of the replies if he so wishes. The joint reply
"Comments in response to questionnaire of the Senate Finance Com-
mittee" is enclosed. Although all the principles and the issues under
question-inflation and deflation, objectives and guides of public
policy, nature and causes of business fluctuations, the use of monetary
policy and its interrelation with fiscal policy and debt management
and the adequacy and the inadequacy of monetary system and
financial institutions-are under continuous discussion, the questions
have stimulated careful reconsideration and review of the main points
as they have evolved in recent years.

Our board of directors has long been very much concerned with
the matters raised in your inquiry and in 1951 directed the research
committee of our board in conjunction with our staff to prepare a
booklet which would stimulate public discussion and understanding.
The response to this booklet was such that our directors suggested
that the research committee and the staff revise the booklet in 1956,
in the light of subsequent experience. Maintaining Economic Growth
and Stability (copy enclosed) was issued in October 1956, and we
have since filled requests for over 25,000 copies from business and
educational institutions. May I call your attention to a few of the
sections: What is Economic Stability? What is Economic Instability?
Fighting Inflation, and Fighting Deflation. These sections discuss
some of your questions in briefer form than does the joint reply.

PROBLEMS OF BUSINESS FLUCTUATIONS

One of the most interesting issues raised by your questions has
to do with reasons for business fluctuations. It seems to me that
the causes of fluctuations at any given time involve a combination of
factors. Each period of business fluctuation also seems to be unique
in its particulars, but it may have general similarities with those
which have occurred in the past. The cause is found in the inter-
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action of the following factors-temporary exhaustion of investment
opportunities in one or another line of business activity, the necessity
for shifting resources from one field of activity to another in response
to changing the structure of production as a result of public or private
stimulus, and monetary forces. Some of the developments which have
characterized downturns in business activity in the past do not seem
likely to repeat themselves because of changes in the monetary system
as well as in the role of Government.

In the future, however, it is likely that the movement of business
will not be smooth and at least two types of fluctuation will occur-
change arising from inventory expansion or contraction, and change
arising from variations in rates of investment in capital goods by both
consumers and producers. Investment in capital goods was a key
force over the recent 3-year upward movement of business. Both the
upward and downward force of this factor seems to me to gain in
importance with the growth in the proportion of income spent on auto-
mobiles, appliances, and other durable goods which have a useful life
of several years. This force will also be increased with the intro-
duction of further automatic processes or appliances in industry as
well as the household. The demand for new supplies of durable goods
tends to fluctuate more widely than the demand for the current services
which these goods render. This kind of development underscores the
need for coordinating the use of all instruments of public policy in
attempting to maintain orderly economic growth.

EMPLOYMENT STABILITY AND ECONOMIC GROWTH

Several of your questions have as their central theme the relation-
ship between employment stability and economic growth. A thorough
analysis of stability and growth in a country as large as the United
States must include consideration of the various types and stages of
development illustrated by the different geographic regions. New
England, for example, has many unique characteristics that highlight
important aspects of growth an stability in a well-developed economy.

Three broad problems have hindered the rate of New England's
economic growth. The problem that has received the most recognition
has been the severe contraction in what was the region's largest
industry-textiles. During the recent general boom years of 1955-57,
for example, it has been necessary to absorb about 40 000 workers
released by that industry. A second problem has been the increasing
pressure of competition from manufacturers located in other regions.
A combination of small moves in several factors of production costs
such as transportation, fuel costs, materials costs, and others have
intensified the problems of a New England manufacturer's reaching
into the national market with his products. On a broader scale in
time and generality, the absence of a large farm population in New
England has somewhat restricted the region's ability to upgrade its
labor force by shifting into manufacturing and service employment.

Taken together, these factors explain some of the apparent contra-
dictions in the regional economy. They explain why we have pools
of unemployed workers in some cities while neighboring cities may
have a worker shortage. They explain why total manufacturing
employment has not gained in the past 6 years, even though this
Reserve bank's index of manufacturing output for New England had
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risen by 21 percent to its peak in 1957. Workers in the expandingindustries had higher productivity than the average for the contracting
industries.

The extensive structural shifts in our regional economy have beenan important factor in holding per capita income above the nationalaverage. But these shifts have also increased the vulnerability toemployment fluctuations. During the period 1919-39, New Englandmanufacturing employment tended to be more stable than that of theUnited States. This greater stability was attributed to the predom-inance in the region of such nondurable goods manufacturing astextiles, both cotton and wool, and shoes and leather.Since 1939, however, New England has steadily increased itsdurable goods manufacturing, with an apparent reduction in thestability of its factory employment. In the 1947-49 recession, afteradjustment for seasonal and long-term trends, total manufacturingemployment in the Nation showed a drop of about 13 percent, whilethe drop in New England was 14.5 percent. In the 1953-54 recession,employment in New England industries fluctuated about the same asthat of their national counterparts, except for textiles, which droppednearly twice as much in the region as in the Nation.As it devotes an increasing share of its manufacturing effort todurable goods production, New England is, of course, moving into anarea in which employment is traditionally less stable. In the reces-sions since World War II, the Nation's durable goods makers havereduced employment about two and one-half times as much as have
nondurable goods producers.

New Englanders have long recognized that the greater maturityof their economy sometimes means that problems of redevelopmentmust be faced somewhat earlier than in the more recently indus-trialized regions. In this sense the area serves as a testing groundfor new development techniques. The annual reports of this bankfor the past 4 years have anayzed in considerable detail the progressof New England's economic development. The most recent reportcopy enclosed) verifies that diversification on the part of NewEngland communities provides a measure of insulation from sharp andproonged employment declines and indicates a continuing need for
diversification efforts.

As New England works out of the tragic loss of its major industry,it faces the possibility of other losses due to current dependence ondefense production. The largest source of new jobs M the pastdecade is the production of defense materials--aircraft engines andcomponents in Connecticut and eleAronic guidance systems andmisiles in Massachusetts. Alertnras in developing the peacetimeapplications of discoveries and experience arising from the defense
effort is greatly needed.

Your question concerning the adequac of the monetary systemprompts me to mention an innovation in the monetary system that ispro.'ving itself. Although this area is exceptionally well served bya vde range of financing institutions, experience with the financingneeds of the region led to the identification of a gap in the Nation'sfinancing s tem. New and growing enterprises need more equityfinance E r growth is to be acierate . In absence of equityfunds, tese entrepreneurs seek long-term credit from sources wilinto assume a greater than normal risk. This is the credit need that
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is being met by a new financing device, development credit corpora-
tions. The general structure of these statewide, privately financed
credit corporations was established in Maine in 1949 and has been
the pattern for a rapid adoption throughout New England and several
other States.

IMPACTS OF TAXING AND SPENDING

Your questions about the effects of Federal, State, and local tax
and spending policies call for- comments about the variations in their
impact on different regions. All too often these impacts are ignored or
buried under the weight of other considerations.

The Federal 3 percent tax on transportation is an example.
Inaugurated during the war for revenue purposes, its continuance has
weighed heavily on railroads whose deficits may foretell bankruptcies.
The tax bears most heavily on those resource-deficient areas such as
New England that must ship materials in and transport finished
products to the consuming markets. The transportation tax likewise
places a penalty on those areas that have the longest transportation
lines in gathering materials and delivering products. Thus the differ-
ence in cents-per-pound delivered price caused by the tax makes it
that much more difficult for the distant shipper to compete. The
transportation tax is merely one of the Federal excise taxes that
restrict trade and investment and are continued largely for reasons
of revenue. The broader impact of excise taxes should be reviewed
in a thorough study.

The full impact of Federal tax and spending policies on a single
region is not easily measurable. It is apparent that some programs
have a developmental effect in some regions while their effect in
others may be disadvantageous. Both national and regional interests
require that each Federal program be considered both in terms of
gains for the supported areas and burdens on other areas. Programs
adopted for national interests should not ignore problems of adjust-
ment if they are concentrated in specific geographic areas.

The actions of State and local governments frequently have an
influence on economic growth that is not sufficiently appreciated.
Trends of private investment set the pace of economic growth. Invest-
ment decisions as to location of facilities often hinge on small differ-
ences. State and local tax and spending policies provide a climate that
may be conducive or hostile to private investment.

PRIVATE DEBT

During the recent period of economic expansion, the increased
expenditures, particularly- for capital goods, supported the strong
demand for credit as well as the rapid expansion of private debt. Itis

interesting to note that business debt increased less, percentagewise
than consumer indebtedness or the debt of State or local government
units. In connection with consumer debt, the record shows that dur-
ing the recession in 1949 there was no net reduction in installment
credit. Outtand'ng rose steadily throughout the year. During
1954, installment-debt repayments exceeded new credit in the early
part of the year by a smal amount, but by late spring the volume had
begun to rise again and rose at an unprecedented rate in 1955. In
both these recession periods, consumer debt represented a sustaining
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force part of which undoubtedly reflected long-term growth of thistype of credit. I believe that outstanding will grow somewhat lessrapidly in the years immediately ahead. Most of the long-termgrowth of consumer debt may be past. If this is true, then consumerdebt can be expected to fluctuate to a greater extent in future expan-sions and contractions of business activity. It thus may becomeeither an expansionary or a contractive force which will have to bereckoned with in business fluctuations. Favorable features of con-sumer debt in the last 10 years have been the rapid rate of turn overand the excellent experience with repayments.

MONETARY AND FISCAL POLICIES

The joint answer in section III has dealt at length with the changein monetary policy during the postwar period. I would like to stressthat during the period since 1951, which began with the accord,monetary policy has had an influence in produciig what might bedescribed as orderly turning points in economic activity. We havebeen fortunate in that at the upper turning points in the spring of1953 in the fall of 1967 there was no strong speculative activity, forcedliquidation, panic, or severe strain in the capital or money markets.Thus, a contribution of monetary policy has been its performanceduring its restrictive phase which resulted not only in lengtheningthe upward movement of business but also limiting the force whichwould promote acceleration of a downturn. Too frequently, thegeneral observer tends to isolate policy steps and consider them tobe abrupt and sharp. They should always be viewed as being partof a continuous process. Continuity of monetary policy providespart of its quality. I would like to emphasize here, as, I am sure,my associates have, that monetary policy works to restrain the forceof inflation from causes arising from the monetary side. But it islimited in its performance, and for maximum effectiveness must beSupported by other measures of public policy. Monetary policy,however, is an important conditioning factor for all economic activity.As compared with some earlier periods, public interest, attitudes,and philosophy as regiirds economic developments have undergonesubstantial change, and the Government is now generally expectedto accept a much larger measure of responsibility for economic policy.This requires carefu-weghing of the various purposes to be fulfilledand of decisions about the most suitable measures to achieve properbalance in the economic system in all circumstances. Decisionshere involve the relation between spending and saving and consump-tion and investment, as the joint answer points out in several places.A variety of suggestions have recently been advanced for correctingthe present recession. Most of these involve direct action on theStart of the Congress--cutting taxes temporarily and authorizinge-scale public expenditures for work of one kind or another. Itseems to me to be too early to launch steps along this line. If thebusiness decline accelerates, then action of this type will be appro-priate. In the meantime, action already taken by monetary policym developing sufficiently easy credit, and action taken by the Govern-
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ment in speeding up defense expenditures and other projects already
in progress may be sufficient.

The course of the recession to date would suggest that if substantial
deficit financing were undertaken, either through temporary tax cuts
or increased expenditures, inflationary pressures might soon reassert
themselves. Restoration of full employment by means of fiscal policy
could lead to the resumption of pressures toward higher wages and
they might again rise more rapidly than output per man-hour.
Business might also make commitments in anticipation of continuous
price increases. We do not now seem to face a long period of exten-
sive underutilization of resources.

It is significant that Congress has made several inquiries about
postwar financial developments, as well as searching and useful
reviews of the conduct of monetary policy by the Federal Reserve
during the last 10 years. Your committee is continuing this work,
and has also paid more attention to debt management with its role
in relation to monetary policy. I think that inquiry and thought
along this line is important. It seems to me that debt management
will continue to be of great importance in the future, and we should
make every effort to use it in conjunction with monetary policy and
fiscal policy as an active instrument.

These and other problems in the monetary and the entire financial
areas-private as well as governmental-need, as I have recom-
mended on other occasions study and review by nonpartisan, profes-
sional, or otherwise qualifed persons drawn from both public and
private life. Such group could have a membership similar to the
National Monetary Commission in 1910 or of the Commission on
Foreign Economic Policy in 1954, and would continue and build upon
the work of your committee. I cite these Commissions because their
membership has commanded respect and their work has been judged
of superior quality.

During my career in banking, which dates back to 1920, and par-
ticularly since my association with the Federal Reserve System during
the postwar period, I have been impressed with the fact that the
development of our financial institutions has been logical and evolu-
tionary. Some persons tend to consider the Federal Reserve System
as if it were created in 1913 and imposed upon or injected into the
middle of our financial arrangements. Actually, the System evolved
from what had gone before, and represented a rounding out of our
banking structure providing a necessary federation of our independent
unit banking systems. In accord with American practice, the System
reflects the use of checks and balances of the democratic process, and
its decisions reflect opinions of both public and private representative
groups. It has also shown an adaptability to change along with
changes in our institutions over the years, working toward developing
a more effective and efficient monetary system. Whatever arrange-
ments may be developed in the future, it is my strong conviction that
sound judgments, rather than automatic formulas, will continue to
be necessary in determining public policy. Development of informed
understanding and opinion will help to make policy decisions effective.

Sincerely yours, .

JOSEPH A. BRICKSON, I'C*dW.
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FEDERAL RSERvE BANK OF NEW YORK,
New York, N. Y., March *8,1958.Hon. HARRY F. BYRD,

Chairman, CommiUm on F'nance,
United states Senate, Washington, D. U

DEAR SENATOR BYRD: I am writing in response to your letter ofFebruary 17, 1958, asking for my thoughts and opinions on variousmatters affecting our economy. Since the presidents of the otherFederal Reservebanks also received such a letter, they and I thoughtat the outset that there might be much benefit to all concerned, in-cluding your committee, if we were to work out answers in cooperationwith each other to the extent that our thinking was likely to run alongparallel lines. This seemed especially desirable in the light of youwish to obtain a prompt reply. We thought that such a mutual dis.cussion of the matters in question would undoubtedly stimulate a cross-fertilization of ideas and would lead to a more thorough and usefulresponse to the difficult questions you had posed. Accordingly, com-ments have been prepared by the presidents of the Federal Reserve
banks, jointly, and a copy of these comments is submitted with this
letter.

Since you suggest that the list of questions enclosed with yourletter mig Lt be used es a gide, and that it was not necessary to followthe list rmdly it seemed desirable to group our comments under 5principal headings, representing the 5 principal areas touched upon
by your questions.

The comments begin with a discussion of inflation and deflationand a description of economic developments since the outbreak ofWorld War II. That is followed by a discussion of the objectives ofmonetary policy, and then by a description of the way in which mone-tary policy has actually been carried out over the period since 1941.The fourth main area is that of fiscal policy and debt management,and in the final section some aspects of the monetary system and someproblems of coordination between monetary and fiscal policy are dis-cussed. This concluding area is, however, one in which there is wideroom for individual judgment in weighing various factors. It seemedto me desirable in this and other areas to add a personal expression ofviews. My reply to your letter thus consists of two parts; first, theenclosed set of joint comments prepared by all of the presidents, andsecond, this letter, setting forth some of the points on which I wouldlike to place special emphasis, or which were not covered in the joint

M1{e first of the five topics focuses attention on the contrast high-lighted by your first question, that between inflation and deflation.It seems to me that the term or concept of deflation should not beused as an exact opposite or counterpart of inflation. To me, de-flation has always implied a severe decline in prices, accompanying amajor economic depression, and usually involving widespread creditliquidation. Inflation, on the other hand, means to me any conditionin which the general level of prices is rising, or the purchasing powerof the dollar deteriorating-apart from relatively short-lived and mod-erate rice increases that may for brief periods accompany a phase ofe.] economic expansion. To put it simply, I am disturbed, andThink public policy should be concerned, whenever the general
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level of prices rises for more than a few months at a stretch. Yet it
seems to me that public policy should welcome conditions in which
the general level of prices might gradually decline, so long as such a
decline represented the gradual spreading of the benefits of increased
prductivity to the general consuming public in the form of lower
prices.

More specifically, with respect to the joint answer itself, I would
like to supplement the discussion relating to the two charts (p. 28) on
productivity and earnings. The discussion of real hourly earnings
and productivity should, would think, be enlarged by some reference
to the more usual comparisons between money-wage rates and pro-
ductivity. It seems to me that a part of the causal force to which
much of the price increases of the past 2 or 3 years may partly be
attributed is obscured by a simple comparison between real wages
and productivity. It may well be that money wages have advanced
fast enough to keep the average hourly wageworker receiving a pro-
portionate share of the real output per man-hour. But there is also
a question as to whether the repeated increases in money wages
through which this has been brought about may not have exerted
upward pressures on costs of such intensity that they contributed to
a spread of inflationary price developments, which, in turn, played
some part in causing the turn from expansion to contraction that
occurred in the latter part of 1957.

On the second subject, the objectives of economic policy, it has
seemed to me that, as a practical matter, the objective of stability
of production and employment is inseparable from the objective of
promoting the long-run growth of the economy. Stability, in a
static sense, is unacceptable as an objective for, if it persisted for any
extended period, it would, in fact, mean retrogression. On the other
hand, while some fluctuations must be expected, and may even be do-
sirable in the interest of efficiency and progress, instability, in the
form either of substantial overexpansion or serious contraction in
major areas of the economy, is inimical to sustained growth. The
need for combating cumulative contraction of production and employ-
ment is obvious. Yet the invariable tendency for recession to follow
attempts to expand too rapidly in too short a period of time seems to
be a lesson which, historically, has had to be relearned repeatedly;
policies designed to restrain rooms have frequently been unpopular
and have usually been vigorously opposed by those most directly
affected, even though their best interests were likely to be well served
by such policies in the long run.

I am convinced, also, that the objective of overall price stability is
in harmony with the objective of sustained growth. Fluctuations in
prices of particular commodities and services in response to changes in
supply and demand are necesary and desirable to promote the proper
allocation of resources. But substantial changes in the general level
of prices in response to general forces, whether monetary or other,
serve no such useful purpose and are, in fact, likely to be inimical to
sustained growth. It would be unreasonable, however, to expect
complete stability in the general price level so long as there are a
preciable fluctuations in business activity. In past periods of rap 1y
expanding activity, the price level has usually rsen and in periods of
recession prices have usually fallen. Consequentay, monetary and
other economic policies designed to restrain pnce advances served at
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the same time to restrain tendencies toward overexpansion in majorareas of business activity, and policies designed to check recession alsoserved to prevent any serious deflationary tendencies in prices.The most disturbing economic development of recent years has beenthe indication that this symmetry between expanding business activityand price advances, on the one land, and declining business activityand price reductions, on the other, has been impaired if not destroyed,so that there has been a tendency toward progressive depreciation ofthe value of the currency and of money savings. With the exceptionof basic commodities, costs and prices seem to have become subjectto increasing rigidity, so far as downward adjustments are concerned,while showing no lessened responsiveness to upward pressures. Thisdevelopment is the basis for fears of recurrent and cumulative erosionof the purchasing power of the dollar, and poses a serious problem fornational economic policy generally. Governmental action to main-tain, or to restore, high-level production and employment runs the riskof accentuating or renewing the inflationary trend, while there isserious question whether the upward price trend can be stopped with-out causing or at least permitting substantial curtailment of produc-tion and employment. Yet acceptance of progressive inflation wouldplace a premium on speculative activities at the expense of con-structive investment and so interfere with sustained and balancedgrowth, quite aside from the inequities involved.It is with that kind of dilemma that the Federal Reserve System hasbeen faced during the past 3 years. It has been and is still, our hopethat high-and rising-levels of production and employment can bereconciled with stabiity in the' value of money, and our efforts havebeen directed toward that combined objective. But we have neitherclaimed nor thought that monetary policy alone could achieve com-plete success in its pursuit.
Nonetheless, in my opinion, the monetary policies that have beenfollowed in recent years have had some real success, on balance.Business activity and employment generally have held at high levelsfor a considerable period; price advances have at least been no greateror more rapid than in some earlier periods of expansion; and, by his-torical standards, recessions of the postwar period have been mild andof relatively short duration. Adnuttedly, however, any successes wemay have had have been only partial. It is sometimes said thatrestrictive monetary policies have been unsuccessful in stoppinginflation, but at the same time have been responsible for a contractionin business activity and employment. Yet it seems clear that thesectors of the economy that have shown the most pronounced declinesin recent months are those that had previously shown the greatestexpansion, such as business capital investment and inventory accu-mulation-not the areas, such as residential building and state andmunicipal projects, that were said to have been most affected by tightmoney conditions. And there are grounds for believing that thecapitall goods boom" and the inventory accumulation would havegone.fartfoerd with consequent likelihood of more drastic curtailmentnow, if it ha not been for the greater difficulties and costs of financingthem during 1956 and much of 1957.But, even though we recognize that monetary policy alone cannotbe expected to assume ful responsibility for preventing inflation andfor combating unstabilizing forces in the economy, and even though
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we believe that the policies of the Federal Reserve System in recent
years have on the wole been the correct ones, we still feel that we
should give serious thought to how our performance could be improved
and made more effective. One question to be considered is whether
the presently available instruments of monetary policy are all that
are needed for appropriate and effective action. Another is whether
there are organizational or other improvements that might result in
better use of available policy instruments. Perhaps the most basic
and most difficult question ol all is one which applies to all aspects of
national economic policy-how can we improve our ability to appraise
current and prospective economic developments more accurately?
If we could foresee more dearly impending developments, the chances
of success in efforts to nininize booms and recessions presumably
would be considerably increased.

With respect to instruments, it now seems clear that the general
instruments of credit policy-those that affect the availability and
cost of credit broadly-must be the backbone of an effective credit
or monetary policy. Without the support of general credit restric-
tion, attempts to limit t the use of credit for specific purposes tend to
break down. Still, itnmay be worthwhile to consider whether the
recent tendency to minimize the utility of selective credit controls
may not have been overdone. Undoubtedly they have their un-
desirable features. Even the most generally approved type-the
regulation of security loan margins-has the disadvantage of tending
to narrow the market for securities. Yet the absence of a huge

volume of indebtedness for securities carried on margi accounts,
such as existed in 1929, is one of the important grounds or confidence
that we need have no fear now of a repetition of the experience of the
early thirties.

But it is at least conceivable that the capital goods boom since 1955
would not have been of the same magnitude, that inflationary pres-
sures would have been less strong, and that there would now be less
need for readjustment, if it had been possible to take direct measures
.to restrain the expansion of consumer credit and mortgage credit,
and thereby restrain the housing and consumer durable goods boom
of that year. Despite the voluminous and exhaustive study of
consumer credit controls that was completed only a year ago an the
vociferous objections from interested parties to such controls, perhaps
the issue should not be considered closed if we are really serious about

minimizing economic instability. I can assure you, however, that
there exists in the Federal Reserve System no bureaucratic urge to
administer such controls--quite the contrary. Perhaps if consider-
ation should again be given the question of giving the System standby
authority to apply such controls in the future, it might be worthwhile
to study the experience of other countries, where enforcement, as
distinguished from policy formulation, is in many cases administered
by an agency other than the central bank. I do not question the
usefulness of consumer credit in facilitating the purchase of items of
substantial cost, nor am I disposed to pass.judgment on the question
of whether the absolute level of consumer indebtedness at any given
time is too high. My concern, rather, is with the effects of rapid
acceleration or deceleration of the growth of consumer credit on the
stability of production and employment.

2435----6
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Similarly, the experience of recent years su easts that if greaterstability in residential building is to be achievedit may be necessaryto consider granting the appropriate agency standby authority tovary the terms of Government insured or guarantied mortgages, andinterest rates on such mortgage as well, to keep them competitivewith alternative investments. I am not suggesting that such authoritybe assigned to the Federal Reserve System.There have also been suggestions in recent years that the ra idgrowth of the various types of savings institutions and other credt-granting organizations (financial intermediaries), not subject toregulation by the Federal Reserve System, has weakened the effective-ness of monetary policy, and that such institutions should, therefore,be made subject to some form of governmental regulation. I agreewith the statement in the joint reply that this is a matter on whichconclusions should await comprehensive and thorough study of allthe financial institutions and practices of the country. I have longfelt that such a thorough study should be undertaen by a highlycompetent and impartial group, either with or without govern-mental sponsorship. Consequently, I am hopeful that the presentstudies of the Senate Finance Committee, considered in conjunctionwith those announced by the Committee for Economic Development,will provide the broad basis for the kind of exhaustive analysis thatwe need.

The question in the list enclosed with your letter concerning theadequacy of the monetary system might be interpreted to include notonly the deposit banking and currency system and the instruments ofmonetary policy, but also the organizations structure of the FederalReserve System, especially as it concerns participation in policydecisions. I believe that the organization and assignment of respon-sibilities that has evolved overthe ears is wel adapted to the pur-poses and functions of the Federal reserve System. Authority overthe various policy instrument is assined to various grUs within the
Syestem-the Board of Governors, the Federal 0 e aretmittee, and the boards of directors of the Federal Reserve banks-.but I see considerable advantage and no serious disadvantage to thisdispersion of responsibility. It affords opportunity for participationby all parts te System, representing a wide range of experience,in the consideration of policy problems, and at the same time there isassurance of effective coordination of policies through the frequentmeetings of the FederalOpen Market Committee. Wieme years agothe presidents of the Reerve banks suggested to a congress onalcommittee that it might be desirable to concentrate authority overall the principal instruments of credit control in the Federal OpenMarket Committee. While I have reached no firm conclusion on thismatter, I think it ma be worth consideration.The presidents of the Yideral Reserve banks come to the meetingsof the ebora Open Mk.Ket Committee, not as instructed delegatesof their boards odirectos-and certainly not of the member ban-e--but as professional central bankers engaged in a career of publicservice, and motivated by the desire to serve the public interestbroadly to the best of their ability. They come prepared with infor-mation on current regional and national economic developments andtrends obtained from their directors, technical staffs, and others, andafter consultation with their staff advisers. And it has been my• " " er . A d t as ee ]
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observation that Reserve bank directors approach their duties from
the viewpoint of an opportunity and a responsibility for public
service.

With respect to the problem of improving the economic analyses
on which our policy decisions must be based, I have no suggestion
other than unremitting effort to attract and hold in career service the
most competent staffs we can obtain, and to make the best use of all
available information.

Turning to the subject of fiscal policy, the joint reply comments on
the difficulty of using tax reduction or an increase in Government
expenditures to exert a sustaining influence on production and em-
ployment, in view of the time lags involved in reaching decisions and
in putting them into effect. My own feeling is that there is a greater
possibility of effective action than this would suggest, especially in the
area of tax cuts. It seems to me that while the time needed to reach
a decision on tax rates is undoubtedly greater than that required for
monetary policy decisions, the effect of a tax decision, once taken
could conceivably be fairly prompt. All things considered, I would
think that a carefully designed tax cut is likely to be a considerably
more prompt and flexible instrument for combating a recession than
is an increase of comparable magnitude in Government spending.
This is not to deny in any sense the usefulness, under such circum-
stances, of speeding up existing sound Government spending programs
as much as possible. I would stress, however, that no fiscal measures
to combat recession should be taken, with all that they may imply in
the way of future inflationary problems and difficulty in reversing
such moves, unless it seems reasonably clear that failure to use them
involves a real risk of more serious recession.

As for the use of debt management as a positive instrument to
reinforce countercyclical fiscal and monetary policies, the enclosed
report suggests three alternatives, of which the third embodies a com-
promise approach, with the Treasury generally avoiding the floating
of large-scale issues of long-term securities, and instead doing any
long-term financing from time to time on a modest scale, in both
good times and bad. While the report avoids specific recommenda-
tions in this field, the implication is that this may be the best of the
three alternatives, and with that conclusion I have no quarrel. It
seems to me, however, that there is considerable room for experi-
mentation in this area-that there may be other equally sound or
sounder methods of compromising between the two extreme posi-
tions-and that there may be periods in which large-scale long-term
issues would he highly desirable, and other periods when the Tieasurv.
might well wish to concentrate on short-term issues. In other words,
I am reluctant to concede, without further experineiting, that debt
management is of limited use as an instrument of anticyclical economic
policy.

One question in the list that accompanied your letter relates to the
possible need for changes in present monetary and banking laws or
for new laws. In this area I would first like to express the hope that
the Financial Institutions Act already passed by the Senate and now
under consideration in the House will soon become law. While this
act does not attempt to deal with some of the larger policy questions
pertaining to monetary and credit control, it would perform a highly
useful function in providing a number of much-needed changes and
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in generally bringing about a clearer and more systematic statement
of existing'laws.

There has been much discussion during recent years on the meritsof inserting a clause in the declaration of policy in the EmploymentAct of 1946 making the maintenance of price stability a stated objec-tive of Government economic policy. The closing phrase of thedeclaration, which refers to promoting "maximum employment, pro-duction, and purchaing power," has been interpreted as meaningmaximum sustainable leveLs, and we believe that requires avoidanceof either inflation or deflation in any marked degree. I would, there-fore, favor the proposal that the declaration of policy be amended toinclude explicitly stability of the value of the dollar among the objec-tives of national economic policy.Yours sincerely,
Yours sALFRED HAYES, President.

FEDERAL RESERVE BANK OF PHILADELPHIA,
March 81,1 1958.Hon. HARRY F. BYRD,

Chairman, Committee on Finance,
United State8 Senate,

Wa8hington, D. C.
DEAR SENATOR BYRD: Since Mr. Alfred H. Williams retired fromthe presidency of the Federal Reserve Bank of Philadelphia onFebruary 28, 1958, I am responding as his successor to the questionsyou addressed to him in his official capacity.I share the view of the presidents of the other Reserve banks thatwe will make our maximum contribution to your extremely importantinquiry if we follow generally the procedure established in respondingto the inquiries received from Senator Douglas in 1949 and fromRepresentative Patman in 1951. This procedure has the greatadvantage of assuring that the whole area of your interest will becovered while enabling each president to concentrate on those aspectsthat concern him or that have occupied his particular attenton overthe years and on which his judgment may be of some value. Mycomplete response, therefore, consists of the enclosed document"Comments in Response to Questionnaire of the Senate FinanceCommittee, which was prepared by our staff committee, and this

covering letter.
I am sure you appreciate that discharge of imperative but uniquetime-consuming duties during my first month in office has made itimpossible to devote as much time to the inquiry as its importancerequires or as much time as I desired to give. My available time,therefore, was spent on a discussion of a few basic ideas. It has notbeen possible to develop necessary qualifications or to polish the

phraseology.
The discussion is directed to three questions, as follows:1. Has the rapid development of financial intermediarieschanged the essential role of general monetary policy?2. Has market structure been the source of uneven impact of

credit rtctraint?
3. Should the monetary authorities direct their policies towardachieving a predetermined rate of growth of the economy?
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1. Has the rapid devdopment of financed inkermdiari changed as
e88eial role of general moeIray policy?

A view that has gained considerable support in recent years is that

the rapid development of financial institutions other than commercial

banks has weakened seriously the influence of central banks and the

role of general monetary policy. Stripped of qualifications, the

reasoning that leads to this conclusion runs about as follows:
The monetary authorities regulate the amount of reserves available

to the commercial banks. Commercial banks adjust their lending

and investing activities to their reserve positions and thus influence

the amount of deposit money. When reserves are tight in a period

of restraint, banks will limit their lending by charging more and by

screening applications more rigorously. If banks are the only source

of credit open to borrowers, the restraining monetary policy can be

effective. If, on the other hand, borrowers can turn to other sources,

the influence of the monetary authorities is dissipated.
My own view is that the essential ingredient of general monetar

policy is the power of the monetary authorities to influence signi-

cantly the terms and conditions under which the public can secure the

amount of cash balance that it needs. This judgment in turn is based

on the belief that the attractiveness of cash relative to debt assets on

the one hand and real assets on the other influence the flow of expendi-

tures and thus the general level of economic activity.
The power of the Federal Reserve System to tighten credit may be

measured in dollar terms by its portfolio of earning assets plus the

amount by which existing member bank reserve requirements fall

short of the legal maximum. The order of magnitude at present is in

excess of $25 billion. The power of the System to ease credit is

limited by the requirement that the Reserve banks maintain a gold

certificate reserve equal to at least 25 percent of their note and

deposit liabilities and by the extent to which existing member bank

reserve requirements exceed the legal minimum. The dollar amount at

present exceeds $40 billion. The magnitudes are obviously adequate

mn both directions.
I do not wish to create the impression that it is easy to decide the

terms and conditions that are appropriate at any given time to pro-

duce the desired results. On the contrary, I h ave found this an

extremely difficult and not always successful undertaking. But that

is the basic decision on which attention should be focused.
As far as financial intermediaries are concerned, it should be remem-

bered that they do not operate in a vacuum. They operate in or-

ganized and in customers' money and capital markets which are

influenced by monetary policy. In fact, one consequence of the

institutional developments of recent decades is that both borrowers

and lenders have more options. A man who wishes to finance the

purchase of a house or of an automobile can apply at several different

pes of institutions. Alternatively, one who wishes to save in

liquid forms has numerous options. Banks and other institutional

lenders in turn may lend to consumers, to homeowners, to business

firms, and others. Is it not reasonable to suppose that as the number

of options increases-as the network of credit contacts becomes more

elaborate-the influence of the monetary authorities permeates the

economy more thoroughly and more quickly? Incidentally, doesn't
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the widespread ownership of the Federal debt operate in the samedirection? Doesn't the credit market become more fluid and doesn'tthe burden of distributing credit fall more on price and less on ad-ministration or rationing?
Nevertheless, the allocation of credit among competing users is anarea of recent financial developments that merits much more study.So, also, does the question of competitive relationships among variousfinancial institutions.
My judgment as to the nature of the problem that confronts us isreinforced by an analysis of two earlier instances in which some ob-servers also concluded that central banks were losing their effective-

ness.
Although the two episodes differ in detail from current developmentsin the United States, the basic issue is the same. It is that growingcomTpetition of other lenders who presumably escape control cannullify the effects of actions by the central bank. At times thecomplaint was directed against competition from other banks withlimited powers of issue and at times against competition of commercialbanks with the central bank rather than between nonbank and banklenders, but the essential core of the problem has been the same.The first episode concerns the operations of the Reichsbank from1876 to 1914. Durmn the first half of the period the complaint wasthat the banks with limited powers to issue notes were nullifying thepowers of the Reichsbank and during the second half it was that thecommercial banks were doing so.The case of the Reichsbank is particularly relevant because themechanism of control, when viewed from today, was so loose-jointed.The facts are that: (1) before the First World War the Reichsbankpaid virtually no attention to reserve balances and ordinarily did noteven know what their magnitude was; (2) it did not try to establishtheir amount at predetermined levels; (3) it was not in a position to doso quite apart from the question of controlling its own assets becauseof t e magnitude of the variations in its other accounts; and (4) Ger-man commercial banks did not maintain either their reserve depositsat the Reichsbank or their total primary reserves at any customary

relationship to deposits.'The argument was that any pressure the Reichsbank tried to exertcould be absorbed by the other banks through the simple expedientof allowing their own reserve ratios to decline. In fact, by alowingtheir ratios to decline sufficiently, they could move in the oppositedirection from that desired by the Reichsbank. Similarly, theycould absorb any ease the Reichsbank was trying to create by allow-ing, their reserve ratios to rise.There is, of course, something to this argument.. By allowing theirreserve ratios to vary, the other banks could absorb or release someof the reserves the Reicbsbank was ereati-ig or destroying. It doesnot follow however, that they could defeat the Reichbsbank's inten-tions. What the variable reserve ratios meant was that the Reichs-bank had to conduct operations on a larger scale in order to achieve agiven result because it had to offset the effects of the actions of the
other banks.

The fact is that the Reichsbank had sufficient power at all times todo this. Whatever reserves the commercial banks wished to keep hadto be secured from the Reichsbank whose earning assets were always

I
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much larger than the total cash assets of the commercial banks. The

Reichsbank was also able to influence directly the terms and condi-

tions under which certain other borrowers acquired cash because it was

a large commercial bank as well as the central bank. A conclusive

demonstration of the Reichsbank's power is that it was able, despite

all these impediments, to achieve throughout this period its over-

riding objective, which was to maintain convertibility of the mark.

The second episode concerns the Bank of Enland in the 19th

century. Prof.Elmer Wood, of the University of Missouri, has made

an exhaustive study of the experience. The question at that time

was whether the so-called country banks which had authority to issue

redeemable notes could escape the control of the Bank of England by

reducing their reserve proportions. Professor Wood concludes that

they could not do so because, as he puts it, "at no time down to 1913

were the total private securities of the bank unmanageably small in

relation to total bankers cash. Whether the banks, therefore, chose

to adjust their reserve proportion at 8 percent or 15 percent, the terms

of the bank had to be met."
I have cited these two experiences because they contain elements

that are relevant to our own problem. Indeed, the conditions that

presumably impeded the Reichbsank and the Bank of England were

stronger than the conditions now confrontig the Federal Reserve

System. They were dealing with money-creatmg institutions whereas

we are concerned with financial intermediaries. These latter can in-

fluence the flow of purchases, which is what really concerns us, only by

affecting the efficiency in the use of money, or velocity of circulation

as it is called technically, whereas the former could influence not only

velocity but the actual quantity as well.

2. Has market structure been the source of uneven impact of credit

restraint?
An area of general monetary policy that needs much more study

than it has yet received is the precise impact of that policy on various

sectors of the economy. My immediate concern about this problem

is that some observers are. tempted to reach firm conclusions on what

seems to me to be limited analysis and evidence.
We must begin by recognizing that if credit restraint is to be effective

it must result in postponing some spending that would otherwise

have taken place. It is obvious that these postponements will not be

propbrtiona| to the actual expenditures of all spending units. The
impact will not be uniform.
If shall analyze briefly one theory that has been advanced to describe

the differential impacts. This is not a field in which I have specialized

and the analysis is tentative. My sole purpose is to indicate that we

should not rush to adopt'solutions before we understand the problems

that confront us.
The particular theory is that general credit restraint sorely handi-

caps competitive-price industries and leaves virtually untouched

t|e administered-price industries. In some versions, the conclusion

seems to result, from a ra other unusual classification of industries

between the two categories, with housing and "other industries where.

firms are small and numerous" classified as competitive-price in-

dustries.
The inclusion of housing is particularly interesting. Since housing

starts fell from about 1.3 million in 1955 to 1.1 million in 1956 and to
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1.0 million in 1957, it is tempting to some to include home buildingamong competitive industries.It seems to me that prices of new houses are administered prices;just as administered as, say, the price of an automobile at the dealer'sshowroom. There are many thousands of home builders in thisNation. But housing sells in a local market. Housing starts in LosAngeles have little or no effect on house prices in Philadelphia. Eachhome builder erects individualized houses. His price is determinedby his costs, the home's location, and what he thinks the market willpay. But he sets the price. It is no more subject to fluctuationthan most other administered prices. (In this connection it is inter-esting to note that housing prices were 7 or 8 percent higher in 1957than in 1955, des pite a decline of one-fifth in starts.)Perhaps it would be profitable to debate whether home building isa competitive-price industry. Certainly, there is room for someargument. But there is widespread agreement as to why creditrestraint had an unusually severe impact on housing in 1956 and 1957.And the answer has nothing to do with market structure. The figuresbelow pretty much tell the story.

Private earte
I, thwandl

F.EA VA Convent ,,-

1956.............................................. 
--27&7 399 W99M .. ................... .. 19.3 270.7 9&39197 ................................... ............. .1 1.. 4.

Housing starts slumped off in the Government guaranteed andinsured sector. There was an actual increase in houses started underconventional financing. (No one would want to argue that homebuilding of conventionally financed housing is characterized by ad-ministored prices and that Government.insured starts are com-petitively priced.) The "sticky" interest rates on FHA and VAmortgages unquestionably had a great deal to do with this disparity.Interest yields for lenders on Government-insured mortgages were notattractive. Funds went elsewhere.Housing starts vere dramatically affected by tight money, notbecause home building is a competitive-price industry but mainlybecause FHA and VA interest rates did not slide freely with general
interest rates.

Some of those who emphasize market structure classify "otherindustries where firms are small and numerous" as competitive-priceindustries. Not all small businesses, however fall neatly into thiscategory. For example, there are smaller manufacturers of appliances,
of steel, of automobiles.

The question of whether credit restraint handicaps small businessunduly is now being studied extensively by the Federal ReserveSystem. My own judgment will be deferred until that study is com.-pleted. At this point I certainly am not convinced that small busi.nesses in administered-price industries escape the effects of creditrestraint while those in competitive-price industries feel the effects
unduly.
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Agriculture is another industry on which credit restraint is alleged
to have had undue impact because it is a competitive industry. We

should recognize at the outset that not all of agriculture is competitive.

We may mit that we do not know the answer.
We do know, however, that we had a farm problem before we had

tight money. We also know that even with tight money our farmers

were able to grow more farm products than the market would take.

It seems likely that difficulties in the farm sector arose not primarily

because it was a competitive price industry; but rather because the

industry has been undergoing a basic readjustment. It was a weak

industry before, during, and after tight money.
The general idea that monetary policy might have an uneven

impact is not new. Few individuals would assume that a very broad-

based, general control of credit must have an exactly proportionate

impact on the various firms and industries within our economy.

Obviously, there are times when certain sectors will be more responsive

to monetary actions. The reasons for this uneven impact are not

difficult to understand. A restrictive monetary policy, stripped to it s

bare essentials, is supposed to bring current investment spending into

line with the current volume of savings.
Investment spending pretty much depends on current sales and

profit margins and on an evaluation of future sales and profit poten-

tialities. If firms are enjoying high levels of demand pressing on

current ca acities, and if it appears demand will grow as the economy

expands, these firms probably will be inclined to increase spending for

inventory and to enlarge productive capacity. This is especiau the

case if current price levels are enabling good profit margins. irmis

with less buoyant demand, somewhat dimmer prospects, and poorer

profit positions are not so strongly inclined toward freewheeling

spending on inventory and new plant capacity.
A policy of credit restraint probably will seem to have a much more

immediate and drastic impact on the latter firms. The firms them-

selves will be more readily discouraged by the increased cost of bor-

rowing. In addition, lenders will tend to scrden out these firms as

less creditworthy than some others. These seemingly obvious points

must be pressed to show that these differing demand and profit posi-

tions, which explain the uneven impact of monetary policy among

firms, can also explain its uneven impact among industries.

Surely, during any boom period the demand for the products of

some industries is stronger than that for others. Investment spend-

ing of these industries will seem less affected by credit restraint than

others where demand pressures and profit positions are not so strong.

I have presented this analysis to indicate why I am not convinced

that market structure was responsible for such uneven impact as the

credit restraint in 1956 and 1957 may have had. This, of course, is

not the same thing as saying that administered-price industries

respond to credit restraint in the same way as competitive-price

industries. They probably do not.
Prices in administered-price industries very possibly respond some-

what slowly to changes in demand. In these industries the initial

responses to a decline in demand are likely to occur in cutbacks in

production and employment. Competitive-price industries probably

respond in a different manner. Prices in these industries are more
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likely to be immediately sensitive to changes in demand. Changes inproduction and employment would come about somewhat more slowly.If this likely sequence of responses is accurate, it has implicationsfor monetary policy. Since a 'arge fraction of our measured pricesare set by administrative action, it may mean, for example, that theConsumer Price Index is a tardy indicator of the impact of monetary
policy.
3. S hmdd tW monetary authorities direct their policies toward achieringa predetermined rate of grouth of the economy?A rising standard of living in the sense of more goods and services toconsume is made possible only by an increase in real output percapita. Let us admit that growth is desirable; it dos not follow thatmonetary policy should be directed toward achieving a predetermint.drate of growth each year. It is possible that policies directed towardthat goal could actually inhibit long-term growth.Economic growth is compounded from many ingredients. One ofthe most important is that some individuals are motivated by aninsatiable desire to comprehend the universe of which we are a Dartand devote their lives to what has been called basic research. isthe men of genius in basic research who have contributed most to ourprogress. l believe such individuals flourish most in an environmentof freedom. In the interest of growth, I would promote such anenvironment rather than place on it the limits that might be necessaryto achieve a specified rate of growth in the short run.Related to basic research in achieving growth is technological prog-ress. Technology embraces the'application of a wide range of humanknowledge to the productive process. It includes scientific dis-coveries as well as the invention of new machines and new processesof production. The development of new seeds and improved breedsof livestock has contributedsignificantly to the increase in agricul-tural output. It was the work of scientists which led to such signifi-cant discoveries as synthetic fibers, plastics, electronic prcducts andprocesses, and atomic eneirgy. Restless minds and scientific researchare the sources of innovaton-in materials, in productive processes,in machines, and in managerial skills.New discoveries and new inventions in themselves, however, addlittle to our total output of goods and services. There remains theproblem of fashioning an efficient process for producing the productbuilding a plant and equipping it with the necessary machinery, anddeveloping a market in order that the product may be produced involume. This is the work of the entrepreneur. For scientific dis-coveries and innovations to be fruitful, substantial sums are usuallyrequired for investment in plant, new machinery, and equipment.Another ingredient of economic growth, therefore, is saving andinvestment. If we are to have the investment that technologicalprogress requires, we cannot consume all of our current output.There must be saving-abstaining from current consumption-torelease resources for the capital goods needed in expanding our pro-ductive capacity. The more we consume, the higher our currentstandard of livin but the slower our rate of economic growth. Themore we save an invest the lower our current standard of living, butthe more rapid our rate of growth.
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Productive capacity is determined by the character as well as the

total volume of investment. Some types of investment contribute to

productive capacity more than others. Investment in houses and

durable consumers goods, for example, usually adds less to productive
capacity than investment in manufacturing plant and equipment and

in mining.
Mobity of resources is another ingredient of economic growth.

Technological progress means change. Change is the essence of a

dynamic growing economy. As industries producing new products

expand, those producing products rendered obsolete decline. Growth

will tend to be. more rapid, the more promptly labor and capital shift

to meet changing demands. Attempts to support or prop up declining

industries, by postponing the shifting of resources, retard the rate of

economic growth.
Another ingredient of growth is the intensity and nature of the

desires of the public. People work because they want something-

more food better clothing, an automobile, a home, better education

for their children, more security. In this country a strong desire for

such things has been a powerful force in stimulating demand for goods

and services, and in providing the human and material resources

necessary to produce them. With a lesser desire for material things

our rate of economic growth would undoubtedly have been slower.

The rate of growth thus depends largely on choosing among alterna-

tives-choices that involve basic social as well as economic values.

In the present state of international tension, adequate defense is

essential for our security, and to protect our freedom. If we are to

preserve our way of life, defense needs must have priority in the

allocation of our resources. The large volume of expenditures re-

quired for adequate defense provides strong support for a high level

of total output. It also provides a strong tendency toward insta-

bility. As new weapons are discovered, old ones are rendered obsolete.

lAbor, plant, and equipment must be shifted from the old to produc-

tion of the newer type weapons. The recent shift in emphasis from

aircraft to missiles is a case in point. Even though total defense

expenditures remain the same, a shift in the pattern of expenditures

may result in declining production and employment in some industries

and an increase in others.
Another choice that has a significant influence on our rate of eco-

nomic growth is the division of current output between consumption

and saving and investment. This raises a baffling question, particu-

larly with a standard of living as high as that which now prevails in

the United States. To what extent should we abstain from consump-

tion and reduce our current material standard of living in order that

Osterity, which, barring a nuclear war, will almost certainly have a

higher standard in any event, may have an even higher standard of

living? What is the optimum blend of consumption and saving, in

terms of human welfare-social and spiritual as well as economic?

Growth also depends in part on our relative preference for progress

and security. Technological advances open up new opportunities

but they also inflict losses and hardships. Some of our existing

investments are rendered obsolete and workers trained and exper-

enced in the older technology may find that their services o longer

in demand. Temporary unemployment and losses on existing invest-

ments are a part of the price we pay for changes which contribute to
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growth. The desire to protect existing investments and jobs fre-quently leads to attempts to delay the introduction of new and im-pro technology. The price of such temporary security, however,is a slower rate of economic growth.Another factor influencing the rate of growth is the proportion ofour population employed and the number of hours worked per week.The larger the proportion of the population employed and, withinlimits, te longer the hours work d per week, the higher output percapital will be. Should the labor force be enlarged by encourageyouths, -vomen, and older people to take jobs? Would the additionaloutput thereby achieved be worth the sacrifices involved in terms ofthe education and training of youth and life in the home? Whichwould provide heater satisfaction-more leisure or having the largeramount of goods which might be produced by working longer hours?Directing monetary policy toward the attainment of a predeter-mined annual rate of growth involves some basic difficulties. One isthat a decision as to specific rate of growth to be used as a targetinvolves appraising a whole range of intangible human values. HoWdoes one determine whether it is economically and socially desirableto consume less now in order to have more in the future? o undergotemporary hardships and insecurity to promote progress? To havesubstantial inequality in income which would provide a strongerincentive for individual effort and initiative? Or to use more of ourtime for work and less for leisure? Choices such as these have asignificant influence on the welfare of the individual as well as thatof society as a whole.A second difficulty is that monetary-policy has little direct influenceon the principal ingredients of economic growth. It is not an effec-tive means or directly influencing research and the rate of tech-nological progress; promoting individual freedom and initiative; orencouragin& people to work more rather than to enjoy more leisure.It is for this reason that undue emphasis on growth as such wouldtempt the authorities to search for more effective weapons. Direct-ing the flow of credit to "preferred" uses is an obviou . psibility.Should we elect to go down that road, I fear we would discover indue course that we had created more problems than we had solvedand that our actual rate of growth or our current standard of livingwould be less.
My conclusion is that monetary policy can make a significantcontribution to growth. It can make its maximum contribution,however, by promoting an economic environment favorable to growthnot be seeking to achieve a predetermined rate of growth.Monetary policy will make its maximum contribution by promotinga reasonably full use of resources at a reasonably stable levelof prices.An appropriate supply of credit and money should be made availableto foster rather than inhibit growth. Beyond that, however, thefactors determining the precise rate of economic growth can best beleft to the decisions of individuals rather than to the monetaryauthorities or any central agency.In conclusion, I appreciate your invitation to express my views onthe vital matters eore you. I have done my best within the timelimit that you mentioned in your letter of February 17, 1958, toMr. Williams.

Sincerely,
KARL R. Bopp, President.
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FEDZRAL REsERVz BANK OF CLEVELAND,

r. SAMuE IL D. M CILWAIN,

Counsel, Senate Finance Committee
Washington, D. 0.

DEAR MR. MCILWAIN: This is in res uose to your telephone request

of April 10, regarding the printing orthe central document of the

Reserve banks presidents' answers to Senator Byrd's 17 questions.

I am pleased to provide you with two copies of the following material

which has been lifted out of my report:
1. Monetary Policies Since 1941: (a) Graphic summarization

(17 pages, plus 8 sheets (1 set only) of original art work).

2. Objectives of Economic Policy (1 page).
The first item above represents pages 3-19 of my report; the second

consists of most of the contents of page 53 of my report.

I should like to emphasize that my report did not incorporate all

of the text of the central document. In fact, a considerable portion

was omitted in order to avoid an undue amount of repetit .on. The

omissions, however, did not, in my opinion, alter the general sense of

the central document.
Sincerely, W. D. FULTON.

PART I. MONETARY POLICY SINCE 1941

(A) GRAPHIC SUMMARIZATION

Monetary history from 1942 to 1957 falls readily into 8 successive

phases, each of which differed quite signifcantly from its predeces-

sor in terms of the prevailing economic environment.
The 8 phases are discussed in chronological order in the following

8 pairs of padres. On the l t page there is indicated the type o

monetary action which was theoreically appropriate in view of the

concurrent behavior of average prices ana of the general trend of

economic activity. On the right page there is a review of the develop-

ments which acually occurred in the realm of monetary affairs.

It will be noted that the type of monetary policy suggested by the

movement of prices was not always compatible with that suggested

b contemporary trends in economic activity (production and em-
ployment).
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THE FINANCIAL OONDMOX OF THE UNrrZD STAT 87

Period covered: 1942 to mid-1945.
Appropriate monetary policy suggested by--

Trend of pric Treaed of economic adivi4y

RESTRAINT RESTRAINT

(In tile face of rapidly rising (Pressure of demand was almost

incomes, prices were relentlessly continuously in excess of capacity

moving upward, either by reluc- to produce.)
tant sanction, or by threat of
black markets.)

THE HISTORICAL RECORD

Monetary restraint, however desirable theoretically throughout the

war period, was almost totally foreclosed by the following announce-
ment shortly after Pearl Harbor:

The Federal Reserve System is prep ared to use its powers

to assure that an ample supply of fu2d is available at all times

for financing the war effort, and to exert its influence toward
maintaining conditions in the United States Government
security market that are satisfactory from the standpoint of

the Government's requirements.

In the face of the national emergency, a commitment of this type

seemed almost inescapable. It proved unfortunate, however, that so

large a part of the war's cost was financed by means of an inflationary

expansion of bank credit.
Pursuant to the foregoing commitment, over the period the Federal

Reserve System purchased $19 billion of United States Government

securities. It is true that most of this acquisition ($18 billion) served
merely to offset the concurrent drain on member-bank reserves caused

by the outflow of currency (into circulation) and gold. Nevertheless,

in view of the $3% billion excess reserves already in existence at the

time of Pearl Harbor, combined with some further additions of new

central bank credit during the war, member banks were able to expand

their holdings of United States Government securities by nearly $53

billion. Accordingly, the Nation's money supply (checking account

balances and currency) more than doubled during the 3%-year period.



88 TEE FIANCMA OOMWDMN OF THE UNiTED STATES

Period covered: Mid-1945 to mid-1946.
Appropriate monetary policy suggested by-

Trnd of Priem
RESTRAINT

(Ftices rose sharply as war-
accumulated purchasing power
pushed against a continuing short-
age of many civilian goodss)

7?eend of econmic activity

EASB

(Considerable unemployment
developed while readjustment to
civilian economy was taking
place.)
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THE FINANCIAL CONDITION OF THE UNITED STATE 89

THE HISTORICAL RECORD

In view of the subsequent boom it is a matter of some curiosity
that bank credit expanded only very moderately during the reconver-
sion phase. The expansion occurred in the form of bank loans (not
investments), where a 10 percent expansion presumably expedited
conversion to civilian production.

The wartime commitment regarding interest rates on United States
Government securities presented no problem to the System during
this 12-month period. Long-term money rates in particular reached
record low levs without active intervention by the System. System
purchases of United States Government securities ($1.9 billion, net)
were only enough to offset a concurrent further outflow of currency.

During this interval margin requirements on stock-exchange col-

lateral were increased in 2 steps from 50 percent to 100 percent.
Also, somewhat later, the one-half of 1 percent preferential discount
rate on short-term Government securities was discontinued.

24936-58--T



90 THE FINANCIAL OONDITION OF THE UNITED STATES

Period covered: Mid-1946 to late 1948.
Appropriate monetary pu;ry "tolgested 'y-

Trend of price.

RiESTIAINT

Trend oJ economic acivily

RESRA I NT

(Removal of wartime controls (Under conditions of relatively
permitted the full force of war- full utilization of all economic
accumulated purchasing power to resources, elargement of the credit
push prices to record high levels.) base merely accentuated upward

pressure on prices.)
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THE HISTORICAL RECOiD

The System was virtually powerless to counteract the inflationary
potential of a 64 billion influx of gold, because it was still committed
to support the pattern of interest rates established in 1942. The
moneysupply increased only moderately (albeit to a new alitime hi),
but, a significant expansion 1(55 percent) oc-curred in bank loans. This
active use of bank credit contri buted greatly to inflationary pressures.
Fortunately (in view of the inflexibility of monetary policy) inflation-
ary influences were being dampened 'by the continuously large cash
surplus of the United States Treasury.

During this interval, the dismount rate was raised from I to 1%
percent, in 2 steinM. The System also was freed from the wartime
commitment of having to pIg the 91-day Treasury bili rate at three-
eighths percent. Likewise, war-loan accuunts (at member banks) were
made subject to reserve requirements. Finally, the percentage of
required legal reserves was raised by approximately billion by
action of the Board of Governors. re potentially restrictive effect of
this last-named action was largely neutralized, however, by concurrent
purchases of alt almost equivalent quantity of United States Govern-
ment securities.

The cost of money and credit did rise appreciably (from a low level)
during this interval, but not enough to e,.rcise any significant restraint
on credit expansion. The Treasury surpluses exerted some restrictive
influence, but the System itself was limited to fringe action by the
pattern-of-rates commitment.

In terminating the 100-percent margin requirements in January
1947 (to 75 percent) after a sharp reaction in stock prices, the System
recognized tiat the boom was no longer being supplemented by specu-
lative activity in securities.



Period covered: Lato 1948 to early 1950.
Appropriate monetary policy suggested by-

Trend Of Prices

(Average prices began to recede
after mid-1948. By late 1949,
wholesale commodity prices
reached a 2-year low.)

Trend of economic aotiity
BASE

(The unemployment situation
indicated the existence of con-
siderable unused capacity and idle
resources which might be activated
by easier credit conditions.)
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THE FINANCIAL CONDITION OF THE UNITED STATES 93

THE HISTORICAL RECORD

In response to the softening of commodity prices and the diminished
rate of industrial activity, the System pursued a policy of monetary
ease throughout 1949.

The major move was represented by 2 series of reductions in the
percentage of required reserves of all 3 classes of member banks,
and covering time as well as demand deposits. The reduction in
requirements was equivalent to the creation of nearly $4 billion of
excess reserves.

Since, in the absence of any contravening measures, that reduction
could have become the base for an excessive expansion of the money
supply, the System concurrently undertook to reduce its record-size
portfolio of Government securities to the lowest level in the postwar
period-in fact, since 1944. Enough liquidity was permitted to remain
in the banking system, however, to accommodate a $6 billion expansion
in member-bank holdings of United States Government securities.

Quantitatively, the supply of money did not change much on
balance during 1949, but the cost of money declined noticeably, not
only in the capital markets but also with respect to bank loans to
business. The wartime commitment to support prices of United
States Government securities presented no immediate problem while
the bull market in such securities lasted.

The discount rate remained unchanged at the comparatively low
level of 1% percent.

In March, margin requirements for stock-exchange collateral were
reduced to 50 percent (from 75 percent).
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THE FINANCIAL CONDITION OF THE UNITED STATES

Period covered: Early 1950 to mid-1953.
Appropriate monetary policy suggested by-

Trend of prices
RESTRAINT

(A vigorous upthrust in prices
was precipitated by the Korean
war. The Consumer Price Index
shortly broke into new higb
ground and was nudging upward
during most of this 2-year
perioI, despite some retreat of
wholesale prices from speculative
peaks reached early in *he war.)

Trend of economic activty

RESTRAINT

(In terms of industrial produc-
tion, recovery from the 1949 con-
traction was full and complete
before the Korean invasion. Ex-
cept for some months of hesita-
tion during late 1951 and early
1952, there was no cushion of idle
resources or capacity. Inflation
of bank credit would merely
accentuate the upward pressure
on prices.)

THE HISTORICAL RECORD

Upon the outbreak of the Korean war, the still-standing commit-
ment to support Government security prices (which had been of only
nominal significance in the recessionary year 1949) suddenly reemerged
as a roadblock to the application of effective monetary restraint
against a surging inflationary wave. During the first 8 months of
the Korean outbreak, the System created $6 billion of member-bank
reserves in the course of purchasing Government securities from sellers
who wished to obtain funds for other purposes.

During those 8 months, the System had at its disposal (to combat
inflation) only such measures as increasing the discount rate (to 1%
percent), invoking controls over consumer installment credit, and
promulgating the new regulation X to curb real-estate credit expansion.
Margin requirements were upped to 75 percent (from 50 percent).
Reserve requirements also were increased $2 billion (January 1951).

All of these measures combined, however, were relatively powerless
in the face of the rapid rate at which new central-bank credits were
being created. Fortunately, from the point of view of monetary
management, a considerable portion of these credits were being offset.
by a strong outflow of gold.

Following the accord between the Treasury and the Federal
Reserve System (March 1951), credit policy was designed "to limit
bank-credit expansion to amounts consistent with the requirements
of a growing economy at a high level without inflation."

The continuing demand for long-term capital as well as bank credit
eventually pushed money rates to a 20-year high (May-June 1953).
The discount rate had been upped to 2 percent in January of that year.
In February, margin requirements were reduced to 50 percent, since
no substantial increase had occurred in the use of credit in the stock
market.
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96 THE FINANCE AL (ONDrTON OF THE UNiTED STATES

Period covered: Mid-1953-late 1954.
Appropriate monetary policy suggested by-

Trend of price

NEUTRALITY

Trend of economic actit'ity
EASE

(Prices did not decline but re- (Official end of hostilities in
mained relatively stable-at vir- Korea was followed by a substan-
tually the alltime high.) tial cut in defense reuirements.

Readiustment from 'war econ-
omy" was accompanied by con-
traction in employment and
production.)
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THE FINANCIAL CONDITION OF THE UNITED STATES 97

THE HISTORICAL RECORD

Beginning in May 1953, the System embarked first on a policy of
relieving the tension in the money markets and then of actively
promoting credit ease.

Reserve requirements were reduced in July 1953 and again about
a year later. The amount of excess reserves created in the 2 actions
was estimated at $2.8 billion. The striking consequence of the reduc-
tions was a record increase in the loans and investments of member
banks. The $16 billion expansion (in 18 months) caused the Nation's
money supply to expand by a record peacetime amount and induced
a high degree of liquidity in the economy as a means of stimulating
industrial recovery.

The cost of short-term money fell to a 7-year low in 1954. Early
that year the discount rate was lowered in 2 steps to 1% percent (from
2 percent). The cost of long-term funds also declined to the lowest
in several years.
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TUS FINANCIAL 00NDITON OF THE UNITED STATES

Period covered: Late 1954 to late 1957.
Appropriate monetary policy suggested by-

Trend of prices Trend of economic activity

RESTRAINT RESTRAINT

(Early in 1956, consumer prices (By late 1954, the economy was
began to break out on the upside back oai an "overtime" basis.
into new alltime high ground. Many materials also seemed to
Wholesale prices had begun a re- be in short supply. Any undue
newed clinab almost a year earlier.) expansion of the credit base would

merely have aggravated the up-
ward pressure in prices, and would
not have resulted in any more em-,
ployment or production.)

THE HISTORICAL RECORD

Fairly early in 1955 it became the policy of the System to permit
no further cyclical expansion of member bank reserves. Temporary
additions for normal seasonal purposes were not allowed to become
a permanent part of the credit base but were largely withdrawn
after each need had passed.

As a consequence of this policy, the $20 billion increase in member
bank loans was financed largely by a concurrent liquidation of member
bank holdings of United States Government securities-at almost
constatly 4fdeclining prices. (Member banks also increased their
borrowings somewhat in order to meet the extraordinary demand
for business, installment, real-estate, and other loans.) Accordingly,
the contemporary expansion in demand deposits was held to the
smallest proportions recorded in any business boom for at least 30
years. Only the less volatile time deposits expanded appreciably.

The continuing strong demand for credit and capital in the face
of a nearly static credit base, produced a steady rise in the cost of
money. In order to keep the discount rate in reasonable relationship
with open-market money rates, the rate was increased from 1% percent
to 39 percent in a series, of steps beginning in April 1955 and ending
in kugust 1957. Margin requirements against stock-exchange
collateral also were increased (from 50 percent to 70 percent) during
the eariy months of this period.

Cormnent: If the System had capitulated to all of the pleas for
"more credit," the boom presumably would have risen to greater
and niore untenable .heights, and the ensuing readjustment might
have been much more drastic and difficult.
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100 THE FINANCIAL CONDITION OF THE UNITED STATES

Period tvered: Late 1957 to date (March 31, 1958).
Appropriate monetary policy suggested by-

Trend of price Trend of economic activty

RESTRAINT EASE

(Despite the industrial reces- (Industrial activity declined
sion, prices continued to creep sharply in the fall of 1957. Thus,
upward thereby further depre- without reference to the price
coating the purchasing power of situation, a policy of credit relax-
current income as well as of ation was clearly appropriate.)
savings.)
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THE FINANOIAL CONDITION OF THE UNITED MUATES 101

THE HISTORICAL RECORD

The complete history of the current period cannot be written until
the next phase has taken over. Yet it may be recorded here that the
System has used all three major instruments of general credit control
for the purpose of mitigating recessionary tendencies and of establish-

ga sound base for a renewed expansion in industrial activity.
The discount rate was brought down in several stages from the

long-time high of 3% percent, to 2Y percent. Legal reserve require-
ments of member banks also were reduced by roughly $1 billion.
Meanwhile purchases and sales of United States Govermnent securi-
ties were of such a nature as to permit member banks to reduce their
indebtedness to the reserve banks from a level of nearly $1 billion
(September-October 1957) to almost zero.

Changes in the supply of money have been somewhat slow in
reflecting these several developments, but there has been a vigorous
expansion in member bank "loans and investments" in recent weeks,
with possibly much more to come as a result of the latest cut in
reserve requirements.

The decline in the cost of money has been one of the sharpest on
record.

Margin requirements on stock exchange collateral were reduced to
50 percent (from 70 percent) in January 1958.

The remainder of the historical record of this period will dependnot only upon the course of economic activity and prie during the
coming months, but also upon the extent to which the effects of
actions already taken are yet to be felt in full.

PART III. OBJECTIVES OF ECONOMIC POLICY

The question calls for our judgment of the relative importance of
objectives of economic policy. The reply below begins with a brief
summary of our position and follows with a more detailed considera-
tion of question 6.
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SUMMARY

1. The three objectives should be considered as of broadly equal

importance. (Price stability, employment stability, sustained eco-

nomic growth.)
2. None of the three should be interpreted in terms of a target of

100 percent fulfillment-all can be taken in a relative sense.
3. By its very nature, objective number 3 (growth) does not require

a stipulated quota of performance each year.
4. Such general objectives in relative terms can be posited, even

in the absence of specific arithmetic criteria (i. e., allowable percentage
of unemployment or tolerable creep of prices).

5. From a theoretical standpoint, we believe that the three objec-

tives are generally compatible. Furthermore, we see no empirical

evidence in the historical record which compels the conclusion that

the three objectives must be considered mutually incomatible, al-

though the practical difficulties of reconciliation are painf y obvious.

There has as yet been little experience in a full-scale testing of

monetary-fiscal policies, applied in a sustained and determined man-

ner, to achieve price stability without sacrifice of the other two

objectives.
6. As a practical or political matter, price stability is often relegated

to a junior order of precedence. We believe that its relative rank

could be elevated to a position of approximate equality with the

other objectives.

FEDERAL RESERVE BANK OF RICHMOND,
Richmond, Va., March 31, 1958.

Hon. HARRY F. BYRD,
Chairman, Committee on Finance,

United States Senate, Washington, D. C.

DEAR SENATOR BYRD: This letter is in reply to your request of

February 17 for my thoughts and opinions on some of the vital matters

which affect our economy.
The list of questions which you suggested as a guide to this reply

raises such basic and far-reaching issues for consideration within a

short period of time that it seemed desirable for the presidents of the

Federal Reserve banks to join in preparing a series of comments

concerning them. A copy of these comments is attached, and I trust

that they will prove useful to you in providing information on the

broad subjects which your questions encompass.
Your inquiry centers on three major questions in areas within which

the Federal Reserve System has special responsibilities: (1) What are

the objectives of economic policy and, more specifically, of monetary

policy? (2) Is our present monetary system adequate to the task of

achieving these objectives? (3) How well has monetary policy per-

formed in recent years? The followig comments relate to these

aspects of the inquiry.
Our country's economic objectives are clear: stability in the value

of the dollar and the avoidance of instability in production, employ-

ment, and income, and through these two, the attainment of sustained

economic growth. I am firmly convinced that these objectives are

not only.compatible but are in fact interdependent. I can think of
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no basis on which to rank economic objectives in order of their relative
importance, for their interdependence makes each important to the
others as well as important in itself. At any given time one objective
may be deserving of more emphasis than another, but this must bejudged in the circumstances of the time. For example, during World

ar II all three of our objectives were shouldered aside to assure
adequate financing of the war effort, and in 1953-54 actions needed
to combat declines in production and employment planted the seeds
of later price increases.

Mass unemployment is viewed by many as the major economic
threat confronting the country, while the evils of price inflation are
less evident and therefore seem less menacing. Concern--quite
proper concern-over the distress of unemployment tends frequently
to obscure the more widespread injustices of in action. This may have
resulted, s some observers state, in greater pressures on the Govern-
ment to combat unemployment with less regard to future price
problems. There may be a reluctance to combat price increases,
through action in the early stages of the boom, for fear of choking off
an upturn in the economy. Whether this is the case or not, the belief
has apparently spread that our economy has within it an inflationary
bias that cannot-or will not-be successfully combated by Govern-
ment action.

Stability in the value of the dollar has many desirable features
of equity as an end in itself but, even more important from an economic
standpoint, it is absolutely necessary if instability of production and
employment and interruptions to growth are to be avoided. Experi-
ence has demonstrated again and again that chronic price increases
make impossible the maintenance of high and rising levels of employ-
ment and production. Notwithstanding the lessons of experience
it has been suggested that a "creeping inflation," defined as a mild fnd
controlled inflation amounting to perhaps 2 or 3 percent a year, would
be worth the price in terms of its contribution to growth and pros-
perity. This I deny. The whole concept of creeping inflation is
dangerously misleading, for a chronic inflation cannot be either mild or
controlled. If the public in general, and business in particular,
should become convinced that a continuous loss of purchasing power
were inevitable, the incentive to save would be greatly reduced, the
incentive to spend sharply increased, and the end result could only
be an acceleration of inflationary pressures. The process would
tend to feed upon itself and eliminate any possibility that the pressures
could be controlled within narrow limits. Efforts to avoid the
consequences of inflation by some groups through escalator clauses
and other means could only temporarily insulate a portion of the
economy at the expense of the remainder and lead to serious problems
for our present economic and social order. These favored groups
would still face, with the rest of the population, the inevitable after-
math of an unsustainable boom.

Even if inflation could be held within narrow limits approximating
a price rise of 2 or 3 percent per annum, widespread suffering would
result. This relatively minor increase in prices, if continued each
year, would lead to an erosion of the purchasing power of the dollar
of about one-half in the course of each generation. Millions of elderly
and disabled Americans living on fixed dollar pensions and annuities
would find even their modest standard of living threatened. Millions
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of others ol low and inflexible salaries would similarly.,Aptiifaue
further reductions in their living standards. Other mhlioan would
face a loss of a substantial part of the real value of their savings, aid
the incentive to save would be seriously impaired.

The question of the adequacy of the entire monetary syz-tein is so
broad that 1 could inot undertake to give a coinl)lete answer. I should
like to comment, however, on several of the asimcts of this question
with which I have firsthand knowledge, particularly the majlier in
which the monetary mechanism serves as a device for bringilnge morn-
etarv policy to bear upon the economy. \lanv features of the monetary

,nechaunisin have pro-evl so adequate as to fie taken more or less for
granted in recent decades. A flexible supply of currency-a problem
of great concern a half century ago and onei, of the principal reusons
for briging tIhe Federal Re.erve System into existe(tce-has long been
assured through the operations of the Reserve banks. Seasonal and
growth needs for changed amounts of coin and currentcy are met with
routine ease; recurrhig season periods of credit stringency have be-
colie a thing of the 1)ast. All forms of money are readlily exchanged
into other fo-is, and each day millions of individual paylients are
inade with little regard to distace through the operation of the check
collection nachinery of the Reserve banks and their members. A
smaller number, but an extreinely large dollar amount, of telegraphic
l)avil,'lts are daily effected well-nigh instantaneously through the

I ooks of the Rtserve banks, and the revenues of the'United States
Government are speedily mobilized and efficiently utilized with little
concern over the multipiicitv of ioI(ividual transactions required. In
short, these parts of tIie machinery of the United States monetary
svsteln function so well as to make a positive contribution to the
eflicient operation of our e(onolny and the attainmnent of our economic
object ives.

As hidicated, the monetary mechanisin is a device for brilnging
monetary policy to bear o the economy. Demand deposits of com-
mercial banks, which serve as our principal medium of exchange, stem
primarily from deposits of currency and coin and from loans and
invest ments inade by the hanks. lgal reserve requirements set by
the Board of Governors of the Federal Reserve System, within the
limits fixed by the Federal Reserve Act, make it necessary for member
banks to maintain with their Federal Reserve banks reserves eq ual to
a given proportion of their deposits. Therefore, before the banks call
create new demand deposits through new extensions of credit, they
must have available reserve funds in excess of legal requirements.
Demand deposits issued in exchange for currency and coin offer no
problemns, of cours'l, since some portion of this currency and coin canl
be surrendered to the Federal Reserve to augment the member bank's
reserve account, thus enablhng it to meet the requirement. For the
banking systein as a whole, there are a number of factors which affect
the total volume of reserves available to the banks for additional loans
and investment and, consiq uentlv, the creation of additional deposit
money. The principal of these (ai.tors are changes in the Natmon's
monetary gold stock, changes in money in circulation, changes in the
Treasury's account at the Federal reserve banks, and changes in
Federal'Reserve credit outstanding.

When the net result of these influences is an increase in reserves
available to member banks, there is a strong tendency for these reserves
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to be employed either in loans or in investments, with a conseguent
expansion in the money supply. When the net effect is to drain re-
serves from the banking system, attempts by individual banks to secure
reserves will cause a decline in the money supply. Thus the reserve
positions of tile Nation's commercial banks are the key to their exten-
sions of credit. This particular type of credit extension is in its turn
of unusual importance because it puts purchasing power into certain
sectors of the economy without first removing it from other sectors,
as is the case when any nonbank financial institution extends credit
to its customers.

This crucial noney-creating role of reserves makes them a fulcrum
through which Federal Reserve monetary policy actions can be magni-
fied into forceful and pervasive influences on the entire credit structure
of the economy. To illustrate, the Federal Reserve may purchase
Government securities in the open market and add to the volume of
reserves outstanding, thus enabling member banks to increase bank
credit. Or, as was (lone in February and again in March of this year,
the Board of Governors of the Federal Reserve System may reduce
the reserve requirements of the member banks and, while not altering
the total volume of reserves outstanding, free a large amount of re-
serves to provide the basis for new deposits.

The influence of Federal Reserve actions on the reserve fulcrum
extends to other sectors of the credit structure because of many
intricate and necessary relationships among the various sectors. When
the Federal Reserve, for example, purchases Government securities in
the open market, it does so as one of the many participants in the
market, all of whom exert some influence on the prices which exist
there. In addition, however, by increasing the reserves of commercial
banks, the System affects the nature and the degree of bank participa-
tion in these markets, thus providing additional effects on prices.
Consequently, actions affecting the availability of reserves to member
banks also affect conditions in the money markplt. which have a perva-
sive effect throughout the credit and capital markets.

One other Federal Reserve credit policy instrument also affects the
reserve fulcrum and readies directly into the credit markets. Changes
in the discount rate change the cost of borrowing reserves at the
Reserve banks and in the market as well, since short-term market
rates are related to the discount rate. Even more important, the
announcement of a discount rate change may affect market expecta-
tions by indicating the direction or intensity of credit policy.

Changes in the credit and capital markets have far-reaching effects
throughout the economy. Rising security prices tend to make finan-
cial institutions more liquid because investments can then be sold on
a more favorable basis than in the immediate past. Consequently
other demands for credit, such as that for mortgage loans, tend to be
met more readily than when bond prices are declining and capital
losses may be involved in any conversion of funds. Furthermore
rising bond prices-declining interest vields-lead to reappraisals of
the most profitable allocation of the loanable funds available to the
institutions. Rising security values also affect the spending and
saving decisions of individuals and business firms that hold securities
or may find it attractive to do so.

In addition to affecting credit extensions by banks to their business
and individual customers and affecting conditions in the credit mar-
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kets, a changed availability of bank reserves directly affects other
financial institutions through their credit transactions with banks.
Many nonbank financial institutions rely heavily on short-term bank
credit to support their own lending activities. For example, mortgage
companies employ short-term bank credit to acquire mortgage loans
for resale to ultimate mortgage lenders, such as insurance companies
and mutual savings banks. - The ultimate mort~pge lenders themselves
have in recent years employed bank credit quite extensively to assist
them in their mortgage lending programs. In another important
credit field, sales finance companies use a very large volume of bank
credit to support their own lending to individuals for the purchase of
automobiles and household goods. When reserves are made more
readily available to commercial banks they are in a position to expand
their credit extensions to these other Anancial institutions; conversely,
when reserves are less available, there is a tendency to curtail such
lending, thus driving nonbank lenders to seek other sources of funds
or to curtail their own lending activities.

In this manner Federal Reserve actions influence the monetary and
credit climate in which businessmen and individuals conduct their
economic affairs. I should like to emphasize the fact that Federal
Reserve influence is solely on the credit climate in which private and
public spending decisions are m~de. The System does not make any
of the millions of daily decisions on production, pricing, purchasing,
investing, and a host of other aspects of the private economy; these
decisions are private decisions, dictated ultimately by the consumer
through the mechanism of the market place. In short, while a proper
monetary policy is indispensable to the achievement of our national
economic objectives, it cannot by itself guarantee stability and
growth.

As to how well the role of monetary policy has been performed
within the framework of our monetary system, I should like to com-
ment briefly on your question concerning the System's policies since
1942. At the outset, let me emphasize two caveats applicable to
any critical review of past actions: First, hindsight provides informa-
tion and perspective not available at the time decisions were made;
second, even with this hindsight, an evaluation of policy actions
against the record of actual events is confronted by facts and statistics
that are not there--what would have happened in the absence of the
policy actions taken.

Both of these caveats affecting the validity of present judgments
may be illustrated by any attempt to judge now the feasibility and
desirability of an earlier abandonment of the System's polcy of su
porting Government securities in the immediate post-World War II
years. The effectiveness of the System's restraint policy in the early
postwar period was undeniably inhibited. by the continuance of sup-
port operations. Having been involved directly in the decisions at
that time, I still feel that the apprehension, both within and outside
the System as to the r :nsequences of abandonment of the support

licy was fully justified in the light of such factors as the more-than-
Iourfold increase in the public debt in the short space of 5 years, the
constant refunding problems of the Treasury, and the distribution of

the debt that had evolved under a system of price supports, with many
holdings judged to be very sensitive to price changes. In effect,
monetary policy in the immediate aftermath of war had to be sub-
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ordinated to the considerations that prevailed during wartime; so far
as I know, no abrupt termination was advocated by any responsible
authority. The fact that the support policy was successfully aban-
doned in 1951 is no assurance that chaos in the market might not have
resulted from an abandonment in early postwar years.

The period from the spring of 1951 to the spring of 1956 was
characterized by marked price stability and economic growth. From
the spring of 1951 through early 1953 the System took measures to
reduce availability and increase the cost of credit in order to deter
excessive spending at a time when the economy was operating on an
expansionary or overtime basis generating inflationary pressures. A
shift in System policy in mid-1953 corresponded with what subse-
quently had been identified as a turning point in the business cycle and
the beginning of a moderate downturn.

As a result of System operations during the recession from mid-1953
to the latter part of 1954, bank lending was facilitated and a decrease
in the money supply was avoided. In addition, the easier credit
availability provided support for mortgage and consumer lending
and for financing by utilities and by State and local governments.
The increased liquidity of the banking system resulting from this easy-
money policy automatically created problems for later monetary
policy in that the impact of subsequent tightening actions was delayed.
While there is certainly a point in the development of liquidity
beyond which further increases cannot be expected to contribute to
recovery, it must nevertheless be remembered that the function of
monetary policy in recession is to provide increased liquidity-as it is
to reduce liquidity during periods of excessive expansion-and that
in the difficult task of drawing the line as to the proper degree of
liquidity, errors are likely to be made on the side of too much rather
than too little ease.

In late 1954 and early 1955, as the recovey movement gathered
momentum and expansion became more apparent, System policy
shifted quickly toward restraint. Inevitably this restraint policy,
which continued until the latter part of 1957, resulted in curbing some
spending that would have taken place if the restraint had not been
present. The primary purpose of restraint was to curb the aggregate
demand for goods and services. It could not curb aggregate demand
without reaching into the specific plans of individuals and business
enterprises. This inevitably caused some dissatisfaction among those
most affected.

More recently, as economic developments have been characterized
by a recessionary movement, System policy has shifted toward ease.
Since last November there has been an unprecedentedly rapid drop
in the cost of credit and a substantial increase in its availability that
already appears to be having some cushioning effect both in main-
taining the money supply and in lending support to mortgage financing
and to other sectors of the economy where debt is important to
demand.

From a review of monetary policy in action since the spring of 1951,
I conclude that in spite of many obstacles it made a significant contri-
bution to the overall objectives of economic growth and stability at
the highest sustainable levels of production and employment. It was
always in the right direction. Whether the degree of restraint or ease
prevailing at any given time was too much or too little is a matter on
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which judgments may differ. Those who refer to the actual price
rises over the period as indicative of a failure of monetary policy neglect
both the factors operating on prices that lie outside the scope of mone-
tary policy and the certainty that in the absence of System efforts
directed toward restraint there would have been much more price in-
flation, followed by more severe corrective adjustments.

Monetary policy is indispensable but it is not all-powerful, and,
because of its inherent limitations, too much should not be expected
of it. Some of the obstacles to monetary policy have recently become
more clear. Prices and wages have shown expansionary tendencies
when the economy was booming--as might have been expected-but
have shown startling rigidity during the current as well as the most
recent recession. This is attributable to factors outside the direct
influence of the Federal Reserve System, but it gives me great concern.
The loss of flexibility in prices restricts the capacity of business and
labor to adjust to changes in demand and reduces the power that
flexible market processes give the ultimate consumer in determining
the uses to which the Nation's productive forces are to be put. Mone-
tary policy certainly cannot function at its best when wage increases
persistently exceed the rise in productivity for the economy aas a
whole or when prices are held rigid in the face of declining demand.

The task of monetary policy has also been made more difficult by
the high rate of taxation needed to support a high level of Govern-
ment expenditures; high tax rates have dulled the cost consciousness
of businessmen and have diminished the effectiveness of high interest
rates during periods of restraint.. In the related field of debt man-
agement, while some progress has been made by the Treasury in its
efforts to achieve less frequent financing, more progress along these
lines would give monetary policy a better chance to operate effectively.

It is my sincere hope that the hearings being conducted by your
committee will bring about a better and wider public understanding
of the nature of the broad, long-run objectives of the Nation's economic
policy. The Federal Reserve System has been attempting for many
years to do this through written articles, discussions, speeches, moving
pictures, seminars for college professors, and other means, but the
subject is complicated and progress is slow.

One of the least understood of these long-range economic objectives
is stability in the purchasing power of the dollar. This lack of under-
standing relates not only to the widespread and serious consequences
of a persistent erosion of the purchasing power of income and of sav-
ings, but also to the fact that such stability is absolutely essential
to our achieving maximum economic growth under continuinghigh
levels of employment and income. Public understanding of the
suffering caused by inflation and of its effects on the Nation's produc-
tive processes should be as clear as public understanding of the evils
of unemployment.

The problem of maintaining a stable dollar is a challenge not only
to the monetary authorities but to all others who are in positions of

public responsibility. I hope that you and your committee will
devote particular attention to this issue.

Sincerely yours,
HUGH LEACH, rreszaM.
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FEDERAL RESERVE BANK OF ATLANTA,April 3, 1958.

Hon. HARRY F. BYRD,

Chairman, Committee on Finance,
United States Senate, Washington, D. C.

DEAR SENATOR BYRD: Please pardon the delay in getting to you a
response to the questions accompanying -your letter of February 17.

The questions are important and searching. As we have studied
them here at the Atlanta bank it has seemed to us that many of them
are not subject to definitive answers-at least we are not able to give
such answers.

So the comments that follow serve simply to emphasize what are
admittedly points of view on some of the problems encompassed in
the questions posed. Since the questions were addressed to the
presidents of all the reserve banks, the presidents have developed a
far more complete discussion jointly and copies of that discussion, I
believe, are being transmitted to the committee.
E uestions 1 and 2

Inflation is most easily defined in terms of its immediately visible
result, which is a general depreciation in the purchasing power of the
dollar or,- viewed from the opposite side, a general rise in prices.
There are other indirect results that do not lend themselves to the
definition.

Many circumstances may predispose an economy to inflationary
developments. A principal circumstance is an effort of the economy,
overall, to operate above its level of efficient capacity. Inflation
occurs as the result of, or in the permissive presence of, an effective
money supply-that is, quantity times rate of spending-that exceeds
the supply of goods and services offered at, or capable of being pro-
duced at, existing price levels. The money aspect of inflation thus
involves a matter of quantity plus a psychological element, that is,
the willingness of people to spend.
sPeacetime fluctuations in the general price level can be moderated
by limiting the reserves available to the banking system in times of
boom, thus limiting the banking system's ability to extend additional
credit, and by increasing the supply of bank reserves during reces-
sions, thus increasing the banking system's ability to extend new
credit. Even such restraining and stimulating effects cannot have a
perfectly calculated result because the rate of use of the money supply
depends in large p art on the voluntary spending and saving decisions
of individuals and business firms. In a free society, people cannot be
forced to borrow or spend in a deflation, nor can they be prevented
from using their own funds during an inflation-they can only be
discouraged from the use of borrowed funds.

Neither inflation nor deflation can be completely avoided in a free
economic system. Complete avoidance would require rigid controls
not only over the prices and qualities of goods and services, but also
over the allocation of manpower and other productive resources to
their myriad uses. Furthermore, controls, complex and numerous
enough to prevent inflation or deflation, unless it be assumed that
the administration is perfect, would only mask and conceal the mis-
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use or disuse of productive resources-the basic economic evil of
inflation and deflation.

* Legislation aimed at avoiding either inflation or deflation by direct
measures would put the economy into a harness of controls that
would, in the long run, seriously injure the dynamic characteristics
of the economy-its ability to shift rapidly from less wanted to more
wanted goods and services and from less efficient to more efficient
producers' instruments. Indirect measures of economic stabiliza-
tion-monetary policy and, if necessary, fiscal policy-are still the
best methods of dealing with inflation and deflation in a free society.
Question 4 and 7

The causes of the increase in the consumer price index beginning
in August 1956 were of long standing.

Following the letdown in economic activity at the end of the
Korean war, American business generally embarked upon a program
of capital expansion to enlarge productive capacity through projects
long delayed by the depression of the 1930's, World War II, and the
Korean war. By the fall of 1955, this capital expansion program
began to exert substantial pressure on the economy.

The pressure was increased because American consumers, who had
fairly well maintained their spending in late 1953 and 1954, despite
the recession, substantially increased their rate of spending in mid-
1955, and sales of consumer durable goods reached levels exceeded
neither before nor since. Federal spending, although down substan-
tially from 1953 levels, was still high, and spending by State and local
government units, financed in part by credit expansion, increased
almost enough from 1953 to 1956 to offset the decline in national
security expenditures.

At both the consumer and wholesale level, prices of a substantial
number of items had been rising before 1956, but the upward adjust-
ments in some components had been masked by the fall in the prices
of food and farm products following the Korean war peak. Still
another element acting on prices in the recent period has been the
continued catchup of prices fixed by public agencies-freight rates,
utility rates taxes, etc., which did not reflect current conditions but
were rather long overdue adjustments to the change in the price level
arising from World War II.

These causes, and there are others, show that no single cause was
responsible for the rise in the Consumer Price Index. In sum, the
economy was pressing on the upper limit of its productive capacity
and the competition for goods and services, arising from nearly all
quarters, caused a bidding up of prices and a depreciation of the

oll ar.

Among the factors not to be overlooked was a growing conviction
of the American people that there would be a continuous loss of the
dollar's value, and that, therefore, it was wise to rush, even with
unneeded expenditures, in order to have protection against such a
loss. Some part of the pressure on total resources represented a flight
from'the doh, and the credit restraint was apparently inadequate,
at least until the very last stages of the boom, to convince many that
a long-run depreciation of money was not inevitable. In any event,
the quantitative restraint on the volume of credit was partly offset by
an increasing rate of use of the money supply.
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Queti rm6, 11 (b), and 15
There is no conflict between economic growth and stability of prices.

Nor is there a conflict between the goal of stability in prices and the
goal of stability in production, demand, and employment. Indeed,
stability in prices seems to be a necessary condition for stability in
production, demand, and employment around a long-run growth
trend: insofar as fluctuations in aggregate economic activities are
induced by changes in the price level, over the long run they almost
certainly result in a less than maximum utilization of resources and
also in a lower level of efficiency than would be attained if the price
level remained reasonably stable.

Since the end of World War II, general public policy has 'some-
times subordinated strictly economic objectives of stability and
growth to other national objectives-necessary military security and
desirable decontrol of the civilian economy. Broadly speaking, until
1951 monetary policy was primarily aimedat preservation of stability
in interest rates, particularly those of Government securities. Such
a policy was justified on grounds that possible unsettlement of financial
markets was not only a threat to the goal of full employment but was
undesirable from the standpoint of national defense and the unsettled
foreign situation which might require Federal borrowing at any
time. But the objective of stability in one price-interest rates-was
achieved partially at the expense of stability in the general price level.
Since 1951 monetary policy has been free to recognize the importance
of general price stability as a major factor in long-run economic
stability and sound growth.

Although inflation may temporarily induce a fuller utilization of
productive resources than would otherwise be the case, the misapplica-
tion of productive resources is almost certain to create distortions in
the economy that become increasingly difficult to adjust the longer the
inflation runs. The result of inflation is thus an economic euphoria
that has a grave cost: it ultimately produces a good deal more unem-
ployment-or misemployment-of productive resources than would
be the case in its absence.

In the long run, it seems reasonable to believe that the net of the
inflation-deflation cycle is a reduction rather than an increase in the
average employment of productive resources, including manpower.
In the short run, however, some variation in prices and employment.
must be expected and is, in fact, one means by which a free-market
consumer-dominated economy adjusts itself to consumer wishes and
to the most efficient productive processes. The complete elimination
of such variation, as noted aforetime, cannot be accomplished without
imposing direct, detailed, and administered economic controls repug-
nant to the American tradition of economic freedom, and less efficient
than the free market.

No more dangerous economic doctrine exists than that enunciated
in recent years that continuing inflation is necessary to maintain hi h
employment goals and growth. Inflation victimizes those who m e
their savings in money and instruments repayable in fixed money
amounts, the immediate effect of inflation being the transfer of pur-
chasing power by means of money depreciation from moneysavers to
other classes of society. The small possible additional production
stimulated by inflttion is gained only at the cost of discouraging
savings in money or fixed money obligations, Relieving the public of

ill
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part of its savings through a depreciation of money not only induces
spending most often when it should be curtailed, but is morally
repugnant to all who value honesty in financial matters.

Finally, inflation, however modest its annual increment, when
long continued diverts people's energies from efforts to produce
goods and services efficiently to efforts to protect themselves against
depreciation in the value of money. Acceptance of a national policy
of gradual inflation would be disastrous to the moral fiber, economic
well-being, and military security of the American people.

Question 9
Fiscal policy relates to the effect upon income creation and aggregate

spending produced by Government expenditures, taxation, and debt
creation and liquidation. Monetary and credit policy, however,
operate only indirectly upon aggregate expenditures by making
borrowing and spending less attractive in times of boom and more
attractive in times of recession.

Theoretically, there seems no reason why fiscal policy, by variations
in Government expenditure, taxation, and debt creation or liquidation,
could not contribute to economic stability. That is, the Government
could increase its utilization of the country's resources as manpower
and materials are readily available or diminish it as these resources
are being sought after by other users. Practically speaking, however,
the difficulties of using fiscal policy in that way, as our experience
seems to show, are immense.

National defense considerations, resource development, highway
programs, and a host of similar necessrxy or desirable public projects
will nearly always-though, perhaps, in some cases they should
not-take precedence over more general economic considerations in
determining Federal spending and revenue needs. Decisions in such
matters must be primarily related to the worth of the project as
against its cost and are not likely to be effectively related in the
short run to the aggreate spending or lack of spending in the economy.
It is thus probable that fiscal policy will not be notably flexible in
d termining aggregate economic spending and, at least in the short
run, pressure or lack of pressure on economic resources. The advan-
tages of continuity of planning and programing in most governmental
undertakings are great, and the very immensity of the Federal
apparatus makes both the adoption and administration of appropriate
and timely decisions difficult.

The foregoing emphasis on the difficulties of fiscal policy as an
an icyclical device is not intended to exclude the idea that fiscal
policy could be, and in some situations should be, used for economic
stabilization. What is intended is merely to emphasize that it is
not an instrument readily adaptable to every minor fluctuation.
Of necessity it must be reserved for more serious situations in which,
say, the level of unemployment could be considered to override other
aspects of public policy. Of necessity, moreover, it seems that
deliberated fiscal policy is only applicable in situations of long enough
duration to permit the Government's marshaling its weapons.

Questions 10 (a), 10 (b), and 14
The monetary system of the United States as now constituted has

been adequate to meet the country's requirements for a means of
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payment and, certainly, for credit expansion. However, if the bank-
mg system is to remain adequate to the task of extending the bank
credit that a growingeconomy will require, then additional reserves,
or a greater permissible use of existing reserves, will be needed over
the years to match the sustainable growth potential of the economy.
The problem of supplying to the banking system the reserves that will
be needed does not appear to be difficult of solution over the course
of the next several years, but over the longer run the problem is likely
to require a good deal of thought, particularly with regard to the most
desirable means of providin the reserves.

The fiscal system of the federal Government has been adequate in
the postwar period to carry out those expenditure programs that have
been judged by Congress to be in the national interest. In the light
of all postwar economic developments, it would have been well if
Federal borrowing could have been avoided and, indeed, if some of
the debt could have been retired, as was the case in the earliest postwar
years, but the amount of Federal postwar borrowing, at least quanti-
tatively, does not appear to have been a major cause of postwar in-
flation when measured against the size of the gross national product.

The principal problems of the postwar period have been the direct
result of fis,l inadequacy in the war period, when far too much reli-
ance was placed on borrowing, especially through bank credit, and far
too little reliance was placed on taxation and on borrowing the savings
of the public. The resulting expansion in the money supply brought
in train an almost inevitable inflation, to which most of the postwar
economic problems are directly and importantly related.

The adequacy of the fiscal system to meet the expenditure require-
ments of the Federal Government, however, is not the whole test of
the system's long-run economic soundness. The size of the tax take,
and the sources on which levied, may be having an important effect
on the monetary savings available to the American economy, and
may exert an inflationary pressure by promoting the substitution of
bank-credit expansion for real savings.
Quedtions 13 and 17

Causes of the present recession stem largely from the exuberance
of the preceding boom, when the volume of spending pushed up
faster than the volume of available goods, when speculative commit-
ments in inventory were stimulated, and when manpower. and other
resources were used inefficiently. Capital-goods spending during the
boom was at an unsustainable rate, and anticipated reductions in
plant and equipment expenditures coincided closely in time with a
much-publicized phasing out of certain elements of defense procure-
ment by the Federal Government.

The amelioration of an economic downturn is, in general, more
easily accomplished early in the course of a recession than later when
the private economy has lost some resiliency and may, indeed, be
frightened. Nevertheless, at present, because there is danger of a
long-run inflation and probably less danger of a long-run recession,
and because the burdens of the Federal Government are stupendous,
fiscal measures to relieve a recession should not come before there is
reasonably convincing assurance that something more than a rela-
tively minor economic adjustment is involved. We should avoid
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further maladjustments of the economy that will result if our pro-
cedures serve only to create an expectation of inflation.

Unfortunately, there is no mechanical approach or single figure or
group of figures that reveal precisely when the Federal Government
should move into the problem in major ways, such as tax cuts or
Ia re increases in public works. The matter must remain one of
Igmient. The general principle, especially in view of the hazards
of economic forecasting, would seem to be that the most moderate
measures should be applied earliest and measures of increasing
impact applied only when and if the more moderate measures seem
to be failing. In general, this would mean that major fiscal policy
moves, which almost inevitably at some later date increase the budget-
ary difficulties of the Government, should be instituted only after it
is apparent that self-correcting forces and monetary measures are
not adequate to prevent a serious recession from gathering momentum.

The factor of production whose underemployment we are most
concerned with is manpower. Because of the hazards of economic
forecasting, the figures that should be primarily watched, so far as
the motivation of major fiscal-policy moves is concerned, are not
consumer demand, production, or others of that nature, but the
direction of change, relative amount, and duration of unemployment.

Question 16
The growing prevalence of escalator clauses in recent years is more

nearly a symptom rather than a cause of inflation. Such contractual
provisions chiefly represent the attempts of parties to contracts to
protect themselves from one of the immediate and visible adverse
effects of inflation. They are but one manifestation of a vast array
of economic decisions motivated, in an inflation, by the search, not
for efficient production or needed consumption but for protection
from money's decline.

Please let me express again my admiration for the searching
character of the questions presented.Sincerely yours,

MALCOLM BRYAN, President.

FEDERAL RESERVE BANK OF CHICAGO,
April 15,1958.

Hon. HARRY F. BYRD,
Chairman, Committee on Finance,

United States Senate, Washington, D. C.
DEAR SENATOR BYRD: This is in reply to your letter of February 17

in which you refer to the inquiry entitled "Investigation of the
Financial condition of the United States" and request my thoughts
and opinions concerning certain matters affecting our economy.

I welcome your suggestion that the list of questions enclosed with
your letter serve merely as a guide, and I will confine myself to areas
m which I hope that my comments may represent a contribution to
your investigation. Those areas are:

1. The importance of price stability to the attainment of our
economic goal.

2. Factors which have contributed to the inflation we have
experienced in recent years and thereby to the current recession.
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3. The growth of private debt as a threat to the stability and
vitality of the American economy.

4. Fiscal policy and the desirability of reducing expenditures,
taxes, and debt.

I will refrain from comment on the monetary control policies of the
Federal Reserve System within the years 1942-57 because I have been
connected with the System for only a small part of that period and
anything I might say would be a matter of hindsight.

t am not a professional economist. Most of my business life has
been devoted to commercial banking and to manufacturing, of which I
can claim some knowledge. My comments will necessarily stem in
large part from my experience in those fields.
1. The importance of price stability to the attainment of our economic goal

Our goal is maximum employment, production, and purchasing
power, which means that we seek sustainable economic growth. I
do not think we can have sustainable economic growth under condi-
tions of either sharp or continuing periods of inflation or deflation. A
relatively stable general price level is an essential condition to the
attainment of our goal.

An interesting question in your list refers to the relationship to one
another and the relative importance of price stability and economic
growth in production, demand, and employment. In my judgment
they complement each other and one does not exist for long without
the other; we will not have sustainable economic growth unless we have
price stability, nor is it likely that we will have price stability for any
appreciable length of time unless we have sustainable economic powth.
They are natural partners and it is unnatural to seek opposition or
priority between them.

In referring to price stability I do not mean a condition where
there are no changes in individual prices. In a free market economy
new products continually challenge the supremacy of old products,
tastes change, and more efficient ways of producing and distributing
existing products are found. When prices are free to reflect changes
in consumer demand, increases in some individual prices may be
offset by decreases in others. Flexibility in individual prices is a
necessary condition for overkill stability in all prices.

I have said that price stability is a partner of sustainable economic
growth. The record of recent years and months provides proof of
that statement. Changes in the general price level tend to be cumu-
lative and rising prices, especially when they are more or less con-
tinuous, distort the outlook for business profits and consumer income.
Businesses are tempted to engage, and they do engage, in unsustain-
able expansion programs and excessive accumulation of inventories.
Marginal businesses, which in the normal course of events would be
reorganized, defer remedial action, and live by the illusory profits of
rising prices. But the time comes when the expansion which accom-
panies and contributes to rising prices ceases to be sustainable.
2. Factors which have contributed to the inflation we have experienced in

recent years and thereby to the current recession
Except for a few welcome intervals the purchasing power of the

dollar has declined steadily for almost 20 years. In assessing the
causes I would start with what is often called the great depression.
Beginning with that economic disaster and carrying on through the
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1930's, civilian demand and business activity were less than normal
for a country of our size and potentialities. Then came the war
when our energies were necessarily directed to armament, and the
desires and needs of our people for civilian products were properly
subordinated. And so the end of the war in 1945 marked the end of
a period of 15 years during which production of civilian goods ad
been curtailed, and a tremendous deferred Q' mand for such goods had
been created. Not only had the demand been created, the means to
satisfy the demand had been accumulated. Our people had set aside
substantial amounts of savings from their wartime earnings. The
level of consumer debt was unusually low.

It is important to note that the huge sums required for financing
the war were raised in large part by methods which p rduced rapid
expansion of bank credit and the money supply, Unfortunately,
only 40 percent of the funds obtained were raised through taxation,
and an excessive portion of the balance was derived from the sale of
securities to commercial banking institutions, resulting in creation of
new supplies of money. The expansion of bank credit and purchasing
power contributed to the buying power of our people in the postwar
period and to the inflationary pressures which, held in abeyance in
large part by wartime regulations, became active when those regu-
lations were removed.

The end of the war, then, found us with two powerful ingredients
of inflation the deferred demand for civilian products on the one
hand and the substantial increase in purchasing power on the other.
Also, and very important, were the inflationary impulses caused by
the use of Federal Reserve credit in endeavoring to maintain a uni-
form price for Government securities; no discussion of the course of
inflation can leave that out. It was not surprising under the cir-
cumstances that our country experienced the development of an
unprecedented amount of business and expansion. Nor was it sur-
prising that prices rose under such circumstances.

There was intense competition for materials, and there was a
sellers' market. There was competition for labor and the unions
succeeded with few exceptions in securing annual increases in wages
and other benefits. Selling prices were increased, but the deferred
demand assured a high level of business. And as I have mentioned,
accumulated savings and the increase from the low level of consumer
debt at the end o the war contributed in a substantial way to the
buying power of our people. Our industries built new plants at an
unprecedented rate. It all added up to the greatest peacetime
activity this Nation has ever known.

But it also brought a correspondingly severe decline in the value
of the dollar. There have been a few welcome interruptions, but
speaking of the period as a whole we have not had price stability for
almost 20 years. Since 1939 the dollar has lost more than half its
purchasing power.

I have stated my belief that we cannot enjoy sustainable economic
growth unless we have price stability. Yet we have experienced sub-
stantial economic growth in the period from 1945 to 1957, and at the
same time suffered the decline in the purchasing power of the dollar
to which I have just referred. I have named two powerful ingredients
which permitted that anomalous situation. But I am convinced that
the current recession is the result of unsustainable growth in recent
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years. It is an example of the truth that sustainable economic growth
and price stability are inseparable companions.

I have referred to the success of labor in securing annual increases
in wages and other benefits as understandable under postwar condi-
tions. That does not mean that I believe labor was wise in taking
such full advantage of those conditions. Nor do I feel that manage-
ment was wise in wanting all of the increases and benefits and increas-
ing their own selling prices mithout regard to the ultimate effects on
a sustainable market. But both acted under the laws of the country
and the market place, and so long as it was possible to increase selling
prices without reduction of markets, their judgment, at least for the
short-term, could appear to be justified. But the day of reckoning
made inevitable by constantly rising prices was sure to conic, and
the adjustments which must follow are made more difficult by certain
aspects of labor contracts and apparent disinclination of manufac-
turers to reduce prices to invite demand for their products. According
to the Department of Labor, more than 4 million workers are eligible
for increases in wages in 1958 contracted for in prior years. And
adding further to costs is what is known as the cost-of-living formula.
Most of the workers receiving deferred wage increases have contracts
which include the cost-of-living feature.

You ask the question "Are escalator provisions in wage or other
contracts compatible with achieving economic stability?" I do not
believe that thev are helpiig in achieving economic stability and I
doubt if they will in thie ong run prove beneficial to either labor or
management. When falling demand and price increases exist side by
side, as they do today, the escalator provisions contribute to Iligher
costs and militate against the price flexibility which is essential to
sustained economic progress. And in periods when inflationary
pressures reflect heavy and rising demand, escalator clauses add fuel
to the fire. They add an uncontrollable factor to the controllable
factors which are'the proper subjects for the negotiating table.

Let me repeat that the action of labor and management in building
cost rigidities into our cost structures has not been surprising under the
conditions which have obtained in the postwar years. Labor, noting
substantial corporate profits and dividend disbursements, and led by
energetic leaders striving to'outdo each other, sought more for its
services. Meanwhile management, naturally aggressive and competi-
tive, sought to grow in size and in profits. With its eye constantly on
the percentage of profit markup it has not been duly concerned over
the rapid increase in labor and transportation costs because a percent-
age of those costs has been added to its profit margin. And so it has
gone on in some cases until both labor and management have over-
reached themselves and -priced their product into a limited and shrink-
ing market. They have themselves to blame for their excesses, but
they adhere to the traits of human nature and seek out a culprit on
the one hand and a savior on the other. Labor turns to industry as
the culprit and to the Government as their savior. Industry points
to labor as the culprit and to the Government as their savior. The
culprits are different, but unfortunately the hoped-for saviors are the
same-the Government.

The answer to both their problems, if we are to establish and
maintain stable prices, is to reduce costs and prices until a ready
market for their products is again obtainable. Price flexibility is
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essential to sustained high levels of output, and it will be a sad day
for our private enterprise economy if governmental intervention
replaces price flexibility as the equilibrating mechanism.

3. The growth of private debt as a threat to the stability and vitdity of
the American economy

One of your questions suggests that the growth of private debt
in recent years may have become a threat to the stability and vitality
of the American economy. I believe that to be the case, and I would
include public debt as well because that is the debt of the people just
as surely as their own private debts. They must both le serviced
and paid out of private income.

In this matter of private debt we can choose from several courses
of conduct, with different results attendant on each choice. If we
choose to exchange our goods and services with each other without
borrowings, we may avoid business fluctuations but our charted curve
of economic progress will be rather flat. If we borrow and spend
today a moderate part of our future earnings we will add to our normal
current spending and will progress faster, but we run some risk of
eventual curtailment of spending in order to pay some of our debts.
If we choose to borrow excessively and progressively we will con-
tribute to rapidly rising prices and we will find ourselves in an in-
flationary spiral which means spending not only our current but too
much of our future earnings as well. Moreover, the inflation depletes
the value of our past savings invested in savings deposits, life insur-
ance, bonds or other fixed dollar assets. This is truly burning the
candle at both ends.

In my judgment, the increase in private and corporate, as well.as
public, debt which has taken place in recent years has been excessive
and has contributed in a substantial way to the rise in the general
price level and to the current recession. Borrowing capacity is a
desirable attribute; it should and usually does bear witness to charac-
ter and earning ability. And utilization or availment of borrowing
capacity in moderation contributes to progress and to economic
growth. But excessive and proressive borrowing should be avoided.
Borrowing capacity can be fully used only once; when too many
people have borrowed to the extent of their capacities they have in
the process contributed to inflationary pressures; and they have fully
depleted the reserve which unused borrowing capacity represents.
That reserve could be useful in combating the recession which
invariably follows the period of inflation.

We have no way o knowing the extent to which the borrowing
capacity of the private sector of our economy has been fully utilized.
We do know that private debt has increased substantially and pro-
gressively for many years. And I am distressed at the encouragement
to debt which I seem to see on every hand, for a lender can do no
greater disservice to a borrower than to lend him a sum beyond or
near his reasonably assured ability to repay. The records of our
lending institutions show that even the most experienced and
conscientious lenders will occasionally err on the liberal side.

And when I refer to experienced and conscientious lenders I think

principally but not exclusively to our commercial bankers. In my
judgment most of them are doing a creditable job. As a general rue
they extend credit with the long-range best interests of the borrower
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in mind, among other reasons because a relationship which includes
business additional to borrowing is often involved. The sound com-
mercial banker is concerned not only with the financial health of his
customer today or next month, but 'with his financial stability also in
the years to come. Not so with some banks and some other lenders
who are active in today's market. Too often the desire is only to
make loans which add to the volume, which are sufficiently well
secured and which will earn interest, to the end that the lender will
show a profit without considering the hardships which the borrowers
may suffer in liquidating their indebtedness. In the course of 32
years in banking and industry I have seen many individuals and busi-
ness concerns in serious distress because they borrowed excessively.
I have never seen anyone in trouble because he did not borrow.

In principle I favor less rather than more Government supervision
or control, and I believe that a call for Government intervention in
our business or financial structures is more often a needless and costly
confession of failure than a solution. But the number and the activity
of credit-granting intermediaries outside of our charted banking
institutions has grown so substantially in recent years, and the level
of private debt has increased to such a degree, that in my judgment
the public welfare calls for a review and recommendations by com-
petent and unbiased persons. I am hopeful that the examination of
our monetary and credit institutions to be made by a commission
organized by the Committee for Economic Development will prove
illuminating and helpful in this highly important field.
4. Fiscal "oliy and the desirability of reducing expenditures, taxes,

and ,
Fiscal policy, to which several of your questions relate, is an im-

portant influence in our economy because of the high levels of Govern-
ment expenditures, taxes, and Government debt. In my judgment
a program for the reduction of those related items is urgently needed
in the interest of the financial stability and sustained growth of our
economy. Such a program will necessarily be long-range, but the
sooner it is adopted and a start made, the better for our country.

There are principles of debt management which have been proven
and are accepted in the area of private debt. In my judgment, they
apply also to Government borrowing. When debt is certain to be
outstanding for an extended period, every effort should be made to
extend its maturity and to do so in periods of relatively low interest
rates to the end that the carrying charges will be less. A measure of
the quality of financial management in private business is the timing
of its security issues, and the success manager is he who matches
the maturity and amount with his requirements and does so at oppor-
tune times, that is, at rates which are attractive from the standpoint
of the borrower. I am familiar with the view that our Government
should not borrow on a long-term basis in a period of low interest
rates because such a period is usually one of a recession in business.
The Government, so the argument goes, should not compete with
private borrowers at that time. Over the years I have become con-
vinced, however, that the proven principles are as sound and as
desirable for our fiscal mangers as lor private borrowers, and that,
in view of the size of our Government debt every opportunity to
extend its maturity at attractive rates should be seized. If the ov-
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eminent is not to compete in the money market with private concerns,
then it should have no debt; as long as it has any debt it must com-

pete to its best advantage or be faithless to its people. Further, I
believe that when the levels of business activity and tax collections

are high the debt should be reduced, and I regret that debt reduction
has not been accomplished in the postwar period.

But we are more concerned with the future than with the past, and
I have expressed my opinion that a program of reduction in taxes ex-
peditures, and debt should be undertaken. To consider taxes frst,
I regard our personal and corporate tax rates as excessive. For rea-
sons which I will mention later, I recognize that immediate reduction
in substantial amount is not feasible, but, if a program of progressive
reduction over the years were adopted, the results would, in my judg-
ment, be salutary.

Articulate proponents of tax reduction and the elimination of in-
equalities have advanced convincing arguments before congressional
committees and elsewhere. I will try to refrain from repeating what
has been said many times. But I will draw briefly on my experience
in banking and industry, first with regard to personal taxes and then
in reference to corporate taxes.

The current rates of tax on personal income discourage the incentive
of gain which has contributed so much to the growth and prosperity
of our country. I know from personal observation that the possibil-
ity of making money, and of keeping or spending it according to taste,
has been a powerful and a desirable stimulus to hard work and creative
effort. And I believe that the point of diminishing return created by
highly progressive tax rates has in many cases dwarfed the incentive
deprived us of the full benefits which derive from the application of
our best minds, and averted wise and constructive decisions.

In the course of my business life, too, I have known many successful
industrial corporations-companies employing thousands of our
citizens and producing items which contribute to our high standard
of living-I have known many such companies which started with
little more than an idea in the brain of a talented young man. At that
time the young man could successfully solicit capital subscriptions,
perhaps from his friends and neighbors who were familiar with his
character and impressed with his idea. The investment carried
risk, often substantial risk, but the possible rewards were substantial
too. If the business succeeded, the dividends to the shareholders
were, in large part, total gain. But today the friend or neighbor is
reluctant to back the talented young man. The element of risk
may be the same, but the possible reward under current tax rates is
quite different. Probably the best-known example of the type of
situation to which I have referred is Henry Ford, but there are
countless other business organizations which started under similar
conditions and which are important and prosperous today.

I believe, also, that corporate income-tax rates are too high for the
good of the country. Parenthetically , let me say that, athough I
use the words "corporate tax" the evidence is all to the effect that
corporate income taxes are borne by the corporations' customers.
The average ratio of net income after taxes in recent years has been
much the same as in earlier periods of high activity when tax rates
were much lower. Generally speaking, corporations have been able
to treat the tax on profits as an item of cost and to add it to selling

-II p
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prices. They have no other income than from the sale of their
products or services, so where else can the tax be but in their selling
prices? The corporation is, in effect, a tax collector rather than ataxpayer. And that is necessarily the case, for the corporation must
earn a sufficient profit after taxes to interest stockholders and, if the
business is growing, to attract additional capital.

But I favor lower corporate income-tax rates because I can sy Iknow that high rates promote wasteful expenditures and contribute
to inflation. Business management, however competent and con-
scientious, is influenced by the 52-percent tax rate, and tax considera-
tions weigh heavily on corporate decisions. I am sure that in periods
of great activity and high corporate profits, when inflation is a matter
of particular concern, the tax rate is a factor in expenditures which
add to inflationary pressures.

I would urge tax reforms, too, in the area of excise taxes, many of
which were designed to help finance the war effort and at the same
tine to dampen the demands for particular goods and services which
were then in limited supply. Selective excises possess a number ofpotentially harmful characteristics. They discourage consumer con-
sumption of the taxed items relatively to other goods and services,
and distortion of free consumer choice does not contribute to maximum
output in a free economy. Excises which enter into business costs,
such as those on transportation and communications, may be pyra-
mided at each stage of the productive process and inflation the prices
of finished goods out of proportion to the revenues derived by the
Treasury. This has been a factor which contributed to relatively
greater increases in the prices of manufactured items as compared
with raw materials.

I have advocated a program of tax reduction to become effective
progressively over a periodof time. And I say over a period of time
because I would prefer to see nothing which would contribute to a
reduction in our tax receipts until we find it possible to reduce our
expenditures. As mentioned earlier in this letter, we have suffered
grievously from inflation in the past 20 years, and, while inflationary
pressures appear relatively inactive at the moment, their resurgence
is an ever-present possibility and source of anxiety. Government
deficits under such conditions are, of course, undesirable.

But I am hopeful that the efforts to reduce Government expenditures
will continue and will be successful. In the light of world tensions
adequate defense measures outweigh all other considerations, and I
am aware that a large portion of our expenditures are allied in one way
or another with defense, but if we have the will I am sure we can find
ways to reduce the civilian portion of the budget, and continuing study
of defense expenditures hay bring additional efficiencies in that area.
In private life in times like this we do not ask ourselves, "Is this
something we would like to have?" but, rather, "Is this not something
we can do without?" I recommend that philosophy in Government
spending.

Reduction of our Government debt will necessarily await either
reduction of expenditures, increase in income, or both. I have ex-
pressed my regret that the size of the debt has not been cut in the
period of prosperity which we have enjoyed in recent years. Our
alure to effect a reduction under those conditions gives rise to thequery as to when we can expect to make progress in the area and adds
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to the fears of those who are concerned about further inflation. At

the same time, it doubtless encourages the advocates of inflation, those

few who seem to feel that continuing inflation at some modest rate is

both desirable and possible. It also adds materially to the cost of

servicing the debt, for the rates applied to a steadily diminishing debt

are less than proportionate for those applied to a constant or increasing

debt.
As I review what I have said in this letter, I realize that, out of the

many approaches to the road to inflation, I have emphasized the

ap, roach which becomes a commercial banker-that of mncurrence of

debt and its consequences. Over the years, I have noted that neither

happiness nor prosperity were the natural concomitants of debt;

rather, personal and corporate financial difficulties were always at-

tendant with too much debt. I have noted that excessive borrowing
brought discord and unhappiness into homes, and that peace and

concord were often the possessions of a couple with moderate indebted-

ness or no debts whatever.
These observations over the years have caused me to wonder why

some of those in authority keep insisting that more and cheaper loans

be not only available from public moneys but that they be urged upon

those they wish to favor--faers, small-business men, and veterans.

In my judgment, a really helpful service would be to seek ways of

getting them out of debt rather than into it.
I feel, too, that we must constantly remind ourselves that in our

democracy the people are the Government-the farmers, small-

business men, veterans, and laboring men and women, employed and

unemployed-they are the Government and when the Government
creates deficits, or borrows and spends, or borrows and gives, it is the

same thing as all those people I have named going deeper in debt

personally. There is no magic purse to be tapped and refilled. To-

day, for instance, when private credit has been so fully utilized in an

inflationary orgy, should the people be plunged into deeper debt by

proxy, as it were?
I repeat that in my judgment we must find a way to reduce the

debt. It will not be an -easy road. Those who would reduce ex-

penditures are seldom popular. But they are respected and they are

earnhig the respect of future generations as we;, or the adoption and

pursuit of sound fiscal policies will bring cumulative benefits. We

must take the hard roadbecause it is the right road and for the sake

of the America of tomorrow.
Permit me to express my appreciation for the opportunity to com-

ment on the highly important matters which are under consideration
by your committee.

Sincerely yours, CARL E. ALLEN.

FEDERAL RESERVE BANK OF ST. Louis,
HSt. Louis, Mo., March 31,1958.

Hon. HARRY F. BYRD,

Chairman, Committee on Finance,
United State Senate,

Washington, D. C.
My DEAR SENATOR BYRD: I am pleased to respond to our request

for comments along the lines indicated in your letter of February 17,

p
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1958, and the questionnaire appended thereto. I must say at the
outset, however, that I lay no claim to professional economic expertise
on the highly technical questions propounded, to which the Nation's
leading economists have devoted much study and research-and,
I may add, without always achieving agreement. In matters of this
kind it is my practice to turn to members of the professional eco-
nomics staff of the Federal Reserve System for technical assistance.
Indeed, such is the function of a professional staff. In the present
instance, I have found the replies prepared by a committee of Federal
Reserve System economists to contain a great deal of information
which is helpful in considering your questions. Two copies of these
replies are enclosed.

On reading the material prepared by the professional economists
I find little that I as a practitioner of the art of central banking, could
add on such technical and theoretical questions as are discussed.
However, I do feel that I might supplement these replies with certain
observations which center on the role of the Federal Reserve System
in contributing to the achievement of the objectives of public policy.

In one of your questions a judgment is asked concerning the relative
importance of three objectives of economic policy in the United States:
price stability; stability of production, demand, and employment;
and economic growth in production, demand, and employment. The
form of the question, I believe, carries with it a possible implication
of inconsistency among these three objectives. Yet the basic goal
served is the material well-being of our people. Contemporary policy
directed toward this goal may well vary in relative importance from
time to time. In the longer run I see no conflict among the objectives
set forth in your question. Rather than accept an implicit premise of
inconsistency, I should be inclined to hold that reasonable price
stability is itself a condition for a relatively stable, healthy, and
growing economy. I find it difficult to accept the view that instability
m the general level of prices is, in some fashion, a necessary condition
of a healthy economic organization.

Since I hold this view, I should like to place additional emphasis on
monetary aspects of the discussion of inflation and deflation contained
in the other materials enclosed with this letter. My observations will
be confined to what I believe to be some of the principal outlines of the
problems posed by price instability, inflation, and deflation for mone-
tary authorities. It will be understood, I am sure, why I pass over
the many technical aspects of these matters which are discussed in the
replies prepared by the professional economists.

It is helpful, I think, to define inflation in layman's la e a
reduction in the purchasing power of money or, more simply, a rise in
the general price level inder conditions of relatively full resource
utilization. Conversely, deflation may be defined as a decline in the
general price level accompanying sustained declines in economic
activity. The many historical examples of fluctuations in the value
of money, some of which were so extreme that they could be classed as
disasters, are well known, and there is no need to dwell here on their
effects. But these episodes provide abundant evidence that in the
highly complex and rapidly changing economies of the world t y,
money does not automatically remain stable in value. Price stability,
we have learned, is not to be presumed.

It has also been observed in many countries and over long periods
of time that changes in the money supply have been closely associated
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with changes in the general price level. I do not hold to the view that

there is a simple 1-for-1 correspondence between changes in the money

supply and changes in the price level. Nor do I consider that changes

in the volume of the money supply are the only influences which affect
the value of money. The manifold other influences are discussed at

length in the replies prepared by the professional economists. How-

ever, it remains true that it is the relationship between the supply of

money and its value which provides the means by which monetary

authorities everywhere endeavor to carry out their responsibility with

respect to the purchasing power of money. By their influence over

the rate of growth of the money supply monetary authorities can and

do offset in varying degree the other influences which tend to alter the

value of money.
These obvious propositions are stated in order to remind us to look

through the myriad details and difficulties discussed in these hearings

to the basic problem underneath. In such an economy as ours, where

productive effort, saving, and investment are elicited in large part by

expectations of future money payments, money with a stable value

in real terms is important. The central bank must continually

strive to adjust the money supply in response to complex and shifting

influences which often are difficult to perceive and sometimes cannot

be countered as promptly as one might wish. Discussion of the

practical difficulties of this task elsewhere in the technical materials

submitted with this letter might create an impression that the job

exceeds human capabilities, or may be too costly in terms of other

objectives, such as maximum employment or economic growth, so

that we must be resigned to continuing erosion of the dollar. I do not

believe such depreciation is inevitable. To the contrary, recent ex-

perience both here and abroad through a period of severe inflationary

stresses seems to me to suggest that swings in the puchai ng power

of money can be significantly moderated and, indeed, have been.

This conclusion, of course, leads directly to a discussion of the

adequacy of our monetary system. To my mind the most important

criterion for evaluating the adquacy of a monetary system is that

which stresses the adaptability of the monetary system to the con-

temporary objectives of public policy. In performing this evaluation,
there are two sets of questions which require answers. The first

relates to the susceptibility of the monetary system to control by

those who are entrusted with its management in the public interest.

The second and more controversial set of questions relates to the extent

to which central bank actions encourage economic decisionmaking

that is consistent with the fundamental goals of public policy.
With respect to the first of these questions, the susceptibility of the

monetary system to control, I tlink it is clear that under existing

arrangements the Federal Reserve System can exercise effective

control over the supply of money. The major outlines of the monetary

system are well known, as are the detailed techniques of Federal

Reserve System control. Therefore, I should like to direct my

remarks to the second and more difficult set of questions.
Though we agree that the Federal Reserve System can effectively

control the money supply, we still must ask whether this control can

contribute effectively to the accomplishment of the contemporary

objectives of public policy. In essaying an answer to this question,

I should, like to emphasize that the economic effects of monetary
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action alone are limited, a point to which I shall return. The real
question, however, is not whether monetary policy can go it alone,
but whether the effects of monetary policy are consistent with the
more basic goals of public policy in other respects.

Analysis of the monetary system ini a society so complex as ours
necessarily requires recognition of a host of highly specialized financial
institutions, each of which plays its unique role. Some of them ac-
cumulate savings and finance real estate activity, others are engaged
in consumer financing, still others assist business firms to obtain funds
for expansion. However, all of these institutions-and I have sug-
gested but a few-make use of money, which consists in minor part of
currency and coin issued by the Federal Government and in major
part of deposit credit on the books of commercial banks, and the total
of which at any given time is referred to as the money supply. Funda-
mental to any analysis of the monetary system is understanding of
the fact that "the po wers delegated to tlie Federal Reserve Systeni by
the Congress enable the System only to influence the rate of change
in the money supply and thereby, in that sense, the magnitude of the
money supply at any time.

This leads to the question, Who decides how the money supply
shall be used? By way of answer one must take into account the
flows of spending resulting from production, distribution, and con-
sum ption of goos and services. One must also take into account
the funds nae available by those who elect to save rather than spend.
All things considered, the answer may be truly made that the people
of the country, operating in and through their market places, their
private financial institutions, and their political institutions, decide
how the money supply shall be used and how fast it shall be turned
over in the stream of spending. The people make these decisions,
not the monetary authorities.

Essentially the Federal Reserve System stands as a moderating
force in an economy which, guided by a host of individual decisions,
sometimes moves too rapidly and sometimes too slowly. In a period
of sharply rising economic activity when the demand for credit threat-
ens to outpace the economy's ability to supply goods and services at
stable price levels, monetary policy will be directed at restraning
the growth of the money supply. The effectiveness of the restraint
will be tempered by the normal responses which such a condition
evokes in a free economy. An intense demand for funds coupled
with a policy of monetary restraint will stimulate a more efficient
utilization of the available money supply. Monetary policy how-
ever, may compensate for this increase in the velocity of circulation.
By and large, the effect on decisionmaking is such that spending on
goods and services is restrained, a result consistent with the objectives
of public policy.

On the other hand, when the economy is characterized by sub-
stantial excess capacity and when economic activity is declining, the
effectiveness of increased availability of money and credit and lower
interest rates may not be immediately discernible. This is because
the complex of other factors which affect the decisions of businesses
and consumers may not be conducive to immediate expansion of de-
mand and spending. Depressed anticipations do not encourage the
accumulation of debt. The effect of easing monetary policy is to
produce a monetary climate which provides, to whatever possible
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degree, encouragement both to lenders and to borrowers. This cli-

mate is clearly consistent with the objectives of public policy in such

a situation. 'These remarks lead to emphasis upon this truth: That

monetary policy cannot be considered as if it were conducted in isola-

tion or in a vacuum but attains its greatest effectiveness when com-

bined with wise and sensitive application of public policy in other

areas and prudent decisionmaking in private affairs.
In my view, the adequacy of the monetary system cannot be con-

sidered apart from our perspective on a free society. For at the heart

of the question of adequacy of the monetary system is really this

problem: Shall our people continue to possess the prerogative of

deciding in the main hiow their money supply shall be used? This is a

profound question involving fundamental issues of political as well as

economic philosophy. We can admit that democratic institutions
and processes may not always provide perfect answers, because these

institutions are no less fallible than their human components. It

would occur to me, however, that the group judgmeaits of the body

politic, derived through the free market system, are more likely, in

the long run, to be sound and acceptable than under any other alterna-

tive in sight. From this perspective and in my opinion, our monetary
system serves the Nation well.

Very truly yours, DELOS C. JOHNS, President.

FEDERAL RESERVE BANK OF MINNEAPOLIS,April 8, 1058.

Ho. HARRY F. BYRD,

Chairman, Committee on Finance,
United States Senate, Washington, D. C.

DEkR SENATOR BYRD: In response to your letter of February 17,
1958, and the enclosed questionnaire of the Senate Finance Com-

mittee, I submit the attached comments. These are in two parts.

One part was prepared under the supervision of a special committee

of the Conference of Presidents of the Federal Reserve Banks and

may be said to represent a consensus comment in response to the

questionnaire. The other part represents my own remarks, which are

designed to supplement the consensus comment.
Taken in its entirety, the Senate Finance Committee questionnaire

is a most searching inquiry into judgment and opinion concerning

economic policy, with particular emphais on monetary, fiscal, ani

debt-management policies, and the recent economic record in the

United States. In order to cover the questionnaire fully and com-

petently, and thus be as responsive as possible to the inquiry, the

Conference of Presidents of the Federal Reserve Banks decided to

prepare a common or consensus reply. At the same time, it was

understood that the Senate Finance Committee wanted to obtain

individual points of view with respect to particular matters of concern

or fields of competence of people living in various sections of the

United States. Thus, the second part of the attached comments

constitutes my own approach to certain aspects of the United States

economy and economic policy as brought out by the questionnaire.

p
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I am in general agreement with the statements contained in the
conference document. Consequently, my supplementary comments
consist primarily of discussion, giving somewhat different emphasis
to certain points. In keeping with your letter and as indicated in
the foreword to the first, or consensus, document, the questions have
not been answered separately in the common reply, but have been
used as a guide in organizing the discussion under five main headings.
My supplementary statement is organized along similar lines.

May f say that I appreciate the opportunity to submit comments
on the field covered by the questionnaire. I hope that the material
submitted may be of some help to the Senate Finance Committee.Very truly yours, FREDERICK L. DEMING, President.

COMMENTS OF FREDERICK L. DEMINO, PRESIDENT OF THE FEDERAL
RESERVE BANK OF MINNEAPOLIS, IN RESPONSE TO THE QUES-
TIONNAIRE OF THE SENATE FINANCE COMMITTEE, APRIL 1, 1958

PART I. ASPECTS OF INFLATION AND DEFLATION

Comments grouped under this main heading cover, generally, the
points brought out by questions 1, 4, 6 (b), 11 (a), 12, and 17 in the
Senate Finance Committee questionnaire.

The careful and thorough analysis presented in the consensus com-
ment on these questions has myr virtually complete concurrence.
My own discussion merely emphasizes certain points a little differently
from the consensus comment.

The economic record of the past 12 years, in my judgment, shows
3 key trends-2 highly favorable and I unfavorable. The two favor-
able trends are tremendous total economic growth and a higher than
prewar productivity; the unfavorable development is a strong infla-
tionary trend. The prime question of the moment is how quickly
can the economy recover to the 2 favorable trends; the prime question
for the future is can these 2 favorable trends be maintained over time
and the unfavorable trend be eliminated so that the value of our
currency remains stable.

Since the end of World War II, our economy has functioned re-
markably well in several important respects. The massive unemploy-
ment which was expected to result from the large decline in Govern-
ment expenditures for war materials and from tie release of millions
of men by the Armed Forces failed to materialize. Rather, resources
were transferred from the production of war goods to other endeavors
with little unemployment, despite the abnormally high rate of growth
in the civilian labor force occasioned by the return of veterans plus
normal growth factors. The transition from war to peace was ac-
complished with far less economic distress than had appeared likely.

Subsequently, employment opportunities continued to appear,
with the exception of the relative y minor recessions of 1949 and 1954,
in approximately sufficient numbers to absorb the net increase in the
labor force which occurred in every year but one of the postwar period.
In 1957, the civilian labor force averaged 10 million more than in 1946,
while unemployment avera, virtually the same as in 1946.

Thus, one of the conditions required for satisfactory economic
growth, jobs for those seeking work, was largely met in the postwar
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years. Another condition of economic process, rising productivity
per unit of labor, also was met to a greater degree tan had been con-
sidered normal by productivity statisticians. Chiefly as a result of

improved productivity, the real gross national product could grow by

an estimated 44 percent from 1946 to 1957 while employment was

increasing by just 18 percent.
Productivity depends to a large degree upon the size of the stock of

capital with which labor must work. Thus the rate of capital invest-

ment has a powerful bearing upon the success we achieve in efforts to

lift our living standards. A high rate of business spending for plan

and equipment, accompanied by the continuous improvement in

technology characteristic of the American economy, in the postwar

period made possible the large productivity gains and was a major

factor in the rising per capita real income.
Such business spending did adi to the competition for scarce labor

and materials and hence must be associated with the inflationary
forces of the period. It is unfortunate that Government (Fedaerl

State, and local) expenditures and some consumer spending could not

have been held to lower levels during this period to make more room

for the capital boom which was enlarging our industrial capacity.

Could that have been done, inflationary pressures would have been

reduced. The major impediment to reducing Federal Government
expenditures, of course, was the Korean war and the very heavy

defense expenditures during the whole post World War II period.
In this connection it seems important to me to stress the points

that most of the inflation of the post 12 years came as a result of war

and part of the remainder may be more statistical than real. These

points have considerable bearing on the problem of preserviing stable

currency values in the future.
An inspection of the price index charts reveals that most of the

postwar inflation occurred in the 2 years following the removal of price

controls in 1946 and during the initial monthsof the Korean war.

In contrast, during 1953 the consumer price index averaged only

3.1 percent higher than in 1951, while the wholesale index averaged

4.1 percent lower than in 1951. During that entire 3-year period

unemployment averaged less than it had been in any of the other

postwar years, previously or subsequently.
The real gross national product in 1953 was estimated to be 8 per-

cent over thie 1951 figure; employment in 1953 averaged less than 2

percent above 1951. An important lesson of the period M tat impres-

sive economic growth and relatively abundant job opportunities can

prevail for more than just a few months, in an environment of marked

price stability. The lesson suggests that most of the dollar's loss of
buying power was occasioned by war and that the chances for price

stability in peacetime should not be gaged by the experience of the

entire postwar decade.
.Furter, it might be observed thbt success in achieving price sta-

bility should not be measured exclusively by an inex of pr . No

index has yet been devised which can adequately measure changes in

the satisfaction which is derived from the expenditure of a dollar.

Because of the constant improvement in the quality of products and

services included in the price index and the continual appearance of

entirely new products, and extension of the range of choice, it is likely
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that the real worth of a dollar has declined by less since 1940 than the100 percent increase of the Consumers Price Index suggests.

However, the imperfection of our yardsticks does not mean thatmoney cannot lose purchasing power, nor does it detract from theimportancee of preserving the are's buying power. It does suggestthat the meaning of small changes in the price index is not alwaysclear and that while economic policy should not ignore the indexes of
prices, neither should it be wedded to them.

The foregoing does not mean to imply that monetary and fiscalpolicies and other instruments of public policy can be held blamelessor part of the upward swing in prices. In retrospect it appears thatmonetary policies which permitted less commercial bank credit ex-pansion and fiscal policies which placed greater emphasis on debtreduction could have fostered greater price stability without damageto economic growth. The failure to produce more than a small Treasurysurplus at times of great prosperity was especially disturbing to thosewho believe that deficits and surpluses should at least approximately
offset over the business cycle.

The postwar expansion of monetary demand was associated in partwith growth in the stock of money and in part with a persistent up-ward trend in the turnover of money. Since 1950 alone turnover hasrisen by one-third. In 1957 turnover averaged 13 percent higher thanin 1955. At the end of 1957 the sum of demand deposits and currency
outside banks was unchanged from 2 years earlier. Yet, during those2 years the Consumer Price Index and the wholesale price index each
rose by approximately 6 percent.

These Figures demonstrate that demand can expand to bid up priceswithout an increasing money supply. They do not tell us how farthe velocity of money can rise and hence how much spending canexpand with a stable money supply. The effectiveness of monetarycontrols in stopping inflation has been the subject of debate amongeconomists. Some have emphasized the institutional framework ofour economy which has permitted many important prices to be lessresponsive to changes in demand than formerly was true. But thefact that some prices are established with less reference to current
market conditions than other prices, does not warrant the conclusionthat limitation of the money supply is not a necessary condition forprice stability. Not only in the United States, but in other countriesas well, central bank action has reflected fairly general agreement thatinflation cannot be stopped without appropriate monetary policies.In this connection, one further observation concerning price sta-bility seems appropriate. Price stability does not have to mean pricerigidity. In our type of economy prices are the major allocaters ofresources and as new developments occur, individual prices may beexpected to vary. TheoreticMy, a perfect price index would aggregateand average all price changes, but this net movement of prices at any
given point in time might well produce a somewhat higher or lowerindex number than was produced in a particular base period. Thereis nothing inherently wrong in such movements; the real point aboutprice stability seems to me one which stresses long-run rather than
short-run stability.

Thus, I would be inclined to be a little more moderate than thosewho define inflation as any general rise in prices or deflation as thereverse. These definitions seem to imply that even very gentle waves
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in prices are bad and should call for action. There have been times in

our economic history when price reflation was desirable, for example,

in the early 1930's. At the moment I believe some price deflation

would help spur consumer buying.
Before discussing the current economic recession, a general comment

concerning economic growth and full employment of human and

natural resources seems pertinent. One lesson which economic history

would seem to teach us is that total growth and productivity gains

come in surges rather than as a smooth upward sweep. The economy

seems to resemble a human being. It cannot operate perpetually at

full capacity: it has to digest, to catch its breath, to rest from time to

time. The real problem is to see that the breathcatching or resting

phase does not get to be an uninterrupted habit.
Since the physical volume of goods and services produced depends

upon the level of employment and productivity which in turn depends

upon investment, technology and labor quality, it is not likely that

aggregate output will grow at a steady pace. Even with unemploy-

ment at satisfactory (ow) levels, growth will be affected by changes

in the number of people who wish to work and by erratic success in

finding better ways to produce. The presence of short plateaus or

even occasional niild dips in the gross national product is not incon-

sistent with economic growth, particularly in a market economy where

productive resources must constantly shift to accommodate the

changing preferences of buyers. Economic policies designed to pre-.

vent any departure from persistent growth in the output statistics may

easily create more damage than good.
Unemployment as wel as aggregate output is affected by those

forces which operate in a free economy. Small fluctuations in the

number of people seeking work may be regarded as a part of the

price that must be paid if freedom of choice is to be preserved and

if resources are to be encouraged to seek their most productive uses.

It is clear, however, that large amounts of unemployment cannot be

allowed to persist if the goals of economic policy are to be achieved.

The rising unemployment of early 1958 reflects a scarcity of job

opportunities not only fof new members of the labor force but for

workers released from production by the liquidation of business inven-

tories, the decline of exports and y spending and the decline in
business capital formation. In 1954 rising unemployment was pro-

duced chiefly by the substantial cutback in spending by Government

which followed the conclusion of the Korean war. And in 1949,

attempts by businessmen to liquidate excessive inventories necessitated

substantial layoffs by producers. These are examples of the types of

adjustment which create unevenness of growth.
Currently there is some evidence that many consumers have elected

to accumulate liquid assets such as savings balances rather than main-

tain their spending. This suggests that more attractive products and

price adjustments could elicit additional spending, which in turn could

provide more employment opportunities.
Two specific means of cushioning the effects of the current recession

and paving the way for a resumption of growth with stability seem to

me desirable. First, the relaxation of monetary policy is designed to

create a climate for expansion of credit by making funds more freely

available at reduced cost. This has led to some general improvement

in bank liqvidity and to general lowering of interest rates. Monetary
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policv action has been taken, it seems to me, with force and dispatch.
t obviously cannot, all by itself, bring about full recovery; it can,however, lay the groundwork for a full recovery movement.

Second, to cushion and relieve the economic distress occasioned bythe large-scale unemployment some extension of the unemploymentcompensation system would seem desirable. By increasing benefits
and by lengthening the term over which benefits are payable, thepeopledirectly hurt by the current recession could be helped directly andconsumer buying power could be prevented from falling sharply.Could this kind of program be accompanied by some modification ofstandards of eligibility for unemployment compensation, it would gofar to cushion the adjustment taking place. Some State eligibilitystandards require elimination of unemployment compensation pay-ments if the recipient locates work yielding an income in excess of avery small fraction of the benefit payment. The purpose, of course,is to eliminate the incentive to remain unemployed; I believe thispurpose could be served adequately even though the minimum earnedincome level for ellgibility were revised upward in substantial degree.Tlus would have the effect of permitting more part time or lowerpay work without jeopardizing the unemployment payments and hence
would hold up income.

If the above changes could be coupled with a provision for the useof Federal funds to cover the additional cost, it would eliminate thedestabilizing effect of higher payroll taxes at a time of reduced businessactivity. Finally a major virtue of such a program would be its auto-matic reduction as unemployment declined.

PART II. OBJECTIVES OF ECONOMIC POLICY

Comment under this heading is intended to cover questions 2, 6 (a),II (b), 15, and 16 of the Senate Finance Committee questionnaire.
I have no particular difference even as to emphasis with the con-sensus comment on objectives of economic policy. What I statehere is mainly repetitive both in respect to the consensus comment

and part of my comment under part -.
To me, it is of key importance to recognize that economic growth,employment, production and demand stability, and price stability

are indivisible in the long run. The old unanswerable questionsabout which leg is more important to a walking man or which scissorsblade does the cutting seem to be pertinent when applied to the long-run objectives of economic policy. In the short run, as the consensus
comment points out, one objective or another may assume somepriority. On a pragmatic basis there has not been any great difficultyin arriving at reasonable conclusions as to priorities under differingconditions. There are times, of course, when there can be honestdifferences of opinion as to the state of the economy and hence as tothe priority of a particular objective, but by and large these would
seem to be very temporary situations.

Much has been written in recent years about the incompatability.f the objectives of growth, stability in employment, production, anddemand, and price stability. It seems to me that a far more per-suasive case can be made for their interdependence. Without rea-sonably full use of resources, both human and material, we encountereconomic waste and therefore something less than optimal growth.
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Without reasonable price stability, we encounter uncertain business

decisions, speculation, and questions as to the desirability of. saving

which lead to less than efficient use of resources and to swings in

capital formation which certainly do not contribute to balanced

growth. The fact that we had growth with price inflation during

the past decade is discussed in my comments under part I. That

history seems to me to rove no more than that we hag both growth

and inflation; not that the two are complementary; certainly not that

this situation is desirable.
Also noted in part I is the point that a dynamic economy does not

perpetually operate at full capacity. Public policy should be con-

cerned with the length of time and the amount it is below full capacity,
rather than with minor and transitory interruptions to full-scale

operation. If consumer choice is permitted to point the general

direction of economic expansion, then small amounts of temporary

unemployment from time to time may be inescapable. These can be

cushioned bv various devices, notably the unemployment insurance

program. if consumers shift their preferences from one good to

another, we ordinarily should not interfere with the allocation of

resources which will give consumers what they want. Our profit-

motivated economy is admirably suited to solving such problems of

resource allocation. The role of public policy in the economy is not

so much to direct the allocation of resources (although it undeniably

has effects on resource allocation) as to insure that cumulative

economic disturbances such as serious inflation or serious unemploy-

ment do not lead to wasteful use.of resources.
A final point on this section deserves restressing. Because the

American economy is not a perfect economy and because economic

policymakers are human, we do not attain al objectives of economic

policy at all times. To me, this is no reason to abandon any of them.

ome of the proponents of creeping inflation imply that since, in their

view, inflation cannot be stopped, it should be accepted. I do not

agree with the premise, nor do I believe that the record or reason

supports it, and I certainly would question the conclusion. While we

may experience creeping inflation at times, this is a far different thing

from acceptance of it as regular and inevitable or as a necessary

condition for growth.
We may not know precisely what would be the results of public

acceptance of such a condition, or its acceptance as a matter of public

policy. We can, however, reason that it would stimulate current

spending and inhibit private saving. We can reason further that the

savings gap would have to be made up, either by credit expansion or

by some sort of directed economy device, or else capital investment

would be retarded and the rate of economic growth slowed. If the

savings gap were filled by credit expansion, inflation would be in-

tensified; if it were handled by direction, the nature of the economy

would change-in my opinion, for the worse. The effects of inflation

on individuals who cannot keep up with it are serious enough; the

effects of acceptance of inflation as a matter of public policy would

be far more serious.
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PART III. MONETARY POLICY, 1942-67

The discussion under this heading deals with question 3 of the
Senate Finance Committee questionnaire.

The historical review detailed in the consensus comment is thorough
and warrants little additional comment from me. Thus my remars
are confined to a brief note on I or 2 points.

Although it is impossible to say with certainty how economic
developments since 1942 would have been affected had different mone-
tary policies been pursued, the statistical evidence suggests that
somewhat more restrictive monetary policies could have aided price
stability without damage to employment or economic growth. Inter-
est rates doubtless would have averaged higher under policies which
occasioned a lesser rate of growth in credit.

But considerations of war finance, early in the period, dominated
the formulation of monetary policy. The decision to finance the
heavy Government expenditures in perhaps greater than desirable
proportion by borrowing, imposed upon the market for securities the
burden of absorbing the swollen volume of new Treasury issues.
Without some increment to investable funds from commercial bank
credit expansion, it is doubtful that Treasury finance could have
been accomplished without much more serious problems.

After the war, monetary policy was operating in an economy being
subjected to the powerful disturbances attending vast reductions in
Government spending and rapid growth in the number of people
wishing to work. In retrospect, it appears that the deflationary
forces were overrated, as was the danger of allowing Government
securities to fall in price.

Some evidence can be assembled to support the view that, subse-
quent to the "accord" in 1951 when Treasury securities were allowed
to fall in price, monetary policies continued to overrate the significance
of the deflationary elements which appeared from time to time.
While the accumulation of unemployment in 1953 and 1954 clearly
warranted some relaxation of monetary restraints, hindsight suggests
that the inflationary problems of the past 3 years could have been
lessened and the recovery in late 1954 could have proceeded with less
commercial bank credit expansion than monetary policy allowed at
the time. About these matters, however, there is no certainty.

That monetary policy emphasized restraint after 1954 is evidenced
not only by the choice of adjectives popularly used in its description,
but also by the facts that the Nation's money supply was virtually
unchanged at the end of 1957 from 2 years earlier and interest rates
generally rose to postdopression highs. Despite this, the boom in
business investment followed by the development of excess capacity
and the tendency of prices to edge higher indicates that perhaps
policy erred more on the side of ease than was proper, even though
much of the public criticism took the opposite position.

In 1957 prices continued to rise throughout the year and unem-
ployment fell in every month before November except May and
June. Beginning in November, unemployment began to accumulate,
and by the spring of 1958 numerous measures were under consideration
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for the treatment of the recession. A reduction of Federal Reserve
bank discount rates in November constituted recognition by monetary
policy that economic conditions had changed.

There was awareness on the part of the monetary authorities of the
uncertain economic outlook throughout 1957. What is important to

remember is that the uncertainty properly reflected concern over
further inflation about as much as concern over possible deflation.
Some opinion now holds, as the statistics have become available, that
the turning point toward deflation came in August 1957. In my
opinion, an equally good case can be made for late October as a
turning point date. I believe the System saw the turn in the road
about when it came and moved at once to take prompt and forthright
action.

In summary, had monetary policy been less restricted by the

necessity to facilitate Treasury finance in the war and by concern for

the huge debt after the war, a greater measure of price stability prob-
ably could have been achieved. These considerations illustrate the
importance of harmony in the use of monetary and fiscal policy and
the other instruments of public policy.

PART IV. FISCAL AND DEBT MANAGEMENT POLICY

Discussion under this heading is intended to cover questions 5, 7, 8,

13 and 14 of the Senate Finance Committee questionnaire.
My remarks relate primarily to question 13, although I wish to

comment briefly on certain points-brought out by questions 5 and 7.

In general, I agree with the consensus comment; my statements are

intended to be supplementary only.
In my opinion, the point (in terms of unemployment, production,

consumer demand) at which the Federal Government should move

in major ways to counteract an economic downturn cannot be deter-

mined by any fixed figure, such as a percentage or an index number.

T he particular cause or causes of economic instability are more impor-

tant in determining a course of countercyclical action by Government

than are specific points of reference. As a matter of fact, we have

built into our economic system a series of automatic stabilizers (a pro-

gressive tax system, unemployment compensation programs, farm

price supports, etc.) which can and do operate to moderate economic

distress occasioned by downward adjustments in activity. In up-

swings, these either tend to become neutral in their effect or operate

as anti-inflationary devices.
For example, an inventory adjustment or spotty unemployment re-

sulting from changed consumer tastes should not require additional

direct Government intervention. In the first instance, the adjust-

ment presumably is desirable, in fact, is required by the economy.

In a sense, it is required because preventive measures to inhibit spe-

culative inventory buildup have been inadequate and the economy

has to go through a brief convalescent period. Here the built-in

stabilizers, particularly unemployment compensation, should cushion

the effect of the adjustment on consumer income.
Similarly. it would be unwise to interfere with an adjustment stem-

ming from changed consumer tastes or resistance to high prices, beyond

the use of the built-in stabilizers. Desirable changes in production
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follow such developments; these are constantly in process in a dynamic
economy such as ours.

In other instances, when the causes seem more far-reaching--say,
adjustment from a war to a peacetime economy, or one stemming
from a deepseated maldistribution of income-Government interven-
tion should come quickly and forcefully in order to avoid majorcumulative output, employment, and price downswings. In suchcases, however, intervention should be based on thorough "analysis intile interest of avoiding massive intervention against minor disturb-
ance, which could pose more problems for the future than it solved
at the time.

With respect to question 5, I must agree for the time being with
the statements forming part of the consensus comment on this ques-tion. While debt management policy theoretically offers great
possibilities as a fairly flexible countercyclical device, as a practical
matter it has not proved feasible to use debt management in this way
to any appreciable degree.

The theoretical case for debt management as a flexible counter-
cyclical measure is so impressive, however, that I would not like tosee it ruled out by policy. Sale of long-term securities and retirement
of short-term issues during inflation would tend to reduce liquidity
and hence inhibit bank loan expansion; reverse action would occur
during deflation. In addition, such a program would lead to absorp-tion of some long-term funds in inflation and thereby restrain other
demand which could be made effective mainly by utilizing thesefunds. During deflation the long-term market would be left relativelyfree of Government demand for funds, thus leaving room for other
demand. Mere lengthening of the debt would tend to act as astabilizing force. In inflationary periods, with rising credit demand
and higher interest rates, the price of securities falls, thereby inhibitingswitches into other investments. The longer maturities are affected
more than the shorter ones, simply because their call or maturity
dates extend well into the future.

Perhaps the market factors of today argue against effective useof debt management as a stabilizing tool. I hope this kind of use
will continue to be studied, however, and that more effective tech-
niques of use may be discovered as time goes on.

Government spending as a countercyclical device also has offered
more theoretical than real possibilities in the postwar years. Spendingprograms take some time to become effective, even when prompt
congressional action is taken. Given today's very lare budgets
dominated by defense programs, it has not proved feasible to makeany sharp reductions in Government spending during inflation.
Whether the reverse holds true has not been strongly tested during
the past decade.

In the field of fiscal policy, tax policy apparently holds the greatest
promise as a stabilizing implement. A progressive tax structure hasa large measure of built-in stabilization qualties since income changes
automatically change the amount of tax receipts. Going beyond this
automatic factor, tax rate cuts or increases have pronounced effectson disposable income and on spending. These are not usually theproducts of quick action, however, and thus do not lend themselves
well to short-run situations.
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PART V. THE UNITED STATES MONETARY SYSTEM

Comments grouped under this main heading cover generally ques-
tions 9 and 10 (a) and (b) of the Senate Finance Committee question-
naire.

The central points covered by the consensus comment: Definition
and description of the monetary system, standards for judging its
adequacy, and relationships between monetary policy, fiscal policy,
and debt management, are presented in a form with which I can con-
cur completely. I agree that the primary question of working with
the three instruments of economic policy is one of coordination rather
than one of selection, and that it is highly important to have mutual
awareness of problems in all thrce areas. I share the feeling that
there has been reasonable coordiiation of policies over the past 7
years. Finally, I should note that I concur almost completely in the
consensus comment as to the adequacy of the monetary system in

responding to economic change in accommodating orderly economic
growth on a national scale andin the allocation of bank credit to pro-
mote effective use of the Nation's resources.

My supplementary comments relate to two broad areas: The
"financial intermediaries" (insurance companies, saving and loan
associations, savings banks, pension funds, etc.), and the adequacy
of the monetary system on a regional basis.

With respect to the financial intermediaries, I agree with two points
noted in the consensus comment: that they do not expand the money
supply by means of their extensions of credit, and that any action to
bring them directly under monetary control should await the result's
of extensive study of their functioning. Two additional points, how-
ever, might be noted; these undoubtedly would be studied in connection
with any extensive review of the financial intermediaries.

The first point has to do with the velocity of money. There seems
to be little question that the operations of the financial intermediaries,
through activation of relatively idle cash balances, can influence the
rate of money turnover. While there does seem to be some natural
limit to the turnover rate so that control over the supply of money
is the key factor in the supply-velocity combination, the velocity factor
can prove troublesome enough in the short run to blunt the cutting
edge of a restrictive money policy. I recognize that velocity changes
stem from other sources than the financial intermediaries operations
and that most, if not all, of these other sources are not susceptible to
greater public control. This ,however, does not seem to me to be an
adequate argument against bringing sources which may be susceptible
to control under control, unless they are so minor as to make little
difference.

The second point relates to the effects on the economy of the growing
institutionalization of savings, which development is underlined by
the growth of the financial intermediaries. I have no preconceived
ideas on this point, but it would seem highly desirable to study it.

The balance of my comment under this discussion area relates to
the adequacy of the monetary system from a regional point of view-
specifically, in this case, from the point of view of the upper Midwest
or the Ninth Federal Reserve District. This is a large geographic
area, much of it sparsely populated, with great natural resources. It
is heavily agricultural, but has substantial mining and lumbering activ-
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ity. Its only major metropolitan area and industrial-commercial-
financial complex is the Twin Cities of Minneapolis and St. Paul.

At times in the past., this region has had difficulty in obtaining as
much capital and credit as it could employ usefully and desirably, a
situation not particularly unusual in a new or relatively under-
developed area. The net flow of funds tended to be adverse, a con-
dition that was accented whenever farm prices weakened relatively
or farm production fell substantially. Flows of capital and credit
from outside seem to have been inhibited, partly, I suspect, because
of imperfect knowledge of opportunity, partly because of imperfect
understanding of risk. Also characteristic of a new or developing
area, the region's own financial system, primarily a small-bank sys-
tem, seems to have been overextended almost as a chronic condition
and at times was under severe strain as it sought to meet financial
needs. The big banks of the Twin Cities and some of the larger
institutions in other population centers served as the correspondents
for the small banks. They also faced severe strains at times.

This state of overextension made the credit system quite vulnerable
to economic misfortune, particularly farm recession. When such
occurred, heavy waves of bank failure followed; these were propor-
tionately far more severe than those which took place in more devel-
oped and better capitalized areas. Thus, despite the yeoman efforts
of the region's own financial system, which really did an extraordinaryjob under trying circumstances, I believe it fair to say that, from the
point of view of this region, the credit side of the monetary system
was not always adequate in the past.

This situation no longer holds true, and today the monetary system
can be regarded as adequate from the standpoint of this area as well
as that of the Nation. Ties with other regions are stronger, the
national credit structure has become more closely linked, and out-
side sources of funds can be tapped more successfully. The big
change, however, has come in the growth of the area's own financial
system, which is now much stronger and has resources of its own
which are far more adequate to meet needs than they were in the past.

It should be noted that the present state of credit adequacy for
this region came about mainly through developments inside the region
and via private rather than Government endeavor. To be sure,
Government programs which helped agriculture, Government spend-
ing for war and public works, and other Government programs con-
tributed significantly to the general economic growth of the region.Also, changes in the banking laws helped strengthen the whole credit-
granting structure. These all operated on a national scale, however,
and there is no reason to believe that this area benefited appreciably
more than others from sich developments.

Government farm-credit agencies have made a real contribution to
agricultural finance in the region, but, again, that contribution has
been no greater (in fact, it seems to have been slightly less) than in
other areas. As of January 1, 1948 and 1957, of total short-term
farm credits held by commercial banks and production credit asso-
ciations in the 6 States of Michigan, Wisconsin, Minnesota, North
and South Dakota, and Montana combined, the proportion held by
production credit associations represented only 14 and 15 percent,
respectively, as against 16 and 18 percent, respectively, for the
country, as a whole.

24356-58-----10
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Three recent developments in making the regional credit system
even more adequate are worthy of note, and, again it is important
to stress that these are local endeavors. South Dakota, Wisconsin,
and Minnesota have chartered industrial development credit corpor-
ations. These are institutions, operating on a statewide basis, de-

signed to aid in the financing of new and expanding industry. They

are privately capitalized, and were actively sponsored by the State

bankers associations.
It is with real pleasure and pride that I recite this record of accom-

plishment. If the next 25 years bring with them as much real Lrowth
in the regional economy and the regional financial system as dd the

past quarter century, the upper Midwest will have an enviable
record, indeed.

FEDERAL RESERVE BANK OF KANSAS CITY,
Kansas City, Mo., April 3, 1958.

Hon. HARRY F. BYRD,
Chairman, Committee on Finance,

United States Senate, Washington, D. C.

DEAR SENATOR BYRD: I am glad to respond to your letter of Febru-

ary 17, 1958, requesting my thoughts and opinions about various

matters affecting our economy. Inasmuch as you made a similar

request of each of the other Federal Reserve banks, it appeared to us

that a joint reply might be possible on our behalf with respect to a

number of the matters to be covered, which would serve to eliminate a

considerable repetition of views as well as to facilitate the completion
of our replies within the time, substantially, that you requestedthem.
A similar procedure was followed in replying to inquiries from Senator

Douglas and Representative Patman in the hearings on monetary

policy which were conducted under their chairmanship, respectively,
in recent years. A joint reply of that kind has been prepared, and a

copy of it is herewith sent you. The joint reply, together with the

comments in this letter, constitute my reply to your inquiry.
These comments reflect a desire to give somewhat more attention to

the dynamic interrelationships existing among the major goals of

economic stabilization policy-price stabilit', maximum employ-

ment levels, and sustained economic growth. iewed from the stand-

point of their dynamic aspects, the mutual interdependence of these

goals assumes a degree of importance which is deserving of particular
emphasis.

A point of departure for considering dynamic aspects of economic

policy goals is found in noting the importance of achieving steady

growth of output in an economy displaying a positive growth potential.
The existence of a continuously enlarging supply of resources requires

an expansion in real output to prevent underutilization of resources,

unless productivity is declining. To the extent that productivity
rises, the expansion rate of real output necessary to circumvent the

emergence of idle resources is increased. Since our economy displays

ample evidence of a positive growth potential, the result of both

efficiency gains and enlargement of resource supplies, the actual growth
rate of real output clear is a necessary concern in the formation of

monetary and fcal policies. Satisfactory employment levels would

not be achieved if the actual growth rate of real output became and
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remained significantly below the economy's growth potential. Thus,
policies designed to achieve and maintain satisfactory employment
levels inherently are directed toward the absence of serious interrup-
tions to the forward progress of total real production.

It would be folly for public policy to attempt to promote a fixed
annual increment to physical production. Once the economy has
attained maximum levels of employment and output consistent with
price stability, the extent to which further annual pins in real output
can be accomplished, within the framework of stable prices, cannot be
determined with any degree of accuracy. Our post~-ar experience,
indicates that productivity gains vary markedly from year to year,
and the yearly expansion in labor supplies is itself subject to variations,
depending upon the growth and cl'anging age composition of the
population and alterations in the labor force participation rate.
Observation of the growth of real output, nevertheless, provides
important clues for the guidance of policy decisions. Thus, a retarda-
tion in the growth rate, when labor force participation ratcs and plant
capacity rates of operation are high and rising, provides confirming
evidence of exceptional strains on basic resources that are productive
of inflationary pressures. Contrastingly, slow groNN th of real output,
accompanied by indications of declines in labor force participation
and plant capacity rates of operation, confirms a moderation of these
fundamental tensions.

Achieving comparatively steady growth in output is necessary not
only to the attainment of satisfactory current utilization rates of
resources, but also to the establishment of conditions favorable to the
maintenance of these utilization rates in future periods. The ability
of the economy to realize its growth potentialities is greatly enhanced
by the provision of reasonable assurance to businesses and consumers
that marked variations in the expansion rate of business activity
are to be counteracted by measures of public policy. Wide swings
in aggregate output levels magnify the risk of business enterprise and
place a damper on business investment. The anticipation of highly
unstable income levels equally affects the willingnss of individuals
to incur debt obligations and acquire homes, autos, and other goods
and services. The absence of major cumulative downward movements
during the mild recessions of i949 and 1954, and to date in the current
recession, reflects, among other things, the confidence of business and
consumers that economic growth can proceed with minimal inter-
ruption. The expectation of reasonable output stability has been a
vital element in the stabilization of investment and conswnption
outlays. This expectation, in part, rests upon public recognition of
the potential expansion in incomes and markets made possible by
population growth and technical progress. But it is in no s ail
measure related to the acceptance by Government of an increased
responsibility to avoid cyclical output fluctuations.

No less important to the continual maintenance of steady economic
growth is the avoidance of instability in prices. Throughout the post-
war period, this problem has posed itself as one of controlling inflation.
It is worth recalling, however, that secular price deflation, or wide
cyclical fluctuations in prices around a constant average level, also
would create serious obstacles to the sustainment of satisfactory
production and employment rates.
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One of the dangers of inflation is that price advances in.a period of
cyclical expansion may increase the vulnerability of the economy to
a succeeding contraction. Distortions in price-cost relationships, a
redistribution of real income away from persons whose money incomes
are inflexible, and speculative investment in inventories or capital
equipment are among the kinds of structural maladjustments which
may accompany price increases. How important inflation-created
maladjustments have been in generating observed downturns in em-
ployment and production during the postwar period is not readily
determined. While there is little evidence suggesting that the con-
tractions of 1949, 1954, or the present recession were due solely or
mainly to maladjustments traceable to price changes, such factors
were among the casual forces of these interruptions to economic
growth.

A second inflationary threat to economic growth and stability lies
in the psychological attitudes and expectations engendered in the
minds of the public. To the extent that continuing price advances
become more widely anticipated, efforts to escape the effects of
inflation may decrease seriously the resistance of the economy to
future inflationary pressures. Evidences such as the adoption and
spread of wage contracts tied to the cost-of-living index, the declining
reluctance of businesses and consumers to incur debt obligations, and
the general increase in price-earnings ratio, 1 on industrial stocks during
the past 10 years point to significant changes in public attitudes re-
gard' the future course of prices. This may be the principal threat
created by inflation in the postwar period. Policies to combat inflation
in this kind of economic environment must be designed not only with
a view to avoiding the short-run disturbances associated with price
maladjustments, but also with a view to the longer run implications
of continuing reductions in the purchasing power of money. The
success of anti-inflationary policies cannot be measured by price in-
dexes alone. The effect of such policies on the public's attitudes
toward inflation is also important. .

Reasonable price stability and the absence of wide fluctuations in
the levels of output and employment clearly are conditions necessary
for a climate conducive to economic growth. But the limits of toler-
ance within which prices, employment, and output may vary without
undermining this climate depend heavily upon the reactions of the
community and upon the kinds of institutions present in the economy.
Thus, it cannot be assumed that the experience ef other countries, or
even our own historical experience, necessarily provides reliable
answers to this question.

It seems probable that the limits of tolerance in our economy are
quite narrow. For a variety of reasons, the sensitivity of the economy
to inflation-the extent to which price rises induce expectations of
further advances (and motivate reactions which tend to justify the
expectations) -appears to be high. Important decision-making
economic units, such as corporate management and labor organiza-
tions, are large and knowledgeable. Prospects for future price ad-
vances cannot help but influence industrial pricing practices, invest-
ment decisions, and wage negotiations. Widespread access to credit
facilities provides a financial basis for both businesses and consumers
to accelerate purchases. The high and rising level of general economic
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intelligence familiarizes individuals with the effect of inflation on their
financial position and suggests means of escaping its effects; publicity
given to inflation in the postwar period has added to the community's
awareness of the problem.

As has been suggested earlier, the postwar period has witnessed the
development of public expectations that periods of depressed output
and employment will be a less prominent feature of our business
experience than they were in earlier years. Recognizing that public
policy has placed narrower limits of tolerance on what are regarded as
satisfactory employment and output levels, public confidence has been
sustained in periods of declining business activity. In this sense,
the sensitivity of the public to downward adjustments in business
activity-the extent to which pessimistic expectations are engendered
which contribute to the downward movement-has been reduced and
the sensitivity to inflation increased. Nevertheless, it remains
true that an economy with investment tied to the profit motive, an
economy with a heavy volume of future income committed to debt
retirement, an economy with considerable downward inflexibilities in
its cost structure, an economy in which the commitment of resources
to the capital goods industries is geared to continuing economic
expansion cannot tolerate sharp and protracted declines in employ-
ment, output, and prices without risking serious disruption to the
economic growth process. It is just as important to preserve public
confidence in the ability of the economy to resist downward adjust-
ments in business activity as it is to evidence a firm determination
to fight inflation.

Another sense in which economic growth falls within the focus of
public policy is revealed in the increased attention given in recent
years to the concept of sustainable economic growth. There have
been at least two major kinds of problems distinguished in discussions
of this concept, problems which pose distinct questions from the stand-
point of public policy.

The first of these deals with maladjustments created in the process
of moving rapidly to full capacity production from a state of resource
underutilization. Frequently, periods of recession in economic activ-
ity are followed by extraordinary surges in production, investment
and consumer spending, as business activity moves to new peaks well
above those achieved in any preceding boom period. The rate of
expansion often substantially exceeds the long-run growth potential
of the economy, as rapidly rising levels of output are permitted by
the existence of unused resources in the initial phases of recovery.
Such headlong expansion cannot proceed indefinitely; the expansion
rate of real output necessarily must slow down as the economy moves
into the range of full capacity production.

If the expansion rate during the upswing is too high, an encounter
with full capacity ceilings may retard the growth process so abruptly
as to make a continuance of growth quite tenuous. Certain kinds
of economic activity may become geared to the excessively high
growth rate of output, and a marked reduction in the growth rate
may produce serious setbacks in these industries. The "shock effect"
of these setbacks may be sufficient to turn boom into recession.

Economic growth of this kind is unsustainable; it generates an
industrial distribution of resources which cannot be maintained in-
definitely. The policy implications of this kind of unsustainable

i
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growth are generally clear, albeit imprecise: the exercise of restric-
tive policies must begin in the early stages of industrial expansion
to foster orderly, balanced growth in business activity.

A second form of unsustainable economic growth is associated with
the difficulty of avoiding cyclical fluctuations in output when labor
is the relatively scarce productive factor limiting the potential growth
rate of physical production. This situation often is thought to be
characteristic of industrialized Western economies, as opposed to the
so-called underdeveloped countries in which a shortage of capital
instruments to equip the labor force frequently poses the effective
limitation to economic growth. That a relative scarcity of labor
resources could lead to an interruption of the growth process, to
recessionary tendencies, and to general unemployment may seem
paradoxical, but the problem is no less serious because of its unusual
character.

The source of the difficulty in sustaining economic growth in this
case may be stated in I of 2 ways. One formulation is that the
volume of investment needed to keep the economy operating at
maximum employment levels is too high, because the resulting
additions to plant capacity exceed the growth in complementary
human resources and hence in total output. Thus, an increased
share of output flowing to consumers or to Government and a smaller
share in the form of investment would permit a continuance of maxi-
mum employment levels with smaller additions to plant capacity.
A second formulation is that the potential growth rate of output is
too low, given the proportion of output taking the form of net capital
formation. This formulation suggests that acceleration of the
potential growth rate would prevent the emergence of unused plant
capacity. Innovations which increase labor productivity, especially
innovations which are highly labor saving, for example, would help
in this respect by removing or scaling down the obstacle to growth-
the relative scarcity of labor.

This kind of unsustainable growth points to important interrela-
tionships between cyclical disturbances and growth potentialities.
Therefore, economic stabilization policies and policies aimed at
altering the economy's growth potential are not entirely separable.

When the effective limitation to economic growth rates is found in
a relative scarcity of labor supplies, central banking actions can do
comparatively little to elevate the potential growth rate. Stimula-
tion of particular kinds of investment which would increase the
potential growth rate cannot be accomplished readily through credit
policy. In these conditions, the contribution of central banking to
economic growth is limited to the maintenance of an atmosphere in
w hich the growth potential can be realized.

Maintenance of an atmosphere favorable to economic growth is
also a responsibility of other kinds of governmental policies. Pro-
viding a climate in Which private initiative and competition can func-
tion effectively are major prerequisites to a high economic growth
rate, but the contribution of Government to economic progress does
not end there. In a negative sense, concern with the effects of gov-
ernmental policies on economic growth potentialities is inevitable, for

W
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virtually every aspect of governmental action has some influence,
for good or for evil, on our potential growth rate. The structure of
taxes, for example, has implications for initiative and the supply of
risk capital which bear importantly on growth possibilities. Policies
directed toward the conservation of resources, fostering of the educa-
tional system, and Government research programs exemplify kinds
of action directed more positively to the goal of a higher rate of
economic progress. In general, policies such as these have not been
concerned with the interrelationship of economic growth potentiali-
ties and economic stability. Rather, their major purpose has been
to increase per capita income and hence the standard of living.
Conscious direction and perhaps extension of such programs might
be appropriate tn the event that economic growth proves unsus-
tainable by virtue of an inadequate potential growth rate.

This brief r6sum6 of the dynamic interrelationships among the major
goals of economic stabilization policy by its nature ignores a broad
area of social values whose achievement falls within the focus of
economic stabilization policies. Considerations of equity, as these
are related to sharing the fruits of economic progress, for example,
are involved in the choice among kinds of stabilzation policies. The
viability of our socioeconomic institutions, as it affects their continu-
ing survival, ultimately may determine the effective limits of tolerance
on fluctuations in employment, output, and prices. Such broader
considerations obviously must play an important role in the design
of programs to achieve economic growth and stability.

ery y y H. G. LEEDY, President.

FEDERAL RESERVE BANK OF DAuAS,
April 10, 1958.

Mr. SAMUEL D. MCILWAN,

Special Counsd, Committe on Finance,
United Staes Sena, Washington, D. C.

DEAR MR. MCILwAIN: Enclosed are three copies of Mr. Irons' sup-
plement to the joint reply of the presidents of the Federal Reserve
banks in response to the questionnaire of the Senate Finance
Committee.

In line with our telephone conversations today, we have slightly
changed a few sentences in some of the footnotes so that they could
stand separately as supplementary comments, but there are no changes
in substance. The page references at the beginning of each supple-
mentary comment refer to the pages in the joint reply as submitted
to you, for example, by Mr. Hayes and certain other of the presidents;
they do not refer to the pages in our original reply, in which the pages
were renumbered to allow for insertion of our footnotes.

As I told you on the telephone, we shall be glad to cooperate with
you in any way possible in your preparation of the material for
publication.

Yours sincerely, .. ...... . .
CHARLs E. WALKER; Vi Presi&nt.
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SUPPLEMENTARY VIEWS AND COMMENTS OF WATROUS H. IRONS,
PRESIDENT, FEDERAL RESERVE BANK OF DALLAS, TO THE JOINT
REPLY OF THE FEDERAL RESERVE BANK PRESIDENTS IN RESPONSE

-TO THE QUESTIONNAIRE OF THE SENATE FINANCE COMMITTEE

SUPPLEMENT NO. I-COMMENTS ON THE PROBLEM OF DEFINING
INFLATION AND DEFLATION

(Pertaining to pp. 1-5 of the joint reply)

The question as to the definition of inflation and deflation, while
comparatively simple on its face, involves numerous conceptual
difficulties, some of which are pointed up in the joint answer covered
in pages 1 to 5. This supplementary statement, which reflects my
views, may be of interest.

In my opinion, the terms "inflation" and "deflation," in their
broadest sense, mean a general reduction or increase in the purchasing
power or value of money and, consequently, may be defined as an
increase or decrease in the general price level. Tits sort of definition
which, in my jud ent represents a useful-though not infallible-
concept is immediately subject to certain qualifications. There is
first the question "What general price level?," and second there is the
problem of "the time lag and short-run rigidity of prices." Other
qualifying problems also might be mentioned.

Although inflation and deflation may be defined in terms of price
changes, or tendencies toward price changes, the underlying causes of
inflationary or deflationary tendencies must be considered in terms
of the many economic forces-abtually imbalances-which tend to
produce price changes. For example, inflationar, (or deflationary)
pressures may be generated by monetary forces; by fiscal forces and
Government spending; by aggregate demand excessive (or deficient)
relative to available supply; by rising cost pressures in relation to
productivity gains; by developn~ients in the private sector of the econ-
omy, such as a capital goods boom: and by other forces. One or more
of these or other forces likely will be the generating force which leads
to inflationary (or deflationary) pressures and ultimately to rising
(or declining) prices.

The various price indexes that are commonly used to measure brop.d
price movements will not always move together. Moreover, a time-
ag in the movement of different price indexes is not uncommon.

Consequently, an upturn in all major price indexes is not necessary

for the identification of inflation, nor is a downturn in all major price
indexes required for the identification of deflation. Even during infla-
tionary or deflationary movements, all price movements will not be
uniform for all market items; moreover, all price changes will not
necessarily be in the same direction. In addition, major price sectors
(e. g., agricultural prices) may run counter to other major price sectors
(e. g., industrial prices), under which conditions it becomes difficult
to establish with assurance the existence of inflation (or deflation).

It is important to recognize that inflation and deflation are concepts
involving persistent pressures which affect, with some possible time-
lag, prices over a broad range. This point of emphasis is significant
because the prices of individual goods and services, reflecting as they
do the myriid conditions of changing supply and demand, are in a
more or less continuous state of flux. At any point in time, some
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prices are rising, others are falling, while still others are holding
steady. Under such circumstances, modest short-term fluctuations
in what might be termed "average prices" are to be expected, and these
fluctuations do not necessarily represent either deflation or inflation.
For example, a sudden freeze of the citrus and winter vegetable crops
in Florida and the Southwest, resulting in an increase in food prices
and in the cost of living, may not be serious as an inflationary prob-
lem. However, aside from these short-run fluctuations there exist
from time to time for one reason or another unmistakable pressures
which produce, or tend to produce, persistent upward or doumward
movements in prices over a broad range of market items. Depending
upon the direction of these broad price movements, they may be
characterized as inflationary or deflationary movements.

Inflationary or deflationary pressures may be present for some time
before the effect of such pressures upon prices is discernible. It is
true that inflation is experienced during the upward leg of the business
cycle and deflation is characteristic of the contractive phase of the
cycle and each is accompanied by the employment, production, income,
and price forces that are characteristic of those phases of the cycle.
However, due to such factors as the stickiness of price movements
the maintenance for an indeterminate period of time of final demand
on the part of the consumer, the mere sluggishness of adjustments,
and possibly for other reasons, actual price movements may lag the
appearance of inflationary or deflationary pressures. This 'is not to
assert, however, that such inflationary or deflationary pressures do
not exert tendencies toward (and will not ultimately achieve) higher
or lower prices over a broad general price area. In the moderate
recession of 1953-54, and again during the current recession to date,
final demand on the part o the consumers of goods and services was
maintained at a much higher level, relatively speaking, than demand
at the manufacturing or production level; consequently, it was, and
has been, possible to effect a much more orderly inventory adjustment
without appreciable price cutting than would have been the case if
final demand had been less strong. This is not to say, however, that
such conditions would continue to be the case if the adjustments were
to proceed beyond the period of maintenance of fin demand at a
high level.

But one should not bind himself unalterably to the rigidity of price
increase or decrease as the defining concept of inflation or deflation.
At least theoretically, consideration should be given to relative rates
of productivity over time and their relation to price movements.
With respect to this problem, it is possible that inflationary pressures
might prevail during a period of overall price stability provided pro-
ductivity were improving and some part of the productivity gains
were not being passed on to the final consumer in price reductions.
Likewise, it is possible that a period of gradually declining prices
might not be regarded properly as deflationary, if such declining prices
were the consequence of increased productivity being shared by the
final consumer in the form of lower prices.

Finally, it may be appropriate to associate inflationary and defla-
tionary tendencies with situations which, for one reason or another,
are characterized by over--or under-utilization of resources. Infla-
tionary conditions generally prevail when there is a tendency toward
the overutiization of economic resources and, sooner or later, are
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reflected in general price inceases; on the other hand, deflationary
conditions generally prevail when there is a tendency toward an
underutilization of resources and, sooner or later, are reflected in
general price decreases. Moreover, it should be emphasized that, as a
general rule, the seeds of deflation are sown in periods of inflation
and the overutilization of resources. Therefore, the real point of
attack upon deflation is during the preceding period of inflation; if
inflation can be limited or prevented, the problems of deflation will
not be very consequential.

SUPPLEMENT NO. 2-SOME VIEWS ON THE SIGNIFICANCE OF PRICE
RIGIDITIES

(Pertaining to pp. 8-13 of the joint reply)

To the extent that price rigidities and inflexibiities, as outlined in
the joint reply, prevent price adjustments during periods of economic
contraction, serious problems with respect to the maintenance of the
stability of the value of the dollar may arise. In my comment in
supplement No. 1, I have associated deflation with a tendency-or
actuality-toward declining general prices. It is admitted, however,
that during periods of moderate or short-term economic contraction,
when final demand is relatively well maintained, the downward price
movement may be slight or even negligible. It is significant under
such circumstances that if the preceding period were one of price
inflation, e. g., 1955 to August 1957 versus August 1957 to date, the
price increase of the preceding period becomes consolidated in the
price structure with consequent long-run shrinkage in the value of
the dollar.

If it is true that general downward price adjustments with all of
their consequences are unacceptable under the Employment Act of
1946, then it should also be true that general price increases with all
of their consequences should be regarded as equally unacceptable
under that legislative doctrine. We simply cannot achieve stability
in the value of the dollar over the long run if we are willing to permit
and tolerate inflationary price increases but are unwilling to tolerate
deflationary price decreases. This statement is not to be regarded as
an argument in support of deflationary price decreases, but it does
represent an appropriate emphasis upon the compelling importance
of restraining and preventing inflationary developments and general
price increases during the expansive phase of the business cycle. It
also reemphasizes that the point of attack in the quest for economic
and price stability first must be in the period of threatening or actual
inflation.
SUPPLEMENT NO. 8-SOME FACTORS IN THE DECLINE OF THE VALUE OF

THE DOLLAR, 1956-57

(Pertaining to pp. 26-32 of the joint reply)

Supplementing he discussion in the joint reply, and with specific
reference to those factors which were most significant in their contri-
bution to the decline in the value of the dollar as reflected by the
Consumer Price Index from mid-1956 to mid-1957, I think it may be
concluded that the most important causes or factors were a continued
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increase in wage rates, an absence of any appreciable increase in pro-
ductivity, maintenance of a very high level of final demand by con-
sumers, upward price pressures in the areas of services, and relatively
low consumer price resistance.

In 1955, as the boom gained strength and economic expansion accel-
erated, rising total demand was met by increased productivity and
increased production. Gradually, however, as we moved into 1956
and as total demand continued to rise, the Nation's productive
resources, including plant, materials, and labor, came under increased
strain. Actually our labor force, our sources of raw materials, and
the physical machinery of production approached full utilization.

The continuation of unusually strong final demand by consumers
through 1956 and into 1957, against a background of virtually full
utilization of economic resources, produced the results usually asso-
ciated with a strained demand-supply relationship, namely, price
increases. Price gains were most notable in areas of strongest compe-
tition for goods and services and least notable in the case of those
commodities for which the demand-supply relationship did not run
parallel to that of the economy as a whole. As the labor force ap-
proached .a stage of full employment, competing demands for skilled
and unskilled workers served to bid up wage rates and in many
industries the increases surpassed gains in productivity.

Rising prices and wages were reflected in increased costs of business
operations and, under circumstances of very strong final demand,
businesses tended to pass on their added costs in the form of higher
prices. Increases in the Consumer Price Index reflect at least in part
this transmission of higher costs of business operations to the ultimate
consumer. Also to the extent that escalator clauses and productivity
clauses in wage contracts were used, they served as an instrument to
pass the higher cost back to the business community which in turn
attempted to pass them on to the consumer and give further impetus
to the price movement.

The economic environment which provided the original impetus to
price advances also supplied the conditions which were favorable for
the transmission of the increased operating costs; namely, the existence
of very heavy final demand, low resistance to price increases and a
growing belief in the inevitability of continuing inflation, at feast in
some degree.

Both the "pull" of demand on prices and the "push" of costs on
prices prevailed and were, in fact, products of the same economic
phenomenon-a final demand which in the aggregate was excessive
relative to the available supply of goods and services.

SUPPLEMENT NO. 4. -- SUPPLEMENTAL VIEWS ON THE GROWTH OF
PRIVATE DEBT AS A THREAT TO STABILITY

(Pertaining to pp. 32-36 of the joint reply)

The question as to whether the growth of private debt in recent
years may have become a threat to the stability and vitality of the
American economy is a very difficult one to answer because the
amount of such debt and its carrying burden must be considered in
relation to the means of payment of the debt and its carrying cost.
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In my judgment, it would be very dangerous to minimize the
significance of the statement made in the joint replr that "no debt
structure is likely to be impervious to major reductions of income."
As a general rule, debt only becomes unwieldy and an unbearable
burden when it becomes unbalanced in relation to the income of the
debtor available for its servicing and repayment. Moreover, it is
the income which shrinks with unfavorable economic conditions, not
the debt.

Statistically it may appear that, due to rising incomes and growing
liquid assets, the burden of debt upon individual debtors is lessened,
although the principal amount of such indebtedness may have in-
creased. However, the soundness of the debt-income relationship is
just as dependent upon the maintenance of the level of income and
the means of debt payment as it is upon the debt side of the equation.

While it is true that during periods of debt expansion incomes tend
to rise, it is not true that during periods of declining income debts
necessarily tend to shrink proportionately. A debt structure that
might be wholly manageable in relation to a given amount of income
might become quite unmanageable if the income level were to shrink,
say, 10 percent. In my opinion, we should not overemphasize the
debt-carrying ability of the public, under adverse conditions, merely
because of such factors as a lower average interest cost on the debt,
changes in the average maturity of the debt, a lengthening of the term
structure of consumer credit, a shift in relative indebtedness toward
higher income groups, and indebtedness relationships to liquid assets.
It is a fact that repayments on indebtedness are currently consuming
a larger proportion of disposable income than was the case, say, 10
years ago. A shrinkage in income could magnify the debt burden
appreciably and, consequently, the much larger outstanding volume
of indebtedness, even when measured in terms of much larger dis-
posable income at the moment, should not be regarded complacently.

SUPPLEMENT NO. 5-ADDITIONAL COMMENTS ON THE CONSEQUENCES OF

CREEPING INFLATION

(Pertaining fo pp. 45-46 of the joint reply)

I should like to add my support to, and agreement with, the remarks
in the *oint reply relative to the question of "creeping inflation."

Thelong-run consequences of a policy of persistent, gradual, creep-
ing inflation can hardly fail to create mechanisms whereby the various
affected sectors of the economy attempt to protect themselves against
a steadily depreciating currency. Once this process begins to grow,
there is no reason to believe that inflation would thereupon remain
gradual. Creeping inflation might become running inflation and ulti-
mately galloping inflation. It appears evident that a responsible
government cannot advocate as a measure of continuing public policy
a course of action which, aside from being self-defeating in the long
run, capitalizes on the inability of various groups within society to
protect themselves in the short run.

One additional factor creating skepticism about the effectiveness of
persistent, gradual, creeping inflation as a guide to public policy arises
from considerations of international monetary movements. Under
conditions favorable to an effective international monetary mecha-
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nism, it would be doubtful whether the United States, even with its
very large supply of gold, could continuously follow an inflationary
policy relative to the rest of the world without setting in motion forces
which ultimately would bring the process to a halt.

SUPPLEMENT NO. 6-DISCUSSION OF APPROPRIATE PUBLIC POLICIES TO
COMBAT INFLATION AND DEFLATION

(Pertaining to p. 37-48 of the joint reply)

At the risk of repeating some of the material in the joint reply, it
seems appropriate to supplement the discussion by presenting my
views as to the implementation of the three objectives of economic
policy; namely, price stability, business stability, and a satisfactory
rate of economic growth. The discussion that follows can be con-
sidered as an explicit answer to question 2 on the committee's list,
namely: "Explain how you believe the economy of the United States
can best avoid either inflation or deflation. If you think present laws
should be changed or new lays required, then make specific sugges-
tions."

The Employment Act of 1946 provides the basic framework for
economic policy actions by directing the Federal Government "to
coordinate and utilize all its plans, functions, and resources for the
purpose of creating and maintaining, in a manner calculated to fo8ter
and promotefree competitive enterprise and the general welfare, conditions
under which there will be aforded useful employment opportunities,
including self-employment, for those able, willing, and seeking to
work, and to promote maximum employment, production, and pur-
chasing power." I have italicized two clauses which, in my opinion,
are particularly important in considering the type of public policies
that should be adopted in promoting the ends of the act. These
provisions indicate clearly that, insofar as possible, Congress desired
to promote stable economic growth through measures compatible
with free competitive enterprise and the creation of useful employ-
ment opportunities.

In view of these considerations, there seems little doubt that sound
monetary and fiscal policies must play a very important part in achiev-
ing the desired objectives. These measures operate indirectly but
nevertheless powerfully affect the flow of spending relativA to the
flow of goods and services. In 1950, a highly regarded subcommittee
of the Joint Committee on the Economic Report stated unanimously:
"We recommend not only that appropriate, vigorous, and coordinated
monetary, credit, and fiscal policies be employed to promote the pur-
poses of the Employment Act, but also that such policies constitute
the Government's primary and principal method of promoting those
purposes."

The nature of monetary and fiscal policies, and their coordinated
use in a flexible manner as countercyclical instruments, are discussed
in the joint reply. It is highly important however, that certain other
aspects of reliance on these instruments be understood. In the first
place-and of primary importance-the limitations of these policies
should be clearly recognized. While such policies are indispensable
and should occupy a leading position in Government efforts to combat
inflationary and deflationary movements, it is dangerous to assume

I
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that even their flexible and timely use can compensate for maladjust-
ments stemming from a variety of nonfinancial causes.. Certain of
these causes arise from Government action; others originate in the
private sector of the economy. As is pointed out in the Joint reply, a
tendency for wage rates to rise faster than productivity can result
only in inflation or unemployment; it is therefore essential that such
increases be held within productivity limits. Indeed, there is much
to be said for a gradually declining ."real" price level for consumer
goods and services, as productivity rises, so that at least part of the
fruits of greater efficiency could be passed on to consumers rather
than absorbed wholly by the factors of production. Similarly,
developments in international trade, finance, and politics inevitably
affect the pace of economic activity in the United States. At times,
such events (e. g., the outbreak of fighting in Korea in 1950) exert an
almost overpowering influence that may be temporarily beyond the
practicable influence of monetary and fiscal policies. In short,
sound monetary and fiscal policies are an essential ingredient in
governmental efforts to promote stable economic growth; they can,
further, provide a substantial positive contribution to the attainment,
of such growth; but they cannot be expected to compensate for
internal structural imbalances in the economy and external events
that sometimes exert a profound effect on aggregate spending and
production.

Secondly, we cannot and should not expect future growth to be a
continuous, uninterrupted, straight-line progression to higher levels
of output, employment, and income. Rather, given a satisfactory
long-term growth trend, we should expect and hope to follow a course
roughly along the path of the growth line, sometimes rising above the
trend and sometimes falling below it. Eforts to remove completely
this moderate instability around the long-run trend may lead to the
assumption of greater responsibility by the Government for directmn
economic affairs, a narrowing of the area of economic freedom, and
other actions which encroach upon the basic tenets of a competitive,
free enterprise economy. One of the prices of economic freedom is a
moderate degree of fluctuation in economic activity. There is, how-
ever, ample evidence to indicate that the upper and lower limits of
these fluctuations may be kept in reasonable bounds by flexible and
timely administration of monetary and fiscal policies. Moreover, use
of these instruments involves least interference with free market
processes, as contrasted with direct controls which, by their nature,
must be arbitrarily selective in impact. This approach is consistent
with the provision of the Employment Act relating to free competitive
enterprise.

Thirdly, in attempting to promote the ends of economic policy, we
must accept reasonable definitions of price stability and maxwmum
employment. Price stability should not "iu ly rigidity of prices,
either in the aggregate or with respect to individual prices. This does
not mean that we must accept some degree of inflation if the other
objectives are to be realized; it does mean that we must strive for
general price stability over the whole period of the business cycle,
as opposed to a fixed, rigid price level on a week-to-week or month-to-
month basis. In like manner, the objective of maximum employment
must be viewed on a longer run basis. In this respect, it is suggested
that, for all practical purposes, full employment has been achieved
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during the 12 years since the passage of the Employment Act. Ad-
mttey, however, unemployment has temporarily increased during
periods of economic adjustment.

Finally, inasmuch as postwar experience has demonstrated the in-
creasing resistance of pnces and costs to downward adjustment, the
major effort with respect to Government economic policy would seem
to be in avoiding the extremes of speculation and unsustainable
expansion in business that inevitably lead to adjustment and recession.
If we are to avoid long-run inflation resulting from relatively short
spurts of price rises, followed by periods of price stability, every effort
must be made to keep expansive tendencies within bounds during the
rising phase of the business cycle. This view is supported by the
judgment that certain policy techniques-especially monetary poicy-
may be more effective in restraining demand, as opposed to stimulat-
ing it. While I do not share the view that monetary policy is ineffec-
tive during recession-it seems obvious that economic recovery is
fostered by a favorable monetary and credit atmosphere-it is clear
that access to money is a prime requisite of expanding activity,
although such access may not stimulate spending during a pronounced
slump. Thus the greater effectiveness of monetary policy in combating
inflation as opposed to deflation should be fully capitalized upon in
our efforts to promote stable economic growth.

The legislative framework for effective monetary and fiscal actions
appears adequate. With respect to fiscal policy, the problem is not
so much one of existing legislation as that of timing and scale of
actions and determination on the part of Congress and the executive
branch to maintain a balanced or surplus budget over the period of the
business cycle. In the nonfinancial sector, study should be devoted
to the important areas, among others, of Government agricultural
and housing policy, labor-management relations, and international
trade.

SUPPLEMENT NO. 7---COMMENTS ON THE USE OF FISCAL POLICIES IN A
PERIOD OF RECESSION

(Pertaining to pp. 68-70 of the joint reply)

The following remarks supplement the joint reply and summarize
my views with respect to some of the aspects of question 13, namely:
"Considering the financial condition of the United States, at what
point, if any, in terms of unemployment, production, and consumer
demand, should the Federal Government move in major ways, such
as a tax cut and/or large increases in public works, to counteract a
downturn in the economy?"

The question of appropriate Federal governmental intervention
to counteract a decline in economic activity is of significant impor-
tance. In the past quarter century, the concept of compensatory
fiscal action has been extensively examined and was an important
factor leading to the passage of the Employment Act of 1946.

It is true that through appropriate fiscal actions the Federal Govern-
ment can contribute to economic stabilization. It is also true that
the desirable way or ways by which these actions should be imple-
mented is a subject on which a unanimous opinion has not as yet been
formed, nor has general agreement been reached on the precise role
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to. be played by countercyclical fiscal policies. Such questions as
the timing of action, the problem of deag with relatively moderate
as opposed to relatively severe cyclical movements, and the respective
weights to be attached to tax policy versus expenditure policy present
im portant difficulties.

Recognizing that our perspectives and understanding will improve
as experience on these subjects accumulates, I nevertheless suggest
that major changes in the Government's countercyclical fiscal position
should probably be reserved for serious changes in the state of the
economy as a whole. The difficulty of diagnosing the severity of a
recessionary trend in its incipient stage warrants a cautious Ppproach
to fiscal actions. In the meantime, the effects of the built-rn stabilizers
will come into action promptly and monetary policy may be expected
to be adjusted quickly to the changed circumstances. For example,
it would be unfortunate for the Government to embark upon a program
of increasing expenditures substantially to deal with a declining
economic trend only to find the economy rapidly turning upward wen
in advance of the actual fiscal stimuli. While there are grounds for
believing that we may avoid a cumulative downturn in the economy
through the automatic operation of the built-in stabilizers, coupled
with appropriate monetary and fiscal action, it is by no means clear
that the stimulus afforded by major fiscal-policy moves will be ap-
propriate to deal with moderate fluctuations in the level of economic
activity.

So far as stabilization policy is concerned, the essential issue re-
volves around the resolution of the conflict between near-term and
long-term objectives. Thus, if Government fiscal actions attempt
to offset or prevent short-run and temporary adjustments in the
economy, this likely will contribute to secular inflation and, conse-
quently, a reduced rate of growth in total production and real income.
This problem is particularly relevant, since the disposition to incur
deficits to meet a recessionary movement appears to be much stronger
than the disposition to achieve surpluses during periods of full em-
ployment and inflationary pressures. Yet no government properly
can afford to permit excessive unemployment and the accompanying
waste of productive resources without resort to some compensating
actions. With respect to basic issues of this sort, a continuing an
intensive examination of our experience seems to be in order. Given
the imperfect state of our forecasting techniques and our insufficient
knowledge of the precise impact of alternative courses of action, the
chances are very slender that any simple formula can replace sound
judgment with respect to the establishment of appropriate fiscal-policy
actions.

To be more specific, during the early stages of a recessionary trend
such as those we have experienced during the postwar period, overt
and direct fiscal action should be at a minimum, although the auto-
matic stabilizers will be operating. Thereafter, if the economic
situation continues to deteriorate, some moderate intensification of
existing Government programs might be in order, especially with
respect to those programs in which a speedup wil affect output and

employment within a relatively short period of time. If economic
activity continues to decline and shows signs of serious deterioration,
consideration could then be given to a combination of tax cuts and/or
expenditure increases. Both the amounts and the types involved
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necessarily would have to be based upon the existing circumstances
and outlook. Moreover, the market mechanism should be given the
greatest scope for correcting maladjustments and restoring a balanced
position.
SUPPLEMENT NO. 8-SUPPLEMENTAL COMMENTS ON THE CAUSES OF

AND REMEDIES FOR THE CURRENT RECESSION

(Pertaining to pp. 70-72 of the joint reply)

it is appropriate to supplement the joint reply by commenting
upon question No. 17, namely: "List and briefly discuss what you
consider the causes of the present recession, and what should be done
to terminate it."

The underlying causes of the recession of 1957-58 are to be found
in the excesses and imbalances that developed during the boom of thepreceding 2% years. These developments included a growing ineffi-
ciency in the utilization of labor and resources, inaccurate estimates
of sales potential in certain major industries, and an accompanying
overexpansion of business investment in plant and equipment and
inventory. In addition, the high degree of liquidity, which was
built up in 1954 and carried over into 1955, contributed to the rapid,
expansive developments of the period.

The impact of these underlying forces was manifested in several
important ways during the latter part of 1957. Confronted with
topheavy inventories relative to sales, a number of industries-
particularly in manufacturing-shifted rapidly from inventory
accumulation to liquidation. Growing capacity, as related to current
sales, caused many producers to reduce expenditures on new plant
and equipment, and also stimulated inventory liquidation. The impact
of the underl fores was magnified by a decrease in Federal
spending for goods and services, particularly military items, and a
sharp cutback in new orders for defense. Finally a psychology of
caution permeated most of the business world and, perhaps, led to
greater reductions in business spending than might otherwise have
occurred. Consumer spending was in the aggregate, well maintained
during most of the period, even though sales of durable items and
housing expenditures were considerably below the advanced levels
that had been reached in 1955 and 1956.

The tylpe and extent of action that should be taken to terminate
the recession depend largely on one's views as to its probable mag-
nitude and duration. It is important to recognize that some of the
excesses and imbalances will take some time to correct, and over-
emphasis on Government fiscal actions now might serve to hamper
such correction. In addition, there is the possibility that such
actions would being to exert stimulative effects at a time when they
were no l'uger appropriate. As private expenditures turned upward,
large Government deficits would magnify expansive pressures and
contribute further to erosion of the purcasing power of the dollar.

Monetary policy, since the time of its reversal in the autumn of
1957, has be en designed to cushion the adjustments brought on by
the underlying forces and, further, to provide a monetary and credit
atmosphere conducive to recovery, once the adjustments have been
completed. The reduction in diicount rates in November '1957 was
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followed in early 1958 by additional decreases in rates and reductions
in member-bank reserve requirements. In addition, Federal Reserve
open-market operations have added significantly to the volume of
reserves available to the banking system. In response to these ac-
tions, interest rates on both short- and longer term debt instruments
have declined sharply, bond prices have risen, and the reserve position
of the banking system has shifted from one of considerable tightness
to one of marked ease. Confronted with declining loan demand,
banks have put additional reserves to work by purchasing Govern-
ment and other securities in large amounts. Monetary growth has
been resumed at a rapid rate.

The degree of monetary ease that has been achieved appears fully
sufficient and the flexibility of monetary policy assures that it can
be quickly adjusted to the developing business situation. On the
other hand, the lack of flexibility of fiscal policy.suggests that proposals
to embark upon large-scale public-works projects and to grant tax
reductions should be approached cautiously. If the decline in business
activity should show no signs of moderating, and if final demand for
goods and services appears to be weakening s' mficantly, Congress
should, in my opinion, give consideration to additional fiscal actions.
Under such circumstances, emphasis should be placed on policies.and
actions that can be quickly revered. should the situation change rapidly.

SUPPLEMENT'NO. 9--VIEWS ON THE EFFECTS OF DEBT MANAGEMENT
ON THE ECONOMY

(Pertaining to pp. 73-76 of the joint reply)

The joint reply describes three approaches to the problem of debt
management. The following remarks are offered as a supplement
to these views, and relate particularly to question 5, namely: "What
effect does the management of the current public debt have upon the
national credit structure and the economy of the United States?"
As is emphasized in the joint reply, several practical difficulties
seriously complicate the implementation of debt-management policies
in accordance with some generally accepted principles. Nevertheless,
further comment on these principles may be appropriate.

The economic effects of debt-management policies stem largely
from the relationships between debt management and (1) the money
supply, (2) the liquidity of the economy, and (3) the supply of long-
term funds available for private investment. Since each of these
points has important implications for economic stability, debt
management long has been considered as an important tool of economic
stabilization.

With respect to both the maturities and the method of payment
involved in cash offerings and refunding, debt management decisions
affect significantly the placement of debt as between bank and non-
bank holders. Siles of Government securities to nonbank investors
divert purchasing power from the private sector of the economy to the
Federal Government without producing expansion in the money sup-

ply. Investment expansion by commercial banks, however involves
the process of deposit creation, producing an expansive influence on

the total money supply. The source of funds which is tapped in
financing Government deficits is, consequently, of strategic importance

-II
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in directing debt management policy toward economic stabilization.
Financin government deficits Vy sales of securities which appeal to
commercial banks-primarily short- and intermediato-term. issues-
may, during periods of recession, serve the interest of economic stabili-
zation by inducing expansion of the money supply or by offsettig
contractive influences ongmating in a decline in private credit. On
the other hand, resort to bank credit for the financing of Government
deficits during periods of inflationary pressures tends to add to these
pressures by contributing to growth m total bank credit and com-
plicating the stabilization efforts of monetary authorities. Commer-
cial bank participation in Treasury offerings is influenced, of course,
not only by the relative attractiveness of the new instruments as bank
investments but also by bank reserve positions. For this reason, it is
important that monetary and debt management policies be directed
toward the same goals.

Because of the difference in economic effects between financing
deficits with bank credit, on the one hand, and nonbank credit, on
the other, there exists a widely held preference for bank financing of
Government deficits during deflationary periods and for nonbank credit
to be tapped during periods of inflationary pressures. The issuance of
securities which appeal primarily to nonbank investors-primarily
longer-term instruments uring periods of accelerated economic
growth and inflationary pressures serves not only to prevent the
monetization of these debt instruments but also to divert funds from
private expansion projects, which contribute to the inflationary move-
ment. Conversdly, bank financing of deficit spending during reces-
sionary movement serves not only to sustain the money supply but
also avoids Treasury competition in the market for long-term funds
which are available for private spend'rg programs. It should be
recognized, of course, that under ideal circumstances, the problem of
financing deficits during inflationary periods would not exist.

Irrespective of whether the Federal Government is operating with
a surplus or deficit, the Treasury periodically is confronted with the
problem of refunding maturing instruments, and changes in the owner-
ship and structure of the debt as a result of refinancing operations
have important economic implications. In particular, a great deal
of significance attaches to refunding operations which effect a shift
m ownership (as between banks ana nonbank investors) of the out-
standing public debt. Refunding operations which feature the liqu-

dation of bank-held debt with the proceeds from issues design to
attract nonbank holders serve to exert a contractive influence upon
the money supply and reduce the availability of long-term funds for
private investment. Thus, such refunding operations are a~iozated
with anti-inflationaY debt management programs. Conversely the
liquidation of debt held by nonbank investors with the proceefs.of
securities made attractive to commercial banks produce an exansive
influence upon the money supply and increase the availability of
funds to private borrowers. Because of this effect, such refunding
operations are consistent with antideflationary debt management pro-
9Mms.

In connection with shifts in ownership of the public debt, it may
be noted that monetary policy also may be instrumental in effecting
a transfer of public debt from the banking system to nonbank holders,
or vice versa. During periods of credit ease and depressed private
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credit demands, for example, additions to the supply of bank reserves
provide both the inducement and the facility for expansion of bank
investments. Conversely, credit restraint during a period of heavy
credit demands in the private sector of the economy may necessitate
bank liquidation of Government securities to accommodate loan
requests. In each case there occurs a shift in the ownership of public
debt as between bank and nonbank holders. To the extent that the
Treasury can respect these shifts in setting the maturities on new
offerings, the administration of monetary policy is facilitated and its
effectiveness is enhanced.

Because of the prime economic importance of Government securities
as instruments of liquidity, changes in the volume of shorter-term
instruments have a direct influence upon the economy's liquidity
position. A shortening of the average maturity of the public debt,
and particularly a significant increase in the volume of shorter-term
instruments, serves to increase the liquidity of business institutions,
particularly financial institutions, and contributes to an environment
conducive to private credit expansion. For this reason, concentration
of offerings in the short end of the market generally is regarded as
consistent % ith the objectives of economic policy during a recessionary
movement. It should be recognized, however, that the creation of
excessive liquidity during a period of credit ease may serve to delay
the effectiveness of credit restraint should the subsequent economic
recovery require its application. bebt management policies which
serve to lengthen the public debt, and particularly to reduce the
supply of short-term credit instruments, operate to reduce liquidity
and to restrain private credit expansion.

As in the case of managing Government deficits, the disposition of
surpluses may have an important influence upon the money supply
and the availability of funds for private investment projects. Utiliza-
tion of a surplus to retire bank-held debt produces a contractive in-
fluence upon the money supply and facilitiates the implementation
of monetary restraint, while Government surpluses which are used to
retire longer-term debt held outside the banking system release funds
to the market for private investment.

In addition to the various points discussed above, management of
the public debt, by influencing the demand for funds at various points
along the maturity range an by influencing the supply of debt in-
struments at each of these points, may also have effects upon the
structure of interest rates. This effect, of course, is an inevitable
consequence of the volume of the public debt and the strategic itm-
portance of Government securities as debt instruments. In addition
to the influence which debt management may exert upon the structure
of market rates of interest, the fact that the Treasury appears alter-
nately on both the supply side (in the case of Government surpluses)
and the demand side (in the case of deficits) in credit markets indicates
that the budgetary position of the Federal Government is a factor
detmning the absolute level of rates.
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SUPPLEMENT NO. 10-SOME VIEWS ON THE EFFECTIVENESS OF MONE-
TARY POLICY DURING A RECESSION

(Pertaining to pp. 89-90 of the joint reply)

The portion of the joint reply relating to the role of monetary policy
in a business recession, by placing its emphasis on extreme conditions
such as those that prevailed during the great depression, seems to me
to understate the potential stimulative effects of monetary policy
during a business decline. Granted that monetary policy alone cannot
be expected to achieve recovery from a depression in which financial
assets have become frozen and deep pessimism prevails, the importance
of monetary policy in creating an atmosphere conducive to recovery
should not be underestimated. Furthermore, low interest rates and
ready availability of credit are essential to such recovery.

In addition, the fact that business and consumer demand for bank
loans may be sharply reduced or even nonexistent during such a
period does not mean that monetary expansion as manifested in
growth of bank demand deposits, will not occur. Whether or not the
Treasury is financing deficits through the banking system, commercial
banks, with ample reserves made available through monetary policy,
will aggressively seek existingdebt instruments-particularly Govern-
ment securities-in order to bolster earning positions. To the extent
such securities are purchased in the market from nonbank holders
demand deposits will expand, the liquidity of the economy will
increase, and the growing money supply and liquidity will support the
willingness and ability of businesses and consumers to spend. The
impact of this type of action was clearly demonstrated in the recession
of 1953-54, when the decline in interest rates and the marked increase
in availability of credit provided a financial basis for the boom in
residential construction and consumer durables.

FEDERAL RESERVE BANK OF SAN FRANCISCO,
San Francisco, Calif., April 11, 1958.

Hon. HARRY F. BYRD,

Cairman, Committe on Finance,
United States Senate, Washington, D. C.

DEAR SENATOR BYRD: This letter responds to yours of February
17, 1958, enclosing a list of questions which have been used as a guide
in preparing this reply. On previous occasions, when inquiries were
received from committees of Congress on questions relating to financial
or other aspects of our economy, it was found to be constructive to
have the responses prepared on a joint basis, particularly in those
areas where there wis unanimity of thinking on the part of all 12
Federal Reserve banks, with such supplemental comments as each
or any of them deemed it necessary to make. In the case of your
inquiry, because the general questions lend themselves to such a joint
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response, there has been prepared a series of statements which cover
in a eneral, as well as in a specific manner, the points of inquiry
raised. A copy of those statements is enclosed. The observations
on debt management, at pages 73 to 76, should have further study
and consideration before the use of debt management as a counter-
cyclical policy by the Treasury can be dismissed.

At the risk of some duplication of material in the joint response,
there follow some comments on the general functioning of monetary
policy, with some reference to fiscal policy, and also brief comment
on the problem of recession.

Basically, it is the nature of our free enterprise economic system
which determines the objectives of monetary policy. This system
has had a fairly rapid rate of growth and a high degree of efficiency
in its operation, but has also had occasional, andat times even violent
fluctuations in economic activity and prices. These alternations
inflationary and deflationary riods, or of booms and depressionsL
are wasteful, unsettling, and dangerous to the continued existence of
our traditional economic and political system. One of the primary
objectives of economic policy in gen e _, and of monetary policy in
particular, is to minimize such cyclical fluctuations within the frame-
work of an enterprise economy, with continued reliance, in large
measure, upon market processes.

In a free enterprise economy, the levels of production, employment,
and prices are determined primarily, given the economy's productive
resources at the time, by the amount of money spent on all goods and
services. General fluctuations of economic activity result from sharp
swings in the aggregate demand for goods and services-that is,.in
total spending. Changes in business spending on plant and equip.
meant or on goods for inventory, and accompanying shifts in public
sentiment and consumer purchases, are among the factors contribut-
ing to such swings. Shifts in Government spending policies and
foreign investment also affect the total volume of spending and,
hence, general business activity.

To combat the tendency for private spending to go through wide,
erratic swings, the Federal Government and the Federal Reserve
System attempt to induce offsetting changes in those portions of total
spending which are most subject to their influence. Monetary poli-
cies affect that part of total spending which is done out of borrowed
funds. Fiscal policies increase the total volume of spending through
the direct expenditures of the Government and decrease it through
taxes and borrowing, which curtail the spending power of individuals
and firms. The success of monetary and sca measures depends
upon whether sufficient influence can be brought to bear upon certain
areas of spending.

Monetary policy operates through measures which exert control on
the supply of bank credit. The Federal Reserve System is able to
regulate, through open market operations and the discount rate, the
volume and cost of reserves available to its member banks. It can
also regulate, within limits set by law; the maximum amount of
deposits that can be held against any given volume of bank reserves.
Since changes in the amount of deposits arme primarily from changes
in the volume of loans and investments of banks, the System's con-
trol over the cost and availability of bank reserves exercises con-
siderable influence over the amount of bank credit extended. Thus
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the money supply, or the total amount of purchasing power in the
hands of the public, can be influenced upward or downward through
the application of monetary controls by the Federal Reserve System.
At the same time, it should be noted that, although changes in interest
rates and asset values, which are influenced by monetary policy,
affect the extension of nonbank credit, the System has no direct con-
trol over nonbank credit. Although extension of such credit, in
contrast to bank credit, does not increase the total amount of pur-
chasing power in the hands of the public (since the lender gives up
whatever funds the borrower receives), it can increase the extent to
which such purchasing power is actuly employed and can therefore
affect the total volume of. spending. this creates some problems for
the monetary authorities but not insuperable ones, since their credit
control measures are taken in the light of the economic situation at
anytime and the latter reflects all monetary and fiscal influences.

With the supply of bank credit held within limits but the demand
for it free to fluctuate in response to changes in business conditions
and public sentiment, variations in interest rates are bound to occur.
Monetary policy can be most effective if the public's spending and
savings are responsive to changes in interest rates and the availability
of credit, but the extent to which this is so in practice has been mu%
debated and is still uncertain. Probably, spending and savings are
fairly responsive if all other things remain unchanged, although even
this has been questioned. But when interest rates are changing other
important factors, such as public sentiment, may be changing too.
Consequently, the effect of monetary policy can be submerged by the
effects of other factors. For instance, a drop in interest rates at the
beginning of a business recession may not be able to halt the latter
if business sentiment is worsening so rapidly that businessmen become
less willing to borrow and spend, even at lower interest rates. It may
be said that, in general, monetary measures are likely to be less
effective during severe fluctuations in business activity, when other
factors are undergoing drastic changes, than they are during moderate
fluctuations.

Nevertheless, prompt and vigorous use of proper monetary measures
will have considerable effect even under unfavorable circumstances.
There are always some potential borrowers who are not quite decided
whether or not to borrow and who can be influenced favorably by
changes in interest rates or in the availability of credit. There are
normally other potential borrowers whose spending projects are post-
ponable within limits (for example, home buyers or business firms
planning capital improvements), who, because they take a long-run
view of economic trends, try to do their borrowing at low interest
rates. These spending units may not be moved to action immediately
by a change of interest rates, but are likely to curtail their borrowing
when interest rated rise much above the longer-run trend and to
resume borrowing when the rates drop much eow the longer-run
trend. While it may be impossible to say how large these two groups
are in any given situation, they are probably signfcant, if not neces-
sarily decisive. Failure to make use of monetary measures would
mean throwing away the potential contributions to economic stability
which changes in the spending of these groups are capable of making.The effectiveness of monetary policy at any time may depend on
the vigorousness with which it is employed, not only at that time,
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but also in preceding periods. An easing of credit restrictions will
stimulate pending more effectively if there exists a backlog of spend-
ing pr~jeoth which had previously been postponed because of credit
restrictions.

What has been said applies to general monetary measures-those
which affect the overall volume of credit, permitting the free forces
of the market to allocate this credit to particular industries and uses.
This type of monetary policy is more appropriate to a free enterprise
economy than specific measures which aim to govern the particular
uses to which credit is put, since it avoids the necessity for having an
elaborate mechanism of direct controls.

When the public's urge to invest and to consume is very strong,
as in an extreme boom, general credit restrictions can limit it some-
what but probably not enough to prevent some inflation. When the
fear of spending i very strong, credit ease can induce some persons
to spend more but probably not enough to maintain full employment.
(The latter of these two types of situation is generally the more
difficult, since credit cannot be forced upon unwilling borrowers but
generallyv it can be made more difficult to obtain by those who want
it if it is made scarce or costly enough.) However, the fact that
monetary policy may not be completely successful in the face of
major changes in business activity does not prove that it is com-
pletely unseccessful. To argue this as some critics have done, is
like arguing that antibiotics are a failure if they keep the patient
alive but do not immediately bring his temperature down to normal.
No one believes that monetary measures alone can completely prevent
all economic fluctuations. Their function is simply to restrain such
fluctuations as much as possible. .

Because monetary measures have only a limited influence in ex-
treme situations it is necessary that they be coordinated with the
proper fiscal and other economic measures. When monetary and

cal measures pull in the same direction they are complementary
rather than competing, and their effects are cumulative. There M
no justification, therefore, for placing complete reliance on either type
of policy, as has sometimes been advocated, and ignoring the other.
Proper use of monetary and fiscal measures also requires that the
relative emphasis between them and the precise nature of the actions
taken be carefully adapted to the particular circumstances of each
situation, since different measures will affect the various sectors of
the economy differently.

As respects the current recession, in an economy, such as that under
which we operate, fluctuations in general business conditions, in
production, and in employment are bound to occur. In the postwar
period we have been climbing rapidly to higher peaks, with only
slight pauses. In the present situation, if industry and Government
can accelerate already planned and necessary expenditures if con-
sumers can be encouraged to spend for their necessities and desire,
an increase in activity can be expected which would help correct the
present problem of deterioration of our economic climate. Since
economic forecasting is still quite imperfect it would be unfortunate
if we were pressed into action not closely related to the extent of the
present decline. Thus, if taxes are to be reduced, we should have
some understanding in advance of whether spending or savmig would
be increased and the degree of increase in each. Shilarly, the effects
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of a public works program should be known, at least approximately,
in advance of its approval. If it is not already fully developed in its
planning stages, would it be effective in the very near future, or not
until a time when it would compete with the normal and increasing
demands of private enterprise for labor and materials? Action that
is not readily reversible, and the full effects of which may be felt only
with considerable delay, may result only in additional inflationary
pressures in the succeeding upswing. This would further complicate
the problem of achieving sustainable economic growth. The very
real fear of policy actions being too little and too late should not be
allowed to obscure the problems that can be created by intervention
that is too much too soon.

On the basis of events to date, our economy is sufficiently strong,
in my view, so that needed corrections will probably develop without
excessive interference by Government. We should avoid policy
actions at this time that would introduce additional rigidities and delay
the adjustments in prices and use of resources necessary for a resump-
tion of overall high-level activity and growth. If, in seeking to check
recession, we attempt to offset completely the effects on particular
industries, areas, or occupations of changing consumer demands and
the introduction of new pi'oducts and methods, the result will be
stagnation, not growth. .Monetary and fiscal measures of an overall
and impersonal nature seem to be the best means that have yet
been devised for limiting general fluctuations in business activity
and p prices, because they involve the minimum of direct, detailed
interference with the free market forces of our economy.

Even monetary and fiscal measures combined may not be completely
effective in preventing economic fluctuations, because large portions
of the economy are fairly insensitive to their influence and because
of social and political difficulties in the way of implementing such
measures vigorously. Too much should not be expected of them,
lest disappointment breed rejection. However, used properly, both
monetary and fiscal measures can do much to contain economic
fluctuations within tolerable limits. Indeed, the mere knowledge
that they will be so used will do much to curb such fluctuations by
preventing the wide swings of public sentiment which are partly
responsible for them.

Yours very truly, H. N.MANGELS,PreideW.
0
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INVESTIGATION OF THE FINANCIAL CONDITION
OF THE UNITED STATES

PHLLPS PMOLLU Co.,

Hon. HARRy F. Bm, Bartleille, Oka., March 8,1958.

Chairman, Committee on Finance, United State Senate,
Senate Offie Building, Washington, D. 0.

DmR& SENATOR Byn): The attached are my replies to your letter of
February 17. I have answered the questions where I could and have
followed the suggestion in your letter in some cases of using the ques-
tions as a guide. I have also tried to answer part or all of the ques-
tions, which from my viewpoint seemed desirable or appropriate as
you had suggested. Some of0 the questions are too technical from a fin-
ancial standpoint for an industrial corporation to answer. In these
cases I have so indicated this position.

Sincerely yoursS K. S. ADAMs.
QUZ0NNAIM

1. Give a definition in your own words of deflation and inflation.
Inflation is the increase in general price levels from unsustainably

rapid economic growth, with unemployment at a minimum, wages ris-
ing more rapidly than productivity, and supplies and inventories
short. Deflation is the other side of he coin.

2. Explain how you believe the economy of the United States can
best avoid either inflation or deflation. If you think present laws
should be changed or new laws are required, then make specific sugges-
tions.

This question is almost too broad to be answered.
My reaction in brief is that the national economic goal should be to

promote sound growth with general stability of prices. Both inflation
and deflation interfere with economic growth, Nerefore, both should
be controlled if possible. This is purely a technical matter, but it
seems it can be done by use of the Federal Reserve powers over money
and credit supplemented by Treasury Department tax changes-both
powerful weapons against inflation and deaon. The great trouble
is reluctance to use these weapons versus inflation particularly on the
wage-price problem.

The solution of the wage-price problem is difficult to find. It is
either legislation or public education. I think it is one point where
your committee should devote a major share of its attention.

3. Comment generally on the monetary control policies of the Fed-
eral Reserve System as exercised within the following years: 1942 to
1957. (You may wish to divide the period into two parts, 1942-1950
prior to the accord, and 1951-47.)

This question does not seem to be an appropriate one for an indus-
trialist to answer. However, it is evident there has been less inflation

1U
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since 1953 when the Federal Reserve was once again able to use its
powers over money and credit. The Federal Reserve policies seem to
have been about as good as can be expected, at least since the accord
between the Federal Reserve Board and the Treasury Department.
The Federal Reserve Board should be allowed to have the same de-
gree of independence it now has.

4. Beginning in August 1956 there was an increase in Consumer
Price Index each month through September 1957, thereby causing a
decline in the value of the dollar. What factors contributed most to
this decline in the value of the dollar ?

The answer is not a simple one. There were many contributing fac-
tors including wage and labor and Federal budget police. Tight
money did not prevent the rise in prices because the circulation of
money increased. Prices probably would have risen more rapidly in
the aence of tight money.

5. What effect does the management of the current public debt have
u n the national credit structure and the economy of the United
S-aest

I do not feel qualified to comment on the technical problems of debt
management.

6.7) Discuss in their relationship to one another and according
to their judgment of their relative importance the following three
objectives of economic policy in the United States:

1. Price stability;
2. Stability of production, demand, and employment;
3. Economic growth in production, demand, and employment.

(b) With respect to these three objectives, discuss and appraise the
significance of what you consider to be the most important trends since
World War II-during the most recent two or three years-and es-
pecially during 1957.

This is another question that is almost too broad to answer.- It
would appear that our Nation would want to achieve all 3 of these
objectives, which I consider as really 2 since the second and third
overlap. We need growth for national and security and high living
standards. We need price stability as much as possible. Real growth
is not possible under inflation.

It seems in the 1956-57 period we achieved a rate of expansion
which was not sustainable indefinitely. Investment boom contributed
to a tight labor market and facilitated large wage increases. De-
velopments in recent months have illustrated the consequences of these
excesses and it appears that the Nation would have done better had
the recent boom been less vigorous. We must place the. objective of
avoiding inflation close to the to of our list of economic objectives.

7. Give your opinion of the effect on our economy of current Fed-
eral, State, and loca government spending.

8. Give your opinion of the effect on our economy of current Fed-
eral, State, and local taxation.

We can afford to pay the present level of Government expenditures
if it is agreed that such expenditures are necessary. Our present
taxes are barely sufficient to cover Government spending, yet Govern-
ment spending would probably rise so long as international tensions
persist. This points to a burdensome tax structure which needs to
be eased through intensified economies in the Government and a com-
plete overhauling of the tax system. Our tax system bear down un-
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fairly on incentives to save and invest, to work hard, and to exercise
initiative and enterprise. Our tax system needs to be simplified.

9. Will you distinguish between fiscal policy (embracing expendi.
tures, taxes, and debt) and monetary and crit policy, and then re-
late them, one to the other. Please discuss these policies, stating how
they may be used to restrain inflationary trends and otherwise aid in
preserving a stable economy.

I do not believe I am qualified to comment on such a specialized
subject.

10. (a Comment generally on the adequacy or inadeuacy of the
United States monetary system. (For the up of t s question
consider that the monetary system includes ban deposits and bank
credits.) Also please furnish your ideas for the correction of any in-
adequacies that you feel now exist in our monetary system.

(b) Comment briefly on the adequacy or inadequacy of the United
States fiscal system.

This question seems too sweeping and technical for any but finan-
cial companies to answer. To attempt even general comments would
involve more research work than is available to the average industrial
company.

11. (a) What is the explanation of the seeming paradox that at
times inflation and unemp oyment exist side by side in our economy.

(b) Shall we accept, as some have suggested, a gradual inflationary
trend as desirable (or necessary) to achieve and maintain full em-plo ment goals I

t is doubtful that inflation and rising unemployent can exist side

by side for long. Particular prices may increase during a recession-
for instance, beef prices may increase because of a reduction in sup-
ply. Moreover, the consumer price index tends to lag behind business
conditions.

Prices may not decline in future recessions as much as in the past,
because wage rates are likely to be maintained. A great many rigid
factors have been built into our economy which place continued up-
ward pressure on costs and prices despite greater unemployment, idle
industrial capacity, and ample supplies of raw materials. If prices
are to fall less in recession periods, efforts must be redoubled to keep
them from rising in boom periods.

Gradual inflation would not be a desirable objective for our econ-
omy.

12. To what extent and in what way do you believe that the growth
of private debt in recent years may have become a threat to the sta-
bility and vitality of the American economy.

A growing economy always incurs debt. So long as private debt
does not rise more rapidly than the ability to service it, debt makes
a constructive contribution to the general economic advance.

13. Considering the financial condition of the United States, at
what point, if any (in terms of unemployment, production, and con-
sumer demand) should the Federal Government move in major ways,
such as a tax cut and/or large increases in public works, to counter-
act a downturn in the economy.

As the answers to previous questions indicated we should avoid
both inflation and deflation. We should seek to facilitate the adjut-
ments underway in businem investment in new plant and equipment,
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and in inventories, exports and consumer durable goods. These ad-
justments take time.

I do not feel qualified to determine at what levels of production,
unemployment, or consumer buying the Government should resort
to fiscal policy in order to stimulate the economy. If the choice is be-
tween a tax reduction and a public-works program, my preference
would be the former.

The first step by the Government should be to ease credit aggres-
sively. The next step should be to cut taxes. Restoration of pro-
grams for accelerated depreciation would be especially desirable to
stimulate industrial investment.

14. How much of a factor in your opinion has deficit spending by
the Federal Government since the end of World War II been in con-
tributing to or p reducing inflation I

I think it is difficult to measure the inflationary impact of postwar
Treasury deficits. The initial inflationary surge after the war prob-
ably reflected less the Treasury's operations in those years than it did
the results of the huge deficit spending during World War II. Never-
theless, the Government cannot be wholly cleared of responsibility
for the inflation of the postwar era. A large Treasury budget and
high-tax rates are in themselves inflationary; they reduce the volume
of savings and force increased bank credit which in turn increases the
supply of money.

15. Can full employment goals be attained while maintaining a dol-
lar that has relative stable purchasing power?

In the answers to previous questions, it was pointed out that wide-
spread acceptance of the doctrine of chronic inflation would be an un-
stabilizing factor and would prevent attaining economic growth and
rising employment. I believe prospects for maintaining high em-
ployment are materially improved if inflationary pressures are curbed.

16. Are escalator provisions in wage or other contracts compatible
with achieving economic stability ?

Escalator provisions which provide for wage increases in excess
of the economy's productivity would add to inflationary pressures.
Monetary and fiscal policies are more important in this respect than
escalator clauses geared to productivity.

17. List and briefly discuss what you consider the causes of the pres-
ent recession, and what should be done to terminate it.

The direct causes of the current recession include a shift from ac-
cumulating to liquidating inventories, a decline in the business in-
vestment boom, and a lag in consumer spending, especially for auto-
mobiles. Underlying these is the sustained rise m prices.

Perhaps the most important long-term objective would be to reform
the income-tax structure. This would fight the recession, support our
long-term growth and encourage businessmen to produce and sell
goods at a rate that would raise our standard of living.

More favorable tax treatment of depreciation is another step the
Government can take to encourage the continuing necessity of mod-
ernizing our business plants.
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BANK OF AMERICA NATIONAL
TRusT & SAVIXOS ASSOCiATION,
San Franwico, Calif., April 1,1958.

Hon. H na F. BYRD,

Chairnurn, Committee on Finance,
United States Senate,

Wasaington, D. C.
DEAR SENATOR Bnm: In response to your letter of February 17, I

am enclosing comments on your very thought provoking questions
concerning United States economic poies. I trust that this response

will be helpful to the Senate Finance Committee in its important in-
quiry on the financial condition of the United States.

If I can be of further help to the committee, please do not hesitate
to call on me.

Sincerely yours,
S. C. Bmasu

COMMENTS ON QuF-sboNs PosED By SENATOR BmRD

1. Give a definition in your own words of deflation and inflation.
Deflation is a condition of general economic imbalance in which the

total money demand for goods and services is less than the value of
the available goods and services when these are valued at previously
prevailing prices. Deflation may also be defined as a condition in
which expectations of declining income, employment and prices cause
investors and consumers to spend less than would otherwise be the
case, thus reducing the level of demand upon which high levels of
income and employment and the previously existing cost-price struc-
ture rest. Deflation is usually accompanied in varying degrees by
declines in the prices of equities, stable commodities and some manu-
factured goods, reduced demand for bank loans, rising unemployment
and a growth of idle plant capacity.

Inflation is a condition of general economic imbalance in which
the total money demand for goods and services is greater than the
value of goods and services available when these goods and services
are value at reviously prvailing prices. Inflation may also be de-
fined as a conditi'm in which expectations for rising levels of money
income, employment and prices cause investors and consumers to.
spend more than would otherwise be the case, thus icreasing the
pressure on available resources and giving rise to higher prices and
costs. However, inflationary conditions may exist with little or no
increase in the level of prices if rationing and direct administrative
controls over prices are in use. Although inflation is often associated
with full employment of labor and 3ant capacity, it may exist in
the presence of substantial unemployment of labor and idle plant
capacity, largely because of rigidities in the structure of costs and
prices which prevent or retard downward adjustments required to
increase employment and plant utilization.
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2. Explain how you believe the economy of the United States can
best avoid either inflation or deflation. If you think present laws
should be changed or new laws are required, then make specificsuggestions.ni a democratic society, properly implemented monetary and fiscal

policies afford the greatest promise for the avoidance of inflation and
deflation. The basic structure of monetary and fiscal policies should
be so constructed and directed that total money demand is held within
a range consistent with full resource utilization and the most favor-
able growth of productive capacity without increases or decreases in
the general level of prices.

There is a need for a searching review of monetary and fiscal
policies to determine:

( 1) whether the basic framework of policy formulation-i. e., the
objectives of policy, the distribution and coordination of policymak-
ing authority, and the means of policy implementation-is conducive
to full utilization and the most favorable growth of productive ca-
pacity; and

(2) whether responsibility for policy formulation and implementa-
tion is clearly enough defined and sufficiently broad to facilitate ef-
fective control of money demand through monetary and fiscal policies.

Some specific areas in which exploration and reeialuation of present
laws may be needed are:

(1) the structure and level of rates of taxation of personal and
corporate incomes in relation to general economic well-being and
economic growth;

(2) the differential treatment of various types of business institu-
tions with respect to allowable reserves and allocation of surplus in
the calculation of net taxable income, with proper regard for socially
desirable ends;

(8) the Federal budgetary process, including departmental cash
disbursement policies and their relationship to monetary policy andeconomic stabiity;

(4) the control of Federal credit agencies and the coordination
of their activities with the policies of the monetary authorities;

(5) the need for uniform regulation, consistent with socially de-
sirable ends, of various types of business institutions competing in the
same markets;

(6) control by the Federal Reserve of the credit expansion poten-
tial of nonbank financial institutions.

There is particular need for simplification and downward revision
of the present structure of legal reserve requirements of members of
the Federal Reserve System. We favor the approach suggested by
the Economic Policy Commission of the American Bankers Associ-
ation.

3. Comment generally on the monetary control policies of the Fed-
eral Reserve System as exercised within the following years: 1942
to 1957.

The large expansion of the money supply and of the economy's
liquidity in general, which took place between the years 1942 and1946, gave rise to serious problems of monetary control in the postwar
decade. Much of the cost of the war was financed by Government
borrowing, with the result that the general public emerged from the
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period of wartime shortage of goods with large holdings of liquid
assets. This huge overhang of liquidity at the end of the war undoubt-
edly did much to ease the transition to a peacetime economy without
the recession which was widely held to be impending at the time.
Nevertheless, the ease and rapidity of the adjustment, the continued
existence of large liquid holdings for some time after the end of the
war, and, above all, the official support of the Government securities
market after the war, posed major problems for monetary policy.

Federal Reserve restraint of inflationary pressures between 1946
and 1951 would certainly have been more effective if the policy of
supporting Government securities at artifically high prices had not
been in effect. The experience of this period demonstrated quite
clearly that the stabilization of security prices is incompatible with
the basic meaning of monetary policy and is inconsistent with the
primary role of fostering real economic growth and stability and the
full utilization of resources.

Although Federal Reserve policy-implementation since 1951 has
not proved completely successful in restraining inflationary upsurges,
it has shown that a flexible monetary policy, even against considerable
odds, is a potent stabilization device. The large money supply and
high i quidity resulting from the period of war finance continued
to compicate the problem of monetary control in the 1951-57 period.
By increasing the velocity of circulation of money, the economy was
able to offset, at least in part, the restraining effects of monetary policy
exercised through the control of the quantity of money. In this proc-
ess, nonbank financial institutions played an important role. By
issuing what were regarded by the public as highly liquid obligations
as substitutes for money balances, these financial entities made it
possible for the public to economize its holdings of money balances
without suffering a serious reduction in liquidity. This permitted
the financial system as a whole to increase its loans and investments
at the same time that monetary policy was restricting the capacity
of the commercial banks to increase their loans and investments. A
more successful monetary policy in the period 1951-57 would prob-
ably have required some form of control over the operations of non-
bank financial institutions.

4. Beginning in August 1956 there was an increase in the Consumer
Price Index each month through September 1957, thereby causing a
decline in the value of the dollar. Wat factors contributed most to
this decline in the value of the dollar I

After July 1956 the total money demand for goods and services
exceeded the value of goods and services available, when valued at
previously prevailingpices. With productive capacity and employ-
ment already rather.fully utilized, increases in money outlays for con-
sumption and, particularly, for investment goods could not call forth
appreciably larger supplies. There resulted a compeitive bidding
tht raise prices directly as well as indirectly though (a) moving
inventories more rapidly (b) increasing order backlogs, and (c)
otherwise indicating to sellers the presence of a strong market. The
price rises extended to other resources, including labor, raising costs
of production. Increased prices could be, and were, finan by a
more active use of the money supply, and were not dependent upon in-
creases in the money stock.
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The expansion responsible for the 1956-1957 rise in the Consumer
Price Index was sparked by factors which included the following:

(1) tax revisions conducive to increased consumption and par-
ticularly, to investment outlays;

(2) liberalization of mortgage terms guaranteed by govern-
ment agencies;

(3) inadequate surpluses in connection with a rising level of
government expenditures;

(4) a significant increase of the economy's liquidity as a result
of an easy monetary policy that was aimed successfully at revers-
ing the economic downturn of early 1953.

Once underway, the expansion proceeded to an inflationary stage
largely because the financial system was able to expand its loans and
investments despite increasingly restrictive Federal Reserve control
over bank credit, and thereby to increase the volume of spending with
borrowed funds. To a considerable extent the monetary authorities
appear to have been hampered in their efforts to restrain this expan-
sion partly because a large part of the financial system is not directly
subject nor quickly responsive to Federal Reserve policies, and pertly
because coordination of fiscal and monetary policies was not carried
as far as circumstances required.

5. What effect does the management of the current public debt have
upon the national credit structure and the economy of the United
StatesI

Debt-management policy has effects upon the national credit struc-
ture and the economy of the United States in several respects.

(1) The distribution of maturities of U. S. Government securities
outstanding is an important element determining the liquidity of the
national credit structure. A shift from long-term financing to short-
term financing tends to increase the liquidity of the national credit
structure, while a shift from short-term to long-term financing tends
to decrease its liquidity. Other things equal, an increase in liquidity
is inflationary or antideflationary, while a decrease in liquidity is de-
flationary or anti-inflationary. In recent years, shifts in the composi-
tion of maturities may have had some tendency to be destabilizing,
because the average maturity of the Federal debt has been lengthened
in recessionary periods and shortened in expansionary periods.
Growth in the money supply and in the volume of savings, of course,
increases the ability of the economy to hold debt, thereby ameliorating
these particular destabilizing influences, while adding inflationary
and deflationary influences of their own.

(2) New financing and refinancing accomplished through sales of
Government securities to the commercial banking system increases, of
course, the total quantity of money in circulation. This tends to be in-
flationary or antideflationary unless the public's demand for money
balances, at prevailing levels of prices of goods and securities, is rising
correspondingly, as may well be the casein periods of recession.

Over the past decade this aspect of debt management policy has
probably worked in a stabilizing direction because a greater amount
of refinancing and new financing has been conducted through the com-
mercial banking system in times of recession than in times of economic
expansion. This has tended to offset the destabilizing effect of changes
in the average maturities of Government securities.
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(3) The magnitude and timing of refundings and new cash issues
affect the prices and yields of private as well as public issues. Large
Treasury operations and poor timing can disrupt financial markets, for
example, by glutting them with new Federal issues at times when
they are saturated with private issues. On the other hand, good tim-
ing and operations of the proper magnitude can help to stabilize finan-
cial markets. Since the tune is seldom, if ever, ideal for extending the
debt structure, long-term options should be offered frequently, with
due regard foo market conditions and the general public interest, so
that gradual lengthening, or at least offsets to debt shortening, con-
tinually take place.

(4) Coupon rates on Government secut ties are generally set in ac-
cordance with prevailing market rates and, to some extent, are re-
garded by the market as indicators of the trend of interest rates. The
effect of this process is to accelerate or dampen already existing move-
ments in the general level of interest rates, depending upon how much
the Treasury shades its coupon rates in one direction or the other.

Debt-management operations influence the liquidity of the national
credit structure, the quantity of money in circulation, the flow of funds
among the various financial markets, and the trend of interest rates.
Each of these factors, in turn, influences the level of spending epe-
cially the level of spending with borrowed funds. By thus affting
total money demand, debt-management operations aifect the general
level of prices and the rate of utilization and growth of productive
capacity.

6. (a Discuss in their relationship to one another and according to
your judgment of their relative importance, the following three objec-
tives of economic policy in the United States:

1. Price stability.
2. Stability of production, demand, and employment.
3. Economic growth in production, demand, and employment.

Only the first and third of these objectives (i. e., price stability-
in the sense of a more or less constant general price level, rather than
a smoothly rising one--and economic growth in production, demand,
and employment) should be long-term objectives of national economicpolicy. Complete stability of output-in the sense of a constant, abso-
lute level of production, demand, and employment--is not a relevant
economic objective in an economy with an increasing population and
a rapidly advancing technology. Nor would it be an admissible ob-
jective even in an economy with a constant population, for improve-
ment of the material welfare of a constant population requires growth
of productive capacity.

Even if stable production were taken to mean a smoothly rising
output at an unchanging rate, this would not constitute a feasible goal
of economic policy in a free economy. As economic growth tends to
come in waves, uninterrupted progress in the raising of material wel-
fare cannot be expected. However, inflation and deflation tend to ac-
centuate the unavoidabble fluctuations in the pace of economic growth,
and the resulting distortions in the structure of production probably
lower the rate of advance below what it would be in the absence of in-
flationary and deflationary periods. Avoidance of inflation and defla-
tion is, therefore, not only consistent with but actually essential to
orderly economic growth. The avoidance of inflation and deflation

171



FINANCIAL CONDITION OF THE UNITED STATES

implies reasonable stability in the growth level of prices. Conse-
9uently, price stability and economic growth are essential and concom-
itant obectives of national economic policy.

(b) With respect to these three objectives, discuss and appraise the
significance of what you consider to be the most important trends
since World War I--during the most recent 2 or 3 years-and espe-
cially 1957.

a general upward drift of the level of prices since the end of
World War II is a clear indication that the economy Jried to expand
at a greater rate than was possible with the available supplies of pro-
ductive resources. If inflationary pressures had been held in check
more effectively during this period, as might have been possible if
fiscal policies had been better coordinated with monetary policy, and if
the monetary authorities had been in a position to affect directly a
larger part fo the financial system, the result might very well have been
a more stable growth rate over this period and in the years ahead. The
material wel are of the economy might have been raised more by a
stable growth rate over these years than by alternating periods of high
and low growth rates. Especially, if monetary and fiscal policies
had been more effectively used in 1955 and 1956, the inflationary ex-
cesses of those years might have been mitigated and the reversal in 1957
made less abrupt.

Considering the underlying strength of demand in the postwar dec-
ade, more effective and better coordinated monetary and fiscal policies
could have probably contributed more to price stability without imped-
ing full utilization and orderly growth of productive capacity.

2. Give your opinion of the effect on our economy of current Federal,
State andlocal spending.

Federal, State, and local government spending has effects upon (1)
the level of total purchasing power in the economy (2) the composi-
tion of output in the economy, and (3) the rate of avance of material
welfare of the economy.

(1) Federal, State, and local spending raises the level of total pur-
chasing power i the economy because some part of this spending is
financed by taxing away and borrowing funds that would not otherwise
be spent so soon. Fluctuations in government spending, like fluctua-
tions in any major type of spending, tend to produce fluctuations in
the level of total spending in the economy, thereby affecting the general
level of prices and the rate of utilization and expansion of productive

governmentt spending alters the composition of output in the

economy because certain governmental goods and services would either
not be provided at all or not provided in the same quantity if the task
were left completely in private hands. Whether government spend-
ing increases or decreases the efficiency of allocation of resources de-
pends upon whether the goods and services provided by government
increase the welfare of the population more than would the uses to
which the resources would be put if these goods and services were not
provided by government.

(3) Since government spending affects both the level of total spend-
ing and the allocation of resources in the economy, it has significance
for the rate of growth of productive capacity and material welfare.
!It is obvious that greater progress could be made in expanding pro-
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ductive capacity for consumption goods if a smaller share of the Na-
tion's output could be devoted to military equipment, with adequate
transition to maintain total demand. Theoretically, there is a level
and composition of government spending that at any one time would
be most conducive to orderly growth in pi-oductive capacity and mate-
rial welfare although the precise definition of this theoretical magni-
tude is a difficult, if not impossible, task.

8. Give your opinion of the effect on our economy of current Fed-
eral, State, and local taxation.

Federal, State, and local taxation, like Federal, State, and local
government spending, affects (1) the level of total purchasing power
in the economy, (2) the composition of output, and (3) the rate of
advance of material welfare of the economy.

(1) Taxation tends to lower the level of total purchasing power in
the private sector by reducing the purchasing power of tax payers.
It probably does not reduce demand by the full amount of taxes,
however, because a part of the funds obtained through taxation come
out of funds that might not otherwise have been spent so soon.

(2) The composition of output is altered, because the relative com-
position of private spending in the presence of taxation is not the
same as it would be in the absence of taxation.

(3) Since taxation affects the level of total spending and the com-
position of output, it has significance for the rate of advance of pro-
ductive capacity and material welfare. Theoretically, there is some
structure and levei of taxation that would be most conducive to maxi-
mum, effective growth of productive capacity and material welfare,
but a precise definition of this theoretical magnitude, structure and
level is a difficult7 if not impossible, task.

9. Will you distinguish between fiscal policy (embracing expendi-
tures, taxes, and debt) and monetary and credit policy, and then relate
them. one to the other. Please discuss these policies stating how they
may.be used to restrain inflationary trends and otherwise aid in pre-
serving a stable economy.

Fiscal policy relates to the raising and disbursement of Government
revenues. Debt policy encompasses decisions concerning the flotation,
interest rates and maturity of public debt instruments. Because Gov-
ernment revenues may be raised by borrowing as well as by taxation,
fiscal policy, in a broader sense, may be said to encompass debt policy
as well. Monetary and credit policy concerns regulation of the cost,
availability and supply of credit and money generally. Fiscal mon-
etary, and debt-management policies all are broadly concerneA with
the financial aspects of national economic policy. The general eco-
nomic effects of decisions in these policy areas are discussed below.

FIMAL POLICY
1. Ewpenditurea

An increase in the level of Government expenditures tends to in.
cre- e total purchasing power in the economy. If this increase is
accmnpanied by an increase in the Government deficit or a decrease in
the Government surplus on current account, an additional stimulating
effect will be exerted upon total purchasing power. Any increase in
total purchasing power tends, of course, to increase output on prices,
or both. A decrease in Government expenditures, on the other hand,
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tends to decrease total purchasing power in the economy, and con-
sequently output or prices, or both. If a decrease in Government
expenditures is accompanied by a decrease in the government deficit
orby an increase in Government cash surp us, an additional depressive
effect will be exerted upon total purchaing power. A decrease in
total purchasing power tends, of course, to decrease output or prices,
or both. By varying the level of Governiaent expenditures and the
size of deficits and surpluses in such a way as to offset changes in
private spending, fiscal policy can exert a stabilizing effect upon the
general level of prices and upon the rate of utilization and growth of
productive capacity.
R. Taxation

An increase in taxes tends to decrease total purchasing power in the
economy; this increase may, of course, be accompanied by a rise in
Government spending and this may be of sufficient magnitude to offset
the depressive effect which increased taxation has on private spending.
A decrease in taxes tends to increase total purchasing power; this
decrease may be accompanied by a decline in Government spending,
and this could well be of sufficient magnitude to offset the stimulating
effect that decreased taxation has upon private spending. An in-
crease in taxes, in conjunction with an appropriate decline in the
Government deficit or an increase in the Government cash surplus
could be used to restrain or reduce private spending in such a way
as to contribute to stability in the general level of prices and the rate
of utilization and expansion of productive capacity. Conversely, a
decrease in taxes, in conjunction with an appropriate increase in the
Government deficit or a decrease in Government cash surplus could be
used to stimulate private spending in such a way as to contribute to
stability in the general level of pieces and the rate of utilization and
expansion of productive capacity.
3. Debt management

The debt-management phase of fiscal policy involves three types of
operations: Sale of new issues for cash, redemption of maturing issues
with cash, and refunding of maturing issues with new issues.

(a) Sale of new issua for cas.-Three types of purchasers of
Government securities can be distinguished: The Federal Reserve
banks, the commercial banks, and the public. Purchase of new Treas-
ury issues (indirectly) by the Federal Reserve banks is the most in-
flationary way of financing a Government deficit, for as the Treasury
spends the newly created funds thus acquired, the excess reserves of
commercial banks are increased, and of course the money supply as
well. Purchases of new Treasury issues by the commercial banks tends
also to be inflationary but less so than purchases by the Federal Re-
serve banks. While purchases by the commercial banks, like those
made by the Federal Reserve ban, tend to increase the quantity of
money in circulation, commercial bank purchases reduce the excess
reserves of commercial banks by a fraction of the transaction, thus
restricting their ability to contribute to further monetary expansion.
Purchases of new Treasury issues by the public are the least infla-
tionary means of financing a Government deficit.

(b) Relempton of maturing issues With oiAe.-Redemption of
Treasury issues held by the Feeral Reserve banks is the most defla-
tionary way of retiring debt-if these redemptions are made from
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Treasury balances in Federal Reserve banks, they are kept out of
immediate circulation, and if the payments are made from Treasu r
balances in commercial banks, they reduce the reserves of these insti-
tutions. Redemption of Treasury issues held by commercial banks
has the immediate effect of reducing the total volume of demand de-
posits if the payments are made from Treasury balances with com-
mercial banks, so that in the first instance it appears to be deflationary.
However, this reduction in the total volume of demand deposits in-
creases excess reserves, and the banks cun, therefore, increase their
demand deposits back to the former level by purchasing private debt.
By thus facilitating an increase in private spending, the redemption
of debt held by commercial banks may, although it need not neces-
sarily, tend to be inflationary. Redemption of such debt from Treas-
uy bal dances in Federal Reserve banks increases excess reserves even
more. Redemption of Treasury issues held by the public tends to be
inflationary, because it increases the liquidity of the public and ex-
pands the public's capacity to spend.

(c) Refunding of maturing usues ith new issu&.-The issuance
of long-term Treasury obligations in refundings reduces the liquidity
of holders of debt ,and thus tends to be deflationary. The issue of
short-term Treasury obligations in refundings does not decrease the
liquidity of debt holders appreciably and thus does not do much to
retard the decline in the average maturity of the debt associated with
the passage of time. Short-term issues are thus less deflationary than
long-term issues and less inflationary than cash redemption. How-
ever, any refunding of Treasury debt, whether into long-term or short-
term securities, tends to be inflationary or antideflationary if it is
associated with a shift of ownership to the commercial bank and an
increase in the quantity of money. Similarly, a refunding of either
short- or long-term Treasury obligations associated with a shift of
ownership from commercial banks, and a decrease in the quantity of
money, tends to be deflationary or anti-inflationary.

Fiscal policy can be implemented in a variety of ways to exert a
stabilizing effect upon economic activity. During a period of eco-
nomic expansion, the most restrictive fiscal policy would include the
following ingredients: (1) a decrease in the level of Government
expenditures, (2) an increase in taxes, p reducing a cash surplus, (3)
the impounding of this surplus in the Federal Reserve banks, or the
use of it to retire Treasury debt held by the Federal Reserve banks,
and (4) a shift in the composition of outstanding Treasury debt by
refunding maturing issues into long-term issues without the creation
of new money by the banking system. In a period of recession, the
ingredients of the most expansionary policy would be (1) an increase
in the level of Government expenditures, (2) a decrease in taxes,
producing a cash deficit, (8) the financing of this deficit by sale of
securities to the Federal Reserve banks or to the commercial banks
if additional reserves are supplied by the Federal Reserve authorities,
and (4) a shift in the composition of outstanding Treasury debt by
retiring maturing issues in cash and financing the retirement prefer-
ably by reducing cash holdings or, secondarily, by short-term issues
placed with the Federal Reserve.

25420-58--pt. 2---2
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MONETARY AND CREDIT POLICY

Monetary and credit policy affects the level of purchasing power
by influencing the quantity, cost, and availability of loanable funds.
This occurs [argely through the control of the reserve position of
member banks. By reducing the discount rate and legal reserve re-
quirements and by purchasing securities in the open market, the Fed-
eral Reserve authorities can strengthen the reserve position of member
banks, thus increasing their capacity to lend. By raising the discount
rate and legal reserve requirements and by selling securities in the
open market, the Federal Reserve authorities can diminish the reserve
position of member banks, thus reducing their capacity to lend.

A reduction in the capacity of member banks to lend tends to de-
crease the quantity of loanable funds available to borrowers. By in-
creasing interest rates and by reducing the availability of funds, mem-
ber banks allocate this reduced supply of funds among borrowers. To
the extent that a reduced supply of funds from the members banks is
associated with a reduced supply of funds from lenders in general,
the volume of spending with borrowed funds is decreased. A reduc-
tion in the volume of spending with borrowed funds tends to reduce
total purchasing power, and in a period of economic expansion this
would tend to stabilize the general level of prices and the rate of utili-
zation and growth of productive capacity.

The reserve positions of commercial banks can also be influenced by
the Treasury's policy with regard to the nature and location of the
balances it holds. A shifting of Treasury balances from cash or
Federal Reserve deposits to commercial bank accounts increases the
reserve position of commercial banks, while a shift in holdings from
Wenunerial to Federal Reserve banks or to cash reduces commercial
bank reserve positions.

Fiscal policy, through Government expenditures and taxes, operates
upon thelevel of purchasing power by increasing or decreasing Gov-
ernment and private spending directly. Monetary and credit policy
works less directly by attempting to regulate the volume of spending
with borrowed funds through changes in the quantity, availability, and
cost of loanable funds. 'Although the action of the monetary author-
ities is more indirect, there is good reason to believe that it is just as
powerful as fiscal policy. Monetary policy can be altered more quickly
than can fiscal policy. Therefore, monetary policy is capable of achiev-
ing a greater part of its potential power as a stablization device. This
conclusion seems reasonable notwithstanding the automatic stabilizing
effects of certain aspects of fiscal policy. The principal automatic
stabilizing effects are associated with the progressive nature of the
personal income tax and with unemployment compensation. Although
these aspects of fiscal policy have some stabilizing influence upon eco-
nomic activity, this influence is somewhat secondary to the effects of
other aspects of fiscal policy and to the effects of monetary and credit
policy.

10. (a) Comment generally on the adequacy or inadequacy of the
United States monetary system. (For the purpose of this question
consider that the monetary system includes bank deposits and bank
credits). Also please furnish your ideas for the correction of any
inadequacies that you feel now exist in our monetary system.
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The United States monetary system today is the result of over a
century and a half of evolutionary legislation. There is little doubt
that a wide range of reforms would be suggested by many idividuals,
groups, and organizations, if offered the opportunity of extensive
legislative change at this time. A meaningful evaluation of the ade-
quacy of the monetary system today can be made only if specific
criteria are posed.
1. Ha8 our monetary 8y8tem pivvided an efwcient paynenta mecha-

niam?
Since the passage of the Federal Reserve Act of 1913 and the various

reforms of the early 1930's, we have had a very efficient payments
mechanism.
f. Has our monetary system provided adequate credit facilities?

An alleged deficiency of credit facilities has frequently been used
as the rationale for the establishment of Government credit agencies
and for the subsidization and promotion of the development of private
lending institutions outside the banking system. To the extent that
such deficiencies have existed, one of the most important reasons can
be found in the restrictive influences under which the commercial
banking system operates. Despite this, the banking system has done
much to expand its operations to remedy alleged deficiencies in lending
facilities. A great deal more could have been achieved if public po-
licies had been directed more to strengthening and broadening the
monetary and banking system than in affording means of circumvent-
ing it. It should be recognized that the establishment of many Gov-
ernment credit agencies and the promotion of certain types of nonbank
financial institutions have proceeded from a desire to provide services
commercial banks were not permitted to render.
3. Ha8 our moetary 8sytem provided stability in the vaue of money?

It is obvious, of course, that our monetary system has not proven
adequate to assure stability in the value of the dollar. The reason
lies to some extent in a lack of coordination within the area of fiscal
policy and between monetary and fiscal policy. It also lies in the
nature of the financial structure and the problems it poses for the im-
plementation of monetary policy. Even with the good effort of recent
years, the monetary authorities have been unable to stabilize the value
of the dollar, because they do not have adequate control over financial
institutions outside the monetary system.

While nonbank financial institutions cannot create demand deposits
as can banks, such institutions can "create credit" in the sense of
transmitting loanable funds. This increased variety of financial serv-
ices, together with the accompanying growth of nonbank financial
institutions, hLs enabled a growth in income to be financed with
progressively smaller additions to the money supply. As a result,
traditional monetary controls, which are directly applicable-only to
banks, are being br-ought to bear on an increasingly narrow sector of
the financial structure.

Nonbank financial institutions are beyond the direct influence of
the monetary authorities because they are not subject to variable re-
serve requirements, nor are they. directly affected by Federal Reserve
open-market operations and rediscount policies, as are banks. Their
operations are affected only indirectly through the application of
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monetary controls to the commercial banks, which adiister the pay-
ments mechanism. Consequently, in periods of inflation when mone-
tary authorities are attempting to curtail competition for resources by
restricting the money supply, nonbank financial institutions become
vehicles by which the velocity of circulation is accelerated and by
which competition for resources is intensified. As a result, attempts
by the monetary authorities to compensate for such increases in deposit
velocity by further restricting commercial bank lending tend to en-
hance the competitive position of nonbank financial institutions with
respect to banks. Aside from the question of equity involved, this re-
duces the relative size of the base cU which monetary authorities ex-
ercise their powers in their attempt to control the inflationary effects
of the credit operations of the entire financial system.

Effective implementation of monetary policy in the interest of pro-
moting sound economic growth and well-being would be facilitate if
nonbank financial institutions were more responsive to policy imple-
mentation. Monetary policy cannot make its full contribution to
this goal if it is applied to only aportion of the financial structure.

(b) Comment briefly on the adequacy or inadequacy of the United
States fiscal system.

Our fiscal system, particularly the tax structure, does not lend it-
self well to compensatory fiscal policies, and is in need of a thorough
and careful review for the purpose of making it a more effective in-
strument of national economic policy. The fiscal system should facili-
tate to the greatest possible extent the fulfillment of the basic objec-
tive of economic poicy which should be the promotion of orderly
economic growth and the economic well-being of the public. To do
this it must be flexible, not only in the sense of adjusting to change
per se but adjusting in a manner which will be consistent with this
basic policy goal. Flexibility requires general acceptance of the idea
that the annual budget need not be in balance every year, and that the
size and movement in the public debt is not significant in itself but only
in relation to the state of the economy. Wit this flexibility must go
measures to assure that there will be appropriate budgetary surpluses.
during inflationary periods. Otherwise the deficits in periods of reces-
sion Nhich grow out of tax and expenditure policies will set the stage
for persistent inflation and a rate of growth in the public debt which
would not be consistent with the ultimate general policy objective of
sustainable economic growth without inflation. Fiscal policy is too
powerful a force in the economy to be ignored. It may be harnessed
and used effectively in the public interest.

Apart from the need for flexibility, the fiscal system should be re-
viewed for consistency, equity, and economic effect of tax rates and
the incidence of taxation. The budgetary process and particularly
the process of cash disbursements by Government departments should
be reviewed. The latter is especially important in connection with
economic policy because disbursement schedules may conflict with the
requirements of sound economic policy.

Some taxes lend themselves more readily to counter-cyclical use than
other types. Relatively more reliance should be placed on the type of
taxes most amenable to compensatory use. This entire area should be
thoroughly studied to make the taking mechanism a more effective
instrument of economic policy.
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11. (a) What is the explanation of the seeming paradox that at
times inflation and unemployment exist side by side in our economy I

The paradox referred to in this question undoubtedly relates to
the observation that unemployment and prices may sometimes be
observed to rise together, instead of alternatively, as in the usual
business cycle experience. A phenomenon of this nature is most likely
to be present as the economy tapers off from a boom. This situation
arises from the existence in our economy of rigid elements which do
not adjust rapidly and easily to changing conditions.

A further factor to note is that, with increasingly widespread un-
employment compensation benefits, income and demand do not fall
commensurately with a decline in employment, thus lending support
to market forces which are boosting prices even though employment
may have turned downward.

Should also be noted that forces which do not stem from business
.conditions influence the level of output and prices independently of
the level of employment. The influence of weather and other catas-
trophes on production of specific goods, for example those dependent
-on growing conditions or transportation, can result in price increases
regardless of the state of unemployment.

(6) Shall we accept, as some have suggested, a gradual inflationary
trend as desirable (or necessary) to achieve and maintain full em-
ployment goals?

We need not accept a gradual inflationary trend as desirable or
iiecessary to achieve and maintain "full employment"-by which we
mean the employment at a high level of the employable labor force not
in transition between definite job commitments. Theoretically, a sta-
ble price level is consistent with full employment in this sense and in
fact, there have been periods in our history during which reasonably
full levels of employment were maintained with reasonably stable
prices.

Inflation cannot be scheduled and programed at a certain rate. It is
progressive and cumulative. To open the door only slightly to in-
flation as a matter of conscious policy is to risk having it flung open
violently. To assume that a fundamental distortion in the price level
is necessary to achieve full employment is to assume that every other
alternative has been exhausted and that we are helpless to achieve
this end without such a step. This is simply not true. Neither our
monetary machinery nor our fiscal system is fully adequate to cope
with this problem and both should be thoroughly overhauled as a
first step in removing excessive fluctuations from the full-employment
growth of our economy.

Attention also needs to be given to other aspects of this problem.
Even if the general price level were to be held reasonably stable by
monetary and fiscal policies the rate of utilization of productive
capacity may be reduced below the full employment level by in-
flexibility in price and wage policies. Greater flexibility in this area
of the economy would contribute to the maintenance of both price
stability and full employment. A rising price level is the price we
pay for rigidities in our economic structure; it is not the price that
we need pay for full employment.

12. To what extent and in what way do you believe that the growth
of private debt in recent years may have become a threat to the
stability and vitality of the American economy I
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In our private-enterprise economy, growth of private debt is essen-
tial to economic progress, for it is the principal means by which saving
is converted into investment in productive facilities and in other
forms of real capital goods. A rate of growth of private debt which
is faster than growth in the capacity of the economy to save and create
productive facilities-unless public debt is correspondingly reduced-
is not only a threat to the stability of the economy but may actually
precipitate economic instability. The inflationary periods since the
end of the war have been associated with an excessive rate of expan-
sion of private debt. Once excessive debt has been created, it becomes,
a burden to the economy which increases in weight in the presence
of an economic downturn.

13. Considering the financial condition of the United States, at
what point, if any, in terms of unemployment, production, and con-
sumer demand, should the Federal Government move in major ways,
such as a tax cut and/or large increases in public works, to counteract
a downturn in the economy ?

It is impossible to prescribe a specific point in terms of unemploy-
ment, production and consumer demand at which the Federal
Government should undertake major countercyclical measures.
Economic policy must be based on analysis of many nonstatistical as
well as statistical indicators. With respect to statistical indicators,
not only their level at any given time, but their direction and rate
of change must be taken into consideration. Among the most im-
portant indicators whose level, direction, and rate of change reveal
what is happening to the economy are indexes of unemployment,
industrial piluction, wholesale prices, consumer prices, personaldisposable income, inventory changes, investment in plant and equp-
ment, and housing starts. These indicators, however, act in different
ways and rarely all move in the same direction let alone at the same
pace. Consequently their interpretation must depend on skillful
analysis and sound judgment. There are no mechanical or universal
formulas which can provide an automatic signal for the timing, nature,
or magnitude of economic intervention by the Government.

14. How much of a factor m your opinion has deficit spending by
the Federal Government.since the end of World War II been in con-
tributing to or producing inflation?

Deficit spending by the Federal Government since the end of World
War II was not a significant contributor to inflationary pressures
except as it was associated with wartime expenditures in 1952 and
1953.

Increases in total Government expenditures, rather than Govern-
ment deficits have been the more important inflationary force in the
econom y.

15. Can full employment goals be attained while maintaining a
dollar that has relative stable purchasing power?

Yes, full employment goals can be attained while maintaining a
stable value for the dollar, if monetary and fiscal policies are prop-
erly implemented and if pricing of goods and services can be made
more flexible.

16. Are escalator provisions in wage or other contracts compatible
with achieving economic stability ?

Escalator provisions tend to reinforce and magnify, rather than
dampen, inflationary and deflationary pressures on prices. When the
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price level is rising, such provisions increase inflationary pressures
by increasing wages and costs. When prices are falling, downward
adjustments in wages tend to accentuate the price decline, primarily
through the lowering of money income. Not only are the prevailing
price movements accentuated in those escalated industries already in
the vanguard of inflation or deflation, but escalation may also cause
wage rates to rise in inflation or fall in deflation in industries whose
prices were stable or were moving in the opposite direction from that
of the general price level.

The effects of two-way wage escalation on employment are less clear.
Basically, the problem consists of the relative influence on employment
of the effects of variable consumer purchasing power on the one hand,
and variable labor costs on the other. In inflation, with full employ-
ment, higher wage costs do not restrain demand for labor as they would
if prices could not be increased to cover rising costs. During deflation,
the demand for labor may not rise appreciably in response to a slight
decline in wages if, as is likely to be the case, prices and profits are
declining more rapidly. In fact, under these conditions employment
might well decline, with a consequent reduction of income and demand
in general.

A stabilizing device should operate to restrain excess demand for
labor and goods in periods of inflation and to increase it in times of
recession. On balance, escalator contracts do neither and therefore are
not a stabilizing influence either for employment or for prices.

17. List briefly and discuss what you consider the causes of the
present recession, and what should be done to terminate it.

The more immediate causes of the present recession are: (1) creation
of excess capacity in the economic upswing of 1955-57; (2) cutbacks
in Government defense orders in 1957; and (3) reduction of purchas-
ing power of consumers through price increases in 1956 and 1957.

These developments coincided with a somewhat longer-term. decline
in housing construction and in amculture. Earlier surging demand
for houses, automobiles, and all-kinds of appliances could not be in-
definitely sustained at their peak levels. The subsequent decline in
demand for these goods reflects in some measure a temporary satis-
faction of pent-up demand at prevailing price and income levels, and
a need to digest the debt created to finance peak sales.

Inventory liquidation has added to the economic decline since the
fourth quarter of last year.

Finally, although the current recession does not appear to have been
caused by economic developments abroad, it does not seem to have
been ameliorated by them either, as was the case in the 1953-54 reces-
sion when the business buoyance and economic strength of other coun-
tries helped turn the tide here.

Appropriate action to terminate the present recession might include:
1. An expansion of those vitally necessary governmental expendi-

tures which have been delayed somewhat or restricted during the
previous period of rapid expansion. These include such projects as
defense expenditures, road construction, needed public facilities, water

development, etc.
2. Some excise taxes should be reduced or eliminated. Particular

attention should be given to those categories of products where such
action could be expected to lead to an expansion of demand.
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3. Temporary liberalization of unemployment compensation with
respect to the length of time for which unemployment payments can
bemiade.

4. Further reduction in the reserve requirements of member banks
to assure ample availability of loanable fu.nd.

5. A reduction in personal income taxes when and if an adequate
and thorough apraisal of the situation demonstrates that such action
would be apropriae

A sizable cut in personal income taxes would help to absorb the
substantial excess capacity which is one of the drags on our economy at
the present time. On the other hand, a premature cut in income taxes
would serve to aggravate the actual and potential inflationary pres-
sures which are still evident in some parts of the economy. Moreover,
tax reductions, by their nature, are an inflexible instrument, and pre-
mature or excessive reductions cannot readily be reversed. Accord.-
ingly, a decision to cut taxes should not be made precipitately, but
only when the need has been demonstrated.

Once need is evident, a cut should be made promptly and, if neces-
sar, should be partially retroactive. The size of the r6duction should
be large enough to be really effective in stimulating consumer spendn..

In order to make tax policy a more effective weapon m deaing with
future recessions and iflations, it may be desirable to study the pos-
sibility of delegating to the President or Secretary of the Treasury
(possibly with the concurrence of the appropriate committee of the
Congress), the authority to reduce or raise personal and corporate
income taxes when in hi, or their judgment this seems desirable. Such
delegation should include the provision that any tax rate change may
not exceed some specified percentage nor be m effect beyond some
specified period of time. In this way the Congress would retain ulti-
mate control over the taxing power but greater flexibility in the use
of this power would be achieved. The adoption of this procedure
would involve some rather basic changes in the environment in which
tax policy presently operates. For this reason the question of tax
reduction to combat the current situation should be considered inde-
pendently of the longer-run question of whether the suggested pro-
cedure would be desirable.
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CHRYSUR CoRP.,
Detroit, Mich., May 5, 1958.

Hon. HARRY F. ByRD,
United States Senate,

Washington, D. 0.
DEAR SENATOR BYRD: We have given considerable thought to the

questionnaire dealing with broad aspects of American fiscal policy,
and are attaching some comments which we hope will be useful to
your committee.

We would like to emphasize one of our comments dealing with a spe-
cific tax isue. Perhaps the most effective single stimulus the Govern-
ment could contribute toward a rapid and vigorous recovery from the
present depressed conditions in the automobile industry would be the
removal or drastic reduction of the discriminatory excise tax on auto-
motive products. Prompt action on this subject by the Government
with retroactive provisions to cover current purchases, holds out the
greatest promise of stimulating retail automotive sales.

Presently many prospective customers are delaying ,purchase of
new automobiles because of the uncertainty over the excise-tax issue.
Favorable action on the excise tax could bring them into the market
quickly. In addition, many other customers would be attracted by
the tax savings and decide to buy a new car now.

We appreciate this opportunity to submit our thoughts to you.
S iicerely, L .C u nL. L. Couwz.

MiMORANDUM

In the course of the Senate Finance Committee's inquiry entitled
"Investigation of the Financial Condition of the United States," Sena-
tor Byrd, chairman, has submitted a list of topics to business leaders
and others, for their comment. This memorandum discusses specifi-
cally item No. 6 of this list.

6. (a) Discuss in their relationship to one another and according.
to your judgment of their relative importance, the following three ob-
jectives of economic policy in the United States:

1. Price stability.
2. Stability of production, demand, and employment.
3. Economic growth in production, demand, and employment.

INTRODUcTON: OLD RELATIONSHIP BUT NEW RELATIVE IMPORTANCE

Economic growth is achieved when there are more jobs, more goods,
more services, and more dollars of real income for more people. Dis-
tinct from growth is stability, which might be thought of as the tend-
ency of the economy to remain in a specified relative position, for ex-
ample, at full employment. Stability fundamentally means the avoid-
ance in the economy of major economic disturbances and fluctuations
in demand, prices, and employment at the same time the economy is
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experiencing growth. Stable economic growth can be achieved if the
economy possesses flexibility. The economic decisions which permit
and even stimulate growth are made by the business firm, and it is

here fundamentally that flexibility must be maintained. Flexibility

means that employment, production, incomes, and prices adapt rela-

tively quickly. to competition, to invention, and to innovation. In our

economy, most of this adaptation occurs in the market place through

the combined influence of demand, supply, and prices
When all three exist--flexibility, stability, and growth-then there

is adaptation to change in such a fashion as to be compatbe
full employment, higlr-production, and stable dollars, as well as with

more jbbs, more goos e1 and more purchasing power.
It is unlikely that in the next few years new and hitherto unsus-

pected economic relationships will be discovered between stability and

growth, or stability and flexibility, or among the various sectors where
stability is a concern-prices, production, demand, and employment.
But it is likely that there will be changes in the relative importance
businessmen, political leaders, economists, and other interested per-

sons will devote to prices, production, demand, and employment.
These changes will call for new criteria to evaluate economic goals

and to appraise the contributions of monetary and fiscal policies to
achieving them.

TER HAVE MEEN CHANGES IN TE CONDMONS AF 'CTMO STABUIL

The trend of postwar eerience suggests that consumers' markets
are in a transition period. When the war ended there was no problem
in persuading people to buy for people had plenty of cash, high and

secure incomes, and stocks oi wornout goods. A lot of wornout stocks
had been replaced by the early 1950's. In automobiles, for example,
the seller's market became a buyer's market during 1958. Today it

is difficult to think of a consumer's item that is not in a buyer's
market.

Since the early fifties various market forces have helped to sustain
expanded markets. For example, on tha side of demand there has

been the continuation of high marriage rates high birth rates, and
rising real incomes while on the side of supply there have been new
and improved products to attract customers. Also acting asan ex-

pansioaary force have been alterations in the terms of sale. Houses
are an example of how this latter influence has increased in im-
portance. In the past several years changes in the downpayment, the

length of terms, income requirements for potential buyers, and so

forth, have all helped sustain the market. In general this is true for

most products. The result has been more widespread ownership and
a lower average age for consumers' stocks of goods.

However, there is a limit to the process of assisting markets by

merely changing the conditions of sale. A product cannot be sold

for less than nothing down, for example, or can credit soundly be

extended beyond some fraction of the useful life of the product.
As more and more products approach this limit, then other ways

must be found to maintain vitality of demand in the huge markets
of our economy. One possibility is to devote more time and money
to research and to the development of new products, new processes of
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production, and more modem techniques of marketing. Hence in-
vestment increases in importance.

CHANCES IN E00NOMIO ONTROLS

Obviously, it is usually more difficult to maintain or increase salesby creating new products or new processes than by satisfying back-
logs ofd demand or by stimulating demand through changes in the
terms of sale. This is why we may expect to face domestic economicproblems of the next several years in achieving vigorous yet stabledemand, production and employment, as well as stable prices. Whilethere may be no less concern with. stability of rices, other problemswill appear which may well take on subsntily greater importance
than at presen In such an event monetary and fiscal policies will
begiven broader goals than they have had.

For example, it may ourm in the postwar periodhas notbeen adequ copewi atio iressures,n that it
has tended to inf ce the decisions of consume usinesS, and laborin ways not co ucivbothtogro and stability. Ourtax systemshould be d signed to foster per aneconoy where the
markets uyers) mar e portan of high levelsof c r deman th n verbal s fo fulview of ce tax mctue Ie a nation d -marketsti Fo can be uful in a
deman inflation economy co pti n thin the its of
produce ve capacity, lower e a ed heh phsishifts stimul co ti p iveca acity not beidle.

TMN XXPORTA CEO AND MUL N

A t study De t mm indica that therate of wth of many market slowing impi a slack-
enin i0 1 slack-

ening i e demand for tio I ucti
stdy the apartment Comme ucts n the basisof rapidl te dec rd
In genera , m products expert h growth in eheperiod
1940-51. Since 51 there has been a efinite slo down in out-
put expansion of y fast-growing produce In e moderately
growing industries p on of about o f of the products grew
less rapidly in the middle fi during the pr years. Inthe declining industries the rates of decline have become somewhat

reater since !051.. These changing growth rates point to the areas of,difficulty likely to le met in achieving stable production and employ-
ment at high levels over the next few years. This consideration mturn underscores the crucial role investment, product innovation;
marketing, and distribution must play if mass production for buyers.
markets is to continue to be stable at l4rge volumes. .

It is undoubtedly more difficult to sustain growth in markets than
to control prices, for price is only one aspect of a sale, not the saleitself. Sustaining market growth in our economy is also more im-
poant, from the point of view of employment, for men may be em-
ployed whether an inflation-control program works or not, but they
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cannot continue to be employed if markets fail to expand, or if the
labor force is growing faster than the demand for goods.

PRODUCTIVITY

A shift in the relative difficulty of achieving price stability and
stability of production places the issue of improvement in produc-
tivity in a somewhat different light. Over the past few years we have
become accustomed to thinking of these improvements as a safeguard
against inflation since they tend to offset some of the excesses of de-
mand over supply. Now there is developing increasing concern over
productivity as an offset to costs. This concern is bound to grow.

As productive capacity expands in the years ahead and as buyers'
markets become increasingly competitive high costs will be less
tolerable than ever. To a greater extent than ever before companies
are going to have to find offsets to increases in costs, as well as find
ways to reduce costs, if they are going to stay in business.

Obstacles to increased productivity must be removed in the inter-
ests of high-level stability in demand, production, and employment.
More constructively, improvements in productivity must be fostered.
Greater productivity is the result of investment in technological ad-
vances, increased mechanization, more efficient use of materials, and
improved distribution methods, as well as of a more skilled labor force
and an increased recognition by labor that management and labor
have interests in common. Clearly, it is important to stimulate busi-
ness incentives to invest, invent, atnd to innovate. Full consideration
ought to be given to strengthening the individual entrepreneur's con-
fidence in the prospects for private business.

CONCLUSION: ECONOMIC POLICY IS FOR THE FUTURE

We are entering the third stage of postwar economic history. In
the first stage pent-up demand was satisfied. In the second stage
total demand was sustained partly by changing the conditions of sale.
In the third stage new stimuli must be found or old stimuli cultivated
more intensively to maintain growth in consumption and reduce
costs.

Relatively lower costs of production, and greater efficiency in mar-
keting must constitute a large share of manufacturers'skills over the
next few years. This involves greater productivity through invest-
ment, invention, and innovation, and greater trade volume through
improved marketing methods, within the framework of a tax system
which strongly encourages individual initiative.

It would be a mistake to try and adjust our economic polices merely
in the light of any real or imagined failings of the last few years.
The economic policies appropriate to guide an economy such as ours
must preserve freedom, increase economic opportunity, and reward in-
dividual initiative. They must reflect major economic facts antici-
pated for the years ahead, as well as significant past events.

Developments in the relative difficulty of realizing price stability
and stability of production mean increasing challenge to legislators,
administrators, and businessmen. The tasks ahead may well be more
complex than in the past, but we know that the rewards of a stable
and growing free economy make the. effort eminently worthwhile.
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GENERAL ELECTC Co.,
New York, N. Y., May 2, 1958.Hon. H-ImW F. Bra,

Chairman, Committee on Finance,
United States Senate,

Washington, D. C.
D&A. SENATOR BYra: In accordance with my telegram to you yester-day I am attaching herewith a statement on, "The Financial Conditionof the United States." This is in reply to your letter of February 17

and the questionnaire.
I regret that I have not been able to complete this statement at anearlier date. The delay is due, in part, to securing the collectivethinking of the senior officers of General Electric Co. as well as the

company's economists and financial advisors.
You will note that for the ready reference of yourself and your staff

my statement has been classified as follows:
Introduction.
Objectives of a sound economic policy.
The structure of built-in inflationary pressures.
Wage inflation-the root of the trouble.
Fiscal policy.
Monetary policy.
"Creeping inflation" would mean runaway ruin.Knowing your interest in contributions and sound leadership, asChairman of the Senate Committee on Finance, I consider it a privi-lege to submit to you, and through you to members of your committee,

my personal philosophy on these vital issues.
With kindest personal regards.

Sincerely,
R i~ CoRDINR

STAwTxMNT oF RALPH J. Com)INER, CHAIRMAN OF THE BOARD, GFXEAL

EuwmcCo., ON THE FnAzcuL CowNmoN oF THE UmNItE STATES

INTRODUCTION

The financial condition of the United States is a matter of continu-ing concern for business managers because of its dominating influenceon the economic environment in which business organizations operate.
Changes in national economic policy directly affect business operationsand the changing abilities of individual businesses to live up to theirfull usefulness to the public profoundly affect the development of the
economy as a whole.

It is therefore part of the responsibility of a business manager todevelop and maintain an informed viewpoint concerning the necessaryand desirable objectives of national economic policy and the means bywhich these objectives can most appropriately be pursued. It is hisfurther responsibility to make this viewpoint widely known to the
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public and the public's representatives in Government for their guid-
ance in maintaining and strengthening the kind of economic environ-
ment in which business can most successfully serve the general good.

In the following comments the objectives of a sound economic policy
and the available means for pursuing them are defined with reference
to the 17 questions raised by the Senate Finance Committee in its in-

eirtentitled "Investigation of the Financial Condition of the United

OBTWETIVF OF A sOUWD ECONOMIC POUCY

The basic problem raised in this inquiry is that of achieving an
appropriate balance between the objectives of economic growth and
stability. Both are inherently desirable and neither can be achieved
without the other, but either objective may interfere with the other if
carried to excess. Only through an appropriate balance of economic
growth and stability can the Nation achieve the optimum levels of
employment and optimum utilization of all economic resources which
are the proper aim of economic policy.

The starting point for consideration of these objectives is the need
for economic growth. The population of the United States is steadily
increasing and the American people legitimately insist upon ever-ris-
ing levels of living. The result is a consistent increase in the de-
mand for goods and services, which calls for a corresponding growth
in the volume of production. A harmonious relationship between the
.growth of demand and the increase in production and employment
can only be achieved if there is realistic understanding of how o,'r
competitive economy functions-and thus how wise economic de-
cisions can be made-on the part of consumers, workers, savers, and
their representatives in Government, unions, and other organizations.

A satisfactorily growing volume of production connotes a continu-
ing increase in the number of men and women able and willing to do
the work; in the number, size, and efficiency of the Nation's produc-
tive facilities; and in the amount of capital funds invested in produc-
tive enterprises. A rate of production increase sufficient to insure ris-
ing levels of living also requires continual technological innovations
and improvements in the art of business management.

These are variable factors with constantly shifting relationships.
No economist or statistician, by observing the activities of all the men
and women in the United States. could determine the exact relation-
ship existing at any given time between these factors, nor the exact
relationship which would be required to produce the ideal balance
of economic growth and stability.

Nor are these factors subject to arbitrary control, since they vary
according to the individual decisions of millions of citizens, decisions
which must in many instances be made long before their effects on the
economy can be known. .

In 9 free society, each individual decides for himself where to live
and wm'at kind o employment to seek, what to buy and what not to
buy, how much of his money to spend and how much to save, how
much of his needs to meet from current income and how much by
borrowing. Each employer and each employee is more or less suc-
cessful in his work according to the skill, care, and effort he puts into
his *ob, the wisdom of his -decisions, and the ability with which he
conducts his relationships with others. The innovations which result
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from research and development work, whether in the technology ofproduction or the art of business management, cannot be predicted
in advance. No scientist can foretell exactly when his work will bear
friut or what its effects on the economy will be.

Therefore in a free and dynamic economy, no mechanical system
for controlling or stabilizing the rate of economic growth can hopeto succeed. Continual adjustments of prices, production, demand,and employment must take place in individual sectors of the economy
through the interaction of these millions of decisions made by individ-
ual citizens in the course of their daily lives.

New products will displace old ones; changes in consumer needsand wants will promote the growth of some industries and cause the
decline of others; growing businesses will draw customers, employeesand capital away' .m obsolescent enterprises. In the long run, oursuess in maintaining economic growth and stability will be largelyinfluenced by the wisdom and sense of responsibility with which these
economic decisions are made and the resulting adjustments are carried
out by the individuals concerned.

As long as these adjustments are in approximate balance, with someprices falling as others are rising, and new employment opportunities
opening up as others disappear, the overall stability of the economy is
not appreciably disturbed.

However, this ideal balance has rarely, if ever, been achieved, nor is
perfection ever likely to be attained. The upward and downwardtrends in different sectors of the economy, in prices, wages, interestrates, employment, productivity, and profits, are not always in balance.
Under certain circumstances their effects tend to be cumulative ratherthan corrective, leading to inflation when the general movement is uward, and deflation accompanied by recision or depression when the
movement is downward.

The aim of policy therefore should be to discern as promptly andaccurately as possible which trends are acting correctively at any giventime, and operating in the direction of growth and stability; and
which trends are working in the opposite direction. Sound correctivetrends should at all times be encouraged by economic policy, and theopposite trends discouraged. Timely use of preventive measures offersthe best hope of avoiding the violent upward and downward swings of
the economy which require emergency measures by the government
of a more massive and therefore more dangerous character.

Our basic problem is that we are, fortunately, a very well-to-do
country. Citizens at every level do most of their buying to satisfyextra desires well beyond any actual needs for survival or subsistence.
In such a situation, ahy conclusions we draw from purely mathemati-cal evidence must be modified by consideration of emotional factors
such as the attractiveness of products and the confidence in the future
that influences people's decisions to buy. Most purchases can be put
off and many need not be made at all.

there are, in our judgment, two basic obstacles to success in temper.ing the upward and downward swings of the economy. First is thedifficulty of discerning far enough ahead and with sufficient accuracy
the changes in direction of the economic trends we have mentioned.
This is largely a question of further progress in the sciences of mar-ket research and of economic research, analysis -,.td psychology. We
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can confidently expec, additional unde ding of these subjects to
be achieved in time with the continued application of effort and in-

The second basic obstacle to sucem is the widespisad popular mis-
understanding of the nature and effects of inflation, and the misgided
notion that measures which result in inflation provide a simple cure
for unemployment and other economic ills. This beguiling error leads
to continual political pressures upon the government to exert its eco-
nomic influence in the direction of inflation rather than stability and
sound growth. This same misunde ding, and the long-range in-
fliationary tre; d which flows from it a also the continuing source of
other errors of economic and political judgment on the part of millions
of the decisionmakers who detrmine the course of the economy.

TUB 8TRUCTURE Of BUILT-hN INLATIONARY PRESSURE

No single influence on the economy of the United States has a more
unstabilizing effect nor is more inimical to orderly growth than the
structure ofbuilt-in inflationary pressures which have been tolerated
and in some respects created andi encouraged by government policy.
By inflation, we refer to a condition of generally rising prices, char-
acterized by an excessive level of effective demand for the available
supply of goods and services. Such a condition has existed in the
national economy in most years since the end of World War II, and
has acted as a major contributing cause of the current recession.

During these years of inflation, the levels of production, employ-
ment and demand were high and generally rising. Individuals, bus-
inesses, and the Federal, State and local governments were using a
swollen supply of depreciated dollars to bid against each other for the
limited supply of economic resources. The inevitable effect was the
upward pressure on prices we have seen.

Under such conditions, the volume of money which individuals,
businesses, and governments saved out of their incomes by curtailing
expenditures could not be as great as the volume required for invest-
ment in the expansion and improvement of productive facilities and
the establishment of new productive enterprises. The shortage of sav-
ings was made up by the expansion of credit, which had the effect of
adding further to the Nation's money supply.

The generally optimistic attitude engendered by the continuing
increase in effective demand encouraged producers to expand their
capacity as long as it appeared that economic growth would continue
uninterrupted, and profit incentives would therefore justify the in-
vestment.

Underlying this optimism, however, was an awareness that an in-
flationary spital could not go on forever, and that the longer it lasted
the more damaging it would be. Once such a spiral is set in motion,
it tends to feed-on itself. The expectation of further rises in the price
level and corresponding declines in the purchasing power of the
dollar encourages people to buy even further ahead of their needs or
usual desires, and to spend more of their income and save lees of it.
The gap between the supply of savings and the demand for invest-
inent funds becomes greater, leading to further expansion of credit.
Consumers with rising incomes tend to buy goods before they need
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them or would normally want them, while those with fixed incomes
tend to buy fewer goods because of the rise in prices. Business areencouraged to anticipate growth requirements, a-ad to engage in
long-cycle construction and expansion programs to build up tltr in-
ventories too far ahead of needs.

Early last year the rise in interest rates, resulting from the growing
excess of demand for investment funds over the supply of savings,
serves as a warning to the economy that the inflationary spiral was
gaining dangerous momentum. Consumer resistance to rising prices
had already begun to appear in some sectors, notably housing and

consumer durable goods.
Business responded by cutting back some of its expansion plans, as

it began to appear that the rate of growth would be slowed, halted or
temporarily reversed. The effect was promptly felt in the capital

Xoods industry, which was obliged to cut hack Iroduction. Liquida-
tion of inventories became general leading to wider temporary cut-
backs in production. The outlook of businessmen and consumers
shifted from excessive optimism to caution and uneasiness, leading to
further postponements of expenditures and a further decrease in
overall demand.

What were the inflationary pressures that had created this situa-
tioni Psychology was one of them-a general tendency to err on the
optimistic side in economic judgments. Government'fiscal policies
had something to do with it--based on our tmiwillingness as a nation
to recognize that money spent by the government is not the govern-
ment's money but the people's money, and cannot he spent by both
the government and the people at the same time without losing its
value. Federal monetary policies had something to with it, for the
measures taken to restrain credit did not prevent the level of expendi-
tures from expanding more rapidly than the voiwne of goods and
services available for purchase.

WAGS INMATIOi--TBn ooT OF THIS TROUBLE

The greatest of the inflationary pressures, however, is the wage-
price spiral which has been characteristic of the years since World
War II, and is still going on. The driving force behind this spiral
is the monopoly power of unions, which has been created in large
measure by Federal policy and legislation, and which enables the
unions to obtain excessive wage increases by threatening the destruc-
tion of any business which refuses to agree. Once granted by a major
company, such wage increases tend to spread to other companies and
other industries, and to result in higher prices which lead to another
round of demands for wage increase& Escalator clauses compound
the evil by making these effects automatic, while attempting to protect
those who caused the trouble from the ill effects of their errors.

Iany period of vigorous economic growth, with high and rising
levels production and employment, the natural tendency of wages
is to rise in response to the growing demand for labor. If the pro-
ductivity of the economy is also increasing at relatively the same rate,
a concomitant increase in the general price level or a decrease in the
profits accruing to the economy as a whole. Investment of these
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proli's inl further expaiision of tlie volume of irodutiion anld further
lil)roveiiieiits il ll Mluictivily will perillit v'Olltille(l high levels of
eilo'iiient uitid ctioit ilted su1ml|tiit i1 w it fe ilcreases,.

tIhutioitry ile.rluris arise, however, whien excessive wage in l se
push the general wage level higher than tile etonony call sislati with-
out either it rise iii the general price level or a decrease iii the profits
which provide the ilvetitaeni funds lie led for further economiic ex-
paiisionl. U itnfoilt itlely the exact. level at which wage iumcleiss l |-
cOme il xcs'ive catlnot lie delel'liiii'ued plrcisely iiili)' i idividual
ilistalive, either by Governilent i(ii iiiistritor, ulnioi leader, or busi-
MISS lmalili1lger. It limst Im worked out through the llrgfailling of the
itliics licerned; ill lite light of econoii, coiditiois. Lien tle ir-
glining is (oile collectively, bmth larlies must he adequately informied
mi(1 of equal stre gth Iat t ie air'gaiiiilg table. The degree of success
alchievetl in the public ilerest will retlect the lexibility with whicll
both sides adjust. their decisions to tile shifting fortes lt work ill tile
e'omlmly.

ITntfortlliiately, the existing llenr laws mid continued misuider-
slitailitg ol the part of the geiienih public give lnion lenders flie daii-
gerols ilhilsir:t Iiat. their privileges rIliect Iliefi f f.li tle operate iou
of ecoloillic, laws. By carefully planning their striiteiy of strike
threat they c4u compel hllsuie.s4 or nill!i~lil to yield mndividulitHy
to inllhttiOiary wage denmiluds going far beyond lite limits of ecomiwic
reality.

lit cotiseoqUe-tie, tie uplwrd Ipressure oi wages arising front high
levels of emloiyinet him beeli. li implied ly uniOn .wet to (ile mug-
itltide of all irresistible illationary pressure. Il recent. years an

out let was provided for this prin lre by i obiati ou of (iof erllleu,
fiscul all( niotietur" policies inadequate to j)levent. inflation. The
)reseiice if iilationary money and credit ini the economy permtitted

businesses for it time to pay the excess wage costs by /lssilig (lie hur-
demi oli to file constuner8 firitigh increased prit". 'he consequence
was to stimnlhate the wage-price spiral, IP' t )lolie the day of reckoliling,
and thereby insure that the reckomiiiig would le more costly when k
caime.

)It tle other han11d, tile experience of the last. 12 months show that
monetary controls cannot bly theimmlIves prevent excessive wage de-
unmids. credit t restraits miat y stiffen oconisumier resistailce to higher
q prices, hut they did tint elinlte llion esure. for higher wages.
'I le re sult ing higher costs liive led only to it net decrease ii deniand,
prllclioll ailid eliil)]oyment, aid tie jurilnuiry buirdn has fallein ol
(lie wage eirners i hooave lost. their jobs.

Iere is 1o way to p'evenit excessive wige increase8 from having
these, effects. Wfli prices are rIlised ill tile face of consunilr resist-
ItImce iii order to cover excess wage costs, sales volhune falls off, proimhc-
I ion has to be lut back, ind emnl iloyees aire laind oft. Wile excess wage
costs are absorbed out. of Pro iits ini order to mltaintaii sales voluiiiieIby keepllhig pici{es dowll- it illU TeS tlullt canll nlim lb. only. vebr , .4l11111l
wage llmt'leiltis fitli theli ,1tliy for it very short tlim e- -tie ef't t is to re-
duc li'e e funds aivailallle to bilitmnesses to buly calpital goo~lts for expan-

sioi tmidl improvement, mid to the owners of businesses to buy con-
s.mner goHs. The result is tie same-a decrease ill total demilid
flint. requires I)rlodutctioli to be cut back and workers to be laid off.
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Both I I t 'lI .r.4'4,1.N ii '111 IN" r'(I ati work toduy il cliltereitse.tors of :lie .-'ol.oi iv: in 4-ll iiiit I iol will il iiiiiIea IbtiL.illy highfuriin iices pitig fi-ii the fui siippwi irograim, tlhey helpto ex l) tumfile 'oliitiiuetl rie ili tlilt- gi'ileral Iic'e level ill tle fui'c ofthe vill-il'll ' l, ,i~

1 "l1io, oiliial .. io o iIpjt.r it le e ."leel'iie.d Willi l'olectilig ile(W(illoilly flm, mii ih l. rio'v" ll ill 'i 'lihiii.iill I " for the ill-
flit: ioim'." ,li'th of their .xi e sive %iiage tleiimimul. m1id seek it siifftthe burden, it Ether groups in, the er''iifijiy. TI'l'y clii s iecial pro-te liol for Iheir IIl, llier.% ill lihe form of esulilor luties to pro-vile allitit jwag' w ilg ' iilM'5 t) (lir. Ilie tItX or intul ioi wiil iSho.wS iii) i l'l..eie' ie.ruiiig v'.o.t of livilg, d ll(I lith)- denlld fatheruilllilluti i ilere M 'S ill I.llSMi i.i. i.U'llle, It 111d ?ir llielils,. Tieyseek lpolii'cul slUjlml t by -dl 31eiili g iiere'lld social iurily til(Ullill'ylieil. Itleiefi to ( illke lp for (lite declinitiig vaille of iliadolliir, 11111 a llpllevy tix St ructure which recluses their slhuiie of tlieiiiiltl el s of (oijv'lllieil. lielyilgo oi these special i)rivileg,they igilore tihe f ct I htI. the Wage em'Ilers Stller Iiore 1i1 aiy ot1 !iergroti from hlie Ierioxli' ree iiis tlht collie from iiillut ii1n, l e lisOllie:" lit' prfim.l• lilen of iiellll)lovlieii(.

Vhii (oigre'mli origimilly grutedi unliiol oflicials the privilege-S olnwhich ( heir nilipol ist i powers hive ileei built, I lie Nat icil co..se..l e1in file 11013 thiat these powers Would bie used Willi such wisdom anldseise of resl)islllit u its to coi ribie toward greater econ.llalic growl ItaIn stability. Experielice has.shown, however, that these powershave b een ubusetl ill luil irlm )wl)islible attempt, to gulil s l e'il privilegesill. t1e eXI)eliI. of tfhe N'tion as a whole, while Ilit' Immiillly for theseIaio lh im fullen IIos heavily on the group which wais presumed
to beiielit. from (lihem.

It is abunduatly clear tlint by these abuses tle uniot officials haveforfeited whatever right they miia ever have claimed to tie enjoy.nheut of such special privileges aid imiunities. ('urlii le monop.'.oiy power of uions is a necessary first steel) if tile eeonin,Y is t eeffective y l)rotectel uliust tlie cycle (f iflationiry SpIrils aiidlbusiliesj reessims, by tile Ilse of souid (overimielt li sl anid lomi-etury imlicies anid the exercise of soUid biisiiiew judgment.II te meanwhile, (lie current fiscal anlid lOlieil'y plicie8 need tobe adjiisted ill the light. of the forces currenly ait work Il the economy,both short,- Uld lonlg-lem. The p ieet. rmeveioli is l)rilurily acorrective sw.i folowing tile ilflutilililUy ex.eS,8 iliad related e.o-lnolic, illibhilniclees of re.'eit yesn. It. is largely ('eoninled to tlie (hirablegoxxls lid tri!s, an ha s tiiOt yet develop ed illto a uillollitrolled(lettioliary spiral suchi tit would lead to i (iee) an(l lrolniged (lepres-sion. Nor does it.* appear thiat there is real (Inger of such a
(levelo)iiemit.

Therefore (Uoverimient measures to Oliil iiI the recehsion miloul belimlheild to those required for tie direct relief (If the uneniployed, In1(lfor colniltertii ig such (leflatiotnary forxes is mia' be teililroarily illevioleice. ('tire must be taken to avoid (hamlpem mg tile,, recovery., tominimize the ilationury afterefrects of these antirecssion eiet.sres,amd to (irect fiscal ul credit policies toward economic stability rathertham iflution a soon as recovery is well underway.
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WICL VOLICT

The fundamental objective of fiscal policy at all times should be
to provide the Government with the money it needs to perform the
services which individuals and, business organizations cannot perform
themselves, with a minimum of interference to the economy. The
operationss of Government fiscal policy inevitably affect the civilian
economy, because nothing can be bought by the Government which
is not. Produced by the people, .and no money can be spent by the
Government which is not provided by the people. These sample
principles are too often overlooked by those who believe that manage-
nient of the national economy is the primary Iurpse of fiscal policY
and who do not realize that the effects of isal policy must be care-
hilly controlled so as to help rather than harm the economy.

Deficit sending during the current recession, for example, may be
to a certain extent unavoidable, siit the decline in business activity
automatically reduces tax revenues, without reducing the necessity
for many of the governmentt expenditures. However. the deficit must
be vigorously limited in order to minimize the resulting inflation.
The acceleration of spending on certain defense and public works
projects temporarily contributes a corrective effect, and avoids the
necessity of spending the same money during the recovery period
when it would !w.c more dangerous inflationary effects. Where the
timing of Government expenchtures is subject to flexible adjustment,
it is obviously better for the Government to spend nioney when the
civilian demand is at its lowest and avoid spending it whei civilian
demand iq relatively high, but public servants will not be enabled lo
do the latter intil public understanding has improved.

New spending projects specifically designed as antirecession meas-
ures must be most carefully scrutinized. Wasteful and unnecessarv
slenlin is no more helpful to the economy in bad times than in gool
times. Plans for spending money later wilt not help the economy now;
on the contrary, current Government planning should be directed to-
ward preparing to limit the growth of expenditures as soon as the
economy turns upward..

Proposals for cutting taxes as an antirecession measure must also
be resisted. A so-called tax cut without an equivalent cut in Govern-ment spending is not a tax cut at all, but iterely a shift from visible
tax collect ion to the invisible tax of inflation.

In the long run correction of current deflationary trends is a le
difficult problem tian correction of the long-run inflationary trends
resulting front current and recent fiscal policy. Budget surpluses suffi-
cient to permit orderly but mbantial reduction of the national debt
will be an essential requisite for successful control of inflationary pres-
sures once the current recession yields to recovery.

The level of Government spending has been for years swollen by
unneeded services, unwise expedients and overgrown bureaucracy.
As the economy grows, it will be better able to support the high level
of expenditures which may be required, especially for defense. How-
ever, even a growing economy cannot support a continued increase on
the present scale without suffering either renewed inflation or an in-
tolerable burden of taxes, along with a dampening of the pnluct ivity
of the freely competitive market.
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When recovery from the current recession is well underway, the op-.ortunity will present itsf for reducing te scale of Goverument
" ing, and jElas should be made now to take advantaM of this

op.Ortuny. Two uliror areas for reduction me imme3ately to
mind. One is containd in the recommendations of the Hoover Com.mion, which have already resulted in important savings. Furtherstejs remain to be taku alone the lineof rtuog private enter.prine those operations which it can perform mor entl than the.overmuiat; and eliminating wasteful procurement of military sup
plies through a unified defense procurement aton.

The second area of Government spending offering even greater room
for improvement is the fam prce-support every
body wants the farmer to be treated wit ri v eryconsideration. But a country fun as s sh Asuld hum n
be able to devise a v&a improvement over the memanscrrently used.The present farm prra millions of farmer do* unneeded
work, creates hue and internationlly embnain spuss r
the price of fooi and clothing to neeIessly uneconomicibights, and
inflates the cost of living index which triggers the esalation clauses1of wage ontracts. Thui it rmies the prices paid by everybody, includ-
ing farmers, and causes large Governmnt deficits which add to the
inflationary pressures.

.miu wlr aspect of fiscal policy which deserves immediate attentionis the present structure of peso al and corporate income taxes. High
corporate income taxes am inflationary in theamlve sistm ey rep r-
sent a cost to business which tends to be rfected in pyramidiig prie
increases. Inadequate depreciaton allowances for tax purposes de-prive business of the fundi needed for investment in the Unprovent
and expansion of productive facilities and the formation o new pro-ductive enterpris- e igh and steply progressive peral incometaxes deprive individual of both the in tive and the funds for risk.
type inveatients in the Nation's ecoomic growth.

The effect of the tax structure is toi vduce tho volume of mving
and capital formation on the part of business and individuas,"k
prosperous times the demand Ior savings is subject to the same up.war pressures as the demands for goods and services; and if the sup.
ply is inadequvte, the shortage is made up by the exmnion of credit,
and thus the furthering of inflation.

Long-ranm e reforms of the tax structure ruuire a great deal of
study, and it cannot be staid that the perfect solution has et been.
found. However, the approach repremLted by the Sallak-Herlong
bill, which would gradudly scale down the mat damaging Progres-
sive rates of both personal and corpwie i- me taxes, n at the
same time impose a control on Govenument spending, offer an ap-propriate starting point for such a study. The present discriminatory
systmn of excise taxes also deserves study, with a view to broadening
the base, establishing greater uniformity of rat, and making their
specific aiouit of the tax paid on each purcha more plainly visible
to the buyer.

Another long-range reform for which planning could well beg inat this time is the transfer of as many Government services as possible
from the Federal to the State and local levels, The construction of
schools, highways, and public buildings by the Federal Government
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not only remove flie , ling authority fronm tile .ontr of the tax-
p~aver~s III"ite ll h litv InI whilh fhe illoility is Spent, 11t it ,tils to file
inI t ioil't ttit, mln of tile public dt'l. IDIvit ',1e )iulilig by the
Fedt'ral (t()vtrilielit is too lirftly linaced by s iorti-term M' 11 'IS
I hrolloll tile credit exl.lu.'ion iieit's of thef lC( 1i cleTVial banks :lid
thus.1 Crillets ihuit iollil'v euilr. Slate :tl lIocal gorvernieitls, how-
ever, re.4)it to long-tern Iniaicig hl i i l n i l'et more t'ritical It ss
of flilt- iincial markets.

D1)1ring tile culrrldl Irvlt.v.Siol0 lte .lilIlulu. I( tl'li e'xlali. iomll-

vidtel by linaticitig IIIe dtiel'it a lromg coming' 'hal I~kks may h:uve the
8omeht'Wll ii.'fill I'IrtN't of omltit'rcting fip tetiporal'y diht:il iary
l)rt..lS1i1 i'lit'h t-OIiIpli'l0 tile IWOblell Of re ,OvT',rv. "W1Iim the l -
covryv is well underway, however tlie Pros Imit on of baink linai: illr
sloll(l IN, r'dllced ill order to Comibat tile hlilltimit;ry ll'i. .Nairts wii(h
will lt'll r.'ma 4-r tei'lli lve.*s.

ProgZrss4 ill reductioni of the national debt. ;lrt'aulv slggesit'll :1. n111
objective of li.ical Iolicy thring the coining ieriod,'would ntribute
towar-d this elil. ll adtilition, ai"lat ioiiary prtw'urs could Iv leItN-wed
by rililllciiig part. of tile ollsltiiillg intioniial debt Iow held by
COllillelil Ibanks uil Iailaving it. wit Ioig-term securities, sold to
noitbankit in VlieSloi%. 11 Lilltis l)ictil'e itay !itreitso tIhe cot ofservicing t lit natioiial debt byo i ime (lovertunlit to ti'lli-
tivel? high interest., Iiles over all extended Imierio, tile t would Ie
lilUc less thaw the iullmiuary itcrase ill all ite tuts of governmentt
that acconlipnelldetl the failure IQ follow [his Ilicy during tile years
1955-57.

T iecredth ont rols opetrated by (le Federal e.erve Syst'm, I hrough
open market operation and the adjustmnt of r'discount rates and
reserve rtnlliremIetits, have worked Imore sltisfactorily sinie tile 11i-
serve discontitmuteu tie Imlicy of leggitig thie market price of (,overn-
Inen securities in 195I. Prior to that litie, the willingn.ts of the
11.serve to buy such smuritiets it ia lixed -ale of prit'es largely star-
rentlerel toIt 101 over back r erves into lie hands of hohl.'rs of Trea-
ury old igal ills.

8inco tie amord with the 'reasury, flie relit policy of the Reserve
has Ieen administered with its m1ch success as (,can Ileasotll)ly be ex-
pected. Trhe compuilexity of forces opera ing on tie 'olunie and velocity
of creilit circulation are such thlit (ile timing and effectiveness of lie-
serve actions cannot always be )erfeet. However, on balance it would
appear that the problem would be made iuore difficult rather than
easier if (lie tcope of governmentt elit controls were enlarged.

It is particularly itlplrtailt to avoid any attempt at direct control
over consumer credit, which has proved iislf smifticientiy responsive
to inlirect control through tie coliercial ainkling system. To inter-
fere directly with the terms on which 'otsumiiem nake these pureihases
would he to upset tile operation of (lie iree economy it uih tile ine
way is )rice and rationingeontrolldid tlirinigtle war.

CREKI'INOi INLATION WOILD M1EAN RUNAWAY RUTIN

From these COmusideratioiis it is clear that the Govenelnt would
contribute iure effect ively to the growth of tile ecoloily, aid to reduc-
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C'gI'dil I il,'4 'l'i' dlig'il tpuii :ird Illol' v i 'l-o lls .,IUll)Mrt of i'tO-

lEN) 111t14-li V t Itm11 I )t4tii 111441 1 I i* 'll Y%:li jtis. plici eiiakt-'r

kiiowai :Is Vl ,14 l i g I i , 1 ' ?'li' ,lnlt l 41411t1141tt 1;li t i :i1i. 416..
tiii iz itnn l l ' l it 11,4 lili: Il' nf I t;o., I ". ,>l

41i3i t'tilI, .life,. i would not jilt'. i would ornly fed 4on 1 itif
ill 3.1 s : I-i .gi 'l If lEstts 1. 1 pices. ;.,.,i14 , ept t , ' i,.t14-119 :i 11 i.-

inWSAIS 11t4 indi vidu ol, W011 . h a e :I l 4il.li fllg illt,n' le to swixil.
their liit'1 litfoin' its vanute dtepi11eiiil irit11', :11111 W411i41 thu1S Ittiil t l ii t I 3Iihl alig t i' i frml . l,,, Iy. 'lle iIIn'l1is voillne of pureli1s.
iIg .c l in Iltris l iofit ' ,i t ue fl'.tv l i W.'ould lit' n-"l .lit'd hy ili
ltensIliv eV 'N'ssiit' rilt' (of s~)itiilg. withI far mome dest ritet aleart't'ts. lien oltlilt. of saviia wo i i ti . u'I jia ly di nis.ili 4 tting

oar (ltil i 41it of iilslitii( fundi.Th l -IrolIs EOf Inisialit'W.'s
to vIoni ut t'xpuniidirg li..ilel,, v ofl.; r mIe , il iti d illjpro I i, ilitell nil ilit'$5 of their nihnl..,. astI iilaitlilhligh levels of o eli-

Voin-11,Would I~iliil' ol t 'Xili"IIIIioii of Iiillole and 4rvdit.

ilfle hx n'laIlI01 , i ral a'ndtile n. )'l.ti,-n , 4 ,,l 0l I,,. r ,l~ ld., I le ;

acil'raltd 4)1oward iv itale collapse.
''lle.ieirel-'sof supplying. su'nl init nr pt: would

thusI lt not to promoted' gnrt'' mu1 )~yit'i n ratr inflation. 11114ell'sp.ig iliation would rapidly xv;coIIe r'ni.awal infla tion. This is
the (rilenaut rof I li danger no0w facjugt(le N' ionolIt is (rue that high ani d rising levels of employment ay.i if national
liv' .lhriitis, el ai copanied y inflation. Siich inlation Siouldinolt lt miistakten for a caum of fiulf temphloymient. but should 1*e reog-ll, 118as anl telnhl nOlltled, ,,npliv. As ilh it lluist iiX, il.ed

li tilli( Sill lort of nl l)opriae miieasaires 14) eurh ilie ilouit)lx)l Ipoer
oif o, ll Iowi inwel, essaury s 114iing.mi reform (lie tax st i ire
in pirler tli(permit I e ui eI'olg rl flit prgrevs which tie people
of li IIII estates justly demand.
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GzizAmi MoToRs CoRr.,

Hon. Hmmy F. BmDl Detroit, MicA., March 41958.

Ckairina, Oommttea on Finance,
United St a, Senate, Washington, A C.

My DaA SPNATOR Bnw: In this letter I shall endeavor to give you
my thinking with respect to the vital matters affecting our economy
detailed in the questionnaire accompanying your letter of February
17,1958. Noting the long list of persons to whom you have add=
similar letters, many of them experts in various fields, I have con-
cluded that I could be most helpful to you if my observations were con-
fined to subjects which I can discuss on the basis of my own knowledge,
observation, and experience. I have adopted your suggestion that the
questionnaire be used merely as a guide and have arranged m ats-
rial to give it some degree of cohesion and continuity. a ony ques-
tions Ihave not answered directly are those relating to the monetary
and fiscal policies of the Federal Government.

I. Ummw STATES Ecozomo Gowls
Most people agree, I believe, that a country should have certain

goals or objectives toward which it should strive. These long-term
goals provide the basic criteria by which to evaluate short-term prob-
lems and judge proposals for their solution. Most of us also would
a.e that the economic objectives mentioned in your questionnaire-
(1) price stability; (2) stability of production, demand and employ-
ment, and (3) economic growth in production, demand, and employ-
ment-are among the most significant goals of a free economy.

Perhaps I should explain my interpretation of the word "stability."
I would define "price stability" as the maintenance of a level trend of
the price averages. On the other hand, I do not envision "stability
of production, demand, and employment" as a leveling of these factors.
Stability in this context means the avoidance of serious interruption to
a rising trend-in other words, steadiness.

Ideally, no priorities should be established in seeking these three
goals. We should strive to achieve a high rate of economic growth
with a minimum of cyclical instability in production and employment
and with a stable price level.

We must recognize, however, that all three goals are interrelated
and can be in conflict at any given time. Our experience in this coun-
try, as well as that of the free nations of Western Europe, has been
that if one or perhaps two of these goals are achieved for a period of
time, it is at the expense of the others or other. A period of rapid eco-
nomic growth is likely to be accompanied by increasing prices and be
followed.by a period of recession. On the other hand, a period in
which prices are stable is not usually a period of growth. If too much
emphasis is placed on eliminating fluctuations in production, demand
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and employment, growth probably would be inhibited and prices
would ris

Opinions may differ as to the priorities that should be attached tothese objectives of national economic policy. This in turn affects theevaluation of current trends and the approach to current economicproblems. In the United States we have tended to give priority to eco-nomic growth. Historically, we have been successful in achieving ahigh rate of growth and a rising standard of living, but at some cost
in terms of stability.

In my opinion, this has resulted in the greatest good for society.Ranking all three of our objectives of economic policy, I would placethem in the following order of priority:
1. Economic growth in production, demand, and employment.
2. Stability of production, demand, and employment.
3. Price stability.

ECONOMIC GROWTH

There are many reasons for assigning first priority to economicgrowth. Both our population and our labor force are increasing. Wecan look forward with assurance to a continuation of these trends. Ifwe were to do no more than provide the present standard of living forfuture generations, total annual output would have to increase.Americans, however, have never been satisfied with such a limitedgoal. The desire for a higher standard of living broadly diffusedthrough all parts of our society has been a driving force in oureconomy. Accordingly, if we are to meet national needs, the first es-sential is an economic framework which encourages economic growthand stimulates and rewards the investment on which our growth so
directly depends.

While I believe that improving the standard of living of all ourcitizens is a sufficient reason for attaching first priority to economicgrowth, there are also other important reasons. As a nation, we areallocating a substantial portion of our effort to military defense. If,as now seems likely, our defense budgets are increased, the maintenanceof a substantial rate of economic growth is even more urgently re-
quired.

Economic growth is necessary to provide investment opportunitiesfor savings. Growth is also necessary to insure the most efficient useof our labor force under conditions of rapid technological advance.

STABILITY OF PRODUCTION, DEMAND, AND EMPLOYMENT
The maintenance of stable employment and production at high levelswas established as national policy in the Employment Act of 1946,with responsibility assigned to tie President to recommend actionto the Congress to insure that this policy is made effective.
A problem arises, however.
Let us agree that prolonged periods of depression make it impos-sible to achieve a high rate of economic growth. On the other hand,some sectors of the economy are bound to move ahead faster thanothers, and the very processes of growth have periodically resulted intemporary imbalances as between inventories and sales or capacity
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and consumer demand. Typically, recessions in the United States havebeen of short duration and have served as periods for making essen-tial readjustments in inventories and in the allocations of labor andcapi tal.

The problem is one of providing the economy with the opportunity
to make these essential readjustments as a basis for further growth,
at the same time taking steps to assure that the decline in economic
activity does not gain momentum and thus retard growth. To those
who might suggest that the problem rather is to make such readjust-
ments unnecessary, I would say that a solution to the problem so stated
would of itself inhibit growth.

There is, however, in this area a proper role for Government to play.
At a later point I would like to suggest Government action appropriate
to the current recession.

PRICE STABILITY

The problem of maintaining a high rate of economic growth with
full emplovnent and also of maintaining price stability is extremely
complex. 'he period since the close of World 'War II well illustrates
this.

The period has been, first of all, a period of rapid growth to meet
the more pressing deferred needs of tile Nation. Our industrial base
has been significantly broadened, and the level of living of our popula-
tion has been increased. Much more remains to be done, but this in noway detracts from the outstanding accomplishments of American in-
dustry during the past 10 years.

The decline in the purchasing power of the dollar has been the
second significant postwar trend. There is general agreement, I be-lieve, that, in the postwar period through the Korean war, the price
inflation was primarily the result of an intense demand for goods of all
sorts, coupled with an increased supply of money arising out of ourwar financing. In the past 2 or 3 years we find no grounds for at-
tributing the inflation to these factors.

I believe the principal inflationary factor in this period has been
the leverage that powerful labor unions have been able to exert onwage rates and particularly on fringe benefit costs as a result of labor
shortages caused by high-level employment. The increase in labor
costs has been much greater than the increase in national productivity.
Union power, unrestrained by -.he antitrust laws, is now greater than
ever before.

This growth of power is not a new trend. What is new is the full
realization of the economic effects of legislation enacted some 20 years
ago.

There are few who would argue that inflation in any significant
degree is desirable. Whether a full-employment policy necessarily
implies price inflation depends in part on the degree of union power
which our society is willing to tolerate. There is also the question
of what we mean by full employment.

If it is our national policy to "shore up" every local area of unem-ployment and to strive for such a high level of employment as to
create chronic labor shortages which unions can exploit, trends ofthe past 3 years suggest the direction in which we shall continue tomove. A certain amount of flexibility of both labor and capital is
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essential to the efficient allocation of resources in a free economy. Afull employment policy that creates chronic labor shortages forceswages to rise faster than productivity and interferes with the effi-
cient adjustment of our productive resources to the changing needs
of our economy.

Our objective should be to set our full employment goal and our
Government policies so as to facilitate, noll interfere with, these so-cialy desrabe shifts. If we do this and if we take action to establish
a balance of power between unions and management I believe thereis a reasonable chance that long-term stability of price levels may be
achieved.

II. CUMNT ECONOMIC TwRns
The present recession developed out of a major capital goods ex-pansion which followed a period of very active demand for new hous-ing, automobiles and other consumer durable goods. The expansion

had resulted from a combination of three factors: shortame of capacity,
optimism over the prospects for economic growth, andT the develop-ment of many new propucts and processes. Capital programs were
accelerated by rising prices and the rising cost of financing.

The expansion came to an end as a result of the increased tightnessof money and thu completion of many projects. While the Ievel of
new capital investment remained high during most of 1957, the peakin new commitments had been reached early in the year. A factor
that contributed to the downturn in business activity was the wage-cost push which began to squeeze profits. Still other contributing fac-
tors were: a sharp reduction in defense orders; a decline in demand
for United States exports following a sharp rise in 1956 and early
1957 aggravated by the Suez crisis, and the start of an inventory read-
justment as it became evident that there were no longer any shortages
of raw materials.

As a result of these changes in the underlying trend of business, em-ployment was reduced in some areas, and confidence was weakened.
Consumer spending, especially for durable goods such as automobiles,
was affected, and the pressure to reduce inventories increased. During
the fourth quarter of 1957, the loss of confidence become contagious,and inventory reduction became a widespread policy. Finally, as the
recession in industry gained momentum, the secondary effects of re-
duced employment and lower incomes bega to be felt in a furthercurtailment of business and consumer spnding. Many people adopteda "wait and see" attitude, and the drop in both business and consumer
spending in many areas became greater than warranted by the loss
of urchasing power.

Business recessions begin because of maladjustments or lack of bal-ance in the various parts of the economy. It is characteristic of most
recessions that they correct themselves. We must work against de-velopments which destroy confidence and thereby needlessly prolong
the period of correction. This period usually continues until balance
is restored, but frequently there is an overcorrection.

A good example is inventory reduction carried to the point whereinventories are too small to meet even the reduced demand existing
during a recession. This almost guarantees the ending of the recession
and t e beginning of recovery, but it is likely to involve unnecessary

unemployment.
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Business and consumers, acting by themselves, are unlikely to ra-sume spending in a recession until they have reduced their debts andhave to buy to replenish depleted or wornout stocks or until theirconfidence in the future is restored. In a severe recession, theirability to buy is steadily reduced. At some point, therefore, it is nec-essary for the Government to take steps to restore confidence.The present recession, as I have pointed out, has now reached a stagewhere some of the unnecessary secondary effects are beginning to be
felt, even though the great majority of consumers are still workingand earning and spending. The problem is to stop further over-correction without preventing the adjustments which are necessary forresumption of sustained high-level production and growth.

Some reduction of inventories was admittedly required to correct anunbalanced position. In many industries capital investment cannot
be resumed on a large scale until the market grows up to presentcapacity. This takes time. Meanwhile, however, there are otherareas of the economy-particularly in the services and in new prod-ucts--where there are still shortages of labor and capital.

The role of the Government, it seems to me, is to take steps to re-store confidence and insure the maintenance of purchasing power whilethese necessary and desirable shifts and adjustments are taking place.It can do this, first, by appropriate monetary action, second b,1 ac-celerating authorized overnment expenditure programs and, gird,
by lowering taxes.

The first steps have already been taken. The monetary policy ofthe Federal Reserve has been reversed to make money available forborrowing at lower rates. Various measures have been adopted orrecommended to step up Government spending programs previously
authorized.

The simplest and most effective move, in my opinion, would be tocut taxes across the board until the recession ends and the curve ofbusiness activity has clearly turned upward. Not only would taxreduction have the double advantage of speed and of providing morepurchasing power without any immediate effect on costs or prices? butit would also have the tremendous psychological effect which is sonecessary to restore confidence. Such a move would necessarily andproperly require a further temporary increase in the debt limit.
By increasing purchasing power, Government action along the linesrecommended above should not only generate renewed confidence butalso provide an economic climate conducive to the free movement of

labor and capital.
Finally, it is essential that nothing be done to discourage businessinvestment in new products and processes, because it is in this areathat the seeds for future growth are sown. Business has a respon-sibility to do everything it can to stimulate demand by bringing outattractive new products, by giving the consumer greater values and

by aggregessive selling.

THE INFAUfON-UNEMPLOWInNT PARADOX

A widely noted aspect of the current recession is the fact that thecost of li vig has continued to rise. I believe that the explanation ofthis seeming paradox that at times inflation and unemployment existside by side in our economy lies in the critical factor of timing. In-
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dustries in our economy do not experience increases and decreases
in demand at the mune instant; nor do various elements in the
economy all change at once. There are varying time laps in the proc-
ess of adjusting to a new set of economic conditions, some of them
covering quite a long period.

The term "rolling readjustment." has been used to describe earlier
recessions since World War 11 in which production in some industries
was expanding and in others was declining. The current readjust-
went is being felt primarily in the industrial sector of our economy-
in manufacturing and mining. Within this sector, producers of capi-
tal equipment and consumer durable goods lve been particularly hard
hit. At the same time, consumer expenditures for nondurable goods
all services appear to have been well maintained. In the wholesale
price index, there has been no increase, on the average, in industrial
prces since the end of 1956, while farm products and foods have risen
substantially. In the consumer price index, the price of services
(which has no wholesale equivalent) has been rising steadily through-
out the last 18 months. This is essentially the result of higher labor
costs.

ESCAWR CLAUSES AND PRIOZ SrABLfY

General Motors, as you know, has had long-term agreements with
unions representing its employes since 1948. These agreements in-
clude a wage formula consisting of a cost-of-living allowance to ad-
just the buying power of an hour's work in line with changes up or
down in consumer prices and an annual improvement factor wage in-
crease to improve the buying power of an hour's work in line with
the average increase in the productivity of the country as a whole over
the long term.

It is my belief that these so-called escalator clauses are neither in-
flationary nor deflationary. To the extent that the cost-of-living
allowance is increased this is a result of inflation not a cause. Wage
increases granted by g eneral Motors wnder the annual improvement
factor serve to keep our employes abreast of the long-term increase
in our country's standard of living.

There is another point I would like to make in connection with the
improvement factor. Insofar as productivity does increase, it
is achieved by technological progress, better tools, methods, processes
and equipment and a cooperative attitude on the part of all parties
in s.uc progress. It is proper therefore that increased productivity
be shared by our employes, our shareholders and our customers.

Quite aside from their monetary aspects we believe that our long-
term contracts have been beneficial in many ways. They have freed
our employes from the threat of strikes or the full term of these
longer contracts; they have assured our plants of a dependable work
force and our customers of a continuous Row of products. In dealing
with large unions, it has been our view that this arrangement is bet-
ter than to have short-term contracts which, lacking escalator clauses,
keep the workers, the management and our customers in a state of
uncertainty and unrest. It is doubtful that wage rates would have
increased any less had we followed this latter practice. Thus, it is
our conviction that our employees, our shareholders, and our cus-
tomers have all benefited from these long-term contracts.
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THE EDFELT OF PRIVATE DEBT ON STABIlITY

There is nothing inherently wrong about. debt if it is incurredwisely. In some instances it results in an in)roveient in a bor-
rower's standard of living beyond the limits of his own present in-cone. Debt is also a necessary acAoIipaniment of investment. If
the borrower is able to use the borrowed funds productively, increas-
ing indebtedness merely ribpreseints the shunting of resources not cur-
rently needed for conpiiilptioin into the production of business and
individual capital quipilent.

Ordinarily, growth Iiin tile total debt, )ulic or private, should beclosely geared to the volume of aceulmu [ting savings. In addition,
the quality of the debt is highly inmportant-such things as tile sound-
ness of a borrower's affairs, the purse for which he has borrowed
and the terns of tle debt contract. Still another factor to be con-
sidered is the impact of changing business conditions.

There are those who contend that the growth of private debt hasbecome a threat to the stability and vitality of the econonay. I do not
believe that this is so. If we include corporate and other business
debt and residential mortgage debt as well as consumer credit theincrease in total private debt in the last. 2 or 3 years has been little
if tiny faster than the growth in national income. Furthermore, the
ratio of private debt to national income at the end of 1957 was not
as .high as in 1940 or during the 1920's. A substantial part of the
debt increase has been associated with the purchase of homes andwith the increased sales of consumer durable goods, particularly auto-
mobiles. In neither instance does the assumption of debt involve
entirely new obligations since for some buyers there is a substitution
of mortgage payments for rent and of car installments for public
transportation costs.

Looking specifically at installment credit, the burden of repayment
still appears to he well within the capacity of the average American
family. By and large, sellers and purchasers have exercised good
judgment and have succeeded in maintaining installment credit on asound basis. The concern expressed by some a year or two ago was
not justified.

(rowth in debt does tend at times to amplify fluctuations in busi-ness because debt does not always grow at a constant rate. Some-
times the variations in debt and in income complement each other,
but sometimes they (1o not. Even .4, borrowing and lenliig are still
iiecessary conduits through which the largest part of the country's
savings finds productive employment.

TIE FFECT OF GOVERNMENT 8IPE.NDINO AND TAXATION ON TILE
ECONOMY

There is no question but that spending by Government and the
taxation necessary to support such spending are increasingly im-portanit factors affecting economic trends. While this is true of s'wnd-
Ing and taxation by all levels of government, I propose to limit my
comments to the Federal Government.

The persik'ent expansion of the area and magnitude of Federalspending for nondefense purposes requires, even under present condi-
tions, constant scrutiny by Congress of the individual items of the
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budget. The desirability of each item should be judged by its con-
tribution to the national welfare in relation to its cost in taxes. It is
still true that Federal spending should not take tie place of private
qmding or of State and local government spending.

Acceleration of expenditure for essential Government projects is,
as I have indicated, desrable at this time. However, it is still neces-
sary to spend willy. Each new proposal should be considered on its
own merits.

Turning to the matter of taxation, we all recognize that our pres-
ent tax structure is the product of topsylike growth. Federal individ-
ual and corporate income taxes and Federal excise taxes have been
subject to successive rounds of modifications and rate increases to meet
emergency conditions. The result is a structure which often dis-
tributes the cost of Goverinent among individuals and corporations
on a haphazard basis. More importantly, it severely limits the in-
centive to take risks which it is essential to take if our economy is to
continue to grow.

Steps have been taken over the past 5 years to reduce some of the
inequities in the Federal Government's tax structure Permitting a
more realistic depreciation of capital equipment for tax purposes is a
case in point The first steps have also been taken toward removing
the inequitable double taxation of dividend income.

Beyond this, there is need for a thorough review of the entire struc-
ture of Federal taxes. However, the fact that such a need exists
should not, in my opinion, divert oir attention from the present urgent
necessity of an across-the-board reduction in tax rate&

The above represents my best thinking on the topics you asked me
to discuss. I trust it will prove helpful.

May I wish you all success in your study. It is the hope of all of us,I am sure, that out of it will come recommendations which will help
substantially to maintain a strong and sound economy that will under-
gird our continued progress as a free nation.

Yours sincerely,
H. H. CuITIO.
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MUnMOLUTAN TAM INSUINCE Co.,
Hon. HARy F. BYEI, No York, N. F., May 5,1958.

arn, ComiUm on F , W,
United Statee Senate, Waaknis, DA 0.DA. SENATOR Byn: As requested, I enclose my reply to the ques-tionnaire sent with your letter of February 17.I trust there is no objection to my setting forth in this coveringletter a few general thoughts on the problems raised, in the light ofwhich are framed the answers to your committee's questions.During the 18 years preceding the summer of 195?, we expeinean extraordinary period of expansion. Most of this period could becharacterized as a boom. This-boom was brought about by a combina-tion ,f factors dating back to the earlier depression period of the1980's. The pent-u demand which accumulated during that earlyperod was subtantially augmented during the war years that fol-

During and subsequent to the war, we made greater technologicaladvances than in any previous period in our history.This period was also one of substantial inflation. Historically, warshave always brought about inflation; as llustrative, I attach a charton prices originally prepared by the United States Department ofLabor and brought up to date by subsequent figures from the samesource.
Underneath these extraordinary forces was the continuous, natural,long-term growth of our economy.During this period, in general, demand exceeded supply both of ma-terialand labor. It was only natural that labor would-attmpt to makeas many gains as possible. The increase in real wages amply demon-strates i s It was natural also that increased costs, includinglabor costs, would be passed along to the consumer, in the form ofincreased prices,j ust as long as he was willing to pay themThe current recession isthe natural readjustment from such an ex-tended boom. It is fortunate the boom was not pushed further as, insuchacae,the drop would have ben greater and the period of adjust-

ment longer.
Tle question is, What can be done to bring demand back to met thesupply on a sound basis without starting another round of inflation IOne m be sure that, in a profit-motive economy, all segments ofbusines, faced with the present situation, are attempting to put theirown houses in order. However, the committee's questions seem topoint more to what acions Govern nt can and should attemptIn60,8idrnn this, it.mom t me t it wouldbe helpU to haveclearly in mind the relative parts that each contributes to the whole.The United States Government is plying a larger role in the economytoday than even before, except in tme of war. The Federal Govern-ment's expenditures in 1957 amounted to almost $80 billion, and yet
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this is only 19 lN',vent of tile gross national product of 434 billions.
Nevertheless, (loverninent operations are so great and have such a py-
chological injlact, that what Goverinent doe is of tremendous inm-

However, it. would s e that the real key to improving the situation
rests in the actions of those resjinsible for the remaining 81 percent
Of the gross national product. his line of reasoning is :iot. intended
by any ineans to sty that Governnent has no role to play. It ,an alld
does plaY an extreinely inporltant role in ironing out the peaks and
valleys. The dangers li, however, in the fact that in a natural desire
to do soniething to assist in the situation, Governnent ean take action
ininival to business. In order to bring about iminnediate temporary
,ains, (overniniet can intentionally prolong the recession; it call
tike act io1ns which, in the long run, nay. make even nore difficult our
essential objective of overcoming future inflationary tendencies.

11he wo1ft dt'lrssiom otr -ountry has ever had wts the one fromn
19M34) to 19,39. DI)urilng that leriOd, we ran it (overlileit deficit ill
every iwisiI year ill one, totaling nearly $4 billion. ()ur lotil till-
Iinl)oyielt 'llinged front 1) percent to '.2 pemrvemt of the lalor force,
111a in 1138 and 119319, tie end of the peril, it. was still running at.
11) IVMilt Jllil 17 remWIlit Iespetively. 10(l13. it is said to be 7.7
Iwrcelit. Inm the 'ir'lillisltlies, 111111 not convinced that deficit finaic-
ing is the wily to bring tlhe collt ry out of it ret.4siolli.

(Of (ours4, lnt) tle wishes to see Ieople without jol if they ire will-
ing lnd able to work. In toda1y s 404'iely we must. see to it that at,
least a reasonable ininiinui standard of living is provided by Alleri-
cat'il ille.s, or, if liee.ilry, thiiiugh (loverinuent aid, to take care
of liko who ire out, of work and unable 1o take care of themselves.
But the worst thing tliit ('oul hlppein to this country would be a
contilnuiatiion of the inflation we hlve |leel experiencing Since World

alir 11. It would he, far, fllr worse than it few lnmoltlis of inolest
r-eei(iol anlid te 1ilniled, lelporary niiieliiployillieit thit is currently
tikii g place. history hlis 1ili|)ly "dellionstrited that, ini pei'iods 4f
dilsthm inflation everyone, with ,'lie possible exception of a few ill-
teriat ioliil sl)e'lllult(ol, sllre'ers trulilentiollsly, but tMoe who stiffer the
iiost a1l'e lite workiig people.

lit omllibaluig the )resilt re'ess$ion, I Ielieve the ("overlinent. 3ll1
play its grelltest role ini eiillorlil.il- it o d 11iOlletaly policy 11l1d, if
mieessairy;,- aSilig in the extels4ion1 , Of uieiiiployneni itiii ,lce. It,
.all ilso speed up the tiiuiinr on those poecls which naturally fall
within tile goverililltl Spi ieelel3 w hili miuist he done sooner (1
Ilter l-lnywly. It (-Jil 3114 (lt ie.,euumlidill (Governlieit s)eniding and
((illt(L its oi)e'trliollits eficiently as Ix.wible, thus keeping its
tlilil('t's oi1 IIs soundlit l bsis its5 Ixlsile.

Our country is basivally sound tolay. There is a very substantial
backlog of sa'ings. Generally sipelkillg, individuals aire not too over-
exteided wilh debt. Tlile wa, out Wou d -*it to Ie harder land1( liol(
eflicient work by tll of 13s, w[iich plays5 its role in lowering costs. 1Il

,general, .l)ilil aulonialiclally takes it lower return il3 recession
periids. [Lwer )Irives tare Jill inventive to ili(reased l urtrchan . These
natural results should not be interfered with. They are it great. help
in e'orrectilg situations such at the pre.ent. Steps which lead to
rigidity of ('0;ts itre undesirable. We might also reineiner that solie
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of our Itosl prosperous iriods have been acecolii)mlied by gradually
falling lwiu'ee

In 6on'lusioln, I wluld stre ,, the i llmrtanlc of viewing tile situa-tiol il lined Ies ectl ive. TIhe bulk of the imnini)loymntt is con-centr'ated in the durtulde goois industries, such as steel aid autoilo-biles, winch im the usual pattern ill periods of rteceion. While wetill ha1vo at 3 anal lnld lirper desire to le.sse.ll the dilliculties of theIlit'lnj)lolyed. call this no 1 le b aheoill)lislied by toliceitilited elrorterather tlian by broad scale expenditures of (Goverluneute funds withall t le sul.4ei4 d41 l icltMers entailed t A fir ill1, we do lave, 1)y lat-est figures, approximately OW million, or 9l2 per et, of tie labir force

Sincrely yours,

RI'ELY 1t Fitmatilc WI. E'Iia, I)REIDEIIT, biTIoI' )ITA' LIFE INIaJUl-
ANC: CO., TO QUESTIONNAIRE OF SENATE FiNAN:cx (towmIIrrss

1. (live i definite ion in your own words of dett ion and inilat ion.Inflation is that type of unbalantl enolloillic situnatioll which iseveiutially reflected in a major decline in the value of money. Della-
t ion is te reverse.

2. Explain how you believe the economy of the U7nited States canbest a1void either inflatioll or deflation. If you think present lawsshould Ie elang.ed or new laws are required, then make specific sug-
gestionis.

If we can avoid inflation, we shall have taken a long step toward1lVOiding not. only deflation but t~csion and depression as well.Economic collapse inevitably follows inflation eventually. As a con-sequence, we should be constantly aware of tile dangers of inflationltid attenipt to avoid or to slow down in boom periols tlose activitieswhidl ire of an inflationary nature.
lit periods of recession, such as the present, there are particulardangers ill attempting to correct too quickly a temporary delime bytaking hasty and nprovised steps which, in ille hoIo 11, lead to Illuchgreater anll more serious troubles and sow the seeds r future inflation,Creej)il or otherwise. The Honorable William MAeC. Martin ex-pressed tile desirability of avoi(ling creeping inflation far better thanI Coul when, in dimussing this subject before your committee on

Aulgulst 13, 1957, lie said:
"No greater tragedy, short of war, could befall the free world thanto have our country surrender to the easy delusion that a little infla-ton, year after year, is either inevitable or tolerable.
"Fo~r that. way lie's ultimate economic chaos, and incalculable humansuffering tilat would undermine faith imn tile institutions of freemen."If a certain level of prices can only be maintained by added dosesof inflation, it is far better to let those prices fall and reach their

natural level than to continue the antidote.
Witlhre.aid to the legislative lrtion of tie question:
(a) It would seem desirable to write explicitly into the EmploymentAct of 1946 what is said to be there implicitly, viz., that the administer-ing Go'ernment agencies have a responsibiity not, only to attempt tomaintain high eml)loynment but also to avoid inflation.
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(b) Another policy of utmost importance is to keep the Federal
Reserve System from again becoming subservient to Trasury dicta-
tion. Of course, it should cooperate, but Treasury policies should not
be forced upon it. The long period of pegged interest rates before
World War II was a strong inflationary force until the March 1951
accord. senator Paul Douglas, a mea, ber of this conunittee, gave an
excellent exposition on this subject on the floor of the Senate in 1951
(Cong. Rec., Senate, Feb. 22,1951, p. 1521).

The accord of March 1951 is working well today. I am not sure
that any further legislation is required con this point in order to assure
the continuance of the accord. However, a declaratory resolution
amounting to a reaffirmation of Federal Reserve Board autonomy
might well serve to ward off any future attempt to make the Board
again submrvient to the Treasury Department.

(c) The economics in the executive branch of the Government ad-
vocated by the several proposals of the two Hoover Commissions
should be advanced.

(d) The enactment of the bill sponsored by Senator McClellan and
70 other Senators, providing for a joint committee on the budget with
its own staff, would seem most appropriate. Although passed by the
Senate last year, it awaits House action.

(e) The President should have the power of item veto in appropri-
ation bills. This power is available to the governors of some 40
States. With government taxation as heavy as it is these days, surely
the closest control is warranted.

(/) Consolidation of appropriation bills and other suggestions for
tightening up the approp riation and expenditure processes would
seem to have much nierit al.

(g) Some provision for reduction of the national debt should be
included in all Federal budgets. In recent years of high prosperity,
there has been a conspicuous failure to reduce the national debt. It is
recognized, of course, that in certain periods of recession, this may not
be possible. Obviously, there are times when the Government might
have to operate with a deficit, but certainly in good times we should
reduce the debt by some-amount, even if it is only 1 percent per year.

(h) It is not wise to avoid debt limitation by excluding capital ex-
penditures from the Iudget (such as for post offices, ete4. We shall
have to pay out more in taxes in the long run by leasing such proper-
ties than by including the capital expenditures in the budget.

(i) It is suggested that unwarranted increases in social security
benefits add to inflationary forces. In this and other connections, at-
tention is invited to the statement of February 1958 of the life-insur-
ance business on this subject entitled "Sound Policy for Social Se-
curity." (Retained in committee files.)

3. Comment generally on the monetary control policies of the Fed-
eral Reserve System as exercised within the following years: 1942 to
1957. (You may wish to divide the period into two parts, 1942-5O
prior to the iccord and 1951-57.)

For a number o# ears before the accord of March 1951, monetary
policy was directed primarily toward pegging the market interest
rates on Govewnment securities at low levels The effects of that policy
carried through the entire financial structure--private as well as gov-
ernmental.
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Whatever may have been the need for such rigid support of Treas.ury securities Utroughout World War 1I, and the question is moot,maintenance of an irflexible interest-rate, policy thereafter was harm-ful because of its inflationary effect.The pegging of interest rates at low levels virtually sidetrackedother objectves of monetary policy. It resulted in tremendous acqui-sition of Tr ry securis by the Federal Reserve. An overall effectwas to provide huge additions to reserves of commercial banks, thusinducing them to expand credit to their customers readily-eventhough certain credit-restraining actions were taken at times.The inflationary influences of that policy, together with the infla-tionary results front heavy Government deficit financing throughbanks before and during the war, have been prevalent through teeconomic system for a long time afterward and probably have playeda part in bringing about the postwar inflation from which our coun-try has been suffering. In fact, their potentialities probably have notben entirely dissipated even yet. Actually, the low costs of Treasuryfinancing proved to be laigh costs to the Government and to the econ-omi as a whole, in the light of the ensuing inflation.The freeing of interest rates permitted by the accord in 1951 con-tributed in an important way to greater economic stability. Sincethat date monetary policy has been alpropriately operative. While
oecasi'naly One might have some di erences of opinion on timng,the overall objectives and operations have, I believe, been splendidand have met with considerable success.While monetary policy by itself cannot be expected to do lthewhole job of keeping our economy in balance, it can help consider-ably in creating a healthy climate for economic life.4. Beginning in August 1956 there was an increase in the consumerprice index each month through September 1957, thereby causing adecline in the value of the dollar. What factors contributed most tothis decline in the value of the dollar IInflationary trends had been -so solidly set in this country that theindications of a slowing up in business have not yet had very mucheffect on the consumer price index. These trends, which have con-tinued into 1958, are due to such factors as these:(1) It took longer than expected in our free and expanding economyto fill the demands brought about by war shortages-so much longerthat many, in appraising the demand, aseuned without warrant thatit was due to the natural expanding economy rather than to the ful-filling of pent-up, wartime (einands. It also took a longer time thanexpected for portions of the economy to be infected with the inflatedprices already evidejit elsewhere.

(2) Inflation which had been forced into our economy during thedepression and war years was still exerting an effect and continuedto contribute to the fall in the value of the dollar.(3) War controls on rent had been removed very slowly so thattheir adjustment to the rest of the economy was still playing an im-
portant part in the upward trend of the consumer price index.(4) Price supports in the farm area, drought in certain cattle-producing areas, and freezes in the citrus-growing areas all playeda part in the continued uptrend of prices.
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(5) Personal incomes continued to rise even after output started
to ease off more than a year ago. Built-in wage escalation in certain
union contracts contributed in part to this rise in income.

(6) The fact that increased costs could be reflected in increased
prices, and goods still sold, undoubtedly played a part in adding the
increased cost to the sales price as long as it could -be passed along to
the consumer. The final test, of course, is the consumer's willingness
to pay.

(7) Some economists had written profusely on the inevitability of
continued inflation and too many businessmen believed them and made
their plans and took concrete steps accordingly. When trends con-
tinue in one direction for a substantial period of time, it is human
nature to feel that the trend will continue indefinitely.

(8) Increases in wages have not been offset by corresponding in-
creases in productivity.

(9) Until 1956, the retail prices of some goods had been declining
for a few years. This was partly attributable to productivity gains.
This helped to offest the rising changes for services and thus the Con-
sumer Price Index was kept fairly stable between 1952 and 1956.
However, by 1956, the rise in wage costs had begun to exceed produc-
tivity gains. This, plus the tremendous demands of 1956 and the
boom psychology, forced the retain prices of goods upward. This
upturn, on top of the rising charges for services, forced the Consumer
Price Index to new highs.

5. What effect does the management of the current public debt
have upon the national credit structure and the economy of the United
States?

Through the types of securities offered, and the terms and timing
of the offerings, debt management can have a great variety of effects.
It can starve or deluge certain parts of the investment market; it can
diversely affect commercial bank reserves, the money supply, the
liquidity positions of individuals, and businesses, the interest rate
structure, saving, etc.

One important aspect is the interference that debt management
gives, at times, to free operation of Federal Reserve policy, even though
Government securities are no longer so fully supportedas before the
accord of March 1951. It is well recognized that Federal Reserve
policy actions are limited in some degree when consideration must be
given to impact on Treasury debt operations.

Frequent refunding operations also often disturb and interfere with
corporate and State and local government security financing. Better
spacing, with a larger part of the debt in longer maturities, will help
relieve that situation.

One other dishidvantage in having so large a portion of debt in
short-term (bank medium) type securities is that our economy is sub-
ject to rapid changes in interest rates, and in periods of tight money
the service charges can rise very rapidly when so large a portion of
the debt is involved.

It is the announced intention of Treasury Secretary Anderson to
continue to work toward the goal of having a larger portion of our
debt in longer term maturities.

Refunding also can shift ownership of Treasury securities among
Federal Reserve banks, commercial banks, and other-with great dif-
ferences in effects.

212



FINANCIAL CONDITION OF THE UNITED STATES

Without attempting to describe te mechanics by which theseeffects occur, I would emphasize tile importance and variation thereofNevertheless, debt management policy should not be a primary toolOf monetary Policy The main obamective of debt manaeen mould
of mo ne ar pr o lic T h mIno e t v f d b a a e e t s o limprove the fiscal position of the Government. f, meanwhile,it can aid Federal Reserve policy without neglecting its fiscal policy
objective, so much the better.

0. (a) Discuss in their relationship to one another and accordingto your judgment of their relative importance, the following threeobjectives of economic policy in the United States:
1. Price stability.
2. Stability of production, demand and employment.3. Economic growth in production, demaiid, and employment.(b) With respect to these 3 objectives, discuss and appraise thesignificance of what you consider to be the most important trendssince World War II--during the most recent 2 or 3 years-especially

during 1957.
(a) Our desire is for an economic growth as constant as possible,supported by demand, which will provide the maximum practicableemployment. However, this can be best be achieved with price stabili-ty and without inflation. Even then, in a free economy, we are boundto have periods when demand exceeds supply and vice versa. Pricefluctuation is one of the means by which balance in these areas isrestored.
If we rely on inflation to provide a continuous increase in demandand constant full employment, we are not only doing a great disserviceto large segments of our population now (the aged, those on fixedincomes, and those dependent upon them, of whom there are manymore than in the ranks of the temporarily unemployed), but oureconomy will ultimately be thrownm out of balance to such an extentthat a disastrous relapse will eventually occur.(b) Since World War II, and especially during the 2 or 3 yearsculminating in 1957, our growth has exceeded the rate sustainablefor a protracted period. What has been interpreted as "growth"is really, to a considerable degree, a strong cyclical boom whichinevitably brigs an aftermath of recession such as we are now ex-periencing. Sound economic growth is bound to reappear. However,

price stability will be sacrificed in the future if we do not at leasttolerate, and even encourage, some price decline now. Short-run flex-ibili in prices is essential to the maintenance of reasonable pricestability and stability of employment in the long rum.7. Give your opinion of the effect on our economy of currentFederal, State, and local government spending.Of course, there are areas of expenditures which can only be atthe Federal level-defense, etc. However, to the extent possible, Ibelieve Government spending should be at the State and local levelssince, being closer to the grassroots, it provides for better control bythose who pay the bill. I recognize, of course, the need for pace-setting, and that the ability to pay is different in some sections of ourcountry than in others. Nevertheless, these arguments can and attimes have been overdone. Federal Government spending is now attoo high a level for the long-run stability of our economy.High taxation is inimical to the development of free enter rise,which has built this country. It deprives the individual of-just
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rewards for his labor and thus inhibits initiative and in time reduces
all to a level of mediocrity. Because of the advantages available to
those who evade taxes, it also, unfortunately, gnaws away at morals.
It is a common attribute of human nature to say: "Well, if he can
get away with it, why shouldn't I I"

It is recognized that, under present circumstances, support of gov-
ernment through heavy taxation is essential. However, since the
burden is such a heavy one, there is all the more reason that every
item should be scrutinized with the objective of cutting out every
unessential expenditure program, and essential should have a pretty
restrictive meaning.

High government spending results in high taxes and too frequently
in the growth of government debt. It encourages inflation. We can-
not neglect spending if it is genuinely essential for national survival.
However, rather than directed by government, manpower and capacity
may well be better utilized in producing the goods and services which
people can freely afford to buy.

As soon as possible our entire Federal tax system should be reviewed.
Much has been incorporated on the basis of war necessities which is
detrimental to the best development of our American way of life.

8. Give you opinion of the effect on our economy of current i'aderal,
State, and local taxation.

The real core of the tax problem is that taxes are too high in gen-
eral-too high for long-run economic stability and orderly economic
growth. Right at present we must endure the situation, but we should
be able to look forward to the time when a reduction of taxes along
with a balanced budget can be achieved.

High taxes cut into amounts that might otherwise be saved by in-
dividuals and businesses to finance a larger share of capital outlays
than is the case at present. They also discourage the accumulation
and investment of venture capital. Business decisions are too much
influenced by tax aspects alone. High taxes foster tax evasion and
tax dodging.

There is something fundamentally wrong with a tax structure that
penalizes hard work, risk taking, and achievement.

9. Will you distinguish between fiscal policy (embracing expendi-
tures, taxes, and debt) and monetary and credit policy, and then relate
them, one to the other. Please discuss these policies stating how they
maybe used to restrain inflationary trends and otherwise aid in pre-
serving a stable economy.

I agree with the testimony given by Federal Reserve Board Chair-
man Martin, who is far better qualified to speak on this subject than
am1.

I refer to his statement before your own committee August 13, 1957,
at pages 1229-1234 in part 3 of your Investigation of the Financial
Condition of the United States.

It seems to me that monetary and credit policy should be relied upon
principally to help regulate inflationary and deflationary pressures.
The first objective of fiscal policy should be to operate Government
affairs on a fiscally sound basis. It is difficult for me to conceive of
emergencies where that primary objective should be subordinated iL
an attempt to regulate the condition of the whole economy. Such
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use of fiscal policy is more apt to be a palliative rather than attackingthe fundamental causes of any maladjustment.10. (a) Comment generally on the adequacy or inadequacy of theUnited States monetary system. (For the purpose of this questionconsider that th. monetarysystem includes bank deposits and bankcredits) Also please furnish your ideas for the correction of anyinadequacies that you feel now exist in our monetary system.(b) Comment briefly on the adequacy or inadequacy of the UnitedStates fiscal system.(a) The monetary system of the United States appear to me to beoperating well. Consequently, I have no suggestions to make withrespect to it.(b)I would make the following comments with regard to our fiscalsystem:
(1) It would seem desirable to further the studies which I under-stand are now being made with regard to the better apportioning ofsources of revenue between the Federal, State, and local governments.(2) At the present time approximately four-fifths of the FederalGovernment's revenue is derived from personal and corporate incometaxes. It would seem desirable, if possible, to utilize some other formof taxation rather than to rely on th3 income-tax approach for solarge a proportion of the whole.(3) As mentioned elsewhere, it would be most desirable to see to itthat m prosperous years our Federal debt be reduced.11..(a) What is the explanation of the seeming paradox that attifes innation and unempomnt exist side by side in our economy ?(b) Shall we accept, as some have suggested, a radual inflationarytrend as desirable or necessary) to aceeve and maintain full em-ployment goals V(a). Wile there may be a paradox in the short run, in the longrun, rising prices can be expected eventually to price the product outof the market. Then the reduced demand brings about unemploy-ment. Escalator clauses and other factors, such as drought and frost,are still playing a temporary role in the current situation.(b) I cannot overemphasize my belief that a gradual inflationarytrend is not desirable, nor is such inflation necessary to achieve andto maintain what normally should be considered full employment.Gradual or "creeping" nation is bound to bring about an inflationpsychology which eventually will develop into rampant inflation andultimate collapse. Commonsense, and the lessons of history areunanimous in laing to this opinion. Once inflation psychology' getsstad, Americans would be quick to grasp the idea that it may wellcontinue. What are reasonably intelligent men to do? Most wouldturn their ready cash into tangible goods, with the expectation thatthe value of the goods would increase, and the value of cash in thebank decrease.

Another obvious step to hedge against inflation would be to borrowas much as possible in order t ryood-again with confidence thatthe ods culd be sold for more tan they cost, and that the loancold u paid off with correspondingly less goods than were boughtwith the proceeds. That is the A B C of inflation, but what does itdo to the economy? It is not necessary to spell that out. It is obviousthat in the end the one who suffers the most is the workingman. He
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does not have the reserves, nor the credit to borrow, in order to buy
the goods. Furthermore, under such circumstances, the Government
would not be strong enough financially to come to his aid. That is
the history of inflation all over the world. We cannot afford to ignore
these universal lessons.

We are most fortunate, in view of the inflation we have experienced,
that an inflation psychology has not as yet permeated the country.
Should that ever come about, the result would be disastrous. The
time to stop a forest fire is before it gets started. That is why it is so
essential that, in the current minor recession, we do not kindle infla-
tionary flames which may be impossible to extinguish in the future.

12. To what extent and in what way do you believe that the growth
of private debt in recent years may have become a threat to the
stability and vitality of the American economy.

I doubt whether the growth of private debt has become a threat
to the stability and vitality of the American economy.

Corporate debt does not seem to me to be excessive.
I suspect that we may have gone too far in lowering or eliminating

downpayments, in increasing the terms of Government insured or
guaranteed mortgage loans on homes. Only after a longer testing
period shall we really know the answer. I think it sound to take these
actions in periods of depresison or recession. However, in the boom
periods of prosperity, credit should be tightened up. Otherwise, we
merely inflate costs. I recall very little evidence of tightening in
boom periods.

While consumer debt does not seem to have gotten seriously out
of hand, its expansion may well have played a part in the present
recession. It is natural, under present circumstances, that each in-
dividual rea)praise his own situation. In a period when some have
lost their jobs and many are no longer receiving overtime pay, we
all very understandably become more cautious. Those with jobs may
well and properly feel that before committing themselves to further
time payments, they would like to get their present obligations paid
off. This would sem to be a pretty sound objectiVe both for the in-
dividual and for the future of business as well.

13. Considering the financial condition of the United States, at what
point, if any, in terms of unemployment, production, and consumer
demand, should the Federal Government move in major ways, such
as a tax cut and/or large increases in public works, to counteract a
downturn in the economy.

The answer to this question is so dependent on public psychology
that I do not believe an answer can be given based on mathematical
indices.

In the first place, with our present system of reporting, all such
indices are quite late. Trends may well have changed before we re-
ceive definite figures. We just have to use our best judgment in the
light of the figures we have and a feel of the situation.

While I would not rule out entirely a tax cut if the situation became
bad enough (which I do not anticipate), I am less than enthusiastic
regarding its advantages in the present situation. To cut taxes when
expenditures are such that we would still have a balanced budget is one
thing. However, with present tax rates it would appear that we are
facing a budget deficit in fiscal 1959, and to increase that deficit in
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the hope that it would play a significant part in stopping the recessionis quite problematical. The one thing we know is that it would increasethe Federal debt. just that much more. We must pay that debt ulti-inately or pass it along to our children. I do not think that thingsare so bad today that we should shift that burden to others.I would certainly agree that basically taxes are too high and thatthey should be cut as soon as it can be done on a sound economic basis.Such a tax cut. should include a reform of the basic tax structure.One such plan is set forth in the Sadlak-H-erlong bills, which wouldgradually reduce all bracket rates over a period of time withoutnarrowing the tax base.I do not think that public works should be undertaken just forthe sake of spending money. If they are necessary, and would bedone sooner or later anyway, it would be well to undertake them now.When people are out of work, all of us, of course, have a greatdesire to do something to help them. However, if possible, we oughtto be certain that we do something which will largely accomplish theresult intended and not something which stores up more difficultiesfor the future. I find it difficult to overlook the history of the 1930's.14. How much of a factor in your opinion has deficit spending bythe Federal Government since the end of World War II leen in con-tributing to, or producing inflation?Directly, deficit spending by the Federal Government has not beena major factor among the forces contributing to monetary expansionduring the period since World War II. For the most part, deficitswere not financed by expansion of commercial or Federal Reservebank credit. They were financed largely by nonfinancial corporations
and individuals.

Monetary expansion within the period was very largely the resultof borrowing by individuals and business. Indirectly, Governmentdeficits did contribute to inflationary pressures. Financing of Gov-ernment deficits by individuals and businesses absorbed funds whichmight otherwise have gone to finance a portion of the requirementsof private enterprise which were financed by commercial banks.15. Can full employment goals be attained while maintaining adollar that has relatively stable purchasinF power?Trhe answer to this "question is "Yes'--if "full" be defined, notliterally as a perpetual 100 percent, but as reasonably perpetual andreasonably near 100 percent. However, overfull employment, whichwe have had, cannot be maintained together with a dollar which hasstable purchasing power. Overfull employment leads to lack of indi-
vidual productivity.

A certain amount of labor turnover, and other temporary "fric-tional" idleness--or "labor float," as it is sometimes called-is boundto be present in a free-exchange economy.It seems to me that high employment can be attained and sustainedonly if we also have as a major objective the relatively stable pur-chasing power of the dollar.16. Are escalator provisions in wage or other contracts compatiblewith achieving economic stability!I doubt that escalator provisions are compatible with economicstability. I am strongly in favor of wage earners having opportunitiesto increase their income. However, it seems to me that increased
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income should come about because of increased responsibility or
increased productivity.

Escalator clauses appear to be designed to compensate for past
increases in prices or productivity, but they are also vehicles for pro-
longing into the future past inflationary pressures, thus perpetuating
a vicious circle. There develop situations wherein demand-supply
conditions call for a price reduction in a particular product. Yet a
wage escalator in the industry concerned helps prevent such conces-
sions to the consumer and the employment gain which could have
resulted. The fact that such automatic raises set a pattern which
nonescalated enterprises feel they must follow puts even more of the
economy in a position where it not only hesitates to cut prices but
may even be forced to lift prices.

17. List and briefly discuss what you consider the causes of the
present recession, and what should be'done to terminate it.

The causes of the present recession are the result of a natural re-
action to the almost continuous inflationary boom we have been
experiencmg since the termination of World War II.

Durig the depression prior to World War II and during the war
period there accumulated a very sizable demand for a great variety
of goods. This was further augmented by a substantial increase in
family formation subsequent to the war. The demand ranged all the
way from housing to all kinds of consumer goods. In a free enterprise
system, business should and must expand to meet the demand. Before
the demand was met the Korean war engendered another war economy
and extended still further the time at which supply and demand could
be brought into balance. As in all such periods following wars, in-
flationary forces were very strong.

Under such circumstances, it was natural that strongly unionized
labor should take the oportunity to increase wages--the higher levels
were reflected in nonunionized areas as well. Yn view of the strong
consumer demand then in evidence, industry did not hesitate to pass
along such increased costs to the consumer by way of increased prices.

This sequence might be reversed and the claim might be mane that
the increase in price level caused the increased demand for higher
wages on the part of labbr. This may be true. However, irrespective
of which came first, we were definitely in an inflationary spiral. This
spiral continued for so long that many felt justified in assuming that
we were in a new era of continually rising costs prices, and demand.

The backlog of war-induced demand was fially satisfied and in-
creased production in some areas outran the normal demand at the
price levels then current. Production naturally had to be cut back;
some unemployment followed. In a situation such as this, it is natural
for people to become more cautious. Considering the height to which
we went, consumer purchasing has held up amazingly well. That is
because the economy is fundamentally sound; people have a good
backlog of savings and unemployment insurance is playing its allotted
role.

We are striving now to secure again a balance between demand and
supply. This does not happen overnight. It would seem that this
balance must be achieved at a lower level than heretofore. I trust it
will be achieved on a basis from which we may build soundly and thus
reach higher levels of production and standards of living than ever
before. It would be the greatest mistake to attempt to achieve this
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balance through inflationary mea2 Inevitably this would lead
eventually to a drastic collapse.Now, just what can and should be done to get us moving aheadaam on a sound basis I Unfortunately, there is no easy solution. Itwill come about through a combination of factors. Business and theconsumer are far larger factors than is Government. Business canexpand its market through lowering prices. Where this has been tried,it has achieved results.

This may well mean that profits will have to be reduced until theeconomy starts forward again. In the meantime, at least overheadshould e covered. It may mean that there will have to be some wageand salary cuts. Certaily it meaus that everyone should work alittle harder, produce a little more for the wages they receive, but ifprices come down no real hardship will ensue.If, on the other hand, we are rigld with respect to prices and wages,we may well prolong the period ol adjustment to the detriment of all.I do feel strongly that the individuals and the businesses willing totake the temporarily unpleasant medicine will be the first to recover.The consumer is the key to the situation.Now, as to Government: First, to the extent that our present busi-ness and unemployment insurance does not take care of the unem-
ployed, Government must. Our objective should be to get businessgoing again. Of course, we would all like to take action which would(10 this, but the difficulty is to do it in a manner which will not injectinflation in our economy which will plague us later on. The firststeps are to expand the availability of credit and to lower its cost.Both have already been taken. Since, of course, we must retain ourcompetitive military strength to avoid war, we must spend whateveris necessary to accomplish this-not spend for the sake of spending,but spending what is necessary. We presumably are doing this.Third, it would seem entirely appropriate to speed up all govern-mental programs which are a requisite part of Government operations,but not just spend for the sake of spending. We tried that in the19 ' s and it did not work. Let us not make that same mistake again.The country is fundamentally strong. Individual businessesthroughout the United States are trying to solve their own problems.Let us give them an opportunity to do so and not encourage their run-ning to Washington every time the going gets tough. What they docan be at least four times as effective as what the Federal Governmentdoes, and if they are led to believe that the Federal Government willsolve their problems, they may not do anything.The greatest danger today is that in the natural desire of Congressto help the situation they will take steps that do more harm than good.As an example, I would mention that in the Housing Act recentlypassed, the provision for Government and FNIMA loans may wellmean that taxpayers will eventually have to foot a bill of from $1billion to $1.5 billion, plus the interest on this sum. This is completelyunnecessary. There are ample funds available among mortgage lend-ers to meet all demands. Obviously, if Government funds are madeavailable at a slightly lower cost, Government money instead of pri-vate money will be used, but the taxpayer instead of private enterprisewill foot the bill and, more important still, private enterprise maywell reduce its facilities for making such funds available--which mayhave a more lasting effect than the $1 billion involved.
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110o1. HlARRY F. By Milwaukc, Irig., April 15, 1968.
United States Sepate,

(Jommitte on Fintice,
l1 thington, D. (.)EAR SI.NA-TR Bvm): Supplemienting my letter of 4pril 7, I amhappv to enclose an original and two carbon copies of the completedquestionnaire of the Senate Finance Conunittee.

I greatly appreciate your invitation to participate in this study andbelieve that it can b ' eonstructive.
Sincerely yours, EIIL'x Frrzom.LD, President.

Rri-iy n Ei).ii'XD FirZEiRAij), PRESIDENT, NowRrnwTsH S N MUTUALLir, IN8iqi:.%xc. Co., To Qrwrio.NN Ary. OF SENATE FIANCE
CoMxImrEE

1. Give a definition in your own words of deflation and inflation.Inflation is a rise in the genend level of prices; deflation is a fallin the general price level.
2. Explain how you believe the economy of the United States canbest avoid either inflation or deflation. If you think present lawsshould be changed or new laws are required, then make specific sug-

gestions.
Federal monetary and fiscal policies, if wisely and courageouslyadministered, can bring to bear the forces necessary to achieve reason-able price stability. it s important that the Federal Reserve, theTreasury, Federal lending agencies, and Congress coordinate theirpolicies toward the common goal of price stability.The responsibilities of the Federal Government to help to maintaina stable price level should be further clarified. The Federal Employ-ment Act. of 1946 should be amended to include this responsibility asa specific objective of public policy.Since prices are affected by costs, and wages are a major factor indetermining costs, the inflationary, effect of the power of labor tosecure wage increases, in excess of increases in productivity should be

given careful congressional consideration. Further, wage rate rigid-ity tends to limit flexibility of prices which can be helpful in limitingeconomic swings.

3. Comment generally on the monetary control policies of the Fed-eral Reserve System as exercised within the following years: 1942 to1957. (You may wish to divide the period into two parts, 1942-50
prior to the accord, and 1951-57.)

The policy of pegging the price of Government bonds and thus in-creasing the money supply by keeping interest rates at an abnormally
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low level was not a satisfactory program. While requirements of na-
tional security may have made it excusable during wartime, it consti-
tuted an inflationary course in the immediate postwar era.

Monetary policy, since the accord, has been generally constructive.
It is only with the wisdom of hindsight that we can say that on bal-
ance a more prompt and vigorous policy of credit restraint on the part
of the Federal Reserve might have had a moderating effect on the ex-
cessive credit expansion that brought on the 1955 boom.

4. Beginning in August 1956, there was an increase in the Con-
sumer Price Index each month through September 1957, thereby caus-
ing a decline in the value of the dollar. What factors contributed
most to this decline in the 'alue of the dollar !

Concurrent& increases in the demand for goods and services on the
part of consumers, busine&, and Government were greater than the
national product available. An overexpansion of credit in 1955 and
wage increases in excess of increases in productivity had led to in-
creased consumer spending power. The eas credit had also put pres-
sure on the economy by facilitating new highs in business spending
for plant and equipment. Finally, increased expenditures at all levels
of Government competed for the supply of goods and services avail-
able.

5. What effect does the management of the current public debt have
upon the national credit structure and the economy of the United
States!

The effect of frequent Treasury borrowing when the economy is op-
erating at high levels is to force the Federal Reserve to pursue a less
restrictive monetary policy than might otherwise be followed.
Greater price stability could probably be achieved if the Treaury
took steps to rely more on long-term issues thereby having less im-
pact on the Federal Reserve monetary policy.

In managing the Federal debt, it is desirable that the obligation
should be placed, as far as possible, in the hands of investors other than
banks. Selling Treasury securities to banks when national resources
are fully employed can only result in an inflationary increase in the
supply of money.

6. (a) Discuss in their relationship to one another and according
to your judgment of their relative importance, the following 8 ob-
jectives of economic policy in the United States:

1. Price stability.
2. Stability of production, demand, and employment.
3. Economic growth in production, demand and employment.

(b) With respect to these three objectives, discuss and appraise the
significance of what you consider to be the most important trends
since World War Il---during the most recent 2 or 3 years-and es-
pecially durin* 1957.

oba) The objective of price stbility should be on a par with the
objective of full employment and ., growth of productivity which will
maintain and increase our standard of living.

(b) The continued failure of our economic measures to achieve
reasonable price stability is the most significant and challenging trend
of the last decade.

7. Give your opinion of the effect on our economy of current Fed-
eral, State, and local government spending.
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While it would be desirable if State and local spending could becurtailed to ease the local tax burdens, it is questionable whether thiswould have an appreciable effect on the national economy. On the

other hand, some restraints in Federal spending might have built
up a Treasury surplus which would have had an anti-inflationary
efect. Instead, the Federal Government continued to spend as muchas, and more titan, tax receipts and thus added to inflationary pres-
sures. The Federal Government should take advantage of times ofhigh prosperity to reduce or eliminate operations of questionable
long-term economic soundness as farm price supports and certain vet-erans support programs-. National defense expenditures are vital,
but in periods of prosperity it is unsound to permit deficit financing
if it is to be eventually paid for by the most inequitable of all taxes--
the inflation tax.

8. Give your opinion of the effect on our economy of current Fed-
eral State, and local taxation.

The antiquated nature of State and local taxation in the face ofnecessary expenditures at these levels of government has resulted
in increased demands for Federal subsidy or State-local programL
State and local tax revision is sorely needed to preserve the efficiencyof balancing taxation and expenditure at each level of government.
The Federal tax structure also needs changes to remove inequities, toprovide the incentives essential for economic growth and to encourage
increased national savings which under conditions of full employment
are the only noninflationary source of funds for new capital forma-
tion. However, tax reform must start with reduced expenditures.

9. Will you distinguish between fiscal policy (embracing expendi-
tures, taxes, and debt) and monetary and credit policy, and then re-late them, one to the other. Please discuss these policies stating how
they may be used to restrain inflationary trends and otherwise aid in
preserving a stable economy.

Monetary policy relates to the management of the Nation's supplyof money as carried out by the Federal Reserve System. Fiscal
policy relates to Federal taxation, expenditure, and debt management.

The Federal Reserves monetary policy may be used to restrain in-flation by forcing an effective contraction of bank credit and the
money supply through open market operations, increases in the dis-
count rate, and increases in bank reserve requirements.

Fiscal policies are generally too inflexible to provide quick counters
to inflationary or deflationary tendencies in the economy. For thelong run, tax rates should be set to balance expenditures and provide
some margin for debt retirement in times of high employment. Whilethe pursuit of positive counterinflationary debt management policies
would be difficult, effort could be directed to the reduction of short
maturity issues since such activity is at cross purposes with Federal
Reserve monetary restraints.

1O.(a) Comment generally on the adequacy or inadequacy of the
United States monetary system. (For the purpose of this questionconsider that the monetary.system includes bank deposits and bank
credits) Also please furnish your ideas for the correction of any
inadequacies that you feel now exist in our monetary system.

(b) Comment briefly on the adequacy or inadequacy of the United
States fiscal system.

2 5420-48-pt 2-5
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(a) The monetary system of the United States as nianaged by an in-
dependent. Federal Rteerve System is fully adequate. It would he
desirable if the activities of other Federal lending agencies were
coordinated with the Federal Reserve so that all (hvernment agencies
would act consistently with ioiietary and other stabilization policies.
I[owever, under no cirtlinstances should the independence of the
Federal lwierve be impaired.

(b) While the 1iscal system of the United States is adluate to pro-
vide for eeonoiiiie growth while Inaintaining price stability, it would
he helpful if the President could veto individul items of an alppropria-
tion hill. 'The adoption of performance budgeting would be an ini-
portant ste u st rengthenine_ tie fiscal system.

11. (a) wilhat is the exp inatiou of the seeing paradox that at
times inflation and unenploiynent exist. side by side iii our economy ?

(b) Shall we accept, as swnie hav' suggested, a gradual inflationary
trend as desirable (or necesary) to achieve and maintain full employ-
iient goals ?

(a) There is no ready answer to this question. It may be that tlere
is a lag relationship between increasing unemployment and resultant
lower prices which is yet to be realized. It may be that for a time
there can be rising labor costs in the face of falling demand because
of increased union demands. It is not likely that the condition can
exist over a long period of time.

(b) A gradual inflationary trend is undesirable and not necessarily
a concoinitant of full employment. Where it exists, monopoly power
of both industry and labor should be curtailed so that wage costs and
prices can be kept in line with ph-ouctivity increases.

12. To what extent and in what. way do you believe that the growth
of private debt in recent. years may have come a threat to the
stability and vitality of the" American economy !

Although the growth in private debt in 1956 and 1957 may have
been excessive, continued growth in private debt is inevitable in an
expanding economy. The Federal Reserve should, through its general
monetary policies, influence the rate of growth of private debi. Co-
operation of all the lending and loan agencies of the Federal Govern-
ment with the Federal Reserve is essent ial.

13. Considering the financial condition of the United States, at
what point, if any, in terms of unemployment, production, and con-
sumer demand, should the Federal Government move in major ways,
such as a tax cut and/or large increases in public works, to counteract
a downturn in the economy ?

It is hard to say at what point the Federal Government should move
in major ways to counteract a downturn in the economy. Generally
speaking, there should be clear signs that the recession is something
more than a moderate adjustment. In this respect. the temporary
recvssions in 1949 and 1954 can serve as guideposts.

14. How much of a factor in your opinion has deficit spending by
the Federal Government since the end of 'orld War II been in con-
tributing to or producing inflation I

On balance, deficit spending by the Federal Government over the
past decade has not been carried out on a scale to contribute greatly
to inflationary pressures. However, instead of even approaching
deficit spending, the Federal Government should have been able to

Mom
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sthlbilize (41.e0.1111..11 -.1.l1ding anld thus generate surpluses as tax
levenli.s grew with the expanding econoiny. Instead, incr1asin
Governetit. expenditures in the face of increasing private denitna
tended to proilclte inflation.

I3. (':III full tlco-Ii,iat guial,; 1, attaille(l while allintaining a
dollar t aitt has rtilet ive StIji nrllia g power f

'Illese I Wo g,4dS ite(td no(t loe v'II it' 14i1'tiN'. Iligh vinlloyJlenit can
hli had along With retsonable price stability. This is deinonsira t edby the period 11.51 liroigih 195 wlie tilhe countyry experienced both
I igh levels of elliploymenat :al reltiv e 1)1(4 liability.

16. Ae e.A.alllatlor proviso ons in wage or other contracts compatible
with acltievittg enin' stability .

Fsclhlor jovis .Jns iII wilge 111141 o hier voittircus oiitribute to the
cost-price spiral. Thierefoiv. tlhey are not C IllIl t ible with achieving
ecOllnlic stabilily.

17. List and l;rietly discu.,s what yloul consider tle calUn's of tile
pIrtsenlt it'cessioi. anI what should l e donle to terminate it.

The l)leeselt revess.ioIll Waus viselU by t le interact ion of many forcesin'luding:

1. Verv ligh bli hlless inviet iries relative to dlemnllld."2. Ral;id ltaililent of (overnlinelit spending at a time of
ihe'reasiiig ivate demand.

:1. Rlallil iIIct' aws ill ldal 111l1 eEtlipielnl and e'olstiier dur-
aide exjeliiditilles ill 195.5. 1951, al(i 19.57 t.conipanied bv a large
expalnson of Credit.

To termintie tile rV4..ion, monetary policies should ie ea-ed to
proInote private slK'iiding, and (overn1 ell tSliMid ilg siold be in-
creased to take il) some (f the slack in private demand. If the situa-
tion continues to deteriorate, substantial temporary cuts in personal
income taxes andt an accelerated program of necessary public works
should be initiated to stimulate the economy. Advance planning
should provide that remedial tax measures and increased public ex-
penditures can be quickly reversed so that they will not contribute to
inflationary pressures when recovery gets underway.
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Tn CIA N. TRUST Co.,
Hon. HARuR F. Bmnkv, ,March 6,1968.

Chairman, United States Senate Committee on Financ,
Senat OfW Building, Wa8hington, D. C.

My D AR SENATOR: I admire you so tremendously and appredateall the sacrifice, and storm and stress you have gone through, trying
to save something in our economy.

Answering your form letter of February 17:1. The popular definition of "inflation' is a rise in prices and thecost of living. Technically, however, inflation is the pressure whichcauses prices to advance, rather than the rise itself.
One should distinguish between the so-called "classic" type of in-flation and the "creeping" variety. In the past, the former has beendue to huge deficit financing by governments, usually during and aftermajor wars. This rapidly swells the money supply and results in toomuch money chasing too few goods, with the consequent bidding upof prices. In the Uiited States, each great war has generated a greatinflation reflected in a violent price rise.
The creeping inflation of the last 2 or 3 years has occurred chieflybecause wages (including fringe benefits) have increased faster thanproductivity, or output per man-hour. This rise in wage costs perunit of production causes management to attempt to offset higher coststhrough higher prices, in order to keep a margin of profit.Historically, the conditions producing a bJg inflation have alsoproduced a business boom, high employment, and speculation. Even-tually such booms have collapsed into deflation, poor business, andreduced employment. In such deflationary periods the supply ofgoods exceeds that of money, bringing liquidation at falling prices

asin 1921.
Inflation is not always associated with commodity prices. Therewas no noticeable advance in commodities in the late 1920s, yet therewas a monumental inflation of stock prices followed by the worst

deflation ever experienced in the United States.2. In trying to avoid inflation or deflation, the following methods
are helpful.

(a) Avoidance of continual heavy deficit financing by the Govern-ment. This does not preclude deficits to stimulate the economy inpoor times, provided Ita surpluses are achieved in good times.(b) Aiming monetary policy at preventing the money supply frombecoming either too large or too small, relative to the needs of normal
economic growth.

(e) Avoiding wage increases in excess of advances in output per
man-hour.

Concerning laws, labor unions have become big business as well ascorporations, and should therefore be brought under the antimonopolylaws. They should also be subject to regulation as to financial state-
ments, and use of dues and welfare funds.
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3. From 1942 to 1950 the Federal Reserve System was committed
to the purchase of Government bonds at par, and could not exercise
adequate credit control.

In my opnion, the System on the whole has done a good job of credit
regulation since the accord of March 1951. In 1952 and up to mid-
1953, when business was rising, it followed a policy of restraint. This
was superseded by credit ease during the 1953-54 recession. Credit
restraint was again applied in 1955, 1956, and most of 1957, when
the trend of gross national product was upward. Perhaps the System
switched to easy credit too soon in 1953, as stated by Federal Reserve
officials themselves. The precise timing of such changes is difficult.

Concerning 1955-57, it is true that credit restraint failed to prevent
creeping inflation-i. e., wages rising faster than productivity. But
if an easy-money policy had existed, inflation would no doubt have
been greater and might have brought an old-time speculative boom.

4. The principal factor in the decline in the purchasing power of
the dollar in 1956-5 was wage increases in excess of gains in output
per man-hour which caused an upward pressure on prices.

5. During the current business recession a budget deficit-throu h
either tax reduction or increased spening-would be antide a-
tionary. For the loner outlook it would tend to be inflationary
unless a budget surp us is achieved when business activity again
approaches a new high level. The inflationary potential would be
reduced to the extent that Treasury issues for new money were sold
to investors and not to commercial banks. Also, taxpayers should
be relieved of the burden of supporting waste, extravagance, and
inefficiency in the operations of the Government.

6. (a) I am not quite clear as to whether No. 2 means stability
without growth, or stability (as opposed to ups and downs) in the
pattern of growth.

Assuming the latter, the ideal would be steady growth with a
stable price level. So far this has never been necomplished except
for relatively short periods.

(b) Since World-War II we have escaped a major depression like
1920-21 or 1930-33. In other words, during the decade 1947-57 the
fluctuations in economic growth were moderated, though not elimi-
nated. It should be recognized, however, that a succession of stimu-
lating factors occurred--e. g. catching up with postwar shortages,
the rapid rise in defense spenAing in the Korean War, and the boom
in business capital outlays in the past few years.

As to the most recent 2 or 3 years, it seems to me that the most
significant factor in economic growth was the boom in business spend-
ing for new plant and equipment, coupled with extensive research
and development of new and better products and methods. The main

reason for rising prices was the wage-price spiral, as already indi-
cated. Late in 1957 the growth trend was temporarily halted with
the onset of the third postwar recession. Capital outlays turned
down; overcapacity became evident in various industries; inventory
liquidation commenced because stocks on hand had gotten out of
line with sales; and consumers, being well stocked in general with
durable goods, were price conscious and less inclined to borrow for
the purchase of automobiles, furniture, appliances, etc.

7. In terms of the gross national product, current Federal, State,
and local spending are pl'is factors because they are showing a ris-
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ing trend during the present business recession. But in terms ofa private enterprise system, reliance in the long run must be placed
on business initiative and resourcefulness rather than on govern-
mental spending. The rise in our standarA of living has been based
on industry's ability to increase production per capita, i. e., to turn
out more goods for more people.

8. Current tax rates tend to discourage the initiative of persons
in the higher income brackets. Depreciation allowances for business
concerns are inadequate. The capital gains tax tends to freeze se-
curities in strongboxes; if reduced, it might actually produce more
revenue through increased volume of sales to realize profits.

9. Fiscal policy deals with Federal receipts and expenditures--
the Federal budget--and the management of the public debt. Mone-
ary policy regulates the amount of reserves of member banks at the
Federal R rve banks, which in turn affects the amount of bank credit
available. The two should work in harmony; e. g., if credit restraint
is the proper policy at a given time, the Treasury should avoid in-
flationary deficit financing. Both fiscal and monetary policies should
encourage increased saving. Investment growth should be financed
by the use of savings rather than by excessive bank credit, because

e latter increases inflationary pressures. A lengthening of the
average maturity of the Federal debt is desirable, to avoid too-fre-
quent trips to the money market which tend to hamper the carryout
of monetary policy by the Federal Reserve System.

10. (a) Good results depend more on how the monetary system is
managed than in the system itself. Through a long period of trial,
dating back to 1914, the Federal Reserve has developed into a satis-
factory system of credit regulation. It should retain its independence
of judgment, and always be free from political influence.

(b) Here again it is more a question of management. Improve-
ment could be made through tighter budget control, closer supervision
of the budget by Congress, and better coordination of budget policy
with tax policy.

11. (a) When business is declining, hourly wage rates remain rigid
or even advance through escalator clauses. Management therefore
tries to maintain prices. Even so, sales decrease and profits are
squeezed. To make dollars of income match dollars of outgo, the
latter is reduced through lower dividends, shorter workweeks, layoffs,
and postponement of plans for capital expenditures.

(b) The idea that a gradual inflationary trend is desirable (or nec-
essary) is a dubious doctrine. It means a serious erosion of the buy-ing power of savings over a period of years. Also there is danger that
the public will catch on, and attempt to convert money into goods
before the purchasing power of the dollar declines further. In this
way creeping inflation would become a gallop.

12. Long-term growth of private debt is not alarming, but is a nor-
mal feature of economic growth. However, the rate of expansion in
recent years has been rapid and could probably not be sustained.
When recession comes and incomes are reduced, the debt burden be-
comes correspondingly heavier. People therefore reduce their pur-
chases, particularly of durable goods like automobiles, until their debt
is worked down. As an example, heavy borrowing on installment
enabled the public to buy nearly 8 million new passenger autos in
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1955. Otherwise, some of those cars would have been purchased in
succeeding years. With 1955 cars still in good condition, many owners
are not buying 1958 cars.

18. If a recession does not go too far, Federal action may not be
required. If a major depression is threatened the Government is
committed to act. A tax reduction would probably bring quicker re-
suits because it could be made effective immediately and thus raise
buying power all at once. The difficult with increased Federal spend-
ing on public works is in the timing. There are inevitable delays, and
the results are likely to come along in driblets, which may be insuffi-
cient to turn the tide. Some actions, such as the speeding up of mili-
tary orders already planned, can be helpful.

14. The deficits during the Korean war had an effect on rising prices
during that period. Little effect since then, except indirectly through
spending for military hardware which furnishes protection but is not
available for civilian economy.

15. I doubt if completely full employment is possible over a period
of time. But it might be possible to keep unemployment at a mini-
mum of 2 or 8 percent of the labor force, and still maintain a relatively
stable dollar, if wage increases were limited to not more than the ad-
vances in output per man-hour and if the Federal budget were kept
approximately in balance.

16. No.
17. Among the more important causes were:
(a) Downturn in business outlays for new plant and equipment.
(b) Too much inventory buildup.
(o) Slump in residential construction.
(d) High level of consumer installment debt plus ample quanti-

ties of durable goods (autos, appliances, furniture, TV sets, etc.) in
consumers' hands. Result-postponement of purchases of such items
until debt worked down.

My very best to you.
Sincerely, zm mPeea
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STANDARD OM Co.,
New York, N. Y., May 1,1958.Hon. HAPRY F. BinD.,

Chairman, Committee on Finance,
Unite 8tate Senate, Washington, D. C.

DEAR SENATOR Bym: Mr. M. J. Rathbone, to whom you sent yourletter of February 17, has not yet returned from an extended busi-
ness trip abroad, and I thought I would write you rather than defer
our reply any longer. In doing so, I have taken your suggestion thatwe regard the list of questions as a guide and rather han answer
them point by point, have sought to express my views as a businessman
on the major issues which they encompass.

An evaluation of the financial institutions of the United States
and of measures to be taken in dealing with the current situation
should be viewed in the perspective of our longer range economic
objectives, and not from the standpoint of expediency. Otherwise
we may create more problems than we solve. Because of this, I
have devoted a considerable part of this letter to the long-range aspects
of our economy in addition to dealing with the present recession.

All of us recognize that the basic purpose of v'y economic system
is to fulfill, as much as possible, the needs ait, desires of athe
people whom it serves. 17 know you will agree that in practice the
sYstem which we have in the United Staes, despite imperfections, has
done this far better than any other system yet devised. Therefore, I be-lieve our primary objective should be to preserve the fundamental
competitive, enterprising characteristics o our system. We should
not, of course, reduce our efforts to strnhen it, but we must con-
stantly guard against courses of action which, in the long run, may
impair or destroy the very thing we seek to improve.

Our Nation has been wise in recognizing that individual freedom
and the spiritual and material benefits which flow from it should not
be interfered with lightly. While modern life makes the interven-
tion of government in individual daily lives unavoidable, such in-tervention should be kept to a minimum. In its economic aspects1 itshould aim primarily at the establishment of a climate which will give
maximum ftee play to competitive economic forces. For this reason,
I feel that monetary and fiscal measures which apply to the businesscommunity as a whole are usually better than specific controls, since
they give the greatet scope for countless individual decisions within a
general framework and do not depend on centralized decisionmaking
In avoiding such centralization, I think it is important to keep in mind
the need to reverse the disturbing trend of recent years during which
the Federal Government has continued to take over areas of 'urisdic-
tion and functions previously regarded as the province of the in-
dividual States.

In my view the following economic objectives are important both
in themselves and to the preservation of our system:

281



FINANCIAL CONDITION OF THE UNITED STATES

(1) Growth in the output of goods and services, not merely to keep
pace with the growth in population but, more importantly, to provide
a rising standard of livin for all.

(2) An institutional climate in which labor, capital, management,
and the consumer all have an opportunity to obtain a reasonable share
of the fruits of improved productivity.

(3) A high average level of employment and a high average level
of utilization of our capital equipment.

(4) Avoidance of the erosion of the purchasing power of money
through long-run price inflation.

There are, of course, other aspects of national policy which have
far-reaching effects on our economy and on its !irvival. Paramount
among these are an adequate national defense and an international
economic environment in which the nations of the free world can grow
and prosper. The importance of these is such as not to require
elaboration.

I think the United States has done a reasonably good job of working
toward at least some of the above objectives in the postwar years.
From 1947 to 1957, total output of goods and services rose by about
45 percent in dollars of constant purchasing power. Despite a large
rise in the population, real output per capita increased 21 percent.
These increases, which have simply extended the gains which have been
going on for generations, were achieved without any serious business
cycle fluctuations. For example, up to this year, unemployment dur-
ing the postwar period averaged only about 4 percent of the labor
force, and even in the worst years of 1949 and 1954, it did not average
above 6 percent. Progress toward the attainment of these objectives
was made, however, at the expense of price inflation; consumer prices,
for example, rose more than 25 percent in this period, a rate of rise
which I believe we can ill afford for the long run.

In evaluating the results of the past decade, it may be worth keeping
in mind that in the Employment Act of 1946, the achievement of a high
level of employment was singled out as an objective of economic policy.
By implication, the objective of avoiding in action, as well as the other
objectives mentioned above, were regarded as of lesser importance. I
fully believe, however, that we should regard all four of these goals
as being of the same order of importance. Admittedly it is a difficult
job to strike a proper balance between them; if one of the objectives is
regarded as paramount, at least one of the others may suffer. The ex-
perience of the past decade bears this out. There is, nevertheless, no
necessary reason why a reasonable balance cannot be achieved, and our
policies should aim at finding this balance. As a first step in this direc-
tion, I recommend that the Employment Act of 1946 be amended to
identify national policy with a fuller and more balanced set of eco-
nomic objectives.

In my view, the evils of inflation should be given special attention.
Continuing inflation is detrimental to our long-run growth because it
destroys confidence in the future, causes real hardships for a large
numb r of people and dissipates the will to save, which is important
for financing our capital requirements. For many of our industries
it raises the prospect of being priced out of important export markets.
Our present inflation is the product of many factors including, particu-
larly in recent years, wage increases in excess of overall gains in pro-
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ductivity. Labor, capital, management, and the consumer all have astake in this, and in the long run all stand to be harmed if any onegroup has an unequal bargaining advantage. This is one of the prin-cipal reasons for my feeling there is need for placing legal checks andbalances on the powers of labor organizations. The formation of na-tional and international unions by trades and by industries, and theirfederation into huge combinations, especially when supported by com-pulsory union membership and the checkoff system, has resulted in aconcentration of power which can, and has, threatened the health and
progress of our economy.

As far as antirecession measures are concerned (and I am stillspeaking in terms of fundamental strategy for the years ahead), itmust be recognized that each recession is different andfor that reasonmost steps taken must vary with circumstances. While forces whichcome into play gradually as needed, such as unemployment compen-sation, have a cushioning effect, I think we should continue to relyprincipally on discretionary measures. The most important of theseare in the areas of monetary and fiscal policy. Much has been made inrecent years of the reduced effectiveness of monetary policy, but I be-lieve that control over the supply of money and the conditions of creditcan1 if properly used, be a highly useful tool in shaping the economicenvironment. The two principal fiscal tools, i. e., variations in gov-ernment outlays and changes in tax rates, can also be effective. Inusing both types of discretionary measures, however, careful thoughtmust be given to their long-range effects and not solely to the more
immediate results.
. To the extent that Federal, State and municipal government spend-ing on useful and planned projects can be accelerated to fight a reces-sion this should e done. Nevertheless, stepped-up public works out-lays which cannot be easily curtailed once recovery gets underway
should be avoided, for these carry the potential of increased inflationlater on. For this reason and because it is not easy to carry an assort-
ment of public-works projects on the books for emergency use only,accelerated spending on such projects is probably of only limited use-
fulness as an antirecession device.

Federal, State, and municipal governments can make their greatest
contribution in this area by so programing public works as to allowa reasonably stable outflow of funds over the years. Outlays onschools, roads, and the like should be based primarily on a careful as-sessment of the Nation's changing requirements and resources. Sohandled, they would provide a steady underpinning to the growth inthe economy. This should be the primary concern. Only those anti-cyclical changes in the rate of outlay which are consistent with thispurpose should be undertaken. Along the same line, recessions shouldnot be used as pretexts for instituting social. reforms; these should bedecided upon deliberately on their own merits and in the light of
long-range goals and costs.

In a similar manner, business concerns should program their capi-tal projects over time in a stead spending stream consistent with theirown long-range objectives. This, too would underpin demand forand growth in the Nation's fixed capital equipment which is neces-sary for economic expansion and for improvement in the standard ofliving. Business should keep its sights on realistic long-range objec-
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tives and should avoid the excesses of wishful optimism during boom
years which lead to overinvestment in new capacity. It should also
avoid a panicky slashing of capital investment at the first sign of a
recession. In a recession, business, instead of passively trying to ride
it out, should aggressively fight it through flexible pricing policies and
more aggressive selling tactics. Efforts should b made to sustain
capital expenditures by shifting emphasis from expansion to cost re-
duction and to the introduction of new products. I think that an
ever-increasin number of businessmen are recognizing their respon-
sibilities in all these areas and are backing their convictions with ac-
tion.

A general tax cut as an antirecession tool can sometimes be helpful.
However, this measure, as is also true of public works, carries with it
the possibility of intensifying inflationary pressures. Consequently,
at any particular time there must be a careful weighing of the rela-
tive needs of stimulating the economy and of fighting inflation.

I think that for the long run, however, we should not lose sight of
the fact that taxes, Ly their nature, are restrictive in their effects on
economic activity. Over the years we should seek to reduce both tax
rates and the magnitude of all Government spending in relation to
total spending. We should strive to do this in an orderly fashion so
that over an extended period of time the Government budget will be
kept in balance.

I strongly believe we are badly in need of a reform in our overall
tax structure, including corporate, excise, and personal income taxes.
For example, with respect to the effects of personal income taxt, I
am convinced that in large measure many of the advances which have
been made in our national standard of living have had their origins
in the creative efforts of unusually talented individuals. Until quite
recently these people had the prospect of substantial financial reward
as one of their incentives. But with the advent of steeply progressive
income tax rates, this incentive has been greatly impaired. We have
drifted too far from the concept of relating financial reward to results
and- too close to the concept of relating it solely to effort. Another
pressing reason for tax reform lies in the need to assure an adequate
flow of risk capital into new ventures. I have in mind not only the
entry of more firms and individuals into existing industries, but also
the entry into completely new fields where the risks and losses are
bound to be high. In many instances, the tax structure now in effect
reduces the potential payoff of success to a int where the risks are
not justified. Moreover, if there is no improvement over a period of
years, there will be a further decline in the opportunity for accumula-.
tion of risk capital, and thus even the question of making a choice as
to its investment will tend to become academic.

Recessions, difficult and even painful as they may be, do serve the
function of shaking out of the economy excesses and abuses which have
crept in during previous boom periods. Business organizations and
labor groups must be kept responsive to the needs of the consumer.
We should strive for this flexibility while minimizing the economic
waste which accompanies recessions, even though it may be impossible
to achieve complete success.

In view of the many and complex difficulties which exist in all areas
of economic policy, it is vital that we give our best thoughts to the
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matter. I should think it a wise step, therefore, if some sort of eco-nomic commission were appointed with the responsibility for makings pcfi recommendations on steps which might be taken by business,labor, and government to promote steady progress toward attainmentof sound economic goals. Such a group should consist of individualsof outstanding knowled,e and integrity drawn from government, busi-ness, labor, and the academic world.I would now like to turn to the question of the recession in which wefind ourselves today and outline briefly the measures which I believemifht be taken to overcome it.Think that business should intensity and broaden its efforts in thefollowing areas:
(1) i dertake aggressive sales campaigns.(2) Improve products and reduce costs so as to be able to offer theconsumer better quality, lower prices, or both.(3) Carry forward capital expenditure prog at a reasonablyhigh level M lines where excess productive capacity does not presentlyexist or where there is a reasonable expectation that excess capacitywill be substantially reduced in the next year or two.(4) Be outspoken in conveying to the feneral public and to em-ployees information: on the measures whicbusiness is taking to fightthe recession; on the fundamental overall soundness of our economy;and on the bright outlook for long-term growth.For the Federal Government, in addition to the steps already taken,I think:
(1) There should be a step-up in the timing of expenditures forthose Government projects which have already leen approved on theirown merits. However, expansion of expenditures through the. under-taking of new projects of dubious merit should be strongly resisted.(2) A percentage reduction across the board in personal incometaxes should be considered if the decline in consumption continuesmuch longer. Reduction or removal of selected excise taxes shouldalso be considered at the same time.(3) Action should be taken to urge the individual State govern-ments to extend the duration of unemployment compensation nefits,but Federal funds should not be used for that purpose.Thank you for providing this opportunity to pass along my viewson these most important issues.

Sincerely,
Euomru Ho u.

ME
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Swirr & Co.
('hicago, Ill., March 25,1958.

Senator liAitRY F. Brim,
Senate Offee Building,

W1ashington, D. C.
My DeAR SENATOR BYRD: Mr. Jarvis, to whom you addressed yourinquiry requesting exprm~sions of opinions on vital matters affectingour economy, referred the questionnaire to me and I have reviewed

with him the attached answers. I trust you will find them useful.
Very truly yours,

H. B. AirrnuR.

ANSWERS 7 0 INQUIRY OF SENATOR" HIAIRRY F. BR, SENATE FINANCE
COMMITTEE (FIIUARY 17, 1958)

1. Give a definition in your own words of deflation and inflation.Inflation is an excessive and unsustainable expansion. It is an ex-
pansion that is usually attended by increases in prices and expansion ofmonetary and credit instruments. These aspects of the economy ex-pand more rapidly than do the production and flow of real goods
and services. Deflation is the converse of inflation.

2. Explain how you believe the economy of the United States canbest avoid either inflation or deflation. If you think present lawsshould be changed or new laws are required, then make specific sug-
gestions.

Many stabilizers (both those that are built in and those that areaffirmatively managed) exist in the United States economy. Govern-mental activities are only an adjunct to other forces. I believe that
resent laws are adequate for the most part although there are some
uilt-in unstabilizers in our progressive tax system and elsewhere.Fiscal and monetary measures are the most appropriate and powerfulgovernmental instruments for affirmative management actions by theGovernment. The great danger in governmental policy is the verystrong bias of nearly ever political pressure in the direction of let-ting inflation run because it feels good, even though it may have harm-

ful longer run effects.
3. Comment generally on the monetary control policies of the Fed-eral Reserce System, as exercised with the following years: 1942 to1957. (You may wish to divide the period into two parts, 1942-50

prior to the accord, and 1951-57.)
On the whole, it seems to me that the Federal Reserve System hasoperated with reasonable intelligence, although its soft money policies

in the period 1942-50 undoubtedly reflected a willingness to absorba certain amount of inflationary credit expansion as a part of our
abnormal wartime condition.

4. Beginning in August 1956 there was an increase in the consumerprice index each month through September 1957, thereby causing a
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decline in the value of the dollar. What factors contributed most
to this decline in the value of the dollar.

There were no doubt many factors contributing to the decline in the
value of the dollar during the period August 1956 through September
1957, although I am inclined to put greatest emphasis upon the "cost-
push" effect of wage increases.

5. What effect does the management of the current public debt have
upon the national credit structure and the economy of the United

The public debt is high. It forces a substantial portion of the flow
of our national resources into the servicing of that debt. At the e
time it is an element that would permit a irm debt management Picy
to exert a considerable influence upon the future expansions and con-
tractions of our economy. This is one of the powerful tools for eco-
nomic management and it requires the utmost of sound judgment and
professional integrity for its proper handling.

6. (a) Discuss in their relationship to one another and according to
your judgment of their relative importance, the following three ob-
jectives of economic policy in the United States:

1. Price stability.
2. Stability of production, demand, and employment.3. Economic growth in production demand and employment.

In respect to our national economic policy, the three objectives men-
tioned in your question are all-important and all of them are closely
interrelated. Perhaps the ultimate objective is that of maintaining
economic growth with a reasonable degree of flexibility in the short
run rather than such rigidity as will not allow us to accommodate our-
selves to change. Price stability is rather a result than a cause; it
reflects how well and how constructively the other objectives have
been attained.

Many efforts have been made to establish by law statistical or rule-
of-thumb criteria, including such terms as "full employment" or
"parity," each with more or less definite statistical specifications. Such
yardsticks are almost invariably targets for political pressures on the
part of those seeking, as it were, to raise the temperature by lighting a
match under the thermometer. Since these criteria are subject te pres-
sures that are almost certain to be unstabilzingand inflationary, the
only feasible procedure would secm to be ing p'mg of broad powers
in the hands of authorities whose sole responsibility is the public in-
terest and who are insulated, as far as humanly possible, from the con-
tinuing pressures.

(b) With respect to these 3 objectives, discuss and appraise the sig-
nificance of what you consider to be the most important trends since
World War H--during the most recent 2 or 3 years-and especially
durig 1957.

My only comment on postwar and recent experience is that we have
granted such special privileges to certain elements in our economy that
we have created a chronic pressure toward imbalance, both in the wage
market, and in our international economic relations. In spite of the
qualifications, we have made very substantial progress since the war in

eveloping some basis for confidence that the sort of collapses that
occurred in 1920 and 1932 are not the great threats they formerly were.

7. Give your opinion of the effect on our economy of current Federal,
State, andlocal government spending.

one
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I do not believe that Federal, State and local government spendingshould be carried on for the sake of doing some spending. It m rathera matter of performing necessary governmental services and thisshould be the controlling criterion. The timing of spending can pos-sibly be made countercyclical in its impact but the danger is that itwill merely be progressively expansive once it is unleashed in the guise
of a countercyclical weapon.

8. Give your opinion of the effect on our economy of current Federal,
State, and local taxation.

Taxation is the way we pay our bills. I believe that the methodof taxing should be basically economic rather than socialistic oreglhtarian in its focus. As to the level of taxes, we should pay ourbills and reduce our debts, except in periods of emergency. Taxesought not to be used to curry favor or to penalize the unpopular.
9. Will you distinguish between fiscal policy (embracing expendi-tures, taxes, and debt) and monetary and credit policy, and thenrelate them, one to the other. Please discuss these policies statinghow they may be used to restrain inflationary trends and otherwise

aid in preserving a stable economy.
No comment.
10. (a) Comment generally on the adequacy or inadequacy of theUnited States monetary system. (For the purpose of this questionconsider that the monetary system includes ank deposits and bankcredits.) Also please furni s your ideas for the correction of anyinadequacies that you feel now exist in our monetary system.
On the whole, our monetar system seems adequate. The rigiddiscipline of the traditional goid standard may have been so inflexibleas to produce periodic collapse. On the other hand, it is unfortunateto have nothing but discretionary declarations as the basis for con-fidence in making ong-time commitments in monetary terms. Per-hapathea tter is the best we can do but it requiresthe establishingand cherising of a tradition of monetary integrity which unfor-

tunately has proven most difficult to maintain under any form of
government.

(b) Comment briefly on the adequacy or inadequacy of the United
states fiscal system.

No comment.
11. (a) What is the explanation of the seeming paradox that attimes inflation and unemployment exist side by side in our economy.It does not seem to me like there is even a paradox in having infla-tion and unemployment at the same time since inflation may be purelymonetary--a matter of marking up price tags--whereas unemploy-ment may be a direct result of having put prices out of reach of thosewhose jobs and incomes depend upon a continuing movement of goods.(b) Shall we accept, as some have suggested, a gradual inflationary

trend as desirable (or necessary) to achieve and maintain full-
employment goals?

We should never accept creping inflation. We may get it as aresult of other forces and against our wills, but to prescribe it or toaccept it can readily be as fatal as the opening of Pandora's box or
the adoption of a dope habit.
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12. To what extent and in what way do you believe that the growth
of private debt in recent years may have become a threat to the
stability and vitality of the American economy ?

I am not nearly so concerned with the extent and the unstabilizing
impact of the growth of private debt as I am with the need for us
to analyze it more carefully and to secure full information about its
volume and the points at which it will exert pressure under conditions
of stress and change.

Apparently, consumer installment credit is much more stable than
people had assumed and isn't something that leads to breakdown and
mass repossessions, at least in periods of moderate readjustment.
Mortgage credit is undoubtedly much less vulnerable than in the
1920's before the common practice turned to amortized mortgages.

There are, however, many forms of credit which are less publi-
cized and may contain some cause for concern. I am referring to such
things as sale and leaseback practices, supplier or customer credits
in various kinds of agricultural and business operations, the practice
of equipment leasing, etc. I have no conviction that these practices
are unsound or dangerous at the present time. I am much concerned,
however, that there is so little known about their magnitude and sig-
nificance. Many leaseback arrangements impose an Oligation on the
lessee which is as rigorous as a bond or note but the principal amount
does not, in many cases, appear in published balance sheets. Similarly,
we know that large losses have been incurred in past periods of stress
in various intermediate financing operations, whether it be in the pro-
vision of earth moving equipment in the construction industry or feed
loans to farmers.

The above is primarily a plea for better information and study.
13. Considering the financial condition of the United States, at

what point, if any, in terms of unemployment, production, and con-
sumer demand, should the Federal Government move in major ways,
such as a tax cut and/or large increases in public works, to counter-
act a downturn in the economy.

I see no fixed point that can be defined in specific terms. Certainly,
massive Federal programs should be delayed until obvious excesses
have had time to be assured of correction--otherwise only greater
future grief will be stored up by the measures your question im-
plies. Moreover, any truly constructive action should include solid
incentives as well as cushions, palliatives, and relief. Among incen-
tives, I would include those measures which would provide more at-
tractive investment opportunities and profit prospects.

14. How much of a factor, in your opinion, has deficit spending
by the Federal Government since the end of World War II been in
contributing to or producing inflation ?

Deficit spending has, of course, been a contributing factor. How-
ever, much of the deficit spending that has shown up in the past decade
in the form of inflation was actually spent or "planted" during the war
itself. In other words, there was a great deal of spending and many
commitments 'that could have been mopped up or liquidated in the
early postwar period when deferred individual and corporate spend-
ing were being expanded so rapidly.

15. Can full employment goals be attained while maintaining a dol-
lar that has relative stable purchasing power I
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This depends upon whether we are willing to be realistic and recog-nize that full employment, as we measure it statistically, has to allowfor somewhere between 3 and 5 million who will be classified as unem-ployed even though for practical purposes we have a fully employedabor force. With this modification, plus a realistic recognition (par-ticularly by labor unions) that wage rates cannot be pushed up fasterthan total national productivity without resultant p rice inflation, itwould be possible to answer your question in the affirmative. How-

ever, these are pretty important reservations.
16. Are escalator provisions in wage or other contracts compatible

with achieving economic stability?
Certainly the question is not one of logical incompatibility sinceescalation-meaning the adjustment of wage rates to changes in theprice level-would be neither helpful nor harmful if we had generaleconomic stability, including stable prices. However, if escalation isestablished on a one-way basis, like a ratchet, then it is going to intro-

duce an important unstabilizing bias.17. List and briefly discuss what you consider the causes of thepresent recession, and what should be done to terminate it.To date the present recession does not seem to have gone beyond thepoint of healthy correction that any dynamic economy ought to expectto-go through from time to time. We are correcting various kinds ofexcesses and so long as we avoid the impact of too many simultaneouscorrections and a resultant cumulative decline which feeds on itself(without correcting anything), we need do little more than providepsychological assurances that powerful weapons are available to pre-vent the excesses from running unchecked in the direction of contrac-tion. This is about where we are now. It imposes a delicate and diffi-cult task for any governmental instrument that attempts to govern thebalance wheels. This is perhaps the greatest danger we now face-
that control policies may backfire or go awry.
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CHICAGo, RooK ISLAND &
PAmC RAILOAD Co.,

na rHR F. Bnw, Chioago, Marok $6,1958.
Chairman of the Committee on Finance

Uni St ae Senate, Wahington,'D. C.Dn SENATOR Bvio: I have your letter of February 17 in whichyou ask me to give you my thoughts and opinions about certain vitalmatters associated with our economy.I am not a trained economist. Particularly, I have not made a studyof the phases of the economic situation which are presented in ques-ions 23 ,5 ,6 9, and 10 (a) of the list of questions which accompaniedyour letter. [ believe that I am competent to answer with a greateror less degree of accuracy the other questions which were presented
by you.

Question 1: A short time ago (before receiving your letter), I reada booklet entitled "The Economics of the Money Supply." The firstparagraph of the introduction to this booklet read as follows:"A dollar is always a dollar, but sometimes it is alleged that it is a.50-cent dollar. The reference, of course, is to its purchasig power.This varies depending primarily on Government policy with respecttogpenditures, taxation debt management and credit expansion.Whie in the paragraph above, the statement is made that the pur-chasing power of the dollar varies depending primarily on Govern-ment policy, there was nothing in the booklet itself to indicate thatany other factors had any infuence at all on the purchasing power
of the dollar.

Pricm should, according to the booklet, rise or fall with increases(inflation) or decreases (deflation) in the quantity of money or credit.During the past few years, I think that prices have responded to in-flation as, according to the theory, they should. But I do not believethat, on the deflation side, the theory would operate as freely or ex-tensively now as it did in prior years to cause reduction in prices.Support of some prices, high. taxes, high debt charges, high costs ofproduction, and the increase in the number of wage earners covered bywage contracts which would be protected by every power at the com-mand of the labor or nizations would operate as force against areduction in prices ai d wages, even if the supply of money and creditshould decrease. If they did not prevent reductions in prices, theseforces would tend to diminish, following and not preceding or accom-panying price reductions.
Over a long period of time, a reduction in the supply of money or-credit might result in some reduction of prices, but I am satisfiedthat the pressures mentioned above would make most difficult if notimpossible, a substantial and immediate reduction of prices. Afterall, prices cannot 'o below the cost of production for very long. The!ength of time prices could remain below cost of production would
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vary from enterprise to enter rise. (One alarming fact-alarming
from the point of view of the Treasury of the United States--is that
reductions in prices without reductions in the costs of production will
reduce income-tax payments.)

Questions 4, 11 (a), 15, 16, and 17: I will comment on the para-
graphs numbered above at the same time because I think they are di-
rectly related.

In my opinion, the increase in the consumer price index of the past 2
or 3 years has been caused by a combination of a number of factors, in-
eluding past money and credit inflation, demand for goods, large
capital expenditures, Government spending, and wage increases and
fringe benefits exceeding increases in productivity. Consequently,
prices of intermediate products increased. Price increases in many in-
dustries affected materal costs in other industries. Prices of mate-
rials and services were increased to the ultimate consumer.

would like to take the railroads as an example of the effect which
wage-and-price increases have had. In November of 1956, all the
railroads made agreements with employee organizations calling for
hourly wage increases of 10 cents and an additional 2Y 2 cents per hour
for health and welfare benefits or in lieu of such additional benefits
in November of 1956; of 7 cents in November of 1957; and of an addi-
tional increase of 7 cents to be in November of 1958. TJe agreement
also called for increase of 1 cent an hour for every incese ofone-half
point in the consumer price index. These cost-of-liting increases
have already amounted to 8 cents per hour and it is apparent that a
further cost-of-living increase will be due Ray 1,1958. To date these
increases have totaled overall 271/ cents an hour, or over 12 percent.

These wage increases of 1956-54 were, however, the last of many
wage increases since the end of the war. Since 1945, the last year of
the war, wages per hour paid for, including payroll taxes and health
and welfare benefits, have increased about 155 percent while prices
of materials and supplies used by railroads have increased 106 percent.
(The 106-percent increase reflects only average prices during teyear
1957, not the prices at the end of the year.) During this period of
time, gross-ton miles per hour paid for increased about 46 percent.
Revenue for hauling a ton of freight 1 mile increased by 50 percent.
During this period, capital expenditures of nearly $13/2 billion re-
sulted in great economies in operation and in vastly increased effi-
ciency which enabled the railroads to do as well as they have in the
face of these increased costs

Of course, increases in cost of materials and supplies and wages
affect different industries in different ways. The railroads pay out
close to 52 percent of their gross revenues in wages, payroll taxes, and
fringe benefits, and a little over 20 percent for materials and supplies.
Many other industries pay out smaller amounts for wages and larger
amounts for materials and supplies. Thus in a period of advancing
wages and prices, the effects on the cost of producing the end product
of an industry, services or materials, will vary.

The railroads were unable during the period from 1945 to pay these
wage increases and price increases out of income at the then levels of
their freight charges and passenger fares and, as a consequence, they
have from time to time secured permission from the Interstate Com-
merce Commission to increase their freight rates and passenger fares
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to some extent, even those increases which they have secured have notsufficed to provide the revenue to pay the increased wage bill and theincreased prices which they have bad to pay for their materials andsupplies, and to yield a fair return on their investment after paying
income taxes.

The railroads were required to dispense with as many employees(since 1945 the number of employees has decreased over 30 percent)and to curtail such purchases as they could, but even the combinationof reduction of employees, reductions in purchases, increases in effi-ciency due to large capital expenditures and increased freight ratesand passenger fares have not been sufficient to enable them to meetthe increased costs and to earn a fair return.The story of the past 12 years is this: Basic industries raised theirprices as a result of their increased wage and material costs; the pricesof other commodities went up as a result of increases in their materialand wage costs; the costs of operation and prices of retail and serviceindustries went up; the consumer price index went up; employees ofmany industries got wage increases by negotiations and employees ofsome industries got, in addition, automatic increases based on the up-ward trend in the cost of living-and thus going the full circle-theincreases in wage and material costs resulted in higher prices to thefinal consumer and these prices influenced the consumer price index,producing another round in wage and material cost increases so thatinflation fed on itself.
So long as the condition exists of increases in wages and additionsto fringe benefits uniform across the board in all industries-basic,consumer goods, retail and service-without relation to increases inproductivity of those industries and hence their ability to absorb thewage increases without increasing their prices and with many wagelevels tied into the cost of living, I see no end to inflation.The fact is that some employers can raise prices as high as thetraffic will bear while others, such as the regulated railroads, cannot.Competitive forces also prevent companies in some industries fromraising prices. Their only defense is reducing expenses by reductionsin purchases, reduced inventories in some cases, and in the number ofemployees. The railroads are prevented from raising their fares andcharges as they will both by competition and government regulation.Again, railroads have obstacles in the way of reducing expenseswhich other industries do not have. A company which has severalplants can close down whole plants and concentrate the operations ata few of the plants. A company having several production lines han-dling the same product can close down one or more of the productionlines. In ninny cases the railroads cannot reduce expenses becauseof the requirements of law that they maintain certain facilities andservices and, again, must maintain large parts of their propertieshowever little use may be made of them. Thus the tracks must bemaintained even though traffic falls off. With so many of the expensesof a railroad fixed, opportunities to reduce their expenses are limited.This explains why With the reductions in gross revenues in recentmonths, the drop in net income of the railroads has been most drasticand oportionately much .greater than the drop in gross revenue.I think that the explanation of the seeming paradox that at timesinflation, and its resulting high prices and wages, and unemployment

II
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exist side by side in our economy is that increases in wages and in the
prices of the materials they use affect all employers. The dollars of
the employer can go only so far in paying wages. The end result is
that the employer s dollars simply have to be divided among fewer
people and unemployment results. Again, certain segments of the
population cannot or will not pay the high prices and reduce their
purchases. Production and employment drops.

I know that the statement I made in the paragraph above is true in
the case of my railroad. We have just so many dollars to spend for

employees. As wages are increased, the number of employees to re-
ceive these dollars must decrease or our dollars will run out.

Again, it is paradoxical that prices are rising in this period of
reduced buying and rising unemployment. I think the explanation is
that the forces which cause increases in costs are still operating.

I do not believe that a gradual inflationary trend is desirable or
necessary to achieve and maintain full employment goals. To the con-
trary, as prices go up, certain segments of our population cannot or
will not pay the higher retail prices and certain companies cannot
absorb the higher costs or sell at the higher prices needed, production
will drop, ana with this decrease in production employment will drop.

For yet another reason, a gradual inflationary trend is, in many
cases, not conducive to full employment. This phase of the matter is
one of the most perplexing problems facing industries, and particu-
larly railroads. Theoretically, depreciation charges deductible for in-
come tax should furnish enough money to buy a new machine or a new
building when replacement time comes, but in a period of rising
prices tie amount recovered through depreciation will not buy a re-
placement; indeed, in many cases, the amount recovered through de-
preciation will not equal the downpayment on a replacement (I recog-
nize that the replacement in many cases is a larger and better built
article than the original but the principle still holds true because a
replacement in kind would cost more). Taxes being what they are and
profits so low that they do not provide funds for replacement, new
capital must constantly be secured and, in the case of many industries
including the railroads, this capital must be borrowed since equity
capital cannot be secured. The result is that in these industries,
capital improvements, including replacements, are held at a minimum.
This higher and higher cost of replacement is a constant brake on em-
ployment.

Finally, rising prices impair or, if the price rise is steep enough,
destroy capital-and the best example of this is the E-bond. After
paying tax on the $25 profit on an E-bond bought in the 1940's,
the proceeds of the E-bond is worth little more, if any, than two-
thirds of the original investment of $75. Shrinkage or destruction of
capital by inflation is certainly not conducive to good conditions
and full employment. There is only one way in which improvements
can be made and expansion obtained with outside funds and by means
of which people can be employed, and this is through use of the sav-
ings of the general population. Why save if inflation will eat up the
savings? a .

Further, there is no such thing, in my opinion, as gradual inflation.
It will, as I pointed out above, feed on itself at an accelerating
'pace.
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I do not know that full employment goals can be attained and main-tained always while maintaining a dollar that has relative stablepurchasing power but, I believe, lor the reasons which I stated above,that there are insurmountable obstacles to maintaining full employ-ment with a dollar which is always decreasing in purchasing power.Escalator provisions in wage and other contracts are not compatiblewith achieving economic stability for the reasons which I have givenin discussion that fact that inflation feeds on itself.I know tNe argument is made that wage increases must keep stepwith the increases in the cost of living in order to sustain purchasingpower; however, with further increases in the cost of living following
the wage increases, the whole scheme is self-defeating.Questions 7, 8, 10 (b), and 13: I have heard the argument thathigh taxes and spending by the Government of the money secured byhigh taxes is deflationary because it leaves the American taxpayerwith less money to spend unwisely. Personally, if spending pro-duces high prices, I cannot see what difference it makes, so far asprices are concerned, by whom the money is spent.I am also certain that the Rock Island Railroad could spend money,more money than it is spending, on improvements and additions andbetterments to its property which would produce greater good, notonly for the railroad but also its employees and the shipping public,than is produced by many expenditures of the same and larger amountsof money by Government, Federal, State, and local.In my opinion the taxing policy of the Government, Federal, State,and local, is inflationary. Our local taxes are a fixed item of ex-pense which must be met. They are met in our case by as efficienteconomic operation of the railroad as possible, by reduction in thenumber of our employees, or by higher freight rates. Our effortsalong this line have not proven successful.The income tax is especially burdensome. Every time we save adollar in our exljnses, the Government gets 52 percent of the resultof our efforts. .s is indeed discouraging. There is, of course, an-other side of the coin. In times of prosperity there have been manyexpenditures made on the theory that the Government would payfor 52 percent of the expenditure. On my railroad, we have foughtthis tendency constantly. I think from what I have heard and readthat it has been more widespread in other industries than in the rail-road industry because for many years the railroad industry has notbeen prosperous and has desperately needed the 48 cents.In your question 13, you asked at what point the Federal Govern-ment should move in major ways, as tax cuts and/or large increasesin public works, to counteract the downturn in economy. A reduc-ton in taxes would put more purchasing power in the Kands of thepeople. A reduction in taxes, however, without reducing Governmentexpenditures could mean only an increase in public debt. However,the proposals of which I have heard call not only for tax reductionsbut also for increased pending by the Government. If, in additionto reducing taxes, the Government should increase its expenditures,this would be even more serious because it would mean still furtherincreases in the public debt. The interest charges of the Govern-ment would increase. All hope would be abandoned of ever reducing

the public debt.

I
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The situation discussed in the paragraph above is one which, in
my opinion, has been brought about by the policy of the Government
to tax at the highest possible limits in times of prosperity, but at the
same time spend all of the income, paying nothing toward a reduction
of the debt, and then in time of recession, having little or no option
as to what it ought to do.

Questions 12 and 17: I think the cause of the present recession
is our overspending-overspending by the Government, over expansion
by industry and overspending by a lot of people, many of whom
have borrowed money to buy things which they didn't need. Prices
finally got out of line, inventories built up, the wants of many people
for many things seemed to be satisfied, production exceeded demand,
and people stopped buying. Many citizens, because of the fact that
they borrowed to buy what they have bought, had no cushion. In
part, this reduction in buying may have been psychological and may
have been uncalled for. It was preceded by widespread questioning
as to the length of the boom and when it would stop. Psychological
or not, however, the buying did stop.

Some prices have come down. Some companies have abandoned
their fair price standards and agreements. Apparently profits in
general will suffer, but with the reduction in prices, buying may
pick up. However profits being what they are, a shrink of those
profits cannot produce any geat or lasting reduction in prices.
Profits are essential to our capitalistic system.

I am sorry to say that I do not know how to stop the recession. I
do say that adopting many of the panaceas proposed-increased Gov-
ernment spending, reduced taxes merely to leave more money with
the taxpayer without reduced Government spending in particular,
a combination of increased Government spending and reduced taxes,
wage increases for the alleged purpose of giving increased purchasing
power to one segment of the population, for instance-might appear
to stop it. However, these steps would simply create another in-
flationary condition and another and worse recession.

Very truly yours, D. B.
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SEATTLE-FIRT NAnxoNAL BANK,
lon. HARRY F. BRD, Seattle, Wash., March 5, 1958.

Chairman, Senate Finance Committee,
United States Senate, Washington, D. 0.

DEAR SENATOR BRmw: In reference to your letter of February 17, Iam pleased to enclose a reply to your questionnaire in connection withthe Senate Finance Committee's investigation of the financial condi-
tion of the United States.

I feel that it is most important to mention that the financial systemof our country today is certainly not the same as existed when oureconomy was much smaller, say, prior to World War I. The commer-cial banking system is now a smaller percentage of our total financialstructure than it was a decade ago and it seems very desirable, there-fore, that in order for the Federal isrve Board or other supervisoryauthorities to have more effective control of our monetary system, theoperations of nonbank type of financial institutions should be broughtwithin the supervisory scope of national monetary policy. As I indi-cated in reply to one of the questions I believe that the Federal Re-serve Board hias done a very admirable job, with the legal limitationsimposed and the tools available; however, it could be much more effec-tive by controlling the volume of a broader monetary base.We appreciate the opportunity of participating in your study of thismost important subject, and if I can be of any further assistance,
please let me know.

Very truly yours,
FRANKE E. JmoMz, Preident.

REPLY To SENATOR BmD's QUESrTONNAMI, BY FRANK E. Johr ,PREmIENT, SEATnL-FIRsT NATIONAL BANK, SEATTLE, WASH.,
MARCH 25, 1958

1. Inflation is a rise in price level; deflation is a decline in price
level.

2. It is not possible to avoid inflation and deflation completely.They can merely be moderated; and it becomes a matter of i tidgmentwhether price stability takes priority over economic growth and sta-bility of production and employment. Fluctuations in the price levelcan be moderated by '(1) a compensatory budget policy-deficits whendeflation is the problem and surpluses when prices are rising, (2)monetary controls which encourage or discourage the extension ofcredit, and (3) a better balance between the statutory rights of man-agement and labor. There should be an elimination of monopolisticpractices by labor as well as by industry. The goal should be to main-tain a fair relationship between wages and the productivity of labor.It would not be desirable, nor would it be possible in a free-enter-prise system to avoid moderate ups and downs in price level which
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are part of a constant pattern of adjustment. Furthermore, there is
the intangible but nonetheless real factor of public confidence. The
psychology of the businessmen and of the consumers is bound to play
an important role in determining the direction in which our economy
will move at any particular time. A method for controlling this ele-
ment of public psychology would be necessary if business fluctuations
were to be entirely eliminated, and such a method has yet to be
devised.

3. From 1942 to 1950 the Federal Reserve System was concerned
primarily with maintaining a firm price for Government securities.
This may have been a necessary policy during the war years, but in
peacetime it introduces a rigidity into the money market which is
strongly inflationary in its impact. Since 1951 the "Fed" has made
intelligent use of normal tools of monetary policy as a restraint in
boom times and an encouragement to credit extension in recession
periods. The supervisory authorities have done an excellent job since1951 with the legal and economic controls at their disposal, especially
when consideration is given to the limitations imposed upon monetary
control by fiscal policy and the implications of the Employment Act
of 1946.

4. This most recent inflationary thrust apparently was due to in-
creases in wages at a rate in excess of increases in productivity, com-
bined with an attempt to maintain profit margins by passing these
cost increases on to the consumer. This wage-price push has only
recently become the most prominant inflationary factor. During and
immediately after World War II the major influence was increase
in the money supply through rapid expansion of the Federal debt.
Subsequently a rapid growth of private debt brough a similar result.

5. The management of the public debt, in terms of the types of
issues sold, their maturities, etc., has a very important influence upon
banks, and other financial institutions which hold a substantial share
of their assets in government t securities. The phrase "national credit
structure" probably needs further definition. We have the Federal
Reserve System and the commercial banks where the effects of the-
management of the public debt would be more clearly reflected. How-
ever, the national credit structure must be deemed to include savings
banks, savings and loans associations, life insurance companies, Gov-
ernment len ing agencies, credit unions, small-loan companies, and
a host of other elements.

There is no questfii but what the current public debt has great ef-
fect on the commercial banking system of the country. The effect is
a good deal less, however, when the United States Government ob-
ligations are being marketed on "free" market rates rather than arti-
ficially controlled rates. Thus, at the present time, the management
of the public debt (as opposed to its increase or decrease) is just one
of many items to consider in determining the supply and demand of
money and the resultant interest rate. The management of the cur-
rent public debt is on a sound basis at the present time.

6. (a) All of these objectives are desirable, yet undue emphasis on
any one could defeat the other two. The most important of the three
is economic growth because economic growth means future increases
in production and consequently improved living standards. The
second objective, stability of production, demand, and employment,
would have to be ranked next. By this we mean stability around
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a risingtrend line..Price stability, too,2 is important, but it has to
be mcrified in part if it prevents economic growth or enforces exces-sive or prolonged unemployment.

In discussing the relationship of the three listed objectives of eco-nomic policy in the United States, it appears that economic growthdepends upon the economic freedom enjoyed in this country. Free-dom to make a profit in our economic system necessarily includes thefreedom to have a loss or go broke. The freedom to produce inunlimited quantity necessarily includes a right to produce too much-or too little in the form of goods. Overproduction or underpro-duction are relative terms, since they are always relative to the con-sumption of goods. The latter in turn is dependent upon the pur-chasing power of consumers, advertising and sales effort, and variousother factors. As long as we have the freedom of production in afree economy rather than in a managed economy, we are bound tohave periods of relative overproduction or underproduction whichwill have their effect on prices and employment in our economy.If we were to place price stability as our primary objective wewould have to move much closer to a regulated economy with directprice and wage controls and the like. Freedom is also a relative con-cept, but we cannot have our cake and eat it too. We cannot bothhava freedom and be free from the implications of that freedom attJhe same time. The relative advantages of a free and therefore dy-namic economy greatly outweight the advantages of a shackled andlimited econom.
In reaching this conclusion, we are aware of the fact that with free-dom in the economy there will be times when there are persons un-employed. It would be desirable to have freedom from unemploymentalong with a free and dynamic economy, but these two objectives arenot aways completely compatible. Adequate unemployment compen-sation for those persons thrown out of work with swings in our freeeconomy y might be the best solution to this problem. Such a remedywould be preferable to a more regulated economy.The use of monetary control, and to some extent the managementof the fiscal policy of the Treasury, are excellent t"e of indirectmethods of control to use for ,he purpose of preventing extravagantinflation or deflation, while leaving our economy free and not "man-

aged."1
(b) Over the entire postwar period the objective of economicgrowth has been Achieved beyond our fondest expectations. Stabilhtyof production, demand, and employment has also been maintained.The recessions of 1949 and 1954 were neither severe nor prolonged.The one objective which has suffered has been price stability. Thecurrent recession is m part a reaction against rising price, and thetem po a prices an--o -- - .mporay instability in production, demand, and employment is ameans or sow the price inflation. This probably means also asomewhat reduced rate of economic growth.7 and 8. Spending and taxation must be considered together becausethe most important effects are felt when spend ing exceeds taxation orvice versa th. former being inflationary and the latter deflationary.Apart from this rather obfious conclusion, the following additionalobservations may be made about Government spending and taxation:(a) Heavy Government spending, as now, tends to he inflationaryeven with a balanced budget. This true because the money spent b

II-
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Government is a more effective stimulus than the same money in the
hands of the taxpayers who would save at least a portion of this
money; also, because a substantial portion of taxation shows up in
the form of higher prices. The latter is particularly true with respect
to the corporate income tax since corporations measure their profits
in after-tax terms and the tax becomes an element of cost which is
passed on to the consumer.

(b) Heavy Government spending is a stabilizing influence in the
economy since it does not fluctuate for the same reasons nor necessarily
in the same direction as the spending of business and individuals.

(e) Government expenditures have some influence both pro and con
on economic growth. Heavy taxation clearly tends to discourage the
expansion ofbusiness and industry. On the other hand, Government
expenditures for research in military and nonmilitary fields are a con-
tri uting factor in continued growth.

(d) Federal, State, and local taxation has exceeded 30 percent of
national income in recent years. A more rational and less discrimi-
natory tax system would release more money for discretionary invest-
ment by private citizens and help develop our free economy. It seems
logical that a tax system which would give more incentive to ambi-
tious entrepreneurs would help to develop a large economic base from
which to draw the tax funds for necessary Government expenditures.

9. Fiscal policy relates to the budget, taxation, and management of
the public debt. It involves such things as the budgeting process, ap-
propriation backlogs, rate of expenditure of funds, and the sale of
Government securities. Monetary policy, on the other hand, relates
to the availability and cost of money and credit. On the fiscal side
clearly the most important single question is whether the budget runs
a surplus or a deficit Even within a given budget, however, the timing
of expenditures within the year, e. g., the speedup or slowdown of
military procurement, can have quite a short range effect on the econ-
omy. The decisions of the Treasury with regard to the types of securi-
ties iisued, particularly their maturity, has a good deal of effect on the
availability of funds in the short-term versus the long-term market
since Government securities are such an important element in both
markets. Monetary policy is administered principally through three
devices: the reserve requirements enforced on member banks of the
Federal Reserve System, the discount rate of the Federal Reserve
banks, and the open-market operations of the Federal Reserve in pur-
chase or sale of Government securities. These can be quite effective
devices for limiting the supply of credit and increasing its cost during.
a boom period.

By increasing reserve requirements, increasing the rediscount rate,
or by selling in the open market, the Federal Reserve System has a
method of reducing the loan potential of the commercial banks in the
country. Of course., an increase in reserve requirements after many
banks are approaching the "loaned-up" position would be a very harsh
tool to use and could force disastrous liquidations of assets. If reserve
requirements were on a more reasonable basis to begin with, such as the
reserve plan advocated by the ABA, then reserve requirements could
more properly be raised to help absorb large excess reserves at the
beginning of an inflationary threat. An increase of the rediscount rate
or selling in the open market are better tools to implement credit re-

252



FINANCIAL CONDITION OF THE UNITED STATES

striction after the inflationary trend has gained impetus. This wouldresult in local banks screening their loans and making fewer of them.This would have ag effect on expansion of business andconsumer expenditures and would tend to reduce the threat of inflation.It is not so certain that the monetary controls are effective on the down-turn, since the mere fact that credit is available does not mean thatpeople will have either the need or the courage to borrow.Selective control by the Federal Reserve can also be used to com-bat inflationary tendencies in particular segments of the economy.Raising margin requirements is an effective method of curbing un-healthy speculation in the stock markets. Regulation X on real estatecredit and Re ulation W on consumer credit may have to be utilized.gain in the future to avoid excessive expansion in these fields. Theimpact of selective controls, which affect all lenders, does point up aweakness in general monetary controls. As was pointed out in theanswer to question number 2, the commercial banking system is onlyone portion of the national credit structure. The money and credit.flowing outside the commercial banking system are not directly sub-tto general monetary controls. The expansion of funds handledy nnancial intermediaries such as life insurance companies and sav-ings and loan associations tends to diminish the effectiveness of thegeneral monetary controls of the Federal Reserve.10. Both their monetary and fiscal systems of the United Statestoday are substantially adequate. The budgeting process is extremelycomplicated and tends to escape control. Unfortunately there seemsto be no simple solution to this problem.11. (a) The paradox of inflation and unemployment existing sideby side is not one which has ever existed for long, nor is it likely to.So far as the current situation is coiwerned, it is well to remeniberthat we have cushioned the effect of wage losses by unemployment com-pensat ion payments. This is a very desirable thing, but it also cushionsthe reduction. in demand which would force price adjustments. An-other factor is that management policies in the large industries suchas steel and autos have ben directed and are directed at the presenttimeynmainntaing price even with decreasing demand. This causesdelay in the norm functioning of supply-demand factors.(b) We need not accept a gradual inflationary trend as desirable ornecessary. It may be that some further inflation is inevitable in thenext few years, since the working age group in the population is notnow increasing as fast as the totalopulation, and will not be doing sountil we begin to get the benefit in the labor force of the increasedbirth rate during and after World War II. The relatively shortlabor force of the past decade has resulted in increased bargainingpower for labor and has been a part of the wage-price spiral.It would have to be conceded that a degree of inflation might benecessary if the country were going to avoid any degree of unemploy-ment at all. It would be our preference, however, to substitute un-employment compensation to an adequate extent, maintain a free econ-omy, and endeavor to maintain a sound dollar so far as this was con-sistent with a growing economy. There would be swings in the valueof the dollar, but our other objectives do not necessitate a constantweakening in the purchasing power of the dollar.12. Private debt in the years since World War 1I has increasedmuch more rapidly than the growth of the economy. This clearly is a
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situation which cannot continue indefinitely. It has tended, however,
to restore the normal historical relationship between priate and public
debt, and in fact we probably can afford to have private debt increase
at a faster rate than gross national product for some time in the fu-
ture. The over-all debt situation is not alarming. In some areas,
notably installment credit, the increase has been too rapid at times and
in effect has borrowed against the future. This certainly was the case
with the rapid increase in installment credit in 1955. On tie other
hand, the amount of Government debt, and especially the probability
of its increase rather than its payment, may eventually become a threat
to the stability and vitality of our economy.

13. The Federal Government should be very cautious about moving
in a major way to counteract a downturn in the economy. The op-
eration of the Federal Government on a deficit basis will definitely
have an inflationary effect. The long run threat our economy faces is
inflation. Any rash moves now would fan the fires of the ultimate
long-term threat. There is danger of being panicked into major ac-
tions like a substantial tax cut, or a big public works program in or-
der to pull ourselves out of a recession which will correct itelf in a
matter of months. Too rapid or drastic action could very easily put us
back on the inflation treadmill which we were walking a year or two
ago. No one, however, can be completely certain that the analysis of
this recession as a healthy correction, not too deep or prolonged, is a
correct one. Roughly the danger signals would be a reduction of 15
percent in industrial production or 5 percent in consumer demand,
or an unemployment level of 10 percent. These are subjective judg-
ments which are difficult to defend or to apply in a particular situation.

14. Deficit spending by the Federal Government since the end of
World War II has had some inflationary effect, but the great increase
in debt during this period has been in private debt. While Federal
Government debt increased by $20 billion from 1950 to 1957, consumer
debt and real estate mortgage debt increased by a total of over $100
billion during the same period. It is well to point out, however (a)
that we have failed to reduce the national debt substantially during
good times, and (b) that the war-time increase in the Federal debt,
and particularly its monetization through the banking system, pro-
vided the base for postwar inflation.

15. Both full employment and stable purchasing power are relative
terms rather than absolute. In both cases there must be moderate
fluctuations, and with this understanding, they are consistent with each
other. Full employment can be maintained while maintaining a dollar
of stable purchasing power. The concept of full employment must
be flexible enough, however, to encompass a level of unemployment and
job turnover which avoids competitive bidding for labor that raises
labor costs more rapidly, than productivity.

It is going to take a change in public thinking, however, if both goals
are going to be attained. At the time of every business downturn
there will be pressure to ease monetary controls and to follow a deficit
financing pgrogam by the Government. Recent history shows that
when the crisis is past Congress will continue to spend all of the tax
money and still may not operate on a balanced budget. Then when
the next downturn in business comes, there is further deficit spending.
We are going to have to face up to the situation of allowing our econ-
omy to right itself through its temporary recessions or to reducing the
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public debt in times of relatively full employment if we are going tomaintain the value of the dollar. As long as we continue deficit spend-ing and never make any more than a token effort at repayment in goodtimes, then we will have continuing inflation over the long pull.16. Escalator clauses tied to the cost of living are not necessarily in-compatible with economic stability. They endeavor to protect theemp oye against influences in the economy beyond his control. Es-calator clauses which involve a productivity factor, on the other hand,are unsound if they allocate all of the beneitsof increased productivityto labor and make it =' possible to reduce prices. This clearly has aninflationary im act. Moreover, it must be recognized that the oppor-tunity for p.u.ctivity increases is greatest in manufacturing enter-pri where this sort of escalator clause is most prevalent. If relativeri e stability is to be achieved, it will have to be through a combina-tion of lowerprices for manufactured goods where productivity can beraised, and higher prices for services where the productivity factr ispretty well fixed.17. The major reasons for this recession are reductions in expendi-tures for capital goods and business inventories. These in turn reflecta rapid increase in productive capacity and the reluctance of con-sumers to absorb the increased output at current prices. In a largesense, what we are undergoing is a rebellion against rising prices.This is an inevitable reaction to the inflation of recent years Weapparently have reached the low point of the recession, although nosubsatial recovery is indicated or several months. No immediateaction to terminate the recession seems advisable. If the forces ofrecovery are not self-generating and action is required at a later date,a substantial tax cut would proLbly be most effective and least disrup-tive to the normal functioning of economic forces.

0420-8-pt. S-.-
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KAI FR A.Ltmmu & CJimmc., CoRP.,
Senator HARRY F. Bnw, Oakland, Calif., Apra 7,1958.

Chai man, Committee on Finance,
United State Senate, Washington, D. 0.

DMR SENATOR Byn: I appreciate your invitation for me to ex-press views to the Senate Finance Committee concerning financial andeconomic problems of the United States. There is one thought I shouldlike to add to the vast expert and detailed comments your committee
has assembled.

I believe that the beast of deflation can be worse than the beast ofinflation in the consequences inflicted upon the people.Therefore, it is vital that policies of credit and other governmentalregulations not be carried to the point of artificially creating defla-
tion and depression.

It is my nrm conviction that the American people should continue,for generations to come, making tremendous forward progressthroughout our economy-in industry, business, standard of liv-ing, science, the new industry of discovery, and in all fields of supply-ing more and more things for more people.So positive steps should be taken to keep business, industry, andemployment constantly expanding. That is the true destiny for Amer-ica--expansion and growth-with always higher levels being achieved
in the economy.

My sincere wishes that your committee may make some real andlasting contributions to the Nation's welfare and strength.Sincerely,
HENRY 

J. KAISER.
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THE B. F. GOODRICH Co.,
Hon. HAmy F. Bni, Akron, Ohio, April 1,1958.

Zhaiman Committee on Finance,
United State Senate, Washington, D. 0.DEAR SENATOR BYmw: Your letter of February 17 addressed to Mr.W. S. Richardson, who retired last August, requested comments con-cerning the definition of inflation and deflation, monetary and fiscalpolicies, and other vital matters affecting our economy.I have attached to this letter my own comments and answers tothe questions which you raised. If additional comment or informa-tion is required, you may be assured of my full cooperation.

Very truly yours,
J. W. KFxzER, President.

1. Give a definition in your own words of "deflation" and "infla-tion."
Inflation or deflation is manifested in price changes. The usualdefinition of inflation or deflation is simply in terms of the price in-creases or decreases that have occurred during a given period. Thistype of definition is convenient and meaningful-the concept is read-ily understood. Actually, inflation or deflation is the complex eco-nomic-political process by which price changes occur. The usefuldefinition of these terms must include an attempt to describe theeconomic process involved.
Starting first with the idea of inflation or deflation as a pricechange, several basic questions must be answered-for example, whichprices are increasinp or decreasing? The consumer usually definesinflation in terms or a rise in the cost of living or in terms of his in-come buying less good. and services. The manufacturer views infla-tion from a different viewpoint. More than likely he will define in-flation in terms of price increases for those items that he is purchas-ing-raw materials, machinery, labor, etc. Both the consumer andthe manufacturer may be aware of upward and downward movementsin prices for specific items but the term inflation is generally appliedon y when the total dollar amounts available for spending purchasea smaller total quantity of goods and services. Thus, for the econ-omy as a whole, inflation results when the amounts available forspending by all groups, including both earned income and borrowedfunds, outrun the physical supply of goods and services.It is my opinion that the term inflation should apply to any priceincrease for a given quantity of a particular good or service whichdoes not reflect a commensurate increase in the quality or utility ofthat good or service. The severity of the inflation problem, then, ismeasured by the number and relative importance of the goods andservices for which prices are increasing. For example, the decline infood prices from 1952 to 1955, probably the major factor in the rela-
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tive stability of the overall cost of living during the% years, tended
to obscure the substantial rise in prices for many types of goods, and
especially services.

In analyzing the inflation process, much of the confusion as to the
cause of rising prices stems from the failure to consider the problem
from the standpoint of both the manufacturer and the consumer. The
manufacturer traces inflation to rising costs, since from his viewpoint
inflation is manifested in rising prices for the goods and services which
he buys. Moreover, rising costs largely refer to rising labor costs
since employee compensation accounts for more than 70 percent of all
national income originating in manufacturing industries. Employ-
ment costs for a single manufacturer may represent only one-third of
the total costs for that firm but rising labor costs are reflected in the
higher prices than the individual manufacturer must pay his sup-
pliers for their products.

Incidentally, inflation from the viewpoint of the manufacturer has
been a much more serious problem in recent years than inflation from
the standpoint of the consumer. The cost of living rose 7 percent
from January 1955 to January 1958, whereas during is same period,
average hourly earnings in manufacturing industries increased by 14
percent (with little increase in output per man-hour to offset these ad-
ditional costs), general-purpose machinery prices were up 25 percent
construction costs rose 13 percent, and overall industrial prices in-
creased 10 percent.

This is the cost side of the equation. As costs to the manufacturer
increase, these higher costs reust be reflected in higher prices charged
by the manufacturer if a reasonable profit is to be returned, and if the
individual firm is to remain in business. The other side of the coin is,
of course, deand-the ability and willingness of the consumer to pay
the higher price. Unless the demand for the manufacturer's product
is sufficiently strong, the price increase will not be effective. If the
list price itself is not reduced, then the net price will be reduced
through larger discounts, freight allowances, higher quality, more
services, etc.

When prices rise because of inflationary wage increases (wage in-
creases resulting in higher unit labor costs) only a portion of the con-

suming public enjoys an increase in income to support the higher price
levels. Persons on relatively fixed incomes are forced to curtail ur-
chases of some items. The ability of a manufacturer to pass alo
higher costs in the form of higher prices depends upon the strength
of demand for his product relative to alternative items and the com-
petitive structure of the industry in which he competes.

The facts indicate that manufacturers generally have been able to
pass along in higher prices only a part of the cost increase Cor-
porate profits after taxes, for example, are estimated in 1957 to'repre-
sent only 5 percent of national income as compared with an average
of 8% percent during the years 1947-49. Because of the economic
power and unrestricted freedom of organized labor the manufacturer
in effect has been forced into the position of transIerring purchasing
power from the shareholder to the wage earner, from persons wit
fixed incomes to the wage earner, and from creditors to debtors.

Inflation can, of course, originate on the demand side of the equa-
tion. A sudden rush of consumer demand, usually financed by debt
creation, may result in higher prices. Demand-type inflation such w
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that following the invasion of South Korea may result in a suddenincrease in profits. However, experience has shown time and againthat the demand-type inflation is short-lived. Pressures for higherwage rate boost costs and supply is soon increased to handle the spurtin sales volume. On the other hand, inflation originating on the costside is the far more persistent problem. There are no automatic ad-,ustments to offset the effects cf unrestricted use of economic power onthe part of organized labor or the long-range favorable demand situa-
tion for the services of labor.Inflation, then, is really the interaction between those forces makinfor higher costs and the ability and willingness of the consuming pub-
lic to pay the higher prices.

In attempting to define inflation and deflation I have concentratedon the inflation. problem. It is my opinion that inflation representsthe far greater threat to our national well being. This is not to saythat in the future we will not be faced with economic declines suchas at present but the cost rigidities which are a part of our economicstructure tend to limit price declines. The factors limiting the mag-nitude of price declines during a business downturn seem to be farmore effective than the factors limiting price increases during a rapid
upswing in business.

I would define deflation as a reduction in the price of a particulargoods or service which has the effect of reducing either labor or prop-erty income. Theoretically, prices for many types of goods could bereduced on a long-term basis as a result of increasing productivity. Anincrease in output per man-hour with a smaller percentage increase inhourly wage payments would result in lower unit labor cots which, inthe competitive process, would result in lower prices. The process ofdistributing productivity gains through lower prices rather than in-creasing wages or profits would not result in a decrease in income butwould represent a gain in real income for the general public. A pricereduction, based on increasing efficiency of industry, would not be de-
fined as deflation.

If prices are reduced because the physical supply of goods and serv-ices has outrun the amounts available for spending, the result will belower money income. A lack of effective demand will reduce profitmargins, lower production volume and finally reduce total wage andsalary payments. In a situation of relatively fixed wage rates the re-duction in wage and salary income results mainly from reduced em-
ployment.

2. Explain how you believe the economy of the United States canbest avoid either inflation or deflation. If you think present lawsshooild be changed or new laws are required, then make specific Sug.
gestions.

uTh basic problem is not simply to avoid either inflation or deflationbut to accomplish these ends without enacting a political strangeholdon the competitive enterprise system and thereby eliminating economicPropes, F or example? I cannot conceive of any form of legislationwhich could be enacted in time to be effective in avoiding the demand-
IM inlation---rise m prices resulting from a spurt in consumerdeinan. Perpual price controls, consumer credit regulations, etc.,would indeed a drastic penalty to pay in order to avoid a situationwhich is soon corrected in the normal competitive proein,
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The same applies with respect to the problem of deflation. Shifts
in consumer demand may temporarily result in an oversupply of a
particular goods or service. Governmental programs to insure that
prices for particular goods and services do not decline must inevitably
result in a controlled economy.

There are, however, certain actions which the Federal Government
and the Congress can take to discourage wage-push inflation. These
actions, however, will require a fresh approach to the inflation prob-
lem. We have been attempting to deal with the problem of wage-push
inflation by monetary and fiscal measures. Increases in reserve re-
quirements, rediscount rates, tax rates, etc., however, do not deal with
the real cause. They represent rather an attempt to create a counter-
push by squeezing businessmen so that they will, in turn resist in-
flationary wage demands. Experience of the past has shown that
neither economic contraction nor industrial strife, both of which can
result from this approach, have been effective as anti-inflation pro-
grams. The obvious answer is to diminish in some way the degree of
economic power exercised by organized labor-reduce the -pressure at
its source.

To accomplish this end, it will not be enough merely to attach a few
amendments to the existing body of antitrust legislation. Antitrust
legislation and the usual Federal regulatory agencies were designed
and operate to protect the general public from various abuses. How-
ever, present labor legislation and those agencies charged with the ad-ministration of this legislation really function to preserve legal im-
munities and economic power enjoyed by labor organizations and their
leaders at the expanse of other groups of citizens. What is required
is a new body of labor law which will shift the emphasis from the
Present policy to that of protecting the public from abuse by organized
abor.

I do not advocate the diminution of economic power of organized
labor to the point of destroying the collective-bargaining process. The
threat of abuse stems mainly from the immunities of labor unions from
laws and regulations which apply to everyone else, including business
concerns. Roscoe Pound, former dean and professor emeritus of the
Harvard University Law School, in a recent publication of the Ameri-
can Enterprise Association, summarizes these immunities as follows:

"1. Substantial elimination, as against labor organization, of what
in practical effect is the assured method of enforcing the law appli-
cable to everyone else.

"2. Refuse of labor organizations to be treated as legally respon-
sible organizations by becoming incorporated and so legally tangible
entities.

"3. Not distinguishing unlawful action by labor organizations, their
leaders and their members, done outside of the employer-employee rela-
tion, from practices in that relation.

"4. Committing all matters affecting labor organizations to an ad-
.miitrative agency instead of confining its jur-isdiction to matters
involved in the employer-employee relation."

It is my opinion that legislative action to eliminate the immunities
enjoyed by labor unions is the vital step which we as a Nation must
take in order to avoid continuimg wage-push inflation.

From a long-range viewpoint, tVe Federal Government can help
avoid inflation by following monetary and fiscal policies which pro-
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Mote economic growth. I define. economic growth largely in termsof the increasing efficiency of American industry. The postwar expe-rience has shown that the merican economy has a long-range growthpotential of 8-4 percent a year - that is, the gross national productadjusted for the effects of inflation will increase on a trend basis bypercent a year. Only a fraction of the increase in our nationaloutput, however, results from the increa size of the labor force.The bulk of economic growth stems from tie ability of industry toincrease the volume of goods and services produced per man-hour oflabor. Increased investment in modern phnt and equipment makespossible the rising trend in productivity.The most signfcant contribution that business leaders can make inthe fight agast inflation is to be constantly on the alert and act onopportunities to improve productivit. Long-range planning of cap-itau expenditure programs, nowwiely used throughout Americanindustry, will help to promote more stable economic growth.
ss ong-range objectives, national monetary and fiscal policiesshould W determined with a view to balancing the Federalbudgetand to providing for a growth in the money supply consistent withour economic potential. This does not mean that in a given circum-stance the budget should be balanced at all costs, nor does it meanthat monetary policies should always be expansionary in character.Our primary goal must be now, and for some years to come, to main-tain a strong defense posture. However, most Federal expendituresare by their very nature inflationary in effect since they add less to theproductive capacity of the Nation than would be achieved if the samevolume of spending were accomplished in the private economy. Itdoes seem possible, even at the present time, that a gradual reductionin Government spending could-be achieved in many nondefense pro-grams, particularly subsidies of various kinds, which promote fighprices.

When tax reductions become possible because of increased revenuesunder existing tax rates or because of a reduction in expenditures, thetax reductions should be designed so as to maximize long-range bene-ficial effects. A major problem which faces this Nation is that ofproviding sufficient incentives to be more efficient, to add productivecapacity to make the necessary effort from which economic progresscomes. ±ie progression in personal individual income tax rates servesto promote inflation and to restrict incentives. Also, there exists themyth that business taxes are in some way paid out of profits with-out affecting the individual tax burden. In the final analysis, onlyindividuals pay taxes. Corporate income and excise taxes representcosts of doing business and hence are reflected in general price levels.A balanced program' of tax reduction should provide for a cut inbusiness taxes as well as individual taxes.3. Comment generally on the monetary control policies of the Fed-eral Reserve System as exercised within the following years: 1942-57.In ret t is clear that too large a portion of the Federal ex-penditures during World War II were financed by debt creation. Dur-ing the fiscal years 1942-46 only 48 percent of the $382 billioi, ofFederal expenditures were financed by taxes. The result was a sharpincrease in the money supply from $74.2 billion in June 1941 to morethan $171 billion by June 194. Monetary policy during World WarII seems to have had one purpose: to filitate financing of the war
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effort without regard to the postwar problems that were being created.
The result was that monetary policies during the early postwar years
could hardly be effective in controlling price inflation or in stimr.ulatm'
business activity during the 14849 downturn. As long as the Fed-
eral Reserve System was required to support the prices of Government
securities, monetary control policies were bound to be largely in-
effective.

The accord with the Treasury made it possible for monetary policy
to be effective in restricting growth in the money supply relative to
the increase in physical output of goods and services. The switch
from tight money to easy money in 195.-54 was taken in anticipation
of a downturn prior to the fact. Experience has shown that a switch
to easy money does not in any way assure an upturn in business activity
but the switch can set the stage for another round of inflation when
an upon turn does occur. The basic problem is, of course, that mone-
tary controls can produce contraction in business activit,y, but it is
possible to have a contraction in business activity with price inflation
still continuing.

The recent turn of events supports this statement. It is possible
that monetary policy in recent years has been to restrictive, thereby
contributing to the sharp decline in industrial production in the past
12 months. From the fourth quarter 1954 to the fourth quarter 1957,
the gross national product increased by almost 18 percent. During this
same period the total money supply increased by less than 9 percent,
and if time deposits ar excluded from the calculation, the increase was
only 3 percent. Yet during these 3 years, the cost of living rose by
6 percent and industrial prices were up almost 10 percent.

4. Beginning in August 1956 there was an increase in the consumer
price index each month through September 1957, thereby causing a
decline in the value of the dollar. What factors contributed most to
this decline in the value of the dollar ?

The rise in the Consumer Price Index from August 1956 through
September 1957 may be traced to three basic source:

1. The 71 percent rise in retail food prices from March 1956
to September 1957. (Food prices get a weight of almost 30 per-
cent in the Consumer Price Index.)

2. A continued uptrend in prices for services included in the
Consumer Price Index.

3. The 6 percent rise in straight-time average hourly earnings
in manufacturing industries during this period with little, if any
increase in output per man-hour to offset the additional cost.

The relative stability in the Consumer Price Index in the 5 years
prior to August 1956 was based to a large extent upon the decline in
food prices which started early in 1952. In spring of 1956, however
this trend was reversed; rising prices for services and many types of
goods were no longer offset by lower food costs, thereby pushing the
entire index upward.

According to the United States Department of Labor, higher wage
rates in 1956 were not offset by productivity gains as in previous
years In the rubber products industry, for example, it is estimated
that output per man-hour in 1956 was actually lower than in 1955, yet
sizable wage increases went to organized labor during this period.
The rise in prices was, of course, made possible by the generally strong
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level of demand in most segments of the economy during 1956, par-
ticularly demand for capital goods. The sharp increases in plant and
equipment expenditures during that year were accompanied by sizable
increases in construction and machinery costs.

5. What effect does the management of the current public debt have
upon the national credit structure and the economy of the United
StatesI

Management of the public debt represents an important tool of
monetary policy. When the debt is managed so as to increase the aver-
age maturity of the marketable debt, the Treasury is competing with
corporate, State, and local government and mortgage borrowers for
a limited amount of funds. The effect of lengthening the average
maturity is to tighten the money market. A move in the other direc-
tion is consistent with an easy money policy.

Clearly, the management of the public debt should at any given time
be consistent with the objectives of other instruments of monetary
policy. The long-range objective of debt management should reinforce
the long-range objective of fiscal and monetary policies to promote eco-
nomic growth and price stability.

iradual lengthening of the average maturity of the debt is de-
sirable. At times, however, a temporary reversal of the long-range
objective may be necessary. The lengthening in the average maturity
accomplished since October 1957 has been consistent with the tight
money policy during a period of sharp business contraction.

6. (a) Discuss in their relationship to one another and according
to your judgment of their relative importance, the following three
objectives of economic policy in the United States:

1. Price stability.
2. Stability of production, demand, and employment.
3. Economic growth in production, demand, and employment.

(b) With respect to these three objectives, discuss and appraise the
significance of what you consider to be the most important trends
since World War II--during the most recent 2 or 3 years-and espe-
cially during 1957.

It is my opinion that the primary objectives of economic policy in
the United States should be:

1. Economic growth in production, demand, and employment.
2. Price stability.

Comments on the economic polices of the United States since World
War II and in recent years are included in answers to previous ques-
tions. As a general comment the economic policies of the United
States must stress growth aove everything. Certainly balanced
economic growth will not be accomplished unless a solution to the
problem of persistent pressures on costs is found. Economic growth
with rising costs and rising prices will mean that large numbers of
people in our economy will not be able to share in the benefits of such
growth. The growth rate itself will be limited by this fact.

There will be little, if any, progress for those who are not in a posi-
tion to increase their incomes, at least in line with the rising price
level.

I do not believe that we must accept a gradual inflationary trend as
either desirable or necessary in order to maintain full employment or
to insure economicprogress. Arguments in favor of creeping inflation
are not at all convincing. There is no evidence that a gradual rise in
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price level will in itself insure growth. Moreover a creeping inflation
of only say 2 percent a year becomes a serious inflation in a matter of
a few years-22 percent in 10 years, and almost 50 percent in 20 years.
Those who advocate a gradual inflationary trend as necessary provide
us with no criteria as to the extent of the inflation that should be per-
mitted-whether it should be 1 percent, 2 percent, 3 percent a year etc.

7. Give your opinion of the effect on our economy of current Fed.
oral, State, and local government spending.

8. Give your opinion of the effect on our economy of current Fed-
eral, State, and local taxation.

Certain comments with respect to the effect on our economy of
current governmental spending and taxing programs have been in-
cluded in the answers to some of the above questions.

The effect on our economy of governmental spending and taxing
programs is summed up in the fact that Federal, State, and local
government purchases of goods and services account for 20 out of
every 100 dollars of our gross national product and that the total
of all government spending equals nearly 30 out of every 100 dollars
of national income. Federal Government purchases account for 111
percent of our national output and State and local governments for
about 81 percent. These percentages indicate the extent to which
governmental agencies make decisions which affect the allocation of
our national production and economic resources.

State and local government expenditures are tied closely to the
trend in population and to shifts in population. In the past 10 years
these expenditures have shown a steady upward trend. The bulk of
outlays for these governmental units are for school and highway
purposes which are certainly necessary from the standpoint of pro-
moting long-term economic progress.

Federal Government spending has proved to be far more volatile,
mainly because of changes in the level of defense expenditures. The
sharp downswing in defense spending in 1953 was undoubtedly a
major factor contributing to the business decline at that time. I
believe also that the sharp cutback in defense orders in the last half
of 1957 has been an important factor in the current economic decline.
If it was possible to smooth out the rate of Government order place-
ment, at least during the fiscal year, there would be an important con-
tribution to a more stable economic growth.

9. Will you distinguish between fiscal policy (embracing expendi-
tures, taxes, and debt) and monetary and credit policy, and then re-
late them, one to the other. Please discuss these policies stating how
they may be used to restrain inflationary trends and otherwise aid in
preserving a stable economy.

Fiscal policy deals with the amount, the type and the timing of
governmental spending and taxing programs. Fiscal policy can be
and has been an important vehicle for shifting the distribution of
income in the United States-for altering the allocation of our Na-
tion's economic resources.

The net effect of fiscal policy, is, of course reflected in the balance
between expenditures and revenues-the deAcit or surplus position.
A moderate cash surplus exerts a mildly contractive influence and
often is helpful in pursuing a policy of price stability. A long-term
objective ofa balanced budget with a moderate surplus to accomplish
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a gradual reduction in the Federal debt would seem to represent a
sound policy.

Monetary and credit policies, of course, deal with the supply of
money and the amounts and terms of available credit. I have com-
mented earlier as to the effectiveness of monetary policy in controlling
inflation or avoiding deflation. It is imperative that we do not over-
estimate the ability of either fiscal or monetary measures in them-
selves to expand economic activity. The soundest way to foster
economic growth is to adopt those fscal and monetary policies which
are consistent with maximum effort in the private economy.

It is not possible to be categorical about specific monetary or fiscal
policies which would apply in all situations. In a sharp business
downturn it is possible that certain fiscal measures will have to be
adopted on a temporary basis to stimulate a return to reasonable levels
of business and employment. These temporary fiscal measures may
or may not be consistent with the policy of attempting to solve the
long-term inflation problem.

1. (a) Comment generally on the adequacy or inadequacy of the
United States monetary system. (For the purpose of this question
consider that the monetary system includes a deposits and bank
credits.) Also, please furnish your ideas for the correction of any in-
adequacies that you feel now exist in our monetary system.

(b) Comment briefly on the adequacy or inadequacy of the United
States fiscal system.

I have no additional comment on this question.
11. (a) What is the explanation of the seeming paradox that at

times inflation and unemployment exist side by side in our economy?
(b) Shall we accept, as some have suggested, a gradual inflationary

trend as desirable (-or necessary) to achieve and maintain full em-
ployment goals?

I believe that inflation and unemployment can exist side by side
in our economy for reasons discussed in the answer to question 1. The
answer basically is that not all prices increase or decline at the same
time. At any particular time, the price of labor may rise relative to
the price of other items. This in turn boosts unit production costs
which puts pressure on final prices. The higher price for the product
or service may restrict the growth of the market for the product or
service with possible result of a decline in production and employment.

12. To what extent and in what way do you believe that the growth
of private debt i recent years may have become a threat to the stability
and vitality of the American economy ?

It is my opinion that the growth "m the private debt in recent years
does not pose a threat to the stability or vitality of the American
economy. There hAs, of course, been much concern expressed over
the rise in consumer debt, particularly in 1955, as a result of the sharp
increase in automotive sales that year. There is no question that at a
particular time a boom in consumer credit and a boom in business
borrowing will contribute to inflation and that on the downside, a
sharp reduction in borrowing by either business or consumer will ag-
gravate the situation.

As a general rule, the consumer has done an excellent job in handling
his accounts, even in a situation of serious business decline. In the
two previous postwar recessions, consumer credit actually increased,
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providing an important anchor around which the business upturn
was eventually achieved. It is possible in the present decline that
consumer credit will contract but there are no magic formulas by which
the actions of consumers can be predicted or changed. A restrictive
monetary policy can be helpful in discouraging speculative excesses
in borrowing during boom conditions and an easy money policy may
encourage debt creation during a period of business decline.

13. Considering the financial condition of the United States, at what
point, if any, in terms of unemployment, production, and consumer
deand, should the Federal Government move in major ways, such as
a tax cut and/or large increases in public works, to counteract a
downturn in the economyI

There are no precise statistical measures which indicate at what
point the Federal Government should take action to counteract a
downturn in business by reducing taxes or increasing expenditures.
To evaluate the trend in general business conditions we find it neces-
sary to examine trends in many statistical series-unemployment,
production, consumer income, retail sales, etc. Our viewpoint is
to trend of business in the months ahead is really a matter of judgment
as to what these individual trends portend. The danger of using a
single guide to action, such as 6 percent of the labor force unemployed,
is tha such a measure does not consider who is unemployed, how longhave they been unemployed is the increase in employment the result
of a large influx into the labor force (which for statistical purposes
is poorly defined), a decline in employment opportunities, etc.14. How much of a factor in your opinion has deficit spen0ng by
the Federal Government since the end of World War II been in con-
tributing to or producing inflationI

Federal Government deficits have not been a major factor contrib-
uting to inflation since World War H. In fact, for the period since
World War II, taken as a whole, the Federal Government has run asmall cash surplus. This does not mean that governmental spending
and taxing programs have not encouraged inflation.

15. Can fl employment goals be attained while maintaining a
dollar that has relative stable purchasing power I

The answer to this question depends upon the definition of the term
"full employment goals."

In a ree economy the allocation of economic resources is largely
determined by consumer choice manifested in millions of individual
spending decisions. Mobility of labor and capital from company tocompany in the same industry and from industry to industry is re-
quired at all times in order to adjust production higher and lower with
changes in consumer demand. Shifts in consumer demand are fre-
quently sudden and the adjustment in production is not immediate,
with the result that both labor and capital in a particular situation
may be temporarily unemployed. If the consumer is to be allowed
free choice in the expenditure of his income, then it is impossible to
guarantee him 100 percent employment at all times. Thus, full em-ployment in the sense of a job for everyone can only be attained in a
completely state-directed economy. Such a concept is not only m-compatible with: a free society but it is also incompatible with the
maintenance of a stable dollar.
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The problem then, is to achieve a balance between the maximum
employment of our economic resources on the one side, and the goals
of a free society and the maintenance of a stable dollar on the other
side. This is the kind of balance, however, that does not lend itself
to precise calibration terms of a percentage of the labor force that is
unemployed. For example, should Government action be taken to
increase employment when unemployment is equivalent to 4 percent
5 percent, 6 percent, et cetera, of the labor force? There is wide
disagreement on this point.

The matter is further complicated in that the interpretation of
available statistical information on 1remployment is uncertain. The
Department of Labor reported that on february 28, there were
5,170,000 unemployed, but this flpre included approximately 700,000
persons who ha not been working in 1957, in many instances wives
and children in families where the major wage earner had been laid
off. Also, the unemployment figures include persons who ordinarily
work part time, such as wives, but who are not seeking, nor would they
accept, fulltime employment.

These are the problems with which Congress wrestled in drafting
the Employment Act of 1946. As a result, this legislation was not
formulated on the premise of a 100-perce unemployment goal, but
instead provides that it is the continuing policy of the FederalGovemn
ment to use all practical means to create and maintain employment
opportunities for those able, willing and seeking to work, and to
promote maximum employment, prouction, and purchasing power
in a manner calculated to foster and promote free competitive enter-
prise.

it is my firm conviction that economic pro can be achievedwithout accepting a gradual inflationary treni and that. reaso nably

full employment of our economic resources can be achieved while
maintaining a stable dollar, provided we find some solution to the
problem of-wage-push inflation.

16. Are escalator provisions in wage or other contracts compatible.
with achieving economic stability ? .

By their very nature, escalator provisions in wage contracts .Isu
that those covered by the contracts will receive wages at least in line
with the trend in price levels. In inflation situation, those persons
whose incomes are relatively fixed will suffer a loss in real purchasing
power. In fact, a transfer of purchasing power from persons with
relatively fixed incomes to those in a position to obtain cost-of-living
adjustments takes place. The long-term labor contract with the
annual improvement factor and the escalator provision are relatively
new in business experience. The full economic implications of these
provisions are b -no means clear though they have served to foster
wage-push inflation. It does seem "like that in view of the trend of
business at present and in view of the limited increase in output per
man-hour in recent years, businessmen wil carefully evaluate the
possible advantages to be gained in granting contracts including these
provisions in the future.

17. List and briefly discuss what you consider the causes of the
present recession, and what should be done to terminate it.

Comments as to the major factors in the present business downturn
are included in answers to previous questions. With respect to govern-
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mental programs which might be desirable in these circumstances Iam of the option that it would be the best part of prudence to defermajor governmental action temporarily. It is quite possible that thetrend in business activity is now bottoming out with the possibilityof healthy gains in the level of business activity by the end of 195.Some further easing in the monetary situation seems desirable. Therew a possibility, however, that just at the time when business turnsupward, significant shifts in monetary policy, sizable tax cuts, and ahuge Federal deficit will all result in setting the stage for a serious
round of inflation in 1959 and later.

J. WAxD KEm.
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F. W. WOOLWORM Co.,
Hon. H y F. B New York, Apri 1, 1968.

Committee on finance,
United States Senak,

Washington, D. 0.
DrAR SENATOR Blr: Reference is made to your letter of February17, with which you enclosed a list of questions to which you desired

answers, pertaining to the economy of the country. I have preparedanswers to your questions and enumerate them herewith in the orderin which they appeared on the list which you sent me:
1. I would define inflation as a general rise in the price of goods andservices, whereas deflation represents a general decline in these prices.2. It is questionable whether we can avoid periodic intervals of in-flation and deflation under our free enterrise economic system. Itwould appear that under this system we will continue to have cycles,ups and downs in business. However, along with these fluctuations,

it is safe to predict that free enterprise over the long term will con-tinue to produce a rising standard of living and economic growth.
If the evils of inflation are to be avoided at least, in part, then allthe areas that contribute to inflation should be considered. A few ofthese contributing factors are corporate tax laws which encourage debtfinancing because the Government pays half the interest cost; wageboosts in excess of productivity; demands for inore Federal, State andlocal facilities and services, regardless of the condition of the market

for men, money and materials.
3. In the sense we use the term monetary control today, to limitexcesses on both the up side and down side in general economic trends,

one could almost say that monetary control did not exist in 1942-50.
We ran a pegged bond market to make World War II and the Koreanwar financing as cheap as possible for the Treasury. Direct controls
were introduced to restrain consumer competition for goods. Underemergency war conditions this form of monetary control has its place.

In the light of hindsight, one might be critical of one or anotherFederal Reserve Board moves and their timing during the 1951-57
period. The August 1957 discount rate boost was unfortunate, andthe 1954 hy dermic, under the influence of the same kind of reces-sion, political pressure that we see today, helped foster the 1955-56excesses that have largely produced the present recession. However,
in spite of the Board's occasional miscues, its operations by and large
deserve public commendation.

4. Considerable factors in the decline in the value of the dollar dur-
ing the period August 1956-September 1957 were:

(1) The rise in farm-food prices due to the farm price support
and related programs.

(2) The rise in unit labor cost out of proportion to produc-
tivity gains.
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(3) The delayed catchup in rents with other prices as controls
were relaxed.

(4) The rise in the price of services which involve labor pre-
dominantly.

5. Without meaning to sound overly critical what has been done in
the area of Federal debt management might be described as oppor-
tunistic. Should not periods of boom be used to reduce war credit
debt I Should not period of favorable bond market conditions have
been used to anticipate future bunching of maturities? Should not
demands on the Treasury for public works projects be minimized in
boom times ? Members of the Senate and the House must assume re-
sponsibility for the fact that certain of the measures they pass force
t Treasury, the Federal Reserve Board, and other prudently man-
aged Government agencies to depart from sound practices. Given
acumen and objectivity on the part of our lawmakers, the public debt
imposes no threat to our national credit structure or to the United
States economy. In fact, properly administered, the public debt is an
instrument for economic growth.

6. (a) It would appear that economic growth is our most important
national objective. Such growth, based on a rise over the long term
in per capita real income, means a rising standard of living for every-
one.

(b) Since World War II, we have faced a relative shortage of work-
ers. However, vast corotrat investments in new plant and equip-
ment have increased productivity. Without this stepup in producvtii-
ty inflation could have been quite out of hand.

he downswing in 1957.ian probably be traced to the following:
Monetary policy; repudiation of payments against defense. contracts;
fright freeze in placing defense orders inspired by sputnik and the
business correction of the 1955-56 overstocking.

7. Government is the economy's biggest single customer. This
should answer the question. However, one might add that construc-
tion spending by Government should be planned as much as possible
to dovetail, not compete with private investment. The coming 2 to 3
years would appear.to put an added burden on public investment as
private investment takes the breather needed to absorb heavy 1955-57
outlays.8. Taxes inevitably find their way into the price structure. For

this reason, high taxes have an inflationary effect.
9. A growth economy, of course1 is much to be preferred as against

a stable economy. As for reconciling the dual objectives of monetary
and fiscal policies. This, I believe,-has been dealt with under para-
graphs 3 and 5.

10. (a) Our present monetary system seems well geared to support
a private enterprise economic society and to promote growth. As it
has since the inception of the Federal Reserve System, experience
should continue to improve the capabilities of monetary controls.
This should provide adequate groundwork for maximum cooperation
with the Treasury Department In handling its problems. But it would
appear that a great deal needs to be done by the Federal Reserve Board
to acquaint public and business bodies with its objectives and the plans
for achieving them; and by these same public and business groups in
accommodating their financial programs to the demands of the national
monetary policy.
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(b) Previously covered.
11. (a) Two reasons might be given for this seeming paradox:
(1) The Bureau of Lalor Statistics last year published the resultsof a study that acknowledged what many have pointed out for a good

part of the postwar period-that the rise in labor costs, in excess ofproductivity increases, has been the main inflation stimulus. Prices
thus remain firm to rising, irrespective of employment levels. Escala-tor clauses and 3-year contracts contribute inflexibility features that
add to the paradox.

(2) Unemployment affects primarily workers in factories andmines, and these now represent roughly only 1 out of 5 members ofthe United States work force. The vast remainder in banking, Gov-ernment service, retail and wholesale trade outlets, and services, all
maintain their need for things and relatively undiminished capacity
to pay for same.

(b) It is not a matter of choice any more. As long as the Employ-
ment Act of 1946 remains on the boos we have the ]basis for persist-
ent inflation. This act which requires the infusion of artificial stimulito maintain full employment, tends to impede healthy readjustment
even during a period of moderate downswing. However, we are allmorally bound to work to minimize unemployment and the distress itcan bring. This is a social luxury and luxuries usuall demand some-
thing extra in the way of price. The extra price, in this case, is infla-
tion, paid for by the consumer in rising living costs.

12. Rising private debt is a characteristic of and essential to thegrowth vitality of the American economy. Our businesses and people
require the credit to create and buy the goods. and services that gowith a growing population and a risiig standard of living. But debt
admittedly is a leverage factor in business cycles and it might be well
to examine the manner in which our tax laws encourage business debt
creation and penalize moneyraising via equity financing. However,
despite occasional periods of excess, rising personal debt is an essen-tial and sound factor of United States economic growth.

13. This question encompasses a range of problems, assumptions,
and possible antidotes that defy a general answer. Due to the fact thatwe have not utilized the boom years and the low-bond yield periods to
reduce war-created Federal debt, and that the war-created tax struc-ture was not realined to something much closer to a civilian economy,
we have not left ourselves the flexible range of action that might best
deal with recession tendencies.

Not having done these and other rational things, we now feel com-
pelled to act expediently, if not wisely. It would appear that the leastdamaging in terms of the long-range inflation threat would be a fur-
ther cut in reserve requirements by the Federal Reserve Board and a1-year, 10 percent personal and corporate income-tax cut.

14. It would be difficult to isolate Federal deficit financing sinceWorld War II as a main inflationary force. By not having longa
term retirement program for war debt and by delaying so long afterthe Korean war started to impose controls, we fostered inflation. Fed-
eral deficit financing unquestionably contributed to inflation pres-
sures, but it was probably more of a piece with other directly related
causes such as farm price spports, etc.

15. There is some question as to what might be full employment
under various conditions. If we cannot eliminate cycles of Sharp in-
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ventory accumulation and decumulation, standards of employment
must be measured by the period in which we are then operating. In
a large measure, however, we can approach minimal unemployment
with relatively stable prices if we embrace the comprehensive attack
on inflation forces as outlined above, under paragraph 2.

16. In wage contracts, combined cost-of-living plus annual produc-
tivity boosts are not matched by productivity increases, in many in-
stanns. The escalator feature usually applies in labor's favor on the
rise but gets frozen into the basic wage rate before the employer can
benefit during a recession period. Much more serious, the patterns
of pay and cash fringe benefits set in the auto, steel, and other large
industries, where price advances to customers and productivity may
combine to cover most if not all the wage cost increase, tend to force
other industries and companies to conform even though economically
not situated to do so. These things not only do not contribute to
economic stability but may have built into our wage-price structure
troublesome infleiibilities.

17. The 1955 consumer durables goods boom and the 1956 capital
goods boom represented a tremendous surge of economic forces within
a 24-month period. Some excess of easy money in 1954 contributed
to these conditions. Subsequent tight money moves were aimed at
correcting these excesses. Progress was being made along these lines
when the economy was gravely affected by:

1. Effects of the economy drive on defense spending beginning
in the second quarter of 1957.

2. Sputnik not only-jarred national complacency, but aggra-
vated the effects of reduced payments against defense contracts
by a virtual stoppage in defense-order placement for a time.

3. Then came the Asiatic flu and similar ailments that put a
large part of the American population in bed for days at a time
in the fourth quarter of 1957.

TheQe random developments helped to create an economic "air
pocket" under us in the fourth quarter of 1957 that accelerated the
inventory decumulition. Possible remedies would seem to be: Less
official reassurance; less capricious handling of defense order place-
ments and payments, and accelerated order placement now to make
up for the 1957 lagging; a further cut in reserve requirements; and,
if needed, a 10 percent 1-year personal income tax cut, with commen-
surate easing in the business tax burden.

Respectfully yours,
JAMES T. Ltmr CH.
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Hon. HARy F. BYR, Chicago, Ill., April 10,1958.
Chai man, Committee on Finance,

United States Senatc, Washington, D. C.
DEAR SENATOR Byno: There are enclosed comments on the variousquestions which you recently forwarded to me in connection with theSenate Finance Committee s inquiry entitled, "Investigation of theFinancial Condition of the United States."I have followed your suggestions in preparing my replies. Insome instances, therefore, the questions were used largely as a guide,and in other cases my replies were limited to specific aspects of thequestions. I also have kept the answers brief, though a much moreextended treatment of many of the subjects would have been possible.You were generous to ask for my opinion, and I appreciate your

courtesy in inviting me to contribute.Respectfully yours, H. J. IAVINGSTON, President.

1. Give a definition in your own words of "deflation" and
"inflation."

I generally think of these terms in relation to the cost of livingand the purchasing power of the dollar. When the amount of goodsand services that a consumer can buy with a given number of dollarsis reduced because of a rise in the price level, inflation has occurred.Conversely, when an increased quantity of goods and services can bepurchased for a given sum of money, because of a decline in prices,
deflation has occurred.

In more specific or measurable terms, I think of deflation and in-flation as a discernible downward or upward trend, respectively, mithe consumer price index. The word "trend" should be emphasized,for a rise in the index 1 month followed by a corresponding fall inthe next month should not be considered as an inflationary move hav-ing been offset by a deflationary one. A persistent movement in onedirection or another is necessary before one can decide which way the
economy appears to be heading.

2. Explain how you believe the economy of the United States canbest avoid either inflation or deflation. If you think present lawsshould be changed or new laws are required, then make specific sug-
gestions.

Short of actual price and wage controls, which are undesirable in apeacetime economy, a stable value for the dollar is not somethingwhich can be brought about by some simple mechanistic method. Itis more nearly a byproduct of general economic activity and the inter-
play of the market forces in a free society.

Monetary and fiscal policies can be helpful in stabilizing prices bycareful timing of countercyclical measures. For example, an excess
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of dollars when productive resources are being utilized at near capacity
levels will bid prices up. Similarly, an increase in spendable income
by reducing the income tax of consumers is one method of combating a
recession.

In the use of monetary or fiscal procedures for attaining price sta-
bility, I am inclined in most circunmstances to prefer monetary instru-
ments of control, and the indirect or general monetary tools to the
direct and selective ones. Monetary tools are usually less blunt and
more flexible than fiscal tecliques. The monetary implements are
sufficiently flexible and adaptable to be highly useful, provided other
segments of the economy-government, business and labor-also dis-
charge their respective responsibilities for price stability.

Monetary weapons are perhaps most effective in mitigating infla-
tionary pressures. On the other hand, deflationary forces often re-
quire something more than monetary measures, however forcefully the
latter may be applied. Thus, even very low interest rates wil not
encourage borrowing and investment ira high degree of pessimism
prevails in the economy. In this situation, fiscal measures may be de-
sirable.

With respect to the actual monetary tools available, I would ordinar-
ily prefer the maximum use of the indirect tools, such as open market
operations, discount rates, and reserve requirements, rather than di-
rect controls. The former are less personal in that they make their
effect felt through broad market forces.

Since labor union policies and business price practices also con-
tribute to the elusiveness of price stability, the role of Government,
short of price and wage controls, should include educating, persuading
and encouraging statesmanlike behavior on the part of labor and
management. Such action should aid labor and management in re-
concihng and compromising their differences for the welfare of the
entire economy.

Price stability, in my judgment, is not the exclusive responsibility of
Government. On the contrary, it is a responsibility that must also be
shared by management, labor, investors, consumers and every segment
of our economy, and each must discharge its responsibility if price
stability is to be achieved.

3. Comment generally on the monetary control policies of the Fed-
eral Reserve System as exercised within the following years: 1942-57.
(You may wish to divide the period into two parts-1942-50 prior to
the accord, and 1951-57.)

From 1942 to 1945, the primary objective of the United States
Government and of the entire country was to win the war. As a result,
adopting measures to facilitate war financing by the Treasury was
necessarily the overriding objective of. the Federal Reserve System.
This was accomplished by Federal Reserve support of the prices of
Government securities. In the process the Federal Reserve System
created the additional credit necessary for the banking system to
purchase Government bonds during the war. Under these circum-
stances, conventional credit controls became relatively ineffective.
On the other hand, central bank support of the Treasury in its financ-
ing operations was of paramount importance.

From 1946 to 1951, the Federal Reserve continued its policy of sup-
porting the "pattern of interest rates" for Government securities, al-
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though from time to time "pegging" was modified, first by droppingcompletely the support of short-term securities, and then subsequently
lowering the support price of long-term bonds.Since the inflationary pressure of the highly liquid state of theeconomy was resulting in sharp rises in commodity prices, the FederalReserve's policy of buying all the securities offered was in conflictwith conventional anti-inflationary credit policy, and contributed tothe inflationary pressures. However, it must be remembered that theFederal debt has risen from $50.9 billion in 1940 to $278.7 billion in1945, and that most of the United States Government bonds were pur-chased by investors at the low yields that prevailed during the war.There undoubtedly were many who believedthat had the Federal Re-serve dropped its stabilizing operations too suddenly or too sharplya severe decline in bond p rices might have resulted with substantiallosses to many holders of governmentt securities.

There also were some who felt that the pegging operation had cer-tain other consequences. First, it facilitated a shift in the assets offinancial institutions, primarily banks and insurance companies, fromGovernment bonds to private debt, primarily commercial loans andmortgages. Second, in the process of shifting, the bonds acquiredby the Federal Reserve System created additional reserves which per-mitted an expansion in bank credit. Both of these factors contributedto an expansion of productive facilities and housing which helped sat-isfy the pent-up demand built up during the war years. However,these increases in output were not without their costs, namely, a de-terioration in the value of the currency as prices rose. Unless thereis some significant national emergency, it is far better for Govern-
ment financing to be conducted in free markets.

Since the "accord" in 1951, I believe one of the principal objectivesof the Federal Reserve System has been to carry out policies withinthe monetary and banking sector of the economy that are directedtoward a stable price level at high levels of employment, productionand incomes (as set forth in the Employment Act of 1946), insofaras possible. In my judgment, this does not mean that the Systemhas sought to pursue credit policies that would aid economic expansionat the cost of rising prices and a deterioration of real income. Con-ventional monetary management calls for credit restraint during pe-riods of rapidly expanding business activity and rising prices, andeasier credit conditions during periods of reduced activity. Admit.tedly, and with the benefit of hindsight, the timing of Federal Re-serve actions may not always have been perfect, but again there areno mechanical standards that can fairly be applied to these problems.Federal Reserve Systemi policy decisions must necessarily be valuejudgments based upon the best available economic information. Thereare important areas in which there is often little or no precise economicinformation, and in other areas there is often an unfortunate lag in
the availability of data.

As I mentioned in my reply to the second question, all segments inthe economy must share the responsibility for price stability.4. Beginning in August 1956 there was an increase in the consumerprice index each month through September 1957, thereby causing adecline in the value of the dollar. What factors contributed mostto this decline in the value of the dollar I
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The years 1955 1956, and the first 9 months of 1957 were charac-
terized by a rapia expansion of business activity to record levels of
output and consumption. This was caused, primarily, by record
expenditures by consumers and business, and sustained high levels of
spenling by Federal, State and local governments.

All of the components of the consumer price index contributed to
the increase in prices which occurred during the period August 1956
through September 1957. However, by far the greatest increase was
in.the price of services rather-than in commodities Services presently
account for about one-third of tfe total index, so that the rather sharp
increases in this broad component during the period help to explain
the upward ntovement to which your question refer _ .

Despite substantial additions to the Nation's productive plant in
1955, 1956, and through September 1957 the demand for many items
exceeded their supply. The labor force of the Nation was virtually
fully employed, resulting in a favorable bargaining position for labor.
As a result, increasing consumer incomes and expanding demands
resulted in only moderate resistance to higher wage demands. With
practically full employment, and given a choice between idle plant
and an increase ii wages, management understandably agreed to
wage increases in a number of cases. With little likelihood of an
important increase in physical output, the inevitable result of rising
costs was a higher price level.

In my judgment, it is not possible to determine accurately which
factors contriuted most to the decline in the value of the dollar.
It was, instead, the consequence of excessive activity in the economy
generally. While some of th-e factors contributing to the rise in prices
have changed in recent months, there is no evidence that once the
present business decline ends that we shall not see a resurgence in
strength of inflationary pressures. Consequently, the persistence of
the threat of future price rises, despite present declines in production
and employment, necessitates weighing with great care changes in
monetary and fiscal policies.

5. What effect does the management of the current public debt have
upon the national credit structure and the economy of the United
States?

One of the objectives of Treasury debt management policy at this
time is to shift an increasingly larger amount of the marketable por-
tion of the debt into longer term maturities.

This policy could have at least two effects upon the credit structure
of the United States: First, as the Treasury extends the average ma-
turity of the Government debt, it becomes more competitive with
long-term private borrowers, such as public utilities and industrial
corporations. This result, however, is'not of such significance that
it should necessarily deter the Treasury from the ultimate attainment
of this objective.

A second possible consideration is the effect of stretching out the
debt on the commercial banking system. As the Treasury increases
the proportion of longer-term bonds, the supply of Treasury bills
may tend to decrease. -

in recent months, the loan demand of banks has declined and
reserves have increased, thereby affording the commercial banks some
opportunity to improve their liquidity by increasing investments in
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short-term Government obligations. Partly as a result of this in-creased demand, the bill rate in the past few months has experienced
one of the sharpest declines for such a short period of time in history.IDAthese circumstances any reduction in the supply of bills which mightbe made as the Treasury lengthen the maturity of the debt, would
tend further to depress the elds on bills.

With a large amount orthe debt having comparatively short ma-turities, it is in general beneficial to the Treasury to lengthen theoverall maturity of the debt. However, it also is necessary to maintain
an optimum balance between short medium, and long-term Govern-ment issues, in order to maintain relatively stable money markets andto provide the short-term obligations necessary for the economy to
maintain needed levels of liquidity.

6. (a) Discuss in their relationship to one another and accordingto your judgment of their relative importance, the following threeobjectives of economic polic e United States:1. Price stab *"0

2. Stable of production, dema nd employment.'
(b W growth in rducti e d, and employment.1
(b) W1tto these objects, disc and appraise theSioifica ofw t you nsi r to most im t trends since

orl ar II-du . g e m recent or3 ye and especially
durn 1957.

In y jud nt, rice i m r stabii in the shorrun,d for Me, roduc n demand, d employ-
me are ua p eom. o y jectiveso the United
b7 7 to nt q on fwhe e wed0r ih piesabor u n,od d, an erplo~m toreco-
Wx no b*tives is xpendable.W musth to ve declinin standards
of Ingfor i mc

powadep ite there e weha made in nomic m nitaaly d fiscal
ad limiiting the of If ctuation te iescceweha not succeed 00 g it ut co etely.e t pen of adj ent it decline employment,

incomes, nd ' e evid of this f Even thoughwe may suc d in ahievmg price ity and economic
growth in p auction, demand, and emplo nt does not warrantaltering our obj yes or pursuing th y less vigorously thanin the past.SOn teother hand, the essness of the business cycle may be a
characteristic of an individual initiative private enterprise economic.system. There are in the market place of a free society self-perpetuat-
mg economic forces that help gradually to correct maladjustments
tha have occurred durig the previous period. For example, per-
haps a wave of overoptimism has stimulated an unsustainable rate ofspending and investment that must be correct if the economy is nowto be brought into balance for a new period of growth and progress.
Such adjustments probably an mevitable in a society of freemen
where the possibility of rewards and profits is accompanied by the

It Is assumed that "stability" as contrasted to economym owtl" refers to umoothlnB"the fluctuations about the rising trend line which would desrb growth.

I.
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possibility of risks and losses. However, this is not to suggest that
efforts should not be made to mitigate these fluctuations and to alle-
viate the hardships of those who become unemployed.

Perhaps the most striking trend during the years since our emer-
gence from World War II-has been the continued vigorous growth
of the economy. Related to this is the dynamic role played by private
investment-in furthering the growth of existing products, develop-
ing new products, and ever broadeninfr our economic horizons. The
major cost of this success has been, ofcourse, our postwar inflation.
However, with continuing improvement in economic analysis, and
monetary and fiscal management, there is reason to believe that the
costs due to instability can be reduced. The year 1957 marked the
beginning of what is currently a test of our ability to cope with re-
cessionary forces. Our success in meeting this challenge will present
us with additional evidence of our ability to combine, in reasonable
fashion, our goals of growth with minimum instability.

7. Give your opinion of the effect on our economy of current Fed-
eral State, and local government spending.

The current rising volume of Government spending tends to sustain
the level of business in a period when the aggregate expenditures of
business and consumers are declining. During periods when indi-
vidual incomes, consumption and employment decline, an increase in
Government expenditures contributes to demand and tends to coun-
teract and offset the drop in production and business activity. The
larger volume of spending contributes to income, new orders, produc-
tion, and employment. Conversely, during periods of rising private
demand and expenditures, Government spending, except that which
is essential, such as national defense, should be reduced so it will not
create excessive demands on the economy.

However, there is no certainty that increased Government expend-
itures will necessarily meet the problems of a period of recession
effectively. For example, even after a decision is made to increase
Government expenditures, there may be considerable lag in implement-
ing the policy. As a consequence there frequently is the risk that by
the time the results of increased Government spending are felt in the
economy in the form of an expanded demand for goods and services,
the decline in general business may already have ended. Thus, the
increase in demand resulting from expanded Government expenditures
actually may occur when the Nation s resources and productive capac-
ity are beinir fully utilized as the result of an expansion in private
demand that had subsequently developed.

Moreover, experience indicates that these projects for Government
spending often result in far larger expenditures than had originally
been intended. Furthermore, it is exceedingly difficult to reduce the
level of Government spending after it has been expanded.

8. Give your opinion of the effect on our economy of current Fed-
eral, State, and local taxation.

It is widely believed that if Government spending is equal to tax
revenues--that is, if Government budgets in the aggregate are bal-
anced-there is no effect on economic activity because the Government
is putting back into the economy as much money as it is taking out.
However, this conclusion is not correct.

That share of Government expenditures which is used to purchase
armaments, for example, contributes to the income flow of the corn-
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munity, but in the process no consumer goods are created to satisfyconsumer demands. Thus, though the Government bud et is bal-anced, there may actually be inflationary consequences resu tingfrom
Government spending. In general, the larger the budget, even thoughbalanced, the greater the probable inflationary impact.

The portion of income which is diverted to Government by meansof taxes is socialized. Furthermore as a large proportion of na-tional income passes to governments 1y means of taxes, the freedom
of expenditure choice of individuals and private business is reduced.A consequence of the socialization of income is the effect on theeconomy of Government expenditures in contrast to consumer andbusiness spending. The goods and services purchased by Govern-ment for military purposes quite obviously differ from those thatwould be bought by the private sector of society. In the former in-stance, the manufacturers of heavy equipment, electronics, and air-craft might be most involved. In the latter case, purchases by con-sumers probably would be divided more equally among durable andnondurable goods industries and services, including travel and recrea-
tion.

Finally, there is the danger that increasingly higher taxes reduceincentives of the American people to work harder and to continue
to assume capital risks--two necessary conditions of economic growth
in a private enterprise society.

Related to the foregoing danger is the possibility that the per-centage of the consumer dollar taken in taxes ultimately could riseto a level where the standards of living of the American public wouldactually decline because of taxpayments. Since an increasing standardof living is one of the primary objectives of public policy, taxes mustnot be raised to a level where a large volume of private consumption
is imossible.,

9. ill you distiguish between fiscal -policy (embracing expendi-
tures, taxes and debt) and monetary and credit policy, and relatethem, one to the other. Please discuss these policies stating how
they maybe used to restrain inflationary trenJs and otherwise aid
in preserving a stable economy.

Fiscal policy refers to the Federal Government's authority to tax,borrow, and spend in order to discharge its constitutional respon-
sibilities. It also includes the management of the public debt.Monetary policy involves control of the volume, availability, andcost of credit, and is the responsibility of the Board of Governors
of the Federal Reserve System.

Both fiscal and monetary policy can be effectively mobilized torestrain inflationary trends, thus contributing to price stability. Theinflationary effects 1f Government spending can be reduced by abalanced budget. If however, expenditures exceed receipts and adeficit results, the lationary pressures in these circumstances maybe moderated to the extent that the Government is able to borrowfrom nonbank investors since this procedure does not result in an
increase in the money supply.

Monetary policy in times of high business activity can be useful inrestraining inflationary pressures by limiting the volume of creditexpansion to that which is required to meet seasonal and other produc-tive needs of the economy. By limiting the expansion of credit andthe volume of money during a period in which demand is tending
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to outrun the supply of savings, the monetary authorities apply a
brake to the economy. This should reduce inflationary pressures and
limit possible economic excesses that might occur.

10. (a) Comment generally on the adequacy or inadequacy of the
United states monetary system. (For the purpose of this question
consider that the monetary system includes bank deposits and bank
credits.) Also please furnish your ideas for the correction of any in-
adequacies that you feel now exist in our monetary system.

One of the important problems with which the monetary system of
the United States will be faced in the future is an adequate supply of
money to support expected higher levels of economic activity. It is
generally recognized that in the past there has been a fairly close rela-
tionship between economic growth and the money supply. Higher
levels of economic activity require larger amounts of money and credit.
It will be necessary therefore, for the money supply to expand in the
future in order to support the expected higher levels of production in
the years ahead. The monetary authorities, therefore, must consider
not only the current economic situation, but also must plan now to
meet the future demands of the Nation. In my judgment, such mon-
etary policy decisions, in general, often are ofmore importance and
significance than the framework or structure of the monetary system.

(b) Comment briefly on the adequacy or inadequacy of the United
States fiscal system.

One of the desirable long-range, over-all objectives of the fiscal
policy of the United States ought to be a generally reduced level of
taxes. The attainment of this objective, in a very large measure, is
determined by public finance and fiscal policy decisions, both legisla-
tive and executive, regardless of the particular system in effect. The
following are merely typical of the problems I have in mind:

1. What is the limit to the growing magnitude of Government ex-
penditures? The socialization of personal income that the rising
trend of Government expenditures implies assumes that Government
expenditures bring a greater benefit to the community and the Na-
tion than would the individual disbursement of some portion of these
tax revenues. Therq are no reliable criteria for determining that
funds expended by direction of the Congress are better spent than
when the purposes of the expenditures are determined by individual
and business decisions.

2. What is the effect on incentives, over a period of time, of Govern-
ment spending? Admittedly, some Government spending spurs in-
centives. The Government road-building program, for example, may
be looked upon with favor by some industries. On the other hand,
it seems clear that increasing taxes eventually must adversely affect
various incentives.

3. There is always the possibility that the fiscal policies of the Gov-
ernment will conflict with the monetary policies of the central bank.
The history of central banking suggests that the problem is not pecu-
liar to a particular system or country.

In general, therefore, fiscal decisions are in most instances more
imortant than a particular fiscal system. .
I• 1.(a) What is the explanation of the seeming paradox that at

times inflation and unemployment exist side by side in our economy?
The seeming paradox of the existence of inflation and unemploy-

ment at the same time in our economy results from the fact that the
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two conditions are not entirely governed by the same influences or fac-tors. Rather, they often respond to different and unrelated pressures
that may be operative at the same time.

Currently, for example the decline in industrial production andthe rise in unemployment have been largely in the durable goods pro.
ducing industries. This development can be attributed to reduceddemands. First, business investment in plant and equipment has beencurtailed from previous, exceedingly high rates. Second, consumers
have altered their buying patterns, curtailing their purchases of dur-able goods and spending more on soft goods and services. As a con-sequence of these declining demands, production schedules in the dur-able goods industry have bn curtailed and unemployment has risen
in these areas.

The cost of living, on the other hand. and the consumer price index
in general, which have been rising steadily for several years, have con-tinued to edge up in recent months despite the rise in unemployment.
A number of factors have contributed to this development. First,
despite the drop in employment and incomes, consumer demand forgoods and services has beei maintained in volume close to former high
levels. Second, spending by families for services such as utilities,medical care and rent, amounts to about 35 percent of disposable in-come. As a result, prices for consumer services in the last 8 years.have risen about three times faster than prices for goods and com-modities. Third, because of the nature or character of consumer
spending, much of it may not be postponed or deferred. These factorsin the aggregate have operated and contributed to demand pressures
on prices notwithstanding the decline in the output of durable goods
and the rise in unemployment.

(b Shall we accept as some have suggested, a gradual inflationary
trend as desirable (or necessary) to achieve and maintain full employ-
ment goals?

I do not believe that inflation is desirable or is a necessary conditionof full employment. It would be a grave error of major proportions
if it became generally accepted that a gradual rising level of priceswas an inevitable and necessary condition for full employment. Such
a development, in my judgment, would have a number of extremely
undesirable consequences. The most significant, probably would bethat it would tend to discourage saving which is basic for further in-vestment and subsequent economic growth. The problem has been
complicated in recent years because our degree of tolerance of unem-ployment has become so narrow. While conceding that unemploy-
ment is an economic waste and socially undesirable, its complete avoid-ance at the expense of persistently rising prices may prove to be even
more costly.

12. To what extent and in what way do you believe that the growth
of private debt in recent years may have become a threat to the sta-
bility and vitality of the American economy?

Certain individuals and certain segments of the economy may havegone into debt to a point where any significant decline in their income
may make it difficult for them to discharge their obligations promptly.
However, it is doubtful that the growth of the aggregate private debtof the entire Nation in recent years has become an actual threat to the
stability and vitality of the American economy.

25420-58-pt. 8-2
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Savings by individuals and by business are a vital part of the capital
creating process. Thus, the accumulation of savings and their sub-
sequent investment are the means whereby a Nation's wealth grows
in the form of industrial plant and income producing assets. The sav-
ings of the Nation, therefore, must continue to grow if the Nation is
to expand its productive assets in the coming decades. It is widely
held that capital investment expenditures should be financed pri-
marily by the noninflationary means of mobilizing savings. Savings
are channeled into productive uses by means of equity instruments of
finance, such as stock or proprietorship interests, or by means of fixed
obligations The latter process involves the conversion of savings
into debt instruments, that is, bank loans, bonds, and mortgages. n
this respect, the growth and creation of debt also plays a vital role
in the capital creation process.

In the long run, economic growth would be reversed and cumulative
deflation would become a problem if saved dollars were accumulated
and remained idle instead of being converted into factories, machmiery,
and other income producing assets. In order to transform a steadily
growing supply of savings into national wealth, some individuals must
be willing not only to risk their capital in equity ventures, but they
also must be willing to borrow already accumulated funds.

The banking system is related to this question of debt, savings, in-
vestment, and capital creation as it is the most important credit creat-
ing agency the country. An expansion of bank credit, so essential
to the continued steady growth and functioning of a private enter-
prise economy, is possible only. if there is a' corresponding increase in
debt. Debt creation by banks is one of the significant processes by
which the country has increased its capital wealth, productivity, na-
tional output and income.

In the lat analysis, the risk is not solely in the debt, but rather in
its rate of growth compared to the accumulation of savings and equity
in the community. An excessive rate of increase in the debt will create
problems and subsequent periods of adjustment. For example, an in-
adequate rate of increase in debt may so hamper the economic growth
of the Nation that the standard of living of the people fails to advance
or actually declines. On the other hand, excesive credit expansion
may cause an unsustainable volume of spending, overinvestment in
plant and equipment, excess capacity, and price rises. A period of ad-
justment inevitably follows. .

13. Considering the financial condition of the United States at
what point, if any, in terms of unemployment, production and con-
sumer demand, should the Federal Government move in major ways,
such as a tax cut and/or large increases in public works, to counteract
a downturn in the economy.

In my judgment, there is no categorical answer to this question.
The social sciences and economics In particular, in contrast to the
physical sciences, are not exact and are not always amenable to pre-
cise measurement. It would be a greatly different world if one could
devise a formula that would clearly and precisely indicate the time
and changing pattern of fiscal and monetary policy that would be ap-
propriate under varying conditionL Unfortunately, this is not pos-
sible, and no reliable mechanistic approach to solving this question is
known. Instead, the determination of appropriate policy requires a
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continuous evaluation of the various economic factors and indices ofbusiness activity. Thi in short, involves an extremely difficult
evaluation of economic forces, many of which are not clearly definednor subject to accurate measurement, and the making of valuejudgmet8.urtm ore, there is no adeuate permanent guide or bench mark

that can be used in making the monetary and fiscal decisions re-quired to counteract a downturn in the economy. To illustrate, ourdegree of tolerance of unemployment seems to have narrowed con-siderably in the postwar period. We seem also to prefer various typesof Government action rather than the economic discipline which maysometimes be necessary to correct maladjustments that develop whei
the economy has been excessively activ..

There is, therefore, no known, or generally accepted point in termsof unemployment, production and consumer demand that would indi-cate when the Federal Government should move in a major way tohalt and reverse a downturn in the economy. Instead, it requires acon nprehensive evaluation of the entire economy and probably should
not e limited to the three factors suggested above. In the currentsituation, for example, the recent behavior and current level of prices
should also be a part of the evaluation.

14. How much of a factor in your opinion has deficit spending bythe Federal Government since the end of World War II been in con-
tributing to or producing inflation I

In 5 of the 11 postwar years, receipts of the Federal Government
exceeded expenditures and the budget showed a surplus. Of the 6years of budget deficits, 3 occurred during hostilities in Korea. Ex-cluding the 3 years of Korean military operations, Federal deficitsoccurred in only 3 of the 8 P.twar years. Furthermore, the publicdebt increased $18 billion during the entire postwar period or anaverage annual increase of $1.6 b1llion. This compares with the verylarge increase of over $200 billion in debt during the war, which wasreflected in a correspondingly large increase in the liquid assets ofindividuals and corporations. The banking system also was in a posi-tion to expand credit considerably. These conditions, coupled with
a tremendous pent-up demand for goods and services by business andconsumers, occurring when output was rather limited, obviously putpressure on the price structure. Inflation was the result.

On the other hand, the comparatively moderate rise in the Federaldebt in the postwar period compared with the war years, and theapproximate balance in the number of budget deficit and surplusyears, suggests that the postwar inflation must be attributed mainly
to the very large volume of deficit war financing. However, it seemslikely that if the Federal Government had been able to operate at asur us during the postwar years, the rise in prices might have been
somewhat more moderate.

15. Can full employment goals be attained while maintaining a dol-
Jar that has relative stable purchasing power I

I believe relatively full employment can be attained while maintain-
ing the reasonable stability of the purchasing pwer of the dollar.Although as I pointed out (questions 2 and 11(b)), the problem be-comes increasingly difficult as our degree of terance of unemploy-
ment narrows. The avoidance of temporary periods of high unem-
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loyment and the attainment of orderly economic growth with a stable
dollar depend upon how the community values these objectives rela-
tively. Attaining these objectives, however, is not the sole respon-
sibilitv of Government, but in addition requires, among other things,
a balanced distribution of expenditures among the three primary
spending units in the economy--consumers, Government, and business.

Assuming that monetary and fiscal policies are appropriate, the ob-
jectives of full employment and a stable dollar may require the various
segments of the economy to modify and amend their programs. I
am not suggesting that this be accomplished by Government edict,
but rather by self-disciplined, responsible action of the groups con-
cerned. For example, governments may be obliged to alter or post-
pone certain capital spending programs when the economy already
is operating at capacity. Business might find it possible and more
economical to budget its investment expenditures somewhat more
evenly over the years. In 1956, business spending on plant and equip-
ment increased 25 percent, compared to an anticipated decline of per-
haps 10 to 15 percent in 1958. Labor bargaining techniques, wage
demands, and pricing policies may require review and possible modi-
fication. The behavior of consumers also may be a contributing fac-
tor to economic stability and instability. It 'would be helpful there-
fore if fluctuations in consumer spending could be moderated. The
above are only suggestive of some of the changes that might assist
in achieving the goals of reasonably full employment and a stable dol-
lar. All segments of the community must be persuaded to place these
objectives above other competing economic goals.

16. Are escalator provisions in wage or other contracts compatible
with achieving economic stability?

It is assumed that economic stability refers essentially to price sta-
bility, for wa must have economic growth even to maintain present
standards of living for an expanding population. It is doubtful that
the escalator nrovision contained in wage or other contracts contributes
to price stability.

I do not believe it would be economically desirable to have the es-
calator clauses widely Vsed in indust . These clauses add cost rigidi-
ties in our pricing system that could cause cumulative instability in
our economy. For example, if for some reason there were a sudden
inflationary stimulus imposed on the economy, e. g., a war scare, an
automatic wage increase would follow. This, in turn, would create
new unward pressures on costs and prices, and the process of wages
and prices pushing each other might become a permanent structural
rigidity that Cvould be undesirable. Wage increases ought to be
closely related to increases in productivity rather than to the cost of
living.

The forces of competition and the search for profit operate in such
a manner as to induce businessmen to substitute other factors and
methods for those which become more costly.

Improvements in technology come about in response to manage-
ment's search for greater profits enforced by a lively spirit of com-
petition. A reduction in costs is only one way of improving profits.
Technology also applies to the development of new markets and new
products-again in the search for profit, and forces which restrict
competition and dull the profit motive are harmful to the efficient op-
eration of a free enterprise system.
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17. List and briefly discuss what you consider the causes of thepresent recession: and what should be done to terminate it.
Obviously, no one can say with any degree of certainty what causedthe present recession. However, one factor stands out when reviewingeconomic developments in the past 3 years. I refer to the acceleratedunsustainable rate of increase in spending that occurred in a numberof areas. This is being followed by a period of adjustment duringwhich conditions revert to a more normal rate of increase.
In the latter months of 1953, business activity began to decline. Asa consequence, the Federal Reserve authorities sifted monetary policyto one of active ease. On January 1, 1954, a reduction in personal in-come taxes became effective and the corporation excess profits tax in-stituted during the Korean incident expired. As a result of these andother developments, expenditures of consumers in 1954 rose about 20percent. Outlays for private residential building, for example, alsoincreased, rising 22 percent above the previous year, and housing startsneared the postwar high of 1,396,000 units. A major factor hereundoubtedly was liberal FHA and VA financing arrangements, as65 percent of the housing starts in 1955 were Government insured.An abundance of credit and easier terms also was an important factorin automobile sales, and a record 7.3 million cars were sold in 1955.Total consumer credit, as a result, increased 20 percent. It becameincreasingly apparent, as the year passed, that such rates of increase

in consumer spending were not sustainable.
In 1956, encouraged by increased profits, rising consumer incomeand demand, businessmen expanded facilities. Individually, thesedecisions were quite rational as each company attempted to increasecapacity in order to make certain that it retained its share or an in-creasing share of expanding consumer demand. Collectively, businessinvestment in new plant and equipment in 1956 increased 25 percent.This, again, was not a sustainable rate of increase. This spending bycmsumers and business was accompanied by a demand for credit.Investment spending grew much more rapidly than accumulated sav-ings, and much of the excess demand for credit found its way into thebanking system. As a consequence of these various forces, the busi-ness loans of all commercial banks in the three year period, 1955

through 1957, increased about 50 percent.
While consumer spending continued to rise in 1956 and throughmost of 1957, the rate of increase was considerably below 1955. Insimilar fashion, business investment also increased in 1957, but at amuch slower rate. By the third quarter of 1957 it became apparentthat some excess capacity existed and business spending plans werebeing pared down. Thus, with the benefit of hindsight, it can besuggested that the current recession is in part the result of an un-sustainable rate of increase in consumer spending which in turntended to stimulate too rapid an increase in capital i spending. Onebyproduct of these two developments has been an adjustment in in-ventories which began to develop early in 1957 and accelerated in thefinal quarter. A further contributing factor to declining production

was the reduction in the Federal Government purchases of goodsand services and the slow down in contract payments and new Gov-ernment orders that occurred in the latter part of 1957.
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Such excessive economic activity inevitably is followed by a period
of adjustment. During this period, it becomes the responsibility of
government, first, to alleviate the individual personal hardships of
those unfortunate enough to be unemployed. Second, monetar
policy should be directed toward easing credit and stimulating busi-
ness activity. However, some self-correction of the economic mal-
adjustments and excesses that develop in a boom period should be
permitted if the economy is to go forward on a sound basis. Should
the present adjustment persist, further government action might be
desirable in the form of some reduction in taxes, coupled with some
alteration of the tax structure, with the objective ultimately of a
lower level of government spending.
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Finw & MERCHANT
NATioNAL BANK OF RICHMOND,

Hon. HARy F. Byiw, Richnd, Va.9 February6,19,68.
Chairman, Oommittee on Finance,

United State. Senate,
Washington, D. C.

DEAR SENATOR BYRD: In your letter of February 17, you invitedme to comment on the economic condition of the United States, usinga list of questions which you enclosed merely as a guide. May I sayin the beginning that I am cognizant of the complexities of the finan-cial lives of our individuals and corporations and certainly I do notthink that I have the answers. I am glad to state my beliefs andhope that when added to those received from many others, they may
behelpful.

For some years we have been seriously concerned with inflation inthis country. Now certainly we are worried about a deflationary
period. Inflation is the erosion or decline in the purchasing powerof our unit of currency, the dollar. Deflation is just the opposite,where the unit of currency gains in purchasing power. Some econo-
mists have a simple definition saying that inflation means there ismore money than there are goods available. Whatever the definition,the average man is concerned lest the dollar he saves today will buy
a smaller amount of goods in the future.

I do not believe it will be possible for the Congress of the UnitedStates to enact laws which will prevent business cycles and at thesame time allow the citizens to retain their liberties. We cannot re-peal the economic law of supply and demand. If we are to have afree-enterprise system, we must have competition. In this system,periods of overbuying and underbuying are inevitable. While we
cannot eliminate business cycles in a fiee country, we can providecertain brakes and stimulants. One of these is a certain amount of
monetary control.

The Federal Reserve Board has certain powers by which it canmake the money supply more abundant or less abundant. Throughraising or lowering reserve requirements and discount rates to itsmember banks and also through certain open market operations, it canmake money more or less available for banks to lend to industry andindividuals. These moves by the Federal Reserve can havb a tendencyto stimulate business or curb a boom. They are not absolute con-trols. They do not always take effect quickly. For instance, no mat-ter how cheap money might become, if business and individuals werepessimistic about the future, they could not be forced to borrow toexpand business. Nevertheless, in my opinion, it is a fine thin tohave these powers in the Federal Reserve Board and I believe tieyhave been used wisely In recent years. Since the socalled accordbetween the Federal Reserve and the Treasury Department in 1951,
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there was a remarkably stable period until the middle of 1956 insofar
as consumer prices were concerned. Then wage increases granted by
industry and largely passed on through price increases to the con-
sumer, caused a jump in the consumer price index. An increase in
wages to labor without corresponding increased productivity is in-
flationary. This is an aspect of inflation which Federal Reserve
powers over money cannot touch. Another is that of the Federal
Budget operations.

Big Government spending seems to have become an entrenched part
of our economy. Withdrawal or drastic reduction of this spending
certainly would be very deflationary, if not catastrophic. Neverthe-
less, a gradual reduction in Federal spending would certainly help
to combat inflation. The use of budget surpluses to reduce debt rather
than to reduce taxes is wise during boom periods as it serves to re-
duce the supply of money and thus to keep prices from rising. Taxa-
tion is of course deflationary. Theoretically when our country is in
a depression, taxes should be reduced in order to increase the supply
of money available for spending.

You have raised the question as to which is more desirable. price
stability or stability of production and employment; or whether
growth in production and employment is more desirable. Of course
if we could have steady employment, growth in production, and price
stability we would be in a millennium. I do not see how this could
come about. It has been said by some that in order to maintain full
employment, which is most desirable, we must become wedded to
gradual but mild inflation. I am very strongly of the belief that the
advantages of full employment are more than offset by creeping in-
flation. I do not believe we should adopt it as a way of life. One
of our great financiers has stated "Those who seek to promote maxi-
mum production and employment by creeping inflation, induced or
aided by credit policy, are trying to correct structural maladjust-
ments by debasing the savings of the people and undermining the
system of democratic capitalism which we have done so much to de-
velop." A 2 percent per year rise in prices compounds itself so that
in 20 years the cost of living will have gone up 48 percent. This
would certainly tend t6 destroy thrift and would harm the willing-
ness to work of our people. Efficiency of production of goods would
be reduced. Periodic, mild adjustments in our economy would cer-
tainly be far better, over the long run, for everybody. Certainly, in
times of unemployment, the Federal Government could be expected
to engage in public works and tax cuts to counteract the downturn in
the economy. On the contrary, during boom periods, as I have stated
before, the surplus should be used for debt reduction and not tax
reduction and also there should be a minimum of public works.

I do not believe that escalator provisions in wage contracts are
compatible with achieving economic stability. An increase in wages
without on increase in productivity is inflationary. The inflexibility
of wages, reflected in prices prevents small periodic and desirable eco-
nomic adjustments.

I have not tried to answer all of your questions, first because I do
not know the answers to all of them, and second because in our free
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enterprise system I believe business cycles are inevitable. I concludeby expressing the hope that the full independence of the Federal Re-serve System and its present powers be maintained so that it can
continue to provide a trake or a stimulant to business, as needed.With assurances of high regard, I am,

Sincerely,
RoBE.RT T. MARSH, Jr., Peiodent.





SMA, RoEBuCK & Co.,
Hon. 1xmmy F. BYiu gwo, A pril3,1968.

Chair...n, Cromndttee on Finance,
Udted States Senate, Wagingsong D. C.DL• SENATOR B : Enclosed you will find our response to thequestionnaire which you sent to me earlier. This reply has been pre-pared by Mr. Arthur Rosenbaum, who is in charge of our economicresearch department.

The rep lies to the questions concerning inflation are based uponstudies which Mr. Rosenbaum and his staff have been carrying on forsome time. Answers to the questions on current business conditionsand the economic outlook reflect the factors which Sears takes intoconsideration in our own planning of operations.I appreciate the opportunity to submit Sears' view oint on thesematters and hope that this information will be useful to the com-
mittee.

Very truly yours,
F. B. MCoNNELL

1. Inflation may be described as a substantial rise in the generalprice level. Deflation, to be consistent, should be described as a sub-stantial decline in average prices, but there is an associated connota-tion of declining production and rising unemployment. These weretraditionall associated with declining prices but we now have de-clining production and considerable unemployment, yet with no re-duction in the price averages; in other words, business deflation with-out price deflation.
2. Inflation generally results from an excess of demand in relation tothe ability of the economy to produce goods and services. If, at thesame time, the labor market exhibits the following characteristics:(a) relative tightness of supply; (b) strong labor organizations inleading industries, enjoying better-than-average gains in sales andprofits; (c) automatic wage increases on a periodic basis to workersin these leading industries, which are relatively greater than the aver-age crease in output per man-hour for industry as a whole; and (d)resCistanc to downward wage adjustments during business declines,the inflation is intensified and prolonged. The growth of inflationmay be slowed down somewhat by reducing excessive demand; theGovernment sector can contribute by reducing spending, eliminatingpostponable programs and curtailing others, while maintaining taxrates high enough to yield a surplus.The money supply can be kept from rising so rapidly as to facilitatean excessive rate of spending, by exercising the monetary powers ofthe Federal Reserve Board. But Government monetary and fiscalpolicy c do little to halt the rise in wage rates. Such efforts to re-strain price inflation may result in a considerable amount of unemploy-
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ment, with a greater disparity in wage rates among the different in-
dustries. We must find a way to relieve the unremitting pressure on
prices caused by excessive increases in wage rates. We must also make
full use of existing legislation to insure the existence of free competi-
tive markets in which the interplay of changing supply and demand
will be reflected by corresponding changes in prices.

Counterdeflationary measures would include easier credit policies
and tax cuts aimed at increasing and stimulating both consumer buy-
ing and business investment. If these are insufficient, increased Gov-
ernment spending on a backlog of useful public works projects, held
in readiness for such a contingency, should be resorted to.

3. The relative ineffectiveness of the Federal Reserve Board's pow-
ers to suppress inflationary demand through control of the amount of
bank credit, was demonstrated in the 1955-57 period when the quanti-
tative restrictions on the money supply were partially circumvented
by a growing rate of money turnover. Thus spending actually in-
creased to an excessive degree. It is doubtful that more stringent
measures could reasonably_ have been attempted. This seems to dem-
onstrate that monetary policy does not deal directly enough with the
basic forces of inflation to warrant our reliance upon it as the main
weapon against inflation.

4. Both services and commodities participated almost equally in the
rise of the consumer price index during the period cited-August 1956
through September 1957. The increases in costs of such services as:
home maintenance and repair work, auto and TV repairs, barber and
beauty shop services, domestic service and transit fares, are primarily
due to the obviously higher costs of labor involved in producing these
services. Using labor in a broad sense, this statement also applies to
fees for medical, surgical, dental, and hospital services. Turning to
prices of consumer Roods, we note first that retail prices have by and
large been governed by changes in factory prices. The best available
data seem to indicate that unit labor costs in manufacturing have been
rising over the years.

Declining costs of raw materials prior to the recent rise had helped
keep factory prices fairly stable but when raw material prices stopped
declining, and even rose somewhat in 1956 and 1957, this eliminated an
important offset to the upward trend in unit labor costs. Result:
higher wholesale prices and higher retail prices. The common factor
in the trend toward higher prices of goods and services is the long
term trend toward higher prices of goods and services is the long term
trend toward higher unit labor costs, which might be called wage in-
flation, brought about by wage increases in excess of the increase in
productivity.

5. We agree with the points set forth on this subject in the article
entitled "Federal Financial Measures For Economic Stability" in the
Federal Reserve Bulletin dated May 1953.

6. (a) When prices are rising, demand, and therefore production
and employment as well are temporarily stimulated. When prices are
declining, buyers tend to pare orders to immediate needs, partly be-
cause of the change in inventory policy during a time of sales decline
(usually associated with declining prices), but also because chances for
reordering at even lower prices are good. Thus lack of stability in
prices tends to exaggerate fluctuations in demand, production, and eam-
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ployment. The case for price stability is impressive from other inde-
pendent considerations When it appears tlat price stability can be
viewed as a means of obtaining stability of demand, production, and
employment, we must conclude that tle former, price stability, is
at least as important an objective of economic policy as the latter.

Price stability is an aid to sound, orderly economic growth. It re-
duces some of tile risk involved in investing in new plant and equip-
ment, thus encouraging a more evenly-spaced flow of capital expenT-
tures. Fluctuations in the cost of money, entailed by measures for
restraining or loosening the credit supply, are not as influential in in-
vestment planning as are changes in the actual costs of the capital goods
and in the prices and prospective profit margins of the goods to be
manufactured by them. Again price stability would appear to take
precedence. The 3 objectives stated (perhaps qualifying economic
growth by the adjective orderly), are actually 3 facets of 1 objective, a
strong economy. When we try to treat the symptoms of reduced pro-
duction, demand, and employment without curifig the disease of price
inflation we do not restore its state of health.

(b) Te most important factors in price trends since World War
1I were:

(1) The more than 100 percent increase in the money supply over
the war period which provided the monetary basis for the subsequent
inflation.

(2) The great increase in the bargaining power of labor due to the
gains in labor 6rgauiiation and constricted labor supply in generaL
Not only have the productive age groups in the population expanded
less rapidly than the dependent age groups (children and aged) but
the needs of the Armed Forces and defense production have removed
munch of the cream of the labor force from civilian production. At the
same time, prolongation of the average time spent in school has re-
duced the normal flow of new entrants into the Tabor force.

(3) The combination of labor union power and high employment
has not only helped labor in obtaining greater wage concessions m
leading industries but in spreading the wage increase pDattern faster
and more thoroughly throughout industry generally. ten ough
it may be debatable whether the increases in wages and other benefits
obtained by stbel'aftd alito workers, for example, justified the amounts
of price increases, the increases in employment costs generally have
out.stripped the gain in production so that umit labor costs in general
have been rising.

(4) Correction of inflated prices which would bring about an earlier
revival of demand and employment from depressed levels is hindered
by the "stickiness" of labor costs. In fact, automatic increase provi-
sions in labor contracts covering many more workers than at any time
in the past, may actually result in even higher unit labor costs.

The most important influences upon production, demand, and em-
ployment since World War II have been:

(1) The backlog of consumer needs for durable goods and residen-
tial construction built up from the pre-war and World War II periods,
partly financed by savings during World War II, was mainly respon-
sible for the production boom in the early prewar years.

(2), The high rate of Government spending initiated by the Korean
war.

j
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(3) The great increase in number of families after the end of World
War II, laying the basis for a continuing high level of demand for
durable goods and homes for many subsequent years.

(4) The great expansion in mortgage and consumer debt which
helped finance the large volume of homes and durable goods produced
in e last 5 years.

(5) The strong surge of demand for plant and equipment in 1955-
57. Many industries were actually operating too close to capacity in
the peak year 1953 indicating a real need for expansion. Business
confidence was higlk the economy having successfully withstood the
test of two downturns without serious results, and prospects for fur-
ther growth were bright. The liberalization of depreciation computa-
tion for tax purposes was a contributing factor.

(6) Consumer confidence and buying power in the 1949 and 1954
recessions was sustained by social security, unemployment compensa-
tion, bank deposit insurance, and the agricultural price stabilization
program

(7) The monetary policies of the Federal Reserve Board. Economic
growth has been facilitated by-

(1) The growth in population-the birth rate has remained rela-
tively high and the death rate has slowly declined.

(2 Technological progrss--we have been spending an increasing
proportion of our national income for research to learn how to produce
goods and services more cheaply and to develop new products.

(3) Investment--the new machinery and plant needed to translate
the results of research into practical use have required the investment
of large amounts of saving which are nourished by profits.

(4) Sharing of gains due to increased productivity-unless labor
receives a fair share of these gains, consumer purchasing power will
not support continued growth of productive capacity.

7 and 8. One out of every seven persons, or 15 percent, who were
either on military duty or at work in 1957, drew his pay from Gov-
ernment-Federal, State or local. But in addition there were many
more, an uncounted number, employed on private payrolls whose
jobs were dependent on Government contracts connected with the de-
fense program or otherwise. Another measure of the relative impact
of Government spending is through an analysis of the gross national
product figures. Government purchases of goods and services ac-
counted for 20 percent of total demand in 1957. Since, in addition
close to $20 billion of consumer income in 1957 was in the form of
Government transfer payments, virtually all of which is currently
spent, it would appear that about 24.5 percent of the total demand for
goods and services was supported by Government-disbursed funds.
The national security program was responsible for less than half of this
figure or 10 percent of the total gross national product. The non-
military portion of Government spending contributes to economic
stability in the sense that it is relatively unaffected by business de-
clines; it may even rise during such periods due to increased unem-
ployment compensation payments or acceleration of public works con-
struction.

Government spending for goods and services is justified to the ex-
tent that these are essential to the welfare of the community as a
whole and it is inappropriate for private industry to do the job. A

--.Md
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good or service furnished by private industry can only remain profit-able so long as prices are competitive and enough people want it at thatprice. These tests are inapplicable to goods and services suppliedy Government. Hence, to the extent that Government increases itsactivities, paying for them by corresponding subtractions from busi-ness and consumer income, it is also substituting the judgment of a fewfor the judgment of the market place in deciding the direction ofeconomic development. The same departure from freedom of choiceby consumers is reflected in a tax structure which discriminates againstcertain types of goods (excise taxes), certain types of services (trans-portation, communication , and entertainment), or even against goodsin general as compared with services (sales taxes).9. Monetary and credit policy has the advantage of being com-paratively flexible in that it can be changed as soon after the oc-currence of a shift in business activity as can be definitely determinedfrom expert analysis of current data. It is also capable of variation toachieve differing degrees of effect. Since there is a lag in the receiptof economic information, another lag before a turn in economicactivity is definitely confirmed, and imprecise knowledge of the timingand extent of the possible impact upon business activity which couldbe associated with particular changes in monetary policy, it cannot besaid that monetary policy is a sensitive tool in a strict sense. We.have already described how a rise in the rate of money turnover atleast partially nullified the tighter credit policy during the 1955-57 period of inflation. The role of monetary and credit policy iscommonly *ud ged to be of less importance in promoting a revival of
spending than in dampening excessive spending. Other incentivesmust be present than cheaper costs of borrowing money to encourage
spending.

Spending and taxing programs are procedurally even more slug-gish in relation to economic trends. Changes in fiscal policy are mostapt to be decided upon when the business cycle is close to its trough orpeak, with a further lag before the full effect is reached. It is pos-sible, for example, that spending programs appropriate for a time ofrecession may be in full swing after recovery has taken place intensify-.ing the upswing to the point of stimulating another wave of price in-flation. The housing bill of 1954 resulted in a housing boom in 1955,a year when other types of construction were also at a peak. The rela-tive inflexibility of inscal policy may easily result in lack of coordina-tion with monetary and credit policy, the two falling out of phase witheach other, and intensifying the problems confronting the monetary
authorities.

bTax revision measures may have more immediate effects on spending,but there are grave differences of opinion as to the type of tax revi-sion which would be most effective in a particular situation. There is,besides the danger that a revision in tax rates deemed desirable forimmediate purposes may not be appropriately wise for the longerrange. The long-standing problem of comprehensive reform of thetax structure may be made even more difficult to solve because of thepatchwork measures adopted under emergency conditions. Actually,the progressive income tax sytem we now have automatically re-duce the tax burden on individuals somewhat more rapidly than in-
comes are reduced.
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The budget deficit arising from increased Government spending, or
reduction in taxes, or a combination of both, must be financed by an
increase in public debt. This tends to weaken the restraining power
of monetary policy as a force against price inflation.

10. (a) In the case of individual commodities and services produced
under our free competitive system, the supply is automatically ad-
justed to the market demand by changes inprices, which by altering
the gap between costs and prices, result in reducing or increasing pro-
duction as needed. But the supply of money, the most important com-
modity of all, because it serves as the universal standard of exchange
in trade for all other commodities and services, cannot similarly be
left to adjustment by market forces without greatly intensifying the
amplitude of business fluctuations. The fact that our monetary sys-
tem must be continuously kept under surveillance and manipulated is
its greatest weakness. One of the most important problems facing the
monetary authorities is to preserve the purchasing power of the dollar.
This involves control of the money flow so that it is kept in proper
relation to the flow of goods and services.

The tools used for this task are designed to control the quantity of
money and only that portion of it representing bank loans. However
the size of the money flow is determined not only by the quantity oi
money but by its rapidity of circulation, i. e., how often it changes
hands. If the demand for goods and services rises faster than they
can be produced, total purchasmgpower will expand as more and more
checks are written against existing deposits. An increase in total
spending proportionally greater than the increase in supply of goods
means higher average prices, it e., lower average purchasing power of
the dollar. It is possible theoretically to counteract the effect of a
higher rate of money turnover by actually decreasing the amount of
bank credit, rather than merely putting a lid on further expansion,
but this is difficult in practice. No one really knows until after the
event that the trend in total spending has enough momentum to bring
about inflation if continued. In recent months, price indexes have
continued to rise despite some decline in spending which reflects the
fact that production (and employment) is being harder hit b the
recession than purchasing power (wages plus transfer payments. If
a recession merely means greater unemployment with no correction
change in, or possibly even higher prices, we no longer can hope for
price stability through monetary management, and the sooner we
recognize this situation the better. We must have more exact informa-
tion as to the reasons for the growing unresponsiveness of prices of
goods, etc., to declining demand in the economy as a whole.

(b) The fiscal system of the United States is inadequate to the ex-
tent that specific spending and taxing programs may be (1) designed
with narrow political ends in view rather than the needs of the people
as a whole; and (2) adopted without adequate safeguards to assure
minimum conflict during the life of the program with its proper eco-
nomic objectives, and maximum coordination with monetary policies.

11. (a) If wage rates continue to rise during a period of declining
demand, costs and therefore prices will continue to climb. There is
less chance for an increase in the unit volume of sales to take place
when prices remain high (or go higher) so that production is not stim-
ulated. As production goes, so goes employment. Inflation through
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higher wage costs, is therefore conducive to increased unemployment.(b) Although full employment is desirable, inflation is potentiallytoo dangerous to be acceptable as a means toward that end. We mustattack the root causes of inflation: (1) faulty fiscal police and (2)abuse of economic power by mass labor organizations. 'i ere is noproof that full employment and price stability are incompatible.12. Debt plays a valuable and beneficial role in the economy but be-cause its rate of growth inevitably tends to parallel that of businessactivity, it acts to widen the swing between boom and recession. Whenbusiness is improving, namely, when sales, employment and incomesare advancing, new loans are contracted at an even more rapid pace,reinforcing the general upward momentum. When a downturn coin-mences, and sales, production, and employment begin to decline, bothlenders and borrowers exhibit greater caution toward incurrence ofnew debt, so there is less stimulus to spending from this source. Mean-while repayments which have been growing with debt subtract a grow-ing share of declining income so that the impact on sales is even moreunfavorable than the actual decline in income would suggest.13. Due to the necessarily imperfect workings of a large-scale econ-omy such as ours, economic growth does not, and cannot be expected toproceed at an even rate of advance, but occurs rather in a series o)spurts to successively higher levels. Each peak period generates dis-tortions, excessive inventory and debt burdens, higher labor costs andprices, and so forth, which ultimately require correction before fur-ther growth may be resumed. The process of correcting these imbal-ances involves curtailment of production, and therefore reduction ofemployment. We cannot reduce the need for economic adjustmentsof this type unless we act more vigorously to restrain the momentumof the upswing. Of course, we cannot afford to see our economy weak-ened for a prolonged period by widespread unemployment. However,Senator Douglas has estimated (in 1952) that a normal unemploy-ment figure would be 6 ".ercent of the work force. If this figurewere to be used, Federal intervention would not be justified if un-employment should show no signs of exceeding it, or even if itshould rise slightly higher for a period of a few months. Unfortu-nately there isless tendency to recognize an equally important obliga-tion toward the same goal and purpose-the need for concerted actionby the agencies of the Federal Government against the threat tostability posed by excessive spending, rising prices, and overemploy-ment. This unbalanced conception of the role to be pursued by Gor-ernment in rectifying the excesses of the business cycle will result infurther cheapening of the dollar and will require increasingly larger
doses of the remedies now being proposed.14. During the 4 calender years 1952-55 the Federal Governmentpumped out nearly $10 billion more in cash payments than the amountof cash it took in from the public. More than half of this contribu-tion to private purchasing power, $6.1 billion, was made during the
single year 1953. In that year, the average percentage of unemployedin the labor force sank to the lowest point it has reached in the 12years which have elapsed since 1945, while the average hourly payrate for factory workers spurted ahead a little faster than in the yearbefore or after. The high level of Fe l sending for goods and
services has in itself contributed to inflation since the type of goods

2 5420-8--pt. -4

II

---SSW

299



FINANCIAL CONDITION OF THE UNITED STATES

and services needed most were in competition with the booming sec-
tors of private demand for raw materials, skilled manpower, and-pro-
ductive capacity.

15. Over the long run we can keep a larger proportion of our labor
force at work by holding the purchasing power of the dollar steady,
than by permitting it to decline. When wage rates rise faster than
output per man-hour in general, consumer spending and business are
stimulated for a time. The wage increases themseVes are only part
of the additional purchasing power created; the higher incomes of
workers provide the basis for a further expansion of consumer and
mortgage debt which helps to augment consumer spending still fur-
ther.

The excessive wage increases, however, boost unit labor costs, and
therefore prices. Debt expansion begins to slow down and unit sales
at higher price levels begin first to level off, then to decline, and re-
duced employment is the inevitable outcome.

16. Escalator provisions in wage or other contracts are dangerous
and undesirable in that (a) the incomes of those not protected by
such devices are hit even harder by loss of purchasing power due to
higher prices; (b) those most guilty of causing inflation are shielded
from its punitive effects (although this is at least partly a deception);
and to that extent (o) public support of measures to fight inflation is
weakened.

17. The present recession is primarily the result of a turn-around
in inventory policy. When sales are ascending, production expands
even more rapidly as individual producers compete for a larger share
of the market. The resulting inventory buildup eventually reaches
a point at which it is considered excessive in relation to the current
flow of sales, particularly when sales begin to level off or to decline.
Production is cut below the rate of shipments in the attempt to reduce
costs of carrying inventories. The process may go too far in the other
direction because business psychology may run to greater extremes
than is warranted by the actual extent of sales decline. The drop in
production and increased unemployment resulting therefrom tend at
least partially, to bring about the very condition which is feareA-
namely, less buying by consumers.

The inventory cycle was bound to reach a crest sooner or later. It
was brought to a head by the sharp drop in orders for defense durable
goods in the third quarter of 1957, capping earlier evidences of level-
ing off or decline in consumer and business demand for various types
of durable goods.

The reduced demand for consumer durable goods was particularly
evident in the case of automobiles. Consumer resistance to higher
prices, lack of enthusiasm for the new models, and probable unwill-
ingness to add to a record-high burden of installment debt, are all
involved.

The curtailment of business spending for plant and equipment is
even more important since the decline promises to continue into 1959
and will have a greater effect on total spending. This change was the
result of an excess of productive capacity buiIt up during the capital
investment boom starting in 1955. Sales failed to match the growth
in capacity, and profit margins began to take an unfavorable turn.

Id
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Modernization, replacement, and new product development are hope.
fully expected to cushion the decline.

Consumer purchasing power has held up quite well despite the in-crease in unemployment and reduction in working hours. isposablepersonal income dropped only 1 percent from the August 1957 peak
to February 1958.

Payrolls in nonmanufacturing industries and Government haveheld quite steady and increase unemployment compensation paymentshave helped to offset the decline in factor worker's iay. Somesectors of the economy are expected to expand in 1958, including someof the service industries, State and local government spending pri-vate construction other than industrial, and the defense good in-dustries. Inventory accumulation (even though modest) rather thanliquidation may be seen by the second half, and there is a good chancethat the inventory situation will constitute less of a drag on produc-tion in the second quarter of 1958 as compared to the first. In short,prospects point to business recovery in the second half of 1958 without
emergency measures.

If this view of the business outlook is accepted, it should followthat, if Government action is at all necessary, it should be of such anature as to produce its maximum psychological and financial effectas early as possible, tapering off after midyear. If it continues toexert an appreciable impact on economic activity very much later, itmay accelerate the rate of economic recovery enough to initiate a newround of inflation. Of the various actions proposed, the President'splan for extension of unemployment compensation payments, theidea of a tax cut on a temporary basis, and the easing of home financ-ing requirements and of credit generally, seem the most suitable.
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GRAL D A CS CoRP.,
Neow York, N. Y., May 7,1958.Hon. HARRY F. BinD,.

Chairman, Committee on Finance,
United State Set~e, WasMngton, D 0.

DEAR SE.NATOR BYn: In connection with the Senate Finance Com.mittee's inquiry entitled "Investigation of the Financial Conditionof the United States," you have asked that I submit my thoughts andopinions about vital matters affecting our economy.
Since your committee's study is he first full-dress examination ofour fiscal and monetary policies since the one conducted by the Ald-rich Monetary Commission in 1908," its fruits will no doubt pro.vide fresh insights into the delicate mechanisms of fiscal and monetarycontrol and their effective application to the flexible and variable

forces of private enterprise.
Events since your committee opened its hearings have underscoredwith disturbing impact the vital need to find solutions to the crucialproblems which your committee is examining.Some of the elements of our current recession are sufficiently un-orthodox in their manifestations and tendencies as to have frustratedthe efforts of most of us to predict with confidence its precise courseor duration. Ending the recession without inducing a resumption ofinflationary pressures involves possible contradictions which com-plicate immeasurably the process of applying vigorous remedial

actions.
• Analysis differ in the weight they ascribe to the various precipitat-ing causes of the recession. It is encouraging, however, to note thatincreased emphasis is being given to the impact of governmental andindustrial actions on the psychology of the consumer.

How serious was the psychological impact? The effect can bemeasured to some extent by the recently published survey of the Na-tional Bureau of Economic Research. Te poll, taken in early Apriland covering 25,000 families representing all parts of the UnitedStates, reveals that the plans of this cross section of the public tobuy new car fell by 20 percent and to purchase major items of house-hold goods by 10 percent, from October 1957 to April 1958. Thisresult can be explained, perhaps, partly by overextension of personaldebt, lack of product appeal, or unemployment, but I personally be-lieve that a very substantial part of e answer lies in the disturb-ance of the consumers' confidence in his personal financial security orin the stability of the economy. If this appraisal is correct, themeaning cannot be ignored.Perhaps the combination of circumstances which triggered off therecession were unavoidable--given the economic antecedents and thethen existing framework-but to the extent that opportunity forchoice existed, one lesson of the last 8 months would seem to be thatboth industry and the Government must learn to plan and schedule
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their large-scale expenditure programs in such a way as to avoid, to
the extent possible, the cutting off of both public and private spend-
ing abruptly and simultaneously. In the fall of 1957, business ex-
penditures for plant and equipment were leveling off and planned
programs indicated reduction of private investment expenditures for
1958. At the same time, the Government took rather drastic steps
to curtail the rate and scale of defense expenditures. Since consumer
purchases of automobiles and household equipment had already de-
clined earlier in the year, and United States sales abroad had also
declined the impact was probably greater than most of us had an-
ticipated.

One probable reason for failure to judge consumer psychology and
economic trends with a higher degree of accuracy is that the methods
of gathering and interpreting data on our economic forces are in-
adequate. The recently issued Rockefeller report on the United
States economy suggests that an additional $5 million to $10 million
a year devoted to the a.embling of statistics indicating the state of
the Nation's economic health would yield very high returns. Refine-
ment and improvement of the techniques of handling economic in-
telligence should not be delayed.

The basic fiscal and monetary policies of the Nation contribute im-
portantly to the mechanisms which determine the consumer's buying
habits, wants, and satisfactions. Nevertheless, fiscal and monetary
policies alone cannot serve as total regulators of our economy, par-
ticularly if, as now appears to be the case, their application does not
necessarily reach wage-price relationships. It is to be hoped that this
regulator can be supplied by self-restraint and mature judgment on
the part of management and labor in our free society. For the pros-
pect of a continued rise in costs and prices in the face of declining
business activity and consumer resistance could prove serious. Al-
though corporate profits are expected to decline in 1958 from approxi-
mately $41 billion to an estimated $36 billion or less, hourly wage
rates are almost certain to advance because of wage increases written
into existing contracts, to say nothing of the outcome of current labor
negotiations in large industries.

But the Government is not powerless in this area, short of legis-
lating a national policy. Congressional committees can be powerful
instruments of enlightenment. What is needed is the development of
a body of fact and opinion of such formidable import that false eco-
nomic wage-price demands and practices will fall before the weight
of enlightened public opinion. If, for example, support of the pre-
war purchasing-power theory of wages is demonstrably the major
cause of the upward push of wages and prices, the case should be fully
documented and disseminated. The same holds for the theory of ex-
panding corporate profits as the cause of inflation.

The many experts upon whom you have called will unquestionably
provide significant opinions on the technical aspects of fiscal and mone-
tary policy. I would like, therefore, to offer a few comments on a
facet of the problem which perhaps may not receive adequate discus-
sion: the relation of fiscal and monetary policy to security expendi-
tures.

In the fateful struggle between Russian militant imperialism and
United States defensive resistance, there are several ways by which
we can forfeit the victory. The most obvious and certain way is to
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let the balance of military power and prestige swing in Russia's favor.A less obvious, but interrelated way, is to fail to meet and counterbal-ance the cultural and economic offensive of Russia in all parts of theFree World. A third way is to tolerate a weakening of our economic
strength to the point where we cannot effectively cope with the first
two dangers.

As the cold war intensifies, and the cost of waging it multiplies, thebalancing of the risk of endangering our economic system by reasonof astronomical expenditures against the risk of imposing. arbitraryceilings on our defense effort for fiscal reasons becomes a formidable
dilemma. The extent to which military programs should be cut back,stretched out, or eliminated for fiscal or economic reasons is funda-mental. The extent to which security expenditures should be used aseconomic regulators should be more clearly examined and understood.
And the true impact of security expenditures on our economy-favor-
able as well as unfavorable-must be put in proper perspective.With respect to use of security spending as an economic regulatorProf. John Kenneth Galbraith has recently expressed the folowing
view:

"* * * military outlays should be established wholly by need andnot at all by fiscal considerations. This is an ironclad rule."To adjust military spending to the fiscal needs of the economy isboth reckless and immoral. It is reckless because it means that suchexpenditures will then be cut, regardless of urgency, whenever infla-tion threatens. And it is immoral because it means that outlays forthese instruments of death would be increased regardless of need when
there was unemployment and idle capacity.

"There has already in these last few weeks been far too much ill-considered talk about defense expenditures as the new form of pump-
priming.

"I don't suppose there is any aspect of Communist propaganda thathas made so much headway as the conviction in some way that theAmerican economy is dependent on arms expenditures. It is a charge
that we should most scrupulously and honestly avoid * * 0."A somewhat modified view of this principle is contained in the state-ment of the Committee for Economic Development, Antirecession
Policy for 1958, issued in March 1958, at page 18:

"The size and character of the defense program should be deter-mined solely by considerations of national security. It would notviolate this principle, however, for procurement scheduled for a yearor two ahead to be rescheduled to support incomes and employment
when such support is needed. The danger of obsolescence and thelong lead times required for many items limit the extent to which
this can be done, but -ome significant support to the economy shouldbe possible. Continued procurement of items that are no longerneeded, merely because this is the easiest way to place contracts and
obtain production quickly, must be guarded against."

I recognize, of course, that there are limits to the amount of ex-penditures which can be made, even for security, within the framework
of a free society and a free-enterprise system. But, as a principle, thedefense program, in my view, should be formulated and effectuated
on the basis of need and not as a part of those Federal spendingprocesses which can be adjusted flexibly to meet or further fiscal re-quirement. It should not be looked upon as a contracyclical device,
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for the volume of security expenditures is too sensitive to interna-
tional pressures and tensions. Dependence upon them as basic toolsto promote economic stability would appear to make neither good
economic sense nor sound military sense.

Another consideration which should be weighed in determining therelation of fiscal policies to defense expenditures is the nature andextent of the impact of such expenditures on the economy. Whilesecurity spending can be justified only on the basis of security needs,the effects of such expenditures on our economy must nevertheless beaplpraised realistically. The matter deserves our closest attention, forthe rate and scale of our security effort should not be artificially limitedby false or questionable economic assumptions. The risk of a mistake
here is too great. Considering the lead time required to develop andmanufacture tomorrow's weapons, there may be no recoupment of the
advantage we yield today. Therefore, it is important to know whether
defense spending is destructive to the economy, or if, in fact-as manyeconomists believe-it has raised the realized rate of growth since
1939 and played a decisive role in revolutionizing research, develop-ment, and technology since 1940. Similarly, it is essential that we
study the longer range implications of defense spending, as respectsthe possible diversion of resources from the civilian economy, the posi-
tive or negative effect of such spending on other segments of theeconomy, and the increasingly serious competition for sources of rev-enue. in this connection, the studies reported under chapter VIII,
page 507, of the volume issued on November 5, 1957, by the Joint Eco-nomic Committee, entitled "Federal Expenditure Policy for Economic
Growth and Stability," provide some stimulating and illuminating
observations.

Interrelated with the question of defense expenditures is the matterof furthering the economic health and development of our friends
and allies. Here is an area where aggressive action by the Govern-ment in establishing favorable conditions for investment and equally
positive action by industry to expand foreign investment, could, atone stroke, help stimulate the economy and achieve incalculable bene-fits in international relations. While the encouragement of expansion
of international trade does not at first blush appear to be a significant
means of stimulating the economy, there is evidence that a relativelysmall advance in this area could go a long way. Increased effort must
in any event be exerted sooner or later, forced, perhaps, again, by Rus-sian example. With long-term loans at low interest rates, the Soviet
bloc has doubled its trade with the less developed nations in 3 yearsfrom $840 million in 1954 to about $1.7 billion in 1957; and the num-
ber of trade agreements in this 3-year period has leaped from 49 to147. We would be well advised, in my opinion, to address ourselves
to an accelerated offensive on the international trade front. Themechanisms of credit and risk insurance, supported by policies whichwould encourage foreign trade, could open stimulating new frontiers
for American industrial development abroad.

In general, monetary and fiscal policies appear to have the flexibility
intended for them, but they cannot, in and of themselves, mR;ntain aperfect equilibrium in our economy or Provide complete stability. AsFederal Reserve Board Chairman William McChesney Martin told
your committee on April 22:
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"By fostering conditions conducive to prosperity, the Governmentcan help a lot. But it can't do it all. That is why the Employment Actof 1946 pledges the Government's efforts to create and maintain 'con-ditions under which there will be afforded useful employment oppor-tunities, including self-employment, for those able, willing and seek-ing to work.' And it is why the same act says the Government's effortsto that end shall be applied'in a manner calculated to foster free com-petitive enterprise and the general welfare.'
"Monetary policy is undertaking, within its inherent limitations,to provide such a climate for recovery. It is not omni tent, butcan assure you that the System is approaching the problem of com-batin recession with just as much vigor as it exhibited in battling

inflatIon."
The key to economic stability must necessarily lie in the power ofindustry to create new and permanent jobs in an expanding but secureeconomy. It seems to me that many areas of public and private pollyshould be reexamined with this fundamental objective in mind, suchas: the area of taxation and its impact on incentive and initiative; thearea of depreciation policies as they affect industry's ability to providenew resources for expansion and increased employment; the crucialrelationshi between the relative rigidity in the wage-price trend andthe more lexible economic factors which are more responsive tochanges in Federal monetary and fiscal policy.There is an everincreasing awareness of these problems and the um-derstanding of them will grow with the improvement of our tech-niques of economic intelligence. One formidable problem, as I see it,is to develop organizational techniques for the interpretation of eco-nomic indicators in a manner which will permit both the Governmentand industry to synchronize their planning in a more orderly andcoordinated way than they now do.Government and industry must develop more mature relations be-tween each other, and each must reorganize itself in a manner so asto insure that the ultimate national policies which are important tothe survival of the nation can be effectively applied by the Govern-ment cooperatively with industry. It must always be borne in mindthat while Russia can make the national will felt almost by reflexaction through its monolithic structure, the only possible exertion ofFederal will in this country is through the coordinated effort of boththe Federal Government and private industry. Not only our domesticeconomic life, but the whole defense effort and the prosecution of ourforeign policy, necessarily involve industry as a partner of the Gov-ernment, or at least as an essential instrument through which theGovernment's policy must be expressed.

The importance which I have attached to the relation of fiscal andmonetary policy to security expenditures may suggest that this docu-ment is a self -serving one or the industry of which.I am a part. You
will appreciate, however, that my service in this industry has focusedmy attention sharply on this problem. The views which I have ex-pressed in this letter represent my convictions.

I trust that the few observations I have made will serve the im-portant deliberations of your committee.
Sincerely, FWKPACE, Jr., Pre.iet
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PmrLDE.pH_ ErLCTomC Co.,
Hon. HARY F. BinD, Philadpkia Pa., March 31,1958a

Chairman, Commtittee on Finance,
United State8 Senate, Wa8hington, D. 0.DAR SENATOR: Your committee's investigation of the financial con-dition of the United States is a timely and desirable project Thefollowing comments have been prepared with reference to the listof questions supplied by your letter of February 17, 1958. It hasbeen a pleasure to take part in this project and it is hoped that thesecomments will be of value.Price stability is an important segment of our free-enterprise sys-tem. Fluctuations of the economy resulting in periods of rising andfalling prices undermine the basic concepts of our economic system.While limited price variations within the various segments of in-dustry do occur, they do not necessarily constitute inflation or defla-

tion.
Economic growth in production, demand, and employment can con-tinue as long as the supply of money, the demand for goods, and theability to produce goods maintain a proportionate relationship. Assoon as one of these factors is changed without a corresponding changein the others, the effects on price becme a apparent.Since 1947 we have seen an erosion of the dollar which is continuingtoday. The monetary policy of the government and the economicsof our free-enterprise system have each made their contribution tothe inflationary potentials in our economy.By pegging the interest rates on Government securities at a lowrate during the period 1942-50, the Federal Reserve permitted theexpansion of bank credit and money supply more rapidly than neces-sary for the rising physical volume of goods and services.Following the accord with the Treaiury m 1951, interest rates onGovernment securities were allowed to follow the free market. Therierve requirements of member banks were increased and the expan-son of consumer credit was temporarily slowed. The fast action bythe Reserve in 1953 when the reserve requirement was reduced, and inearly 1954 when le discount rate was lowered, did much to makecredit available for a fast recovery following the 1954 recession. Simi-larly, the tight money policy of the Reserve from 1955 until the endof last year has done much to contain the expansion of credit and the

money supply.
These lessons have shown that restrictive credit policies are effectivein stemming inflation, but their effectiveness as a stimulant to wardoff deflation is questionable, because the mere price of credit is notthe only determinant of its demand. The Federal Reserve should easecredit on the downswing as the market demands, but should remainalert to any resurgence of inflationary trends. It is its ability to actas a brake on the upswing of credit expansion which is the ReserveBoard's major contribution to stability of growth in our economy.
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There seem to be little question as to the adequacy of our bank-ing system to meet the normal increase in credit expansion for theyears ahead. Unfortunately, however, there is no definite measure ofascertainmnthe amount of credit expansion appropriate to a particu-lar level o business activity. The sheer size of the consumer debt isoften misleading. It seems that the relationship of extension of credit,.e y.ment, and personal income might be the best indicators of thein mtionary or deflationary pressures of this form of credit. As longas these grow at a relatively constant rate, there is no reason to believe
the consumer debt is too large.Prior to 1951, the Treasury's financing problems were eased by theready market for its securities made by the Federal Reserve. It isnow evident that this added to the inflationary trend. In retrospect,it seems that there should have been an attempt to lengthen thematurity of Federal debt in light of repeated warnings of the infla-tionary potentials. The higher interest rates which would have beenincurred, seem small today.

Often sight is lost of te real effect of interest costs to the FederalGovernment. Much of the interest paid by the Treasury becomesincome to other Government agencies, so that their requirements forother funds are reduced. Even now, lengthening the maturity of thedebt seems to be the onl way of relieving the strain of refunding dur-ing unfavorable periods. Most businessmen would consider it ill-advised to attempt to finance their capital needs through short-termloans, why then should the Government IThe rapid expansion of Federa State and local spending, has con-tributed significantly to the inflationary pressures. High taxes havediverted funds into Government spending, which might otherwisehave been removed from the money stream, and have reduced theeffectiveness of credit restraints in varyin degedepending upon
the borrowers' tax bracket. Durig nation the governments taxbite increases as we move up the brackets of the tax ladder, therebyreducing purchasing power and the funds available for investment inincreasing productivity. These funds are then used to purchasemilitary harware which does not add to productive capacity of theeconomy or become available for private consumption.A stable dollar can best be achieved by a reduction in Federalexpenditures and taxes. In this way a balanced budget would bemaintained, thereby minimizing the effect of the Government's injec-tions and leakages in the money stream. Spending of private enter-prise is necessarily predicated upon a correspon ding increase in pro-ductivity, so that the money supply and productivity relationship isaffected only by a change in saving habit or an incomplete allowancefor capital consumed, as has been the case in recent years. The in-creased funds required for replacement have not been allowed toaccumulate, so that it has been necessary to use up savings and expandborrowing, thereby putting more money into the stream than mighthave otherwise been necessary. This factor will continue to exertinflationary pressure as long as a realistic approach to capital con-sumption is hindered by tax measures.The economic controls inherent in our fiscal and monetary systemsseem sufficient to maintain the continued growth of our economy with-out governmental control over the individual segments and enterprise.The bankng system has the power to maintain credit structures, and
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the Government can influence the economy by spending policies andtax moves There seems to be no need for further controls overprices, wages, and other costs.Som accusations of administered prices have been aimed at bigindustry, but experienced businessmen realize that in the end pricesmust conform to what the buyer will pay.The effect of administer!ewages may be even more prevalent withthe continue increase of the power of unions, which is now farbeyond tat of any corporation. This may be the major reason whywages continue upwardW despite a downturn in business. Escalatorclauses tend to perpetuate inflation, but the fact that they are notuniversal will in itself diminish their effect in time. Regardless, theeconomic of supply and demand will in time control these featureswithout Government intervention, and without the necessary imbae-ances to free competition.The Seeming paradox of inflation and unemployment may reflectracing policies, but as has already been seen in many industries, theseractices should right themselves in a free market. Control over suchCe factors of our economy would endanger the free-enterprisesystem.
The use of large increases inpublicworks may be effective asRrimer in times of a serious de n , eff ectiv ae s a pump

• " . - -,p uldm be of little effectturng the present period. There has been no recession in whichconstruction activity hasben the major force o resurgence, in fact, inthe past business has been turned up prior to capital sending.This poses the problem as to when pump priming and tax cuts areeffective. Tax cuts have been the more effective means of puttingmoney into the stream quickly and efficiently. In 1954 it took lesthan 2 years for tax revenues to exceed those prior to the cut& Taxcuts also can be remanded if inflation again threatens. Public worksare long term in nature and usually affect the economy long pastthe time required for pump priming, thereby adding to the resultantinflationary forces. Also it may e harder to raise the extra fundsrequired to balance the budget because of the delay from the timethese funds are put into the economy until they are received as taxes.Certainly in a recession of the magnitude we are now experiencinga large public works program would kindle the fires of inflation an,might be more difficult to control once underway than the effects of atax cut of similar proportion.. The effectiveness of pubhc works should not be ruled out, but thisis a weapon which should be retained for extreme cases such as thedepression in the thirties.Our present economic recession stems from an oversupply of godcreated by overinvestment in facilities without a corresponding in-crease in the demand for goods. The high inventor sImany of our basic industries have been accumulated as a result ofoverspeculative production. The policies of tight money and economyin Government, which were so prevalent about a year aoo, have causedmany people to reevaluate their expansion plans. Rose that werefounded on speculation have been canceled and many people looked forother means of financing their working positions. Large inventoryespecially in the durable goods industries, became an easy source ofworking capital. The same psychological factor had its effect onconsumers also. They took a wait-and-see attitude based on the fact
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that their essential needs were well satisfied. Then the added effect
of the resurgence of Soviet science added to this loss of confidence.
All this led to inventory liquidation, a slowdown in production and
employment, and finally increased unemployment and pressure on
prices.

During all this, the loosening of credit by the Federal Reserve will
probably have little effect because people who needed new facilities
continued to build regardless of interest rates. It was only marginal
expansion that was stopped.

he greatest weapon available to stabilize the economy today is
psychological. If the confidence of the consumer can be regained, the
necessary cash and credit are available to restore economic growth.
The utility industry has the greatest confidence that this will happen
in time as is evidenced by the continued expansion of facilities in order
to meet the needs of the years ahead.

It would seem that economic stability can be achieved now in much
the same way as in 1954-namely through the reduction of Federal ex-
penditures, taxes and an easing of credit restrictions. Recognition
should be given to the deterrent effects of taxes on business as well
as the consumer. The reduction of corporate taxes could bring some
relief to the need for funds in the money market. Business would
better be able to absorb cost increases thereby passing much of the
benefit on to the consumers. The stabilizing effect of prices would
stop the rise in the cost of living, and the inflationary effects of esca-
lator cost increases. Individual income-tax reduction would imme-
diately put more funds in the hands of the consumer, some of which
in turn might be used to make purchases now delayed.

Certainly, one of our greatest fears still is inflation and any fiscal
tampering must be careful not to upset the delicate balance of money
supply and productivity. We must be alert to any indication of con-
tinued inflation in order to break the vicious circle of creeping infla-
tion.

Stability of the dollar can be realized only through the exertion of
economic and political wisdom and courage.

Very truly yours, R. G. RIccn .

MOMA
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Ta Fnwr NATIONAL, CITYB~xoF Nxw Yonx,
New York, N. Y., M ar 7,1958.Hon. HAZRRY F. BYR.D,.

Ckaihman, Committee on Fi'nanwe,
United Sqtate. Senate,

Washington, D. (7.TLnSENATOR BYRD: This is in reply to your letter of February 17,~enclosing 17 questions and requesting my opinions on the matters coy-ered. The questions are extremely-broad. To deal with them in afully comprehensive way, it would be necessary to write a book. There-fore, I should like to take advantage of the suggestion in your coveringletter and, rather than attempt to answer each question in detail, sthem as a guide for general observations on the issues raised.Several of the questions deal with inflation, deflation, .full employ-ment, etc. A national economic policy must have twin objectives. Onthe one hand, it should be aimed at promoting growth in the economyto provide for national security and rising standards of living andwelfare. At the same, time, it should also have price stability as agoal. Price stability insures that the gains of growth are enjoyedby all, not merely by those who bargaining power is greatest. Thereis also real question whether the sound and sustained growth we needis possible ;n an inflationary environment. Inflation is not merely in-equitable; it also, as economists have long recognized, leads to ineffi-ciencies and misallocations of resources which reduce the economy'sreal rate of growth. It creates an atmosphere in which speculatorsthrive better than p rducers. We need to recognize, as we have notfully done, that inflation is as objectionable as dfation. I thereforesuggest that the declaration of policy in the Employment Act of 1948,which is the stated guide to national economic policy, should be re-worded and price stability specifically named as a goal of policy,coordinate with maximum employment, production, .and purchasingpower. I would answer question 11 (b) in the negative.It follows from the above that I believe monetary policy, like otherGovernment economic policies, should seek to attain both economicgrowth and. price stability. I believe monetary policy has pursuedthese objectives in a generally commendable manner, at least since theTreasury-Federal Resrve Accord in 1951 freed the Federal Reserveof necessity, to support prices of United States Treasury obligations.
I beleve the Fvederal Reserve System should continue to enjoy thesame degree of independence in action that it has had since 1951.Monetary policy should be flexible. It is most effective when re-straint is called for, in checking boom excesses which historically havebrought painful deflation as an aftermath. The effects of an easingpolicy, in the converse circumstances, are less certain and less pro-nounced; however, monetary, ease " in .. recessi..... ., : ,- ,., on oviously has an impacton the abilty of lenders to make credit available and on credit supply.
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It doubtless has some stimulative effect on borrowers' credit demands.Flexible monetary policy promotes stability, within the framework
of gro wth.

Monetary policy cannot do everything, of course, as the recent rising
course of consumer prices mn a period of credit restrain suggests.
While some of the price rise reflects belated adjustments of the prices
of services to earlier inflationary pressures, the major responsibility
seems to lie in the area of wage and labor policy and Federal budget
policy. FHowever, the inflationary experience would have been worse
if monetary policy had not benone of restraint.lcbu

Monetary policy has been hapere no ny by wage polic bu
by the renewed upward trend in Federal spending. A lower level
of spending and larger Federal budget surpluses would have permitted
more debt retirement, releasing existing funds for private use. It
would also have reduced the frequency with which the Treasury has
come to the money market for new money or to refinance maturities,
each time influencing if not requiring the Federal Reserve temporarily
to moderate its restrictive credit policy. Recent Treasury funding
operations to improve the maturity structure of the public debt are
helping to relieve the weight of early maturities which have proved
an impediment to the enforcment of a restrictive Federal Reserve
credit policy.

Federal, State, and local government spending is just as infla-
tionary asany other spending. In fact, many authorities, including
Arthur F. Burns, former Chairman of the President's Council of
Economic Advisers, say Government expenditures are more inflation-
ary than private expenditures. Dr. Burns observes that Federal
Government officials, by and large, are probably less efficient shop-
pers than private citizens, buy a good deal on a cost-plus basis, and
are required to include special provisions regarding wages and other
labor standards in the contracts they negotiate. He points out that
their outlays, which nowadays are of necessity heavily concentrated
on national defense, seem unlikely to contribute to the improvement
of industrial capacity and productivity as would private expenditures
of the same magnitude. In addition, Dr. Burns has warned that
balancing expenditures' by increased taxation does not necessarily
cancel out the inflationary impact, for private spending need not be
reduced by the amount of the tax increase. People may instead cut
their savings in order to maintain their consumption, at least in
part.

At the same time big Government spending leads to excessive taxa-
tion which, as more and more people are recognizing, has inflationary
and other hanmful effects of its own. It is siphoning away badly
needed savings which could finance industrial growth, most particular-
ly from small business which needs it most. Meanwhile our severe
personal income tax _rates are making it less attractive to gifted in-
dividuals to put out the extra effort needed to go ahead and succeed.
We need to remember that in our type of society, depending on indi-
vidual effort and initiative, we stifle the rewards and compensations at
the risk Qf reducing performance. This is something we cannot afford
in the face of the Soviet Union's challenge for world military and
economic leadership.
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The United States monetary system is currently financing gross
national production well beyond $400 billion. Nevertheless, questions
of adequacy and possible weakness have been raised with increasing
frequency in recent years as the economy has developed novel and
ingenious methods of economizing on and supplementing the avail-
able bank deposit supply. The growth of unregulated lending out-
side the banks and the creation of near equivalents to money by non-
bank financial intermediaries are cases in point. We feel that these
and numerous other changes since the Federal Reserve Act of 1913,
and even since the financial reform legislation of 1933-35, call for a
detailed, technical study of the United States monetary system. Ac-
cordingly, we endorse the Committee for Economic Development's
projected National Commission on Money and Credit to make a
"broad 3-year inquiry into the public and private monetary and
credit policy of the United States."

Full employment and price stability are theoretically compatible..
But in practice it is very hard to hold prices stable if full employment
is misinterpreted to mean that we should never have more than an
insignificant number of people temporarily between jobs or on seasonal
layoffs. Trying to live up to this definition leads to overemployment,
and the experience abroad as well as here is that overemployment
brings shrinkage in the buying power of the currency.

The current recession is a natural reaction to an overexuberant
boom. While it is wise policy to carry out necessary Government
works in a time of reduced private demands (and conversely to defer
public works during a boom), I believe that made-work projects are
no cure for recession and should be avoided. They are likely to con-
tribute to subsequent resumption of inflation. Larger public spend-
ing to counter recession would raise the specter of even higher taxes
later. The fact is that the most promising way to stimulate business
is to relieve the tax rates which are most constrictive of enterprise.

For the longer run it would be desirable to pass the Sadlak-Herlong
bill which would reform the income tax structure over a 5-year period
and culminate with a rate schedule running from 15 to 42 percent
for individuals and a 42 percent rate for corporations. Both in terms
of combating recession and furthering our long-range growth, it is
doubtful if there is any other action Congress could take that would
so brighten the economic outlook and revitalize efforts to produce
and sell and go ahead with the creation of higher standards of living.
Along with this, of course, should go srict economy to prevent defti-
cits in prosperous times, when stability is best served by Treasury
surpluses, debt reduction, and lengthening of the debt.

Very sincerely, JAMEs S. RocKEELE.

25420-58--pt 3-4

"M
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AMRICAN mELNE5,
New York, N. Y., Maro, ,1958.Senator 1LuPii F. ByiD,

Senate OfIce Building,
Washington, D. 0.

D SEATOR BRu: In response to your letter of February 17 1
am glad to enclose herewith a statement concerning our views on the
national economy.

Sincerely yours, C. R. Sxmr, Preeident.

1. Definition of "inflation" and "deflation." There are just about
as many definitions of inflation and deflation as there are economists
to define these terms-monetary inflation, wage inflation, cost-push,
-demand-pull, and so on. The plethora of definitions arises largely
from the temptation to define inflation and deflation in terms of causes
rather than effects. No matter what the causes, all forms of inflation
are reflected in a broad upward movement in prices, and all forms of
deflation are reflected in a corresponding broad decline. We there-
fore define inflation as a general rise in the price level and deflation
as a general fall.

There still remain the problems of selecting the stage or level of the
economy at which prices are to be measured (spot markets, wholesale
markets, retail markets, etc.), and the technique or yardstick to be
used in this measurement. In our own company, we customarily use
the consumer price index of the Bureau of Labor Statistics to measure
inflationary price changes, since this index reflects the aggregate
behavior of a broad range of consumer goods and services and has
broad geographic coverage. In the final analysis, all of us, as con-
sumers, are vitally affected by the prices of goods and services in re-
tail markets. The BLS index is the most comprehensive measure
available of theprices paid for consumer goods at retail

2. Measures for avoiding inflation and deflation and suggested
legislation: Inflation (a broad upward movement of consumer prices)
normally occurs when the aggregate effective demand for goods and
services (demand backed by money) exceeds the capacity of the
economy to produce these goods and services. Conversely, deflation
normally occurs when the capacity to produce exceeds the effective
.demanL

History teaches us us that most of the great p war inflations have
-occurred after the money supply has been swolen bv wartime deficit
financing, and when the demand for consumer goods and services,
pent upby wartime shortages, exceeds the capacity of the economy
to produce at full employment levels. Under such circumstances,
prices of both producer and consumer goods are bid upward, thus
touching off the familiar cost-price spirali always tempting t9 legislate against inflation, as, for example,
:by amendg the Employment Act of 1946, to make it the stated policy
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of Government to maintain stable prices at full employment levels.Something useful might be accomplished in this way, particularly in
situations where there might otherwise be some confusion as to what
the objectives of Government economic policy should be.

Fundamentally, however, the problem of controlling inflation and
deflation is administrative rather than legislative-that is, of finding
out exactly what to do and the most effective way to do it. To put the
matter differently, the basic problem is to determine some workable
arrangement for maintaining the delicate balances between aggregate
effective demand on the one hand, and on the other hand, the capacity
of the Nation to meet this aggregate demand at full employment levels.

Both from the practical and theoretical points of view, the achieve-
ment of full employment and stable prices is clearly, not easy, and no
general rules can be laid down that would be effective under all cir-
cumstances. At what level, for example, does full employment verge
upon over-full employment, so that there is an upward pressure
through wages and the prices of producers goods on costs and thence
consumer prices? And is it. possible, except by inflationary deficit
financing or successive doses of easy money, to maintain aggregate
demand at full employment levels?| The experts do not agree on these
maters, partly, perhaps, because we have had no concrete experience
with a system in which the dual objectives of national economic policy
are to avoid the ravages of inflation and the social and economic wastes
of unemployment, uc a sytm, in my opinion, is certainly worth a
fair trial, with or without additional Federal legslation.

Government expenditures now represent so large a share of gross
national product, and such expenditures have varied so erratically and
unpredictably in the postwar period, that the problem of maintaining
full employment with stable prices should be attacked first at the Fdf
eral level. Such a program might perhaps be implemented through a
steering committee at the Cabinet or near Cabinet level, comprised of
representatives of all departments and agencies whose activities have
a major impact on Government expenditures and their financing. In
the absence of any coordinated control of these activities, Government
programs to achieve this or that objective, no matter how desirable
theY may be in their owh right, may be largely self-defeating as they
relate to the dual objectives of full employment and stable prices. For
example, one of the principal factors underlying the steady rise of the
Consumer Price Index in recent years has been the sharp recovery in
agricultural p rices, and the upward spiral of prices of construction
materials and st. Such an inflation clea rly ca nnot be brought under
control by the Federal Reserve authorities acting alone, when the
avowed purpose of major Government spending programs (such as
agricultural price maintenance, slum clearance and public housing, the
highway program, etc.) is to overcome the effects of monetary strin-
gency in many areas. Or again, when the economy has shifted into
the downward phase of the business cyle,.easy money induced by the
monetary authorities can be largely offset in the capital markets, by a
funding of short-dated bills and notes into long-term Treasury bonds.
A coordinated program is essential if we are to achieve full employ-
ment and stable pri~ces. There fore we propos~e (1) that the objectives
of national economic policy be clarified to emphasize p rice stability
along with full employment, and (2) that a conmttee 1be established
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to determine appropriate instruments to achieve these goals and to co-
ordinate Government activities bearing upon them.

3. Monetary policy, 1942-57: Federal Reserve policy in the period1942-7 can be divided conveniently into three sub-periods: 194246,
the period of wartime emergency; 1947-51, the postwar aftermath inwhich Federal Reserve policy was inoperative owing to the pegging
of the yield-maturity curve on Treasury obligations; and March, 1951-57, the period following the Treasury-Federal Reserve monetary ac-cord, when monetary policy was restored to its proper role as a contra-
cyclical force

During the war emergency, prices of Government securities of all
maturities were pegged to maintain orderly market conditions at a
time when the Treasury was coming to market almost daily to financethe war effort. Generally, that policy appears to have been appro-priate, although it would have been desirable if a larger portion ofwar expenditures had been financed through taxation rather than
through deficit financing. That, however, was an error in fiscal policy,rather than in the policy pursued by the monetary authorities.

The crucial mistake was made in continuing the wartime pegging
of interest rates until the monetary accord of 1951. Commodity pricesrose rapidly in the immediate postwar period for reasons outli ned inour answer to question 2, and monetary restraint was clearly called
for to combat price inflation. Instead, the entire Federal debt wasmonetized (i. e., became the equivalent of bank reserves) by the policy
of pegging the prices of Government securities of all maturities.

In the third of the periods mentioned above Federal Reserve policywas restored to normalcy. Monetary controls gradually became more
restrictive up to the turning point of business in May 1953, were re-laxed during the business recession of 1953-54, reverted gradually to apolicy of monetary restraint until November 1957. and then graduallyturned toward the side of ease during the current recessionary phase
of the business cycle.

On the whole, monetary policy since March 1951 has been excellent,although with the advantage of hindsight it is possible to criticizeminor details. Thus monetary policy may have veered too much tothe side of active ease in 1953-54 than now appears to have been de-
sirable in view of the subsequent rise in commodity prices. Con-versely, the transition to the side of ease during the business down-turn beginning in 1957 seems to have been rather hesitant, in the lightof the depth of the current business recession. But these are com-
paratively minor matters of judgment and timing, on which even theexperts disagree. On the whole, Federal Reserve monetary policysince March 1951 has been forthright and courageous, and the gen-
eral results have been good.

4. Causes of the rise in consumer prices, August 1956-September
1957: The principal causes of the rise in the Consumer Price Indexafter Aug. 1956 were (1) a "catching up" in the prices of services,
rents, and transportation, which had been held down during the earlypostwar period by long-term contracts, Government regulation, and,
to some extent, by custom (e. g., doctors' fees, etc.); (2) the resump-
tion of agricultural price inflation under price-support programs ofthe Federal Gover nment; (8) the wage-cost-price push (see the an-swer to question 2 above), resulting from over-full employment

.319



FINANCIAL CONDITION OF THE UNITED STATES

(partly caused by Federal efforts to stimulate housing road building
etc. at a time when private demand was more than sufficient to main-
tain full employment). Additional contributing factors were the
strong consumer demand for goods and services, the efforts on the part
of business to meet this demand by stepping up plant and equipment
spending, and the concomitant rise in business inventories, which came
on top ot an economy already fully employed in the production of final
goods and services.

5. Effects of debt management on the United States economy:
In theory, debt management (defined here as adjustments in the
maturity structure of the Federal debt rather than in its level) can
play an important role in amplifying the effects of monetary policy.
For exampe, in a period of monetary ease, when it is desired to
encourage business investment and to expand the money supply, the
indicated policy is for the Treasury to confine its financing to the
short-term market by sale of short-dated bills and notes to commercial
banks, the reserves to be provided for this purpose by the Federal
Reserve authorities. The money supply is thus inflated (or a con-
traction prevented), and all of the funds flowing through the long-
term market are thus made available to finance permanent capital
expenditures such as housing, plant and equipment outlays, and so
forth. Conversely, when business is booming, debt management can
amplify restrictive monetary policy by a funding of short-dated
Treasury obligations into long-term bonds, the bank reserves released
by this process being mopped up by appropriate Reserve bank action.
Under such circumstances, long-term funds which otherwise would
be used to swell capital expenditures are, in effect, employed to reduce
bank credit and to contract the money supply.

Thus, properly oriented monetary and debt-management policies
are highly desirable. In practice, however, proper orientation is
difficult to achieve since other objectives are allowed to intrude, thus
mitigating or offsetting the effects of monetary policy. The recent
issues of 3 - and 3-percent long-term bonds are cases in point. Since
November 1957, the Federal Reserve has sought to ease conditions
in the short-term market, while the issuance of long-term bonds by the
Treasury in effect has tightened up the capital market. Earlier, when
a restrictive monetary policy was called for to combat inflation, the
level of bond yields appeared to the Treasury to be too high to permit
long-term bond financing The absence of long-term Treasury financ-
ing from mid-1955 to September 1957 illustrates the difficulty of
effectively integrating monetary and debt-management policies in a
period when bond yields are high.

6. Relative importance of price stability and economic growth:
Of the three objectives of monetary policy mentioned in question 6--
(1) price stability; (2) stability of production, demand, and employ-
ment; and (3) economic growth-the second is clearly inadmissible
and can be rejected at once. Normal growth in our population and
labor force implies growth in production, demand, and employment
unless we are to have rising unemployment, and a declining standard
of living, which in the end would be incompatible with our free enter-
prise system. Growth in production, demand, and employment must
therefore be the paramount goal of economic policy. A second goal-
only slightly less important than the first--is to achieve growth with
price stability. Price inflation in the postwar period has robbed many
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of the more efficient and hard wording of our people of the fruits oftheir labor. As suggested in our answer to question 4, price inflationhas also distorted normal price relationships throughout the economy,favoring sectors where prices are free to move upward at the expenseof others where prices are fixed by long-term contract, custom, or
Government authority.

In the last 2 or 3 years, the economy may best be characterized asone in which all sectors-the consumer, business, and Government--
were trying to accomplish too much at once. Aggregate effective de-mand exceeded the ca)acity of the Nation to produce, and prices
moved upward under the pressure of rising labor costs and expandingfinal demand. It is unfortunate that major Government projects suchas the Federal roadbuilding program that were initiated to combat
the mild business recession of 1953-54 contributed importantly to theprice inflation of the boom years 1956-57.

7 and 8. Effects on the economy of Government spending and taxa-tion: Government spending and taxing are two sides Of the samecoin; both involve a transfer of control over the limited resources ofthe economy from the individual to Government. Although manyforms of Government spending may be highly desirable to achievevarious social goals, the basic functions of Government are very sim-ple and shouldbe narrowly circumscribed. It is too often lost sightof that the basic Government functions are only two in number:
21) to govern and (2) to protect the individual. All other functionsshould be examined carefully to see that the do not infringe uonthe individual's right of free choice in spending his income, and donot stifle initiative and efficiency through burdensome taxation.

All of this assumes, of course, that the individual is wiser thanGovernment in deciding how he should best spend his income. Onoccasion there are overriding circumstances that might warrant Gov-ernment interventon to prevent the free choice of individuals in themarket place from directing the allocation of the Nation's resourcesto the most efficient uses. In the absence of such overriding considera-
tions, Government spending (and taxing) should be kept to a mini-
Mum.

9. Role of fiscal and monetary policy in combating inflation and de-flation: Fiscal policies relate to the activities of the Treasury (on theside of Government receipts, expenditures, and debt management) tomaintain full emploYment and stable price, whereas monetary andcredit policies pertain to the activities of the central bank (the Fed-
eral Reserve System) to achieve the same ends.

According to textbook theory, appropriate fiscal policy under in-flationary condition calls for a decrease in Government expenditures
and an increase in Government receipts (tax and other revenues)with a resulting rise in the Treasury cash balance and a correlated
decline in Federal debt. A decrease in Government expenditures re-sults in a direct curtailment of aggregate effective demand for goods
and services (the basic cause of inflation; se question I above); anincrease in Government receipts through higher taxes, and so forth,
results in an indirect decreasing aggregate effective demand throughdrains on disposable personal income and the net cash flow to business
corporations. The related rise in the Treasury cash balance, and declinein Federal debt, are also deflationary, to the extent that liquid bal-
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ances in the private sector of the economy are thereby reduced (here
we include Government securities with cash as part of the liquid bal-
ances of the community). The converse policies are appropriate dur-
ing deflation.

Restrictive monetary policy during inflation acts to reduce the
availability of bank credit (and hence restricts the growth in money
supply), thereby also reducing aggregate effective demand for goo
and services. Restrictive monetary policy is, of course, most effective
when supplemented and supportdby fiscal policy. And conversely,
the two policies-monetary and fiscal--can play an important role
under de lationary conditions by checking the decline in aggregate
effective demand.

From a practical point of view, the two policies are seldom geared
to work together efficiently. For example, an increase in Govern-
ment expenditures designed to check a deflationary trend usually lags
well behind that trend. Thus, Government expenditures frequently
rise when the business curve is rising and fall when it is falling, in

exactly the opposite fashion to that indicated by the textbook theory
of appropriate fiscal policI to combat booms and depressions. This
means, in effect, that the only operational policy that we can rely upon
to check booms and depressions is that exercised by the monetary
authorities. The reasons are largely political, and result partly from
the quasi-independent status of central banking in this country.

(10) Adequacies and inadequacies of monetary and fiscal systems
in the United States: The adequacies and inadequacies of our mone-
tary and fiscal systems have been touched upon in the answer to
question 9. Theoretically, both are sufficiently adaptable and flexible
to play an important role in combating inflation or deflation; practi-
cally, only one of these systems-the monetary system-can be relied
upon to act in the appropriate way.

On the whole, our monetary system-particularly the quasi-inde-
pendent political status of the central bank--seems to me to be effi-
iently designed to provide industry with needed bank credit, and to

provide it in such amounts and at such times as to reduce inflationary
and deflationary pressures. Recent experience suggests, however that
monetary policy alone is unequal to the task of maintaining full em-
ployment and stable prices. At times, excesses develop in the monetary
and credit field, such, for example, as the expansion in mortgage loans
and consumer credit in the 1955-56 boom. When excesses of this type
appear in the credit structure it would appear desirable if selective
credit controls could be instituted and coordinated with general mone-
tary policy.

More important, however, the fiscal activities of the Govermment are
now so large, and occupy such an important place in the economic
framework of our country, that concerted effort should be made to
see that activities in this broad area do not subvert monetary policy.
We should, however, not lose sight of the problems that may arise
from a coordinated effort to control inflation. One of the principal
dangers of coordinated fiscal and monetary policy is that the Federal
Reserve System might lose its independent status and might, through
political pressures, be prevented from taking appropriate action to
stabilize the price level. Coordinated effort is essential if we are
ever to achieve the dual goals of full employment and stable prices.
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Inthe process, however, the independence of the Federal ReserveSystem must not be undermined. An independent monetary authority
is our principal bulwark against galoping inflation.

11. The Paradox of Inflation Amidst Unemployment: (a) The so-called paradox of inflation with unemployment is mnore apparent than
real. It arises partially from the fact that the Consumer Price Index
of the Bureau of Labor Statistics is a lagging indicator of price in-
flation. As a general rule, spot commodity prices begin to fall well
before business generally turns down. In the price complex, spot
prices lead wholesale prices, which in turn lead prices in retail markets.
Only after unemployment has risen for some time and personal incomehas turned down is there a final response of consumer prices to lagging
consumer demand.

Other factors besides the level of employment also p lay an important
role in the behavior of the consumer price index. Agricultural p rice
supports, for example, prevent food prices from adjusting freel v to
changes in consumer demand. Monopolistic practices in trade unions
and in business also prevent p rices in some areas from adjusting
promptly on the downside to declining demand. Even the weather
plays an important role in determining the direction of consumer
prices--for example, the recent Florida freeze which resulted in higher
prices for fresh fruits .and vegetables. And there are other factors
too numerous to mention. _ome rices can respond promptly to
changes in demandi, while other pricesq-held down artifically by l aw,
custom, or long-term contract--may continue to creep upward towardproper alignment with general prices and costs well after the more
flexible prices have begun to move downward. The lack of balance in
the price structure produced b , an inflationary spiral-and the re-
suiting upward drift in some prices after others have turned down-is
largely responsible for the current paradox of unemployment with
price inflation.
d(b) The desirability (or inevitability) of creeping inflation as adevice for maintaining full employment is a matter about which much

has been written, but on which there is little evidence that might serve
as a useful guide. Th .e question is much too complex to be settled on
the basis of the simplifying assumptions in vogue among those who
are convinced they know the answer to this question.

As has belen suggested in our answer to question 2, the problem is
very complicated and is based partly on. economic, partly on political,
and pa ytlon adminitrative considerations. In the final analysis the
matter boils down to finding some workable administrative a'rrange-
ment that would give practical content to the dual goals of full em-
ployment and stable prices. Until a concerted effort has been made
in this direction, and until we have an historical record of exprience
with an economy directed towards achieving these two goals, no one
can answer the question of whether price inflation is desirable (orneces sary) to maintain full employment. In the present state of our
knowledge, there is no reason to believe that price stabilty and
moderately full employment are incompatible goals. Although we
lack experience, both objectives are highly desirable. The system
should be given a fair trl. .. .12. The threat of private indebted ess_ to economic stability and
vitality: No conclusive evidence exists that the growth in private
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indebtedness in the postwar period, or its present level, has createda thrteat to our economic stability and vitality. Asset values, equities,
and income have grown roughly in proportion to indebtedness in the
private sector of the economy. Because of the contractual nature of
debt repayment, private indebtedness may become burdensome in thle
future, but only if there were a sharp deflation of income and values.
Indebtedness, per se, is not a threat to economic stability and vitality,
although it can seriously complicate the problems of economic adjust-
ment in the event of a deflationary spiral. .

To reduce the likelihood of complications arising from the contrac-
tual nature of debt service in the future, consideration should be given
to maladjustments in our tax structure that favor debt over equity
financing. An obvious step in the right direction would be to eliminate
the double taxation of corporate dividends under the present Federal
corporate income tax--to treat dividends paid by business corpora-
tions as deductible for tax purposes, just as interest on debt is now
treated as a deductible expense. similarly, in the case of mortgages
secured by residential properties, attention might be given to tax revi-
sions that would permit a home owner to deduct a portion of his
equity in real properies just as he is now permitted to deduct interest
as an expense. Such measures would stimulate equity financing as
against debt, and would thus help in maintaining balance in the .fin-
ancial structure of the private sector of our economy. But the prin-
cipal protection agans dislocations arising from debt liquidation is
to maintain a levelof asset values and incomes commensurate with the
existing level of debt. Provided we can achieve dynamic economic
growth, with full employment and stable prices, the current level of
indebtedness will not be a threat to economic stability and vitality.

13. Statistical gides for fiscal policy: It is difficult to lay down
hard and fast rules as to when tax cuts and public works should be
introduced to combat a downturn in the economy. So much. depends
upon the behavior of different sectors of the economy that it is impos-
sible to set up precise standards as to when fiscal action is needed to
offset adverse business trends.

As a rough guide (subject, unfortunately, to amendments too nu-
merous to mention), unemployment is a key indicator of the existence
of unutilized capacity, manpower, and resources in our economy.
When the seasonally adjusted rate of unemployment (unemployment
expressed as a percent of the civilian labor force) rises above, say, 6
percent? consideration should be given to tax reduction as a first step
in allevwatingeconomic distress. And conversely, when the seasonally
adjusted rate of unemployment falls below, say, 4 percent, attention
should be given to tax increases and to the curtailment of postponable
public works, in an effort to prevent an inflationary wage-cost-price
spiral that might otherwise arise under conditions of over-full em-

pl ent.
Unfortunately, the rate of unemployment alone provides little in-

formation on the direction of change in business activity. Action
might be called for if unemployment were rising above 6 percent,
with reasonably firm expectations that the unemployment rate would
continue to increase, but would certainly not be called for if unem-
ployment were temporarily above the 6 percent level, and if business
were improving so that it could be reasonably assumed that unem-
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ployment would soon decrease. Unemployment is a lagging indicator
of the direction of change in business activity. Various leading in-
dicators, such as hours worked per week and other series selected by
the National Bureau of Economic Research, provide useful informa-
tion on what the future holds in store.

14. Federal deficit spending as a cause of inflation since World War
II: Since World War II (roughly the period spanned by the Federal
fiscal years 1947-57) the aggregate deficit in the Federal budget was
$9.7 billion, most of which was incurred during the Korean war.
Over the same period, the increase in gross Federal public debt was
only $0.7 billion. Although large in absolute terms, these figures are
small in an economy with a gross national product running well in
excess of $400 billion per annum. On the whole, therefore, Federal
deficit spending has been a minor factor in contributing to inflation
in the postwar period.

Much more important as a factor contributing to inflation were the
huge Federal deficits of World War II. The debt incurred during
that period was largely monetized as it became lodged in the banking
system, and contributed importantly to the price inflation in the imme-
diate postwar years (see the answer to question 3, above). A second
factor contributing importantly to price inflation throughout the post-
war period has not been related to the deficit, per se, but to the sheer
size, or weight, of Federal expenditures for final goods and services
relative to the aggregate value of such goods and services produced
by the economy (gross national product). Total Government expen-
ditures (Federal, State, and local) in the year 1957 alone amounted
to over $86 billion, and accounted for roughly 20 percent of GNP.

It is a mistake to assume that a balanced Federal budget is neutral
with respect to prices and that deficits and surpluses have, respec-
tively, inflationary and deflationary effects. As has been indicated, in-
flation occurs when the aggregate effective demand for goods and
services exceeds the Nation s capacity to produce. When the economy
is already fully employed in producing goods and services for the
private sector of the economy, a high level of Government expendi-
tures is inflationary. This was the expedience of 1956-57. Excessive
Government expenditures have contributed to inflation in too many
of the postwar years.

15. The possibility of achieving full employment and stable prices:
As indicated in the answer to question 11 (b) this question, in the final
analysis, can be answered only by trial and error. We have had no
experience with an economic system in which a concerted effort has
been made to achieve full employment with stable prices. The ex-
perience of the 1920's, when consumer prices were relatively stable at
full employment levels, does suggest that these two goals are not in-
compatible under appropriate economic conditions. At the very least,
properly coordinatedfiscal and monetary policy could go a long way
to achieve these objectives. The objectives are important; a w:l
thought out program to realize them should be given a fair trial.

16. Escalator clauses in wage contracts as a cause of inflation: Es-
calator clauses in wage contracts have not been, up to this time, an
important cause of inflation, although in certain key industries they
have undoubtedly intensified the wage-price spiral, once the consumer
price index has begun to rise. Under escalator clauses, wages are

I.
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geared to prices in the first instance, not prices to wages. The basiccauses of price inflation are overfull employment of resources and thelabor force, complicated by monopolistic practices in trade unionism,
and other factors mentioned in questions 4 or 11.

Although escalator clauses in wage contracts intensify the upward
push of wages on costs and prices, after inflation has gotten under-way, the practical importance of such causes as a factor contributing
to inflation in the postwar period has probably been exaggerated. The
National Industrial Conference Board estimates that at the end of1957, 4 million workers were covered by escalator clauses in unioncontracts. In an economy with a civilian labor force of 68 million,
this represents a coverage of less than 6 percent.

17. Causes of the present recession and techniques for combating it:
Superficially, the current business recession was touched off by thesharp cutback in Federal defense spending after August 1957, and the
efforts of manufacturers and others to reduce inventories to a lower
level of new orders and sales. The basic factor however, was the ter-mination of the great postwar boom in capital spending, which hadbeen stimulated b y the pent-up demand of the postwar period, bytechnological wartime innovations and developments, and by the up-
ward movement in plant and equipment costs. We now know thatthese capital expenditures were excessive, judged by what can reason-ably be expected as to normal growth in consumer demand. Not only
has excess capacity appeared in many industries as the capacity toproduce has grown to exceed final demand, but the inducement toinvest has also been lowered by declining profit margins as wages andother costs of operation rose faster than prices in many fields, particu-
larly in industries where prices are fixed by law, custom or long-term
contract. As unemployment rose with defense cutbacks and inventoryliquidation, consumer expenditures stabilized and then turned down'
ward, thus further complicating the problem of excess capacity which
had already appeared in many fields.

If our diagnosis of the causes of the current business recession iscorrect, the recession is more deep seated than the earlier postwar ad-justments of 1949 and 1953-54. The basic problem now, as in allrecessions, is to raise the level of aggregate effective demand so thatit approaches more nearly the Nation's capacity to produce, but atthe same time, to avoid proceeding so rapidly that aggregate demandonce again exceeds capacity, thus touching off another inflationary
spiral.

There are a number of devices available to combat the recession,
including the following as perhaps the most important:

(1) Active monetary ease on the part of the Federal Reserve Sys-tem, supplemented by appropriate debt management by the Treasury
to avoid funding short debt into long.

(2) Immediate acceleration of Federal disbursements under exist-
ing contracts to offset the decline in private demand.

(3) An across-the-board reduction of Federal income taxes (corpo-rate and personal) and a reduction in burdensome excise taxes andother special levies such as the emergency wartime tax of 10 percent
on transportation of passengers.

MMM
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•(4) As a last resort, a step j~d up program of Federal, State, and,ocal public works, provided items (1) to (3) are insufficient to re-
btore agreate effective demand to appropriate levels. .

The first steps should be taken in the monetary sector and in speed-
ing up disbursements under existing contracts and appropriations,
since such steps can be taken promptly and with a minimum of dis-
turbance to the Federal budget. in view of the character of the pres-
ent recession, such steps may prove insufficient to restore business to
full employment levels, if we are right in our judgment that we are
now in a long-term downward trend in plant and equipment spend-
ing. But whether this proves to be thle case or not tax levels and thle
tax structure are very burdensome and seriously impair economic era.-
ciency, and a reduction would do much to strengthen lagging consumer
spending and capital demand. An across-the-board red uction of, say,
10 percent in personal income tax would stimulate spending for con-
sumer durables, transportation, et cetera, which have been hard hit
by the recession. Such a reduction would also exert the minimum of
pressure on such basic items in the consumer budget as food and l r-
sonal services, and would thus reduce the risks of further inflation.
Corporate income and excise taxes are also excessive, and revisions
are long overdue.

Public works should be resorted to, only if it becomes clear that all
other devices have failed. As a general rule, it is better to permit the
consumer to enjoy the fruits of hiis labor rather than to siphon off a
l arge share of what he produces for Government projects of a mar-
ginal nature. The postwar experience indicates that public works
usually operate only after a long delay, and begin to take hold well
after the recession is past, thus contributing to price, inflation. A
reduction in taxes would stimulate demand at the time it was needed,
and would reduce costs and selling prices, thus removing one cause
of inflation.

I.
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AxM cAN GAS & ELrrMo Co.,
New York, N. Y , March 6, 1958.Senator ARYF. BinD,

Chairman, Committee on Finance,
Uited State Senate, Washington, D. C.

DEAR SENATOR BmD: Thank you for affording me an opportunityto express to you and your committee my thoughts on some problemsthat have been troubling members of the committee as well as others,including myself, for some time. While I do not believe that I canusefully address myself to each of your individual questions, I do wantto express to you a few thoughts on those matters in your letter whichappear to me to be particularly significant.
At the time I write this letter the economy is faltering in a recessionwhich shows signs of reaching a severity well beyond that reached inthe previous two post-World War II recessions, in 1948-49 and in195. Despite the frequently repeated assurances emanating fromvarious quarters that we are experiencing something minor andshortlived, the key economic indicators continue to point down andthe latest report on unemployment gives grave cause for concern.Nevertheless, I believe that, with appropriate governmental policies,including, particularly, fiscal and monetary policies, this current re-cession can in fact be contained and made relatively short-lived, afterwhich the economy would once again resume its growth. But, if thisis to result, vigorous action must be taken promptly. I do not excludean immediate tax cut from this action. Otherwise the economy mayfall to much lower levels from which recovery will take much longer,and then only at far greater cost. From your letter it appears thatTou and your committee are more concerned with the long-term prob-

lem of how to assure the maintenance of a proper rate of growth toprovide the American people with the ever-rising standards of livingwhich their resources and ingenuity entitle them to expect. But evenin dealing with this long-run problem the short-term recession and
boom phenomena must be kept in mind.

I might first point out that there has devolved upon the FederalReserve Board the major responsibility to provide the monetary meansfor the maintenance of an adequate rate of long-term growth whileat the same time maintaining stability; i. e., full employment and astable price level. While the experience in the immediate postwarperiod emphasized, if any emphasis were needed, the desirability ofsustaining the independence of the Federal Reserve Board from par-tisan political considerations, at the same time it indicates that theproblems of economic stability and long-term growth are much tooimportant to be subject to the exclusive determination of a relativelysmall group representing, essentially, the banking community andtheir point of view and having no accountability to the public for de-cisions having the gravest implication in terms of the public interest.For example, the decision as to what is the appropriate rate ofgrowth is much too important in terms of the National welfare to
829
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remain the exclusive domain of a small group of insulated men,
however able, patriotic, and well-intentioned. Hence, some way
should be found to bring to bear, both formally and effectively the
judgment of a larger group more responsive to the overall needs of
the country. Certainly in the last few years the Federal Reserve Board
in its efforts to be conservative has, in fact, been overcautious in its
monetary policies and its attitudes toward economic growth. There
is considerable doubt that they have made credit available in adequate
quantity to sustain the economic system at a consistently high level
of activity and to provide the needed monetary mechanism for con-
tinuing expansion.

It has been argued by some that this country may have to choose
between slow, creeping inflation and unemployment. While this is
a question that needs much more study before the final answer can be
given, it does not appear to me that in the case of a free people in-
telligently guiding its own destiny this necessarily must be so. And
even more there is ample reason to question whether monetary policy
can offer anything but a small portion of the solution to this difficult
problem. But granting that credit control does have an effect on it,
the question clearly is one of such great and fundamental importance
that it goes far beyond the area in which the Federal Reserve Board
should be free to roam at will. In effect, then, I am suggesting that
consideration be given to some methods whereby broader points of
view can be brought to bear in the decision-making process in this
extremely important area of responsibility. Also, some procedure
should be found to coordinate the fiscal and other general economic
policies of the many governmental and semigovernmental bodies con-
cerned with these problems so that, given a policy decision, the various
agencies follow that policy rather than contradictory courses of action.

Of course, one of the questions about which we know all too little
refers to the timing and effectiveness of monetary policy. Much too
little is known about the length of time required for changes in
monetary policy to have their full impact on the economy in various
circumstances. But we do know that there is a lag, both in taking
hold and, so to speak, in letting go. The lag between the imposition
of monetary policy ahd the result it sets out to accomplish may be
such that, unless the greatest skill and care is exercisd, insensitive
monetary policy can be carried to excess in any particular direction.
For example, after the imposition of monetary restrictions the vari-
ous key indicators may, and generally do, continue their upward move-
ment for some period of time. This delay, or inertia factor, may
well lead the monetary authorities to impose additional restrictions
whieh push the economy too far in the opposite direction from that
in which it had been moving.

Such a development was clearly illustrated last August when the
Federal Reserve Board raised the rediscount rate at about the same
time that, we now know, economic activity had begun significantly
to taper off in response to earlier restrictions. Although the present
recession undoubtedly cannot be attributed entirely to the Federal
Reserve Board's tight money policy, the additional restrictions im-
posed late in 1957 now appear to have been contrary to what was
called for. And this, I believe, could have been anticipated in 1957.
Greater attention, therefore, should be given to the development of
more objective criteria for policy determination.
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There is also considerable doubt concerning tihe effectiveness ofmonetary policy alone in stemming strong movements in the economyeither up or down, once momentum de elops It does a ear t h owever, that it is less effective in stimulating an upturn t an it s incurbing a boom. Because easy edit in be only one, and perhapsnot te most i portan of a series of inationary influences, it maywell be that to be effective in restraining such excesses, monetarypolicy must become so stringent as to greatly damage wide and im-portant sectors of the economy. The growth and strength of theecon o rs f the eon of inflationary pressures must, the finalanalysis, depend upon growth in output at a sufficient rate to supplytheever-inc rising per capital needs of the civilian economy wsilat he same time, providing the goods and services necessary for tyedefense of the country.
This growth in output necessary to restrain inflation can resultonly from an increase in productivity and this, in turn, can be broughtabout only by the increased use of machines and inanimate energy.Yet t ys the investment in productive m ane and equipment whichprecisely the area most severely inhiad by stringent monetarypolicy. It therefre seems desirable to gie cbysientmon to avenuesof apple ach which may make possible the moderation of the effectof monetary policy on these productive and inflation-restraining in-

vestment areas.
I would also like to raise a point about the influence on monetarypolicy by the commercial baking community which cannot escapea direct interest in maintaining high rates of interest. In raisingthis point I do ot intend in any way to impugn the high characteror sincere ootives of the banking community. I simply indicate anarea in which their job has been made more difficult by creating apossible conflict of interest between private and public good. Whileit is obviously an extremely difficult question with which to deal, con-sideration should perhaps te given to the possibility of reducing theinfluence of commercial bankers in the decisional processes involvedin the formlation of monetary policy. Perhaps one method of doing

this would be to provide larger and more effective nonbanking repre-
sentation in this connection.

Complementary to monetary policy, so far as it relates to encour-aging capital rwth, is the problem to be found in the tax structure,and particularly our income tax structure. In recent years the natureof our tax system has tended increasingly to discourage capital forma-tion, risk-taking investment, and the kind of enterprise which in afree economy has served to market thin o fnte greatest industrialnati ono earth. Certainly a restructuring of the tax system is calledfor to eliminate those aspects which at present tend to discourageboth individual and corporate efforts in expansion and innovation.Machinery and equipment in ever-xicreasing amounts,l innoas man-agerial and entrepreneurial skill and talent of the highest quality, arenecssaryto provide the inreasin productivity from which we can
get ever-rs standards of living. These must be encouraged ratherthan throttle.

If in the process of growth we are to avoid inflationary pressures,the rewards of labor must not increase faster than increased prdu -tivity makes possible. Otherwise we will not be increasing income
25I20-48-pt. 8--.4

II-
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but will merely be redistributing it. I do not mean by this that labor
should be deprived of its fair share of the national income, but I do
point out, however that over a period of many years, and particularly
over the last decae, labor unions have continued to strengthen their
monopolistic position and to use their legislatively acquired and leg.
ally protected monopolistic powers to obtain for themselves an in-
creasing share of the national income. This has been done at the ex-
pense of the vast majority of people on salaries, nsions, or other
fixed incomes. The real incomes of these groups hiave been reduced
and their accumulated assets drastically cut in real value. Monopoly
power has in recent years made it possible for organized labor to in-
sist upon wage increases far in excess of the increases in productivity.
These increases have clearly contributed to inflationary price move-
ments-in my judgment they have been the largest single contribu-
tion. I do not believe that labor should be denieits rights to organ-
ize and to bargain collectively, but I do believe that unions should
not be permitted to exceed the limits of fair market behavior in the
liht of the general public interest. A great deal of thought and

ort needs to be given to this entire question and, while I recognize
that a satisfactory solution will not be easy to find, this should not
deter our attempt to make some progress on the job.

I do hope that the foregoing will contribute to the finding of
answers to the general problems indicated by your specific questions.
If I can be of any further assistance, please do not hesitate to call on
me.

Sincerely yours, PHIuI SPoRN, Presin.

-"MMRR
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THE PuNsYLvA ORALROAD Co.,
Senator HARY F. Bmw, Apra 151958.

C chairman, Committee on Finance,
United State. Senate, Washington, D. C.

DEAR SENATOR Bnw: Enclosed are answers to the questions whichyou sent to me in connection with the Senate Finance Committee'sinquiry entitled "Investigation of the Financial Condition of theUnited States." One of the questions has been omitted as requiring ahighly technical answer and several others have been grouped for easeof exposition.
In discussing the answers to these questions with my staff, we werenaturally t interested in those questions which had a direct bearingon our own industry or which could be discussed in terms of railroadproblems. Questions 6 (b), 7, 8, and 9 contain information relatingdirectly to the railroad industry. Comments on taxes in question 1also refer to matters of particular interest to railroading. The wholebroad problem of inflation is of vital concern to us, however, and I amglad to submit answers on the more general questions.I hope that the comments on the questions will be helpful to youand to the staff of the committee. I shall be most interested in follow-ing your deliberations and I would appreciate receiving copies of fu-ture publications.

Respectfully,
J. M. SYMXS.

QUESTIONNAM ON THE FINANCIAL CONDMON OF ME U. rTE STATSComxprm FoR THE Coxxrrru oN FNANc, UrNzw) STATESENATE, BY J. M. SYKEs, APzL 15, 1958
1. Give a definition in your own words of deflation and inflation.Inflation is a persistent and substantial rise in the general level ofprices, sufficiently severe and of such long duration that a dollar ap-pears to lose some of its purchasing power for an indefinite period.Deflation is the opposite-a protracted declire in prices. Inflation isusually accompanied by expanding credit and rising money income,and deflation usually entails credit liquidation. However, a definitionof inflation and de ation in terms of their causes begs the question towhich the Senate Finance Committee has addressed itself. No fruit.-ful line of inquiry into the reasons for price fluctuations should beruled out in advance by pat explanations.2. Explain how ,you believe the economy of the United States canbest avoid either inflation or deflation. If you think present lawsshould be changed or new laws are required, then make specific sug-

gestions.The economy of the United States is influenced by many factorswhich are best described as social or political as well as by many whichhave their origin in the business of making a living. Thus, the tradi-
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tional approach of control over money and credit, though vitally nec-
essary, is not sufficient. There are probably many ways-not just
one-in which inflation and deflation can be avoided or mitigated;
and, conversely, it will probably require action on many fronts to build
an effective program.

By its nature, the quest for economic stability requires that legisla-
tion give wide scope to administrative policy. Legislation cannot hope
to deal with changing economic problems in detail. The objectives of
economic policy and the criteria of its effectiveness can be made clear,
however, and constant legislative review can encourage responsible
action.

One proposal for a change in existing legislation which should be
seriously considered is that of making price stability an objective equal
in importance to "maximum employment," as defined in the Employ-
ment Act of 1946. This would change the tenor of that basic piece of
legislation, making explicit the realization that no one standard, such
as full employment, can be absolute, to be achieved at the expense of
other critical aims. It would help to correct a depression-born bias in
favor of inflationary policies and a tendency to bypass the testfi of
free markets--for labor as well as for goods.

Another area which demands attention is the budgeting and ex-
penditure practices of the Federal Government. This probably in-
volves many separate pieces of legislation, some of which were sug-
gested by the Hoover Commission. In general, controls over the tim-
ing of expenditures should be more firm. Provision should be made
wherever feasible for slowing down or accelerating particular spend-
ing programs in accordance with the needs and capabilities of the
economy. Similarly, the programs of certain administrative agencies
(for instance, the Federal Housing Administration) should be made
responsive to changing levels of business activity and to the programs
of the fiscal and monetary authorities.

Still another large group of laws which demand reexamination are
those which govern business-labor relationships. Much of the present
legislation was conceived and enacted in an era in which the balance
of power was different than it is today. Without pausing to examine
the reasons or to disctiss the social implications of this changing
balance of power, it is nevertheless appropriate to point out that
existing legislation has resulted in the creation of an extremely power-
ful force for continued wage increases-increases often in excess of
long-term productivity gains. This does not mean that the blame
for wage inflation is all labor's. In fact, management must share the
responsibility for existing wage structures. It does suggest, however,
that the institutional machinery which brings about excessive and
inflationary wage inreases-and this may include, among other things,
industry-wide bargaining, for instance, or monopoly power on thepart of unions-bears correction. Here, too, the administrative
agencies may need new general instructions more in tune with the
times.

Perhaps more than new laws, the Nation needs a clear understanding
of the problems of inflation and deflation and the will to act on the
basis of what is already known and the tools already in hand. This
inquiry of the Senate Finance Committee is one step in that direction,
but more needs to be done. Both labor and management can find ways
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to help mitigate both evils by their own actions. Long-range invest-ment planning by management is one fruitful procedure; labor mightwell adopt an analogous approach instead of the policy of bargainingfor what the traffic will bear at the moment.3. Comment generally on the monetary control policies of the Fed-eral Reserve System as exercised within the following years: 1942 to1957. (You may wish to divide the period into two parts, 1942-50prior to the accord, and 1951-57.)From 1942 until the time of the accord with the Treasury, FederalReserve policy was dominated by considerations of Federal financingrather than by the requirements of economic stability. In fairness,it must be pointed out that the experience of World War I and of thedepression years seem to indicate that protection of bond values madea major contribution to a healthy economy. However, subsequentevents proved that under any but strict wartime controls, the supportof Government bond prices did, indeed, make the Federal Reserve anengine of inflation. The period from 1942 to 1950, therefore, mightwell be divided again into at least two: That which extended until theend of World War II, during which successful war financing had to beinsured at all costs; and another which began in 1946, when the Nationbegan to shake loose from price, wage, and production controls. Underthe latter conditions the program of bond price support was inappro-

priate.
From 1951 to 1957 the Federal Reserve was free to act as it saw fitin influencing money and credit conditions. For a short time, duringthe Korean war perid, it had the right to establish specific selectivecontrols over real estate and installment credit. Such controls, thoughmore general and less restrictive than price, wage, and productioncontrols, are probably appropriate only under war or near-war condi-tions. As soon as urgent defense requirements were met after theKorean truce, it became extremely difficult to define the objectives ofselective controls, much less enforce them without using stringent andcostly methods.
The record shows the years 1952 through 1955 to be a period of eco-nomic growth and relative price stability. The recession of 1954 wasvery serious for some segments of the economy, including the railroadindustry, but, in general, the slump was well contained and undoubted-ly Federal Reserve policy helped to keep it so. If the letup on creditrestraint was too great in 1954-55 and gve rise to excessive demandin subsequent years, this was, by hindsight, an error of degree. Bythe same token, if the rather sharp restrictive action of 1957 was late,

bys was an error of judgment in which the Federal Reserve was joinedby the majority. •
One final observation may be made. The Federal Reserve alonecannot insure business stabilty. Yet the seriousness of the currentrecession and the strength of the boom which preceded it, points to theneed for action other than that which sufficed earlier in the postwarperiod. The Federal Reserve should take advantage of the consider-able flexibility which it has and should not be bound by the policies ofearlier years. The financial community should not be subjected to fre-quent chan in the rules of the game; however, it is not the ruleswhich mustbestabilized, but the economy.
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4. Beinning nAugust 1956 there was an increase in the Consumer
Price Index each month through September 1957, thereby causing a
decline in the value of the dollar. What factors contributed most to
this decline in the value of the dollar?

The rise in the Consumer Price Index in 1956 and 1957 is the result
of many factors. Some of these may be lumped together under the
heading of "Business Boom," for this is exactly what the economy hadbeen experiencing since 1955 particularly in the capital goods ields.
During much of this period labor was tight and production facilities
in many lines were strained. Combined with this was the persistent
tendency for wage increases to exceed increases in productivity (es-
pecially under the conditions which prevailed in 1956 and early 1957)
and, therefore, for unit costs of production to rise. It is difficult, in
these circumstances, to pick 1 or 2 factors more important than the
rest. Failure to place more severe restraints on credit soon enough
and failure to restrain Federal Government spending, though nega-
tive factors, are probably as important as any others

If the rise in prices from 1956 to 1958 were likely to be compensated
for by falling prices in subsequent years, the decline in the value of
the dollar for the period would be a transitory thing and, though
troublesome, not excessive. But if the postwar pattern repeats itself,
as is likely, the decline in prices will not be allowed to take place,
thus making the loss in the purchasing power of the dollar permanent
and injuring many individuals and industries. This is far more seri-
ous than a price rise during any limited period. And the factors most
responsible for this are the whole gamut of full employment and labor
policies, applied without regard for the structural damage to the
economy caused by creeping inflation. Maximum employment does
not require creeping inflation to support it. But inflation comes
easily unless specific steps are taken to avoid it.

5. What effect does the management of the current public debt have
upon the national credit structure and the economy of the United
States?

The details of debt-management policies and their impact are highly
technical. Suffice it to say here that the size of the public debt is so
great that the refunding of old issues and the raising of new money
from time to time cannot fail to have a profound effect on the economy.
The Government is, of course, in competition with private interests
for investment funds. The Government can, therefore, do much harm
by'!nappropriate timing of its financial operations and by the issuance

inap ropriate types of securities. It is difficult to se how debt-
management policies in themselves could do any positive good for the
national credit structure; but appropriate poicies can probably con-
tribute to orderly money markets and to a desired increase or decrease
in liquidity generally, as business conditions might require.

6. (a) Discuss in their relationship to one another and according
to your judgment of their relative importance, the following three
objectives of economic policy in the United States:

1. Price stability.
2. Stability of production, demand, and employment.
8. Economic growth in production, demand, and employment.

(Q) With respect to these three objectives, discuss and appraise the
significance of what you consider to be the most important trends
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since World War H--during the most recent 2 or 3 years--and espe-cially during 1957.
(a) All three of the objectives are important and all are interde-

pendent. Attempts to achieve one without the others will fail. StablePrices establish continuity and confidence and preserve economic incen-
tives. Without them, growth is distorted and may ultimately be frus-tratd. But stable prices cannot be achieved without regard to theneed to maintain a high level of employment and production. Finally,
serious recessions can be avoided only if conditions favorable to long-
term economic growth are maintained.

None of these objectives, however, can be completely, fulfilled at all
times if we wish to have the best possible combination most of thetime.. This paradox is readily explained. An economic system char-
acterizedI by individual initiative and free .markets yields the biggestdividends in balanced growth and. good living. But such. a system isflexible and must proceed by testing new products and ideas in themarket place. Such a system requires some leeway--there are profits
and .losses, obsolete products as well as new ones and so on. While
we should .continue to try to minmize periods of both unemployment
and excessive demandl, we should recognize that there will always beshortcomings to overcome. We should not fall into the trap of trying
to meet completely any one objective, rigidly interpreted.(b) From the end of World War II until the present, making allow-
ances for the special conditions brought about by the K~orean war, theUnited States has enjoyed reasonable stability of production, demand,
and employment at a high level of economic activity. The Nation hasalso enjoyed fairly steady growth in real income. The events of thelast few months, however, raise important questions. Has this growthbeen well balancedW Have production and demand conditions been
sund in the sense that high-level stability can now be maintained

indefinitely?
.The answers to these questions may hinge on the effects of another

important trend that has been strong since the war--the trend towardalmost continuous inflation. Immediately after World War II, the
reasons for inflation were clear--too much war-deficit money, too little
goos. The reasons for the resumption of inflationary trends withinthe last 2 years are le.s easy to describe and more disturbing because,
under existing conditions, there is no end to the process in sight.
These reasons were alluded to in questions 2 and 4 above.

The impact of inflation has been uneven, and this is precisely why it
can dilstort economic growth and give rise to instability. The rail-road industry fu.r.ishes an example of.the destructive power of in-
fat ion and its .ability, to do permanent injury to the economy. Con-trol over rates in that" industry and .ratemaking criteria which~l fail to
take the rising cost of capital .equipment and construction into ac-count have placed the railroads in a financial squeeze. The inevitable
lag between risig operating costs and rate adjustments and failureto provide an adequate rate of return for the industry have cut rail-
road earning power and have made it impossible for the industry to
invet at a rate which will enable it to keep pace with the desired rateofeconomic r-owth. This, in turn, acts as a drag on the entire econ-
omy and allows investment funds to go into other channels which may,in the long run, be less productive. The effect of inflation is only one
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of a number of important problems facing the railroads, but it is onewhich is also significant for other industries. The proposal for an
investment reserve made before the Smathers committee (Surface
Transportation Subcommittee of the Senate Committee on Interstate
and Foreign Commerce), if accepted, would help to alleviate the rail-
roads' position, but the basic problems of inflation remain.

7, 8, 9. Give your opinion of the effect onl our economy of current
Federal, State, and local government spending. Give your opinion
of the effect on our economy of current I ederal, State, and local taxa-
tion. Will you distinguish between fiscal policy (embracing expendi-
hires, taxes, and debt) and monetary and credit policy, and then re-
late them, one to the other. Please discuss these policies stating how
they may be used to restrain inflationary trends and otherwise aid in
preserving a stable economy.

At current levels, the effect of Government spending on the econ-
omly is very great indeed. When itspends, Government competes with
the private sector of the economy for goods and services. This has
several effects. First, it places resources where the Government di-
redts, rather than where free markets direct. Second, when goods and
labor are relatively scarce, it creates the danger of inflation. If there
is unemployment, additional Government spending may stimulate the
economy--provided the expenditures are ofra type that do not injure
private business or public confidence.

The high level of Government spending is often said to provide a
cushion or prop under the economy. In a sense this is true--if we
a~umne, as now seems likely, that we are committed to high defense
outlays for an indefinitely long period. Yet, this is a cushion which
we hope can be reduced. Government expenditures should not be
looked on as a device to ensure maximum employment, but, rather,
as a means of accomplishing those things which only Government
can do. Of course, p roper timing of necessary government outlays
can and should contribute to economic stability.

To a large extent, the effects of Government spending depend on
the means by which it is financed. Paying for Government service
out of taxes is, undoubtedly, the best policy, though here, too, proper
timing can contribute fo stability by generating a surplus when busi-
ness is booming and private debt is growing and by allowing a moder-
ate deficit, if necessary, when private incomes are depressed. There
is no prospect of doing more than chipping away at the Federal debt,
but it can be kept from increasing. Meanwhile, as indicated in ques-
tion No. 5, debt management can also play a constructive role. But
in concentrating on the cyclical effects-the short-term effects-of
taxation, the long-run impact of the tax structure in the economy is
too often overlooked. Since taxes are so high, it makes a great dif-
ference to the health of the economy what is taxed and who is taxed.
In general, the present tax structure is unfavorable to equity invest-
ment and to risk-taking generally, especially in new and small enter-
prises.

Present concepts of Government spending and taxation also have a
tendency to distort economic development and to allow an inefficient
use of resources. Nowhere is this more apparent than in transporta-
tion. Without an adequate system of user charges, large Government
outlays on the waterways, airways, and highways appear to be cost-
less to those who use them. The railroads, who provide their own
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right-of-way and facilities, are placed at a competitive disadvantage
and suffer a loss of traffic and ability to attract capital to means of
transportation, whose true cost is higher. The public pays the bill
and gets a less efficient transportation system.

A lack of balance between Federal and State and local tax sources
also creates difficulties. Heavy burdens on business in some areas
make it impossible for the region to realize its economic potential.
And here, again, the railroad industry, a large property owner, fre-
quently bears a disproportionate load. Much needed local tax reform
depends to an important extent on the resolution of national tax
policy questions. This problem is becoming more urgent as Stateand local needs expand.

The long-term problems referred to above are chiefly in the area
of fiscal policy. Monetary policy-the policy connected with thesupply of money and credit--can assist in their solution, though it
is chiefly concerned with short-range changes in business conditions.
The independence of monetary policy from direct control by the ad-
ministration often appears incongruous in view of their close relation-
ship; but this type of check and balance is probably worth preserving
in an area in which temptations for abuse are strong.

10. (a) Comment generally on the adequacy or inadequacy of the
United States monetary system. (For the purpose of this question
consider that the monetary system includes bank deposits and bank
credits.) Also please furnish your ideas for the correction of anyinadequacies that you feel now exist in our monetary system.

(b) Comment briefly on the adequacy or inadequacy of the United
States fiscal system.

Omitted.
11. (a) What is the explanation of the seeming paradox that attimes inflation and unemployment exist side by side in our economy.
Within the last year, some prices-chiefly those comprising the con-sumers price index-have risen while production and employment

have fallen off. The explanation is twofold. First, there has beena tendency for price adjustments to lag behind business events. Themomentum of the price rise of 1956 and early 1957 has carried forward,
especially in view of rising farm and food prices. Second, the policies
and institutions discussed in questions No. 2) and No. 4, have given
prices a strong underpinning. Rigid-in iact rising-wage rates
have kept unit costs high. (Escalation agreements have contributedto this.) Competition is slow to take effect when the expectation is
for Government action to continue the upward price movement.

11 (b) and 15. Shall we accept, as some have suggested, a gradual
inflationary trend as desirable (or necessary) to achieve and maintain
full employment goals? Can full employment goals be attained
while maintaining a dollar that has relative stable purchasing powerI

Certainly a gradual inflationary trend is not desirable. It robsthose who depend on fixed incomes, destroys business continuity, dis-
torts economic decisions, and is likely, ultimately, to turn into infla-
tion of the galloping variety. High levels of employment can be
maintained without continuous inflation. Moderate business fluctua-
tions, however, should be expected. Insistence on completely fullemployment at all times would probably result in chronic inflation.

12. To what extent and in what way do you believe that the growth
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ofprivate debt in recent years may have become a threat to the stability
and vitality of the American economy ?

Private indebtedness has grown rapidly in recent years. In part
this growth has seemed very sharp because of the liquid condition of
business and consumers at the end of World War II. At this time
corporate indebtedness is not a threat to stability, but its continued
increase at recent rates would be questionable. The present tax struc-
ture encourages debt financing and should be reexamined on this
score. Personal indebtedness has grown even more rapidly. While it
does not appear that it is at the danger point, there is no doubt that
consumer durables purchases may now be subject to more severe
fluctuations by reason of the need to pay off indebtedness every once
in a while, especially when incomes stop rising. There is a limit in
sight, too, tothe continued liberalization of mortgage credit terms.

14. How much of a factor in your opinion has deficit spending by
the Federal Government since the end of World War II been in con-
tributing to or producing inflation I

Deficit spending, in the sense of the Federal Government's spending
more cash than it received, has been a minor factor. In most years,
including the last 2, there have been cash surpluses. The huge "m-
crease in the money supply, which contributed to the postwar infla-
tion, was created by deficit financing during the war. The Federal
Government might have stemmed the tide of inflation to a greater
extent by running bigger surpluses and smaller deficits.

16. Are escalator provisions in wage or other contracts compatible
with achieving economic stability?

Escalator provisions, though they serve to solve problems in particu-
lar instances, tend to accelerate an inflation or deflation once it is
underway. Under present conditions, events would probably not be
much different in the absence of escalator provisions, but it might be
possible to gain a little more flexibility which would help to create
more stable conditions. At the present time, for instance, a continued
rise in the consumers price index is forcing wages up at a time when
unemployment is increasing. The absence of escalator agreements
would not cut off wage-increase demands, but it would allow for more
realistic bargaining. .The main forces making for instability are to
be found elsewhere, however.

13 and 17. Considering the financial condition of the United States,
at what point, if any, in terms of unemployment, production, and con-
sumer demand, should the Federal Government move in major ways,
such as a tax cut and/or large increases in public works, to counteract
a downturn in the economy. List and briefly discuss what you con-
sider the causes of the present recession, and what should be done
to terminate it.

There is probably no single measuring point at which large tax
cuts or increases in public works are certainly indicated. When any
particular point is reached, the trend of business is also a most impor-
tant factor. Five million unemployed may be very serious or not, de-
pending on surrounding circumstances.

There is no doubt now that the current recession is more serious
than those of 1948-49 and 1953-54. This downturn comes at a time
when the backlog of consumer needs for durable goods is completely
dissipated. Furthermore, this downturn was initiated not only by in-
ventory liquidation, but also by a decline in expenditures for capital
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goods which came after a period of very large investment. The heavygoods industries are seriously affected.Under these conditions .Government action can be helpful in mod-erating the recession and m bringing an upturn in business closer.The form of this action, however, is very important. Indiscriminatetax cuts giving rise to large deficits, and large increases in public workscommitments giving promise of deficits to come, might after a shorttime, overcorrect the slump and create the ingredience of a new infla-tionary push. Careful action on taxes, however might be salutaryat this time. The immediate problem is not inflation, and it might bepossible, therefore, to afford some stimulation to the economy whileat the same time making a start on tax reforms which are long over-due. The repeal of taxes on transportation has been recommendedfor some time and it should be carried out now. These taxes areobsolete and discriminatory. Other excise taxes might well be re-duedorrepaleds an aid.n bringing prices down and in relievingcertain industries of competitive disadvantages. Consideration shouldbe given to a reduction in the corporate income tax and to liberaliza-tion of depreciation on regulations, to bring them into line with in-vestment needs. Finally, if the situation warrants, a start might bemade on the reduction of individual income taxes along the lines (butnot necessarily to the same extent) recommended by the Sadlak-Her-long plan. The extent to which the plan can be followed at this timeis limited by the immediate need to stimulate consumption quickly.Such action must be taken with care and the full realization thatentirely different policies may be called for before many months goby. If action is taken which will improve the tax structure ratherthan merely reducing the total tax take, we will have made an invest-ment in the future which is not without risk but which has the maxi-mum chance of success
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MICMHIAM CONSOUDATED GAs Co.,
Senator HARRy F. ByD, Detroit, April 10,1958.

Chairman, Committee on Finance,
United States Senate, Washington, D. 0.DAR SENATOR BYiw: This is in reply to your letter of February17, relating to the Senate Finance Committee's investigation of thefinancial condition of the United States. The questions you presentfor comment are indeed thought-provoking and most pertinent to thebasic problems of assuring continued economic growth and preserv-ing the purchasing power of the dollar--objectives with which I amthoroughly in accord.During my many years of experience in the public utility business,I have had occasion to observe the impact of price increases, fluctua-tions in consumer incomes and expenditures, taxation, and the rela-tive availability of credit on our company and the communities itserves. There are, on the other hand, certain matters covered in yourquestions of which I have no first-hand knowledge or experience; suchmatters I shall leave for discussion to those who are more intimatelyacquainted than I with their practical and theoretical aspects.Before turning to the consideration of specific aspects of govern-mental and private finances as they relate to this area and my par-ticular business, I would like to mention briefly those social and eco-nomic goals toward which, in my opinion, our political and economicefforts should be directed. Too often, I fear, these goals are lostsight of in the press of day-to-day events, or are subordinated to theinterest of one or another group.First among these goals I -would place the balanced developmentof our country's natural and industrial resources, to the end tht allmay enjoy a continued rise in their standard of living. Secondly, Iwould urge that this development be sought within the frameworkof competitive free enterprise, involving the minimum amount ofgovernmental re0ation, supervision, and intervention necessary toits realization. Of course, in my field-the public utility business--governmental regulation is necessary and accepted. Third, I wouldemphasize the importance of maintaining a stable purchasing powerof the dollar as essential to economic development. Fourth, I wouldstress the heavy burden of responsibility that rests upon each segmentof the economy and each economic group for relating its claims uponthe national output of goods and services to its contribution to theproduction of these goods and the providing of these services. Fifth,and finally, I would underline the vital necessity for political and eco-nomic statesmanship in defining our economic goals and inspiring ustoward their accomplishment.

The public utility business, as you well know, is not a free agentinourcompetitive fr enterprise economy. While sub ject to allthepressures exerted ng labor and material costs and increases in
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taxation, the public utility must sell its products at prices which. are
prescribed b the various State and Federal regulating commissions
and which in turn are determined on the basis of fairly rigid and
inflexible formulas. Prior to World War II and its inflationary
heritage, the price of public utility services to the consuming public
was trending downward; since World War II utilities have been
forced to raise their rates, but the increases granted them by the regu-
latory commissions have not for the most part kept pace with the
rising costs of providing such services, particularly if consideration
is given to the cost of replacing facilities. Michigan Consolidated Gas
Co. has for years been replacing large amounts of old property at a
cost mary times in excess of the original cost, although only the small
origiDal cost is permitted to be recovered in our rates. Moreover,
the relocation of facilities has of late become a serious burden. For
example, the company has been spending large sum in recent years
to replace facilities necessitated by the clearance of right-of-way for
arterial highways and other municipal improvements. This replace-
ment, which adds little or nothing to the overall capacity of our dis-
tribution system, imposes a heavy burden on the company's finances
and earnings. We believe that some recognition should be given in
our tax and rate regulation to this high cost of replacing facilities
which represents an actual but in many ways hidden attrition of
capital.

While we recognize that adequate national defense and the multi-
tudinous service expected of Government in this day and age require

the imposition of heavy taxes, we do feel that every effort should be
made to achieve maximum economy in Government. As recently as
1948 our total taxpayments amounted to 8 percent of total revenues;
in 1957, by way of contrast, taxpayments exceeded 14 percent of total
revenues.

Citing the above illustration in answer to your question about the
effect on our economy of current Federal, State, and local taxation, I
would say that not only are taxes unduly burdensome but also-and
much more important to our future economic development-they di-
minish the incentives to further expansion and reduce the volume of
funds available for this purpose. My company's tax bill for 1957
exceeded $18 million, which was twice the amount distributed to stock-
holders in dividends, and roughly 78 percent of that year's capital
expenditures. Net income after taxes amounted to 8 percent of 1957
gosrevenues. Return on invested capital amounted to 51 percent.

As regards labor costs and wage rate.%, there are some reflections I
have which cast doubt on the compatibility of escalator provisions m
wage contracts with the achievement of economic stability. One im-
portant aspect of the public utility business is the servicing of cus-
tomers equipment and appliances; another, the reading of meters and
the inspection and repair of distribution lines and equipment. So far
as these activities are concerned, there has been little or no increase
in productivity in recent years, despite the fact that our average wag
costs have risen from $1.50 per hour in 1948 to $2.50 per hour in l95.
One man reads just about the same number of meters per day at the
present time as he did 10 years ago; the servicing of more numerous
and complex appliances requires considerably more man-hours now
that it used to, and much of this servicing is provided without specific
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charge to the customer. Since many of the jobs for which we hipeople cannot b mechanized, and sifce the productivity ofsch laor
is subject to only nominal improvement, any increase in basic wagerates can only be recovered by raising the price of our product. Atthe same time we must compete for labor with companies that are ableto recapture some part of increased labor cost through increasedworker productivity. When the wage rates of labor in those indus-tries are advanced automatically witlh increases in the consumer price(cost of living) index, it putspjressure on other industries and servicesto increase their wage rates, irrespective of their ability to pay or torecapture such increased costs. The program feeds on itself and theeffect is depressed earnings or serious losses for many businesses, withresultant unemployment, and more inflation and even higher prices to
thepublic.

Turning briefly to the subject of the present recession, I would saythat what we are experiencing is a reaction to a period of long-sustained and abnormally large consumer and business investment.Studies show that inventories are still high, and that consumer in-debtedness is at an alltime peak level-both absolute and relative todisposable income. Since the end of the war, moreover, industry hasbeen engaged in a massive capital expenditure program involving up-ward of $290 billion which has resulted in a substantial addition toproductive capacity. It was inevitable too that such expenditureswould taper off at some point, since additions to plant and equipmentare seldom correlated precisely with growth in demand for the prod-
ucts of industry.

Although restrictive credit policy has been blamed by some peoplefor bringing about the current recession-and I do believe that wewent from soft to very hard money too precipitously-it sems to methat temporary fulfillment of consumer purchasing capacity and theemergence of temporarily excess productive capacity ar more likelycauses. In the absence of a restrictive credit policy which forced thepostponement of some marginal business capital expenditures* and thedeferral of some consumer purchases, the business boom might have'reached higher levels and the resulting readjustment might well havebeen of more serious proportions.
This is not to minimize or treat casually the current recession whichhas already brought hardship, uncertainty, and suffering to manypeople. It only emphasizes the necessity for prompt and enlightenedaction to meet the problem. To my mind, the thing we now need isthe restoration of confidence in our business and economic system. Itcannot come through the revival of illusory schemes which, evenwithin the memory of many of us, have proved themselves failures.Rather, confidence mnst come through the adoption of sound financialand fiscal policies so that inflation can be controlled and the average

citizen protected.
May7I add that your willingness as expressed in the press to con-tinue in public life, despite the many personal sacrifices required, is

most heartening to us all.Ho ing that the foregoing comments, which touch directly uponcertain of.the questions that you raised, may prove helpful to you and
your committee, I remain

Very truly yours,
HNRY Tumrx.
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SUNaAr MID-CONTINENT OIL Co.,
Hon. HARy F. By, Tulsa, Okla., March 31, 1958.

Chairman Coommittee on Finance of the Senate,
Washingqton, D. 0.

DEAR SENATOR: I have your letter of February 17 and have given itmuch thought and study. I am very pleased in one way but somewhatat a loss in another ray, to try to offer suggestions about the ques-tions on economic matters confronting the Senate.However, I want to give you the information which has been as-sembled by our economics department, assisted by some other localpeople banks and so forth. It might be clearer and more under-standable to give you a copy of their report to me, with letters writ-ten by others in the company also, and l am enclosing them. Thereport will, I am sure, contain information which you already have,but perhaps it may be prepared in a different manner, and with a dif-
ferent approach.

The problems before our leaders in Government are very great, andI am sure that you and others in public office are deeply concernedabout them. The only comments that I feel capable of making are ofa practical nature, coming from actual experience over a period of 40
to 50 years.

It seems to me that the greatest problem now facing the people ofthis country under our free-enterprse system is the high cost of hi hliving, which has been brought about in the past 25 to 30 years. litis true, and we all realize, that our country has made great progressin that time, and our standard of living is much improved, and havingbecome accustomed to such conditions, then it is very hard for peopleto console themselves during depressed times.
In our own business, we have found that one of the troubles weface is getting into a category of prosperity, and then there is a re-

trenching period. No one likes to give up the habit of good living.At the moment, throughout the country we have a large numberof people unemployed. I know there have been legislative effortsmade to help carry this burden, but when many people are withoutwork naturally the buying power recedes, and as a result general busi-ness is affected. It would be a fine thing if you in Washington couldact more quickly to create jobs through public works, such as high-ways, and other substantial things that will be of a permanent nature,
thus putting many people to work promptly.For the younger generation, I think the greatest problem is thematter of taxes. It is quite discouraging for young folks today to tryto accumulate anything when the tax burden is so great.There is no need for me to say anything about the shows and whys,or the methods of doing these things. You know much more aboutthat and have a lot more information, but I feel that immediate ac-tion is necessary and that time is of the essence of the present situation.

25420-58--pt. S------

-MM
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I have no comments about foreign conditions. You in Washing-
ton have all the facts. We laymen do not, and therefore we are not
in position to offer any constructive ideas. We continually tell our
own people in our country that in order for our business to prosper
and have a profit we must be productive and create more than we con-
sume. No business can be profitable on any other basis, and neither
can our country.

I have been a great admirer of yours, and I am delighted that you
have decided to stay in the Senate.

I hope that you may get something out of the various papers which
I am enclosing that may be worth while.

Wishing the very best for you and for our country, I am
Sincerely, C.H. W oirr.

SUNRY Mm-CoirmMNT OML CO.,
Tulsa, Okla., March 27,1958.

To: C. H. Wright.
Subject: Letter of Senator Harry F Byrd dated February 17,1958.

You submitted to me a letter dated February 17, 1958, from Sen-
ator Harry F. Byrd, chairman of the Committee on Finance of the
United States Senate, in which he requested your opinion concerning
certain economic questions confronting the United States Senate. He
has circulated these same questions to a substantial number of leading
corporate executives and economic experts.

At your direction I wrote to Senator Byrd, telling him that we
would submit answers to his questions before April 1 as he requested.

These questions have been submitted to Mr. Robert 0. Law, head of
our economics department. Mr. Law has made a study of these ques-
tions and has prepared a written discussion of them, which is attached
with his letter of transmittal of March 21, 1958. You will observe
that Mr. Law has prepared his discussion by classifying in each sec-
tion the questions bearing upon the general subject of the section, as
suggested by Senator Byrd.

In preparing this discussion, Mr. Law has conferred with Mr. Elmo
Thompson, with Mr. Paul Henry, and with me. I have read the dis-
cussion carefully and I agree within Mr. lAw's conclusions.

The discussion prepared by Mr. Law might be classified as textbook
economics, but he has added some particular observations which bear
upon the problems of the oil and gas indusr and also has presented
the discussion from an employer's viewpoint. He has summarized his
conclusions in his letter of transmittal to you of March 21, in which
he has said:

"The position taken in this report is that, while the immediate prob-
lem is one of an economic recession, the long-term problem remains
one of inflation. The most effective way to combat the recession is to
take steps to reverse the decline in the rate of business investment.
The problem of long-term inflation should be met by reducing the
Federal debt. by making sure that tax revenues do not increase in the
future as rapidly as does the value of the goods and services produced
in this country, and by preventing monopolistic labor practices which
force wages to rise at a rate not justified by increases in labor produc-
tivity. The Government can make its most effective contribution to-
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ward ending the present recession by adopting sound long-term anti-inflation policies which will generate confidence in the stability of thedollar. Government economic policy should not be aimed at estab.lishing a controlled economy but should seek to further the growth ofthe free-enterprise system." 

M .KzM. D. Kiui.

D-X SuNputY OL Co.,
To: C. H. Wright. Aarch 21, 1958.
Subject: Senator Byrd's request for a statement concerning vitalmatters affecting our economy.

Senator Byrd's letter was accompanied by a list of 17 questions.Some of these questions duplicate each other. Thus question 11 andquestion 15 ask the same thing. Further, it is difficult to develop acoherent and well-supported statement of position on these vital mat-ters by merely answering each question as it appears. I have, there-fore, taken the liberty of adopting the suggestion made by SenatorByrd in the second paragraph of his letter wherein he states, "In pre-parinpg your reply it is suggested that you use the attached list ofquestions merely as a guide."A study of Senator Byrd's list of questions shows that the groundthey cover can be divided into four areas. I have, therefore, dividedmy report to you into four sections which cover, to the best of muy un-derstanding, all of the points raised by the Senator.The four sections of this report, and the specific questions whichare covered in whole or in part in each section are -Section 1: Discumion of definitions of inflation and deflation andthe various types of inflation.
Covers questions 1, 4, 11, 12,15,16, and 17.Section 2: The effect of Government fiscal and monetary policy uponeconomic stability.
Covers questions 3, 5, 7, 8, 9, 10, 14 and 17.Section 3: Appropriate goals of Government economic policy.
Covers questions 6 and 15.Section 4: Suggested policies for the achievement of these goasCovers questions 2,10,11,13, 15, and 17.The position taken in this report is that, while the immediate prob-lem is one of an economic recession, the long-term problem remainsone of inflation. The most effective way to combat the recession is totake steps to reverse the decline in the rate of business investment.The problem of long-term inflation should be met by reducing theFederal debt by making sure that tax revenues do not increase in thefuture as rapidly as does the value of the goods and services producedin this country, and by preventing monopolistic labor practices whichforce wages to rise at a rate not justified by increases in labor pro-ductivity. The Government can make its most effective contributiontoward ending the present recession by adopting sound long-termanti-inflation policies which will generate confidence in the stabblity ofthe dollar. Government economic policy should not be aimed at estab-lishing a controlled economy but should seek to further the growth ofthe free-enterprise system.
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You can appreciate, I am sure, the difficulty I faced in attempting to
p ut together an adequate statement of your position, or that of the
Sunray Mid-Continent Oil Co., relative to these important matters.
I have consoled myself by recognizing that my report to you is merely
a preliminary statement and that you will undoubtedly want to re-
cast it to more completely reflect your views before sending it to
Senator Byrd. EcoNomcs DEPA RMET.

SECr o. 1. DiscussioN oF DEFINITIONs OF INFLATION AND
DEFLATION AND THE VAmous TYPEs OF INFLAnON

A. DEFINITIONS OF INFLATION AND DMLATMN

Defining inflation and deflation in terms accurate enough to reflect
the important events which occur is extremely difficult. The task is
made more difficult by the fact that deflation is not the exact opposite
of inflation. However, it is not possible to suggest measures which
the Federal Government should take in the areas of fiscal policy,
management of the monetary system, and elsewhere to combat in-
flation or deflation without first arriving at an adequate definition of
these two words. An example of the difficulty caused by using an
imprecise definition of inflation is to be found among those who see
a paradox in the fact that at times inflation and unemployment exist
side by side in our economy.

Perhaps the most useful definition of inflation is to call it a decrease
in the purchasing power of the dollar. This seems to be more useful
than it is to call inflation an increase in the general level of prices,
which is a more popular definition. It is possible to have a decrease
in the purchasing power of the dollar even when prices do not change.
This happens when a product is downgded or diminished in some
manner. The fact that a 5-cent candy ar contains less candy than it
did some years ago is a case in point. Five cents buys less candy than
formerly though the price of the candy bar has not changed.

It is also true that not all price increases are inflationary in nature.
Price rises which reflect" product improvements are not a form of in-
flation. The price of a gallon of gasoline has increased in the course
of the last decade and this is true even if the gasoline tax is not in-
cluded in the price. However, the quality of gasoline has been so
improved that the useful power delivered in the cylinder has increased
more rapidly than has the price. The gasoline dollar purchases more
useful power today than it did 10 years ago.

The harm done by inflation lies in the manner in which it destroys
the value of savings, insurance policies, fixed incomes, and so on.
Such destruction cannot be truly measured by watching the move-
ment of price levels. Defining infation as a decrease in the purchasing
power of the dollar places a finger on the heart of the matter.

It is not helpful to define deflation as an increase in the purchasing
power of the dollar although this is what generally happens in the
course of a deflation. The objectionable feature of a deflation is not
an increase in the purchasing power of the dollar. Rather, it is the
growing unemployment of labor and equipment and the consequent
general economic stagnation which is to be feared.
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There are a number of factors which lie at the root of a deflation.However, the mechanism which spreads the deflation virus throughoutthe economy is a relatively rapid decline in the general price level.Not all price decreases are deflationary in nature. Price drops whichreflect the lower costs brought about by more efficient productiontechniques are actually a stimulant to economic activity. They re-sult in an increased volume of sales and production and in a more com-plete utilization of men and machines.
When decreases in price become general and when they reflect alowering of demand rather than of costs, the economy is in the gripof deflation. The most useful definition appears to be one which statesthat deflation is a decrease in the general level of prices which isgreater than any possible decrease in cost levels.

B. TI1E VARIOUS TYPES OF INFLATION

The mechanism of inflation is as yet imperfectly understood. Amore complete comprehension of the foundations of inflation is a pre-requisite for effective Government action in this area. This representsa problem to which economists and others in business, Government,and academic circles could well devote mor attention.It used to be thought that the root of inflation was to be foundin the money supply. Observers noted that when Government print-mg presses ran night and day creating additional currency, inxiationg enerally resulted. The era of the greenback inflation in the UnitedStates in the 19th century was of this nature. The supply ofmoney was increased more rapidly than was the supply of goods andservices available for consumption. As a result, prices rose so rapidlythat the greenbacks became virtually worthless. The answer to thisproblem, obviously, was to stop the Government printing presses andto withdraw most of this paper currency from circulation. Such apolicy was adopted with the result that this particular inflation washalted.
The notion that all inflations are brought about by excess moneysupply is current in many quarters. The corollary is that all that isneeded to stop an inflation is to manage the monetary system correctly.Unfortunately, inflation is a much more complex phenomenon thanthis position indicates and monetary management alone is not an ade-

quate antiinflationary device.
. There appear to be at least three basic types of inflations; purchas-ing-power inflations, cost inflations, and -pply-failure inflations.During the course of any given inflationary period, it is probable thatmore than one of these types of inflation is present. Each of thesetypes requires different corrective measures. Government antiinfla-tionary policy in a specific inflationary period mzst be tailored tocope with the pattern of types of inflations present in the period in
question.

Purchasing-power inflations are those brought about when purchas-i power in the economy increases more rapidly than does the avail-able supply of goods andservices. The movement of excess purchas-ing power into the market bids up the prices of goods and services and
the general price level rime.

III
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There are two kinds of purchasing-power inflation, monetary infla-
tion and credit inflation. In the case of monetary inflation, the sup-
ply of money (which includes demand deposits as well as currency)
ises too rapidly. The remedy here is to contract the supply of money.
Demand deposits can be contracted by having the F eal Reserve
Board increase the reserves that member banks are required to main-
tain against demand deposits and by increasing taxes. Increased
taxes, however, will reduce demand deposits only if the increased tax
revenues are used to reduce the National debt held in the banking sys-
tem. There will be no decrease in demand deposits if increased taxes
are matched by increased Government spending or if increased taxes
are used for redemption of Government bonds held by individuals,
insurance companies, or pension funds.

The amount of currency in circulation can be contracted by having
the Federal Reserve Board sell Government bonds in the open market
and place the currency secured from the sale of these bonds into idle
balances. Currency in circulation can also be contracted by requiring
increased reserves against the issue of Federal Reserve notes.

Credit inflation occurs when an expansion of credit acts to cause
purchasing power to increase more rapidly than does the available
supply of goods and services. The type of credit involved can be
credit granted to consumers to finance their purchases of consumption
good, credit granted to producers to finance their purchases of raw
materials and equipment, or both.

At the present time, the Government can only act indirectly to
force a reduction in the creation of credit. For example, an increase
in the rediscount rate charged by the Federal Reserve System will act
to increase interest rates in the economy. Such an increase in interest
rates causes a rise in the charges levied for the extension of credit.
This will discourage some individuals and firms from making use of
additional credit and will serve to relieve some of the inflationary
pressure. If such measures prove insufficient to halt a credit inflation,
it would be possible for the Government to adopt a program of the
direct control of credit. Such control, however, is extremely difficult
to administer adequately and probably should be undertaken only
in the case of war or of extreme emergency.

Cost inflations are radically different from purchasing-power in-
flations. The problem here is that the money costs of the factors of
production rise more rapidly than does the productivity of these
fo1,rs. The most important type of cost inflation is wage inflation.
In this situation, the wages paid to labor increase faster than does
labor productivity. An increase in unit cost of production is almost
inevitable.

A portion of this increase in the unit cost of production is usually
absorbed by the manufacturer through reduced unit profits. There
is, however, a definite limit to the degree to which profits can be shaved.
A drop in unit profits ultimately affects the ability of management
to pay dividends. If dividends continue to drop, investors become
disinterested and management is unable to raise the money capital
required to expand or even to maintain production. Thus, the time
comes when management must raise the price of the company's prod-
ucts in order to protect the company's ability to produce. This in-
crease in price does not reflect an improvement in the quality of the
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Product but rather the fact that wage rates are rising more rapidlythan is labor productivity.The Enswer to this problem is to prevent wages from rising morerapidly than does labor productivity. Such unwarranted wage in-crease are made possible by a number of monopolistic practices spon-sored by labor unions. The right to strike and thus to halt produc-tion within an area of our economy carries with it the responsibilityto society as a whole to see that strikes, or the implied threat of strikes,do not result in wa increases unmatched by increases in labor pro-ductivity. Few unions appear to worry about this responsibility. Theresult is that some segments of the labor force are able to secure un-warranted wage increases and, thus, to benefit at the expense of theconsuming public which must pay higher prices to foot the bill forsuch unearned wage increases.
Supply-failure inflations are not as common as are purchasing-power inflations or cost inflations. These inflations result when, forone reason or another, an insufficient supply of goods and servicesflow into the market to meet the demands of the consumers. Suchinflations affect the entire economy only in those relatively rare in.stances when some catastrophe such as war has acted to reduce ma-terially the entire productive capacity of on economy or, at lest toreduce that portion of the productive capacity which can be devotedto the creation of goods and services for civilian consumption.More commonly, supply-failure inflations affect only one segentof the economy. A general crop failure will reduce the supply of foodwith a consequent sharp increase in food Prices. A produce, mono.poly deliberately contrived for the purpose of increasing prices wouldcause a form of anp ply-failure inflation.The answer t this type of inflation is to increase the supply of thecommodities affected. If supply cannot be increased rapidly fromsources within the economy, it must be imported until local produc-tion units are capable of meeting the demand. Factories devastatedbI war or other catastrophe must be replaced as quickly as possible.CroP failures can be met by importing food until a new crop cn beharvest. Producer monopolies must be, and are, prohibitedby law.Although much remains to be learned about inflation, it has becomeobvious that it is a complex matter and that, actually, there are a num-ber of different kinds of inflation. It is probable that more than onetyp of inflation is at work during any given inflationary period.Tere is no one remedy that the Government can adopt in a fight
1gain.t inatin. Adequate Government action in any inflationaryperiod requires a comprehensive analysis of the specific pattern offactors which are in action. only when this pattern is understoodwill it be possible for the Government to determine an effective courseof action.

SEcrION 2. Tuu Ermcr or GovwNm r FCAL AND MONXTARy PoIrICY AND OF TIE STmuCru o0 Coa t'LwTu AND PYATZDM UPoN
EMNiONlO STABILIT
There are a number of forces within an economy which have im-pact upon the stability of this economy. Examples include businessmen s expectations concemmg the future (optimism or pessmtism),the pattern of consumers' demands for goods and services, the avail-
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able supply of money capital, interest rates, the rapidity of change
in production technology, the debt structure, Government fiscal and
monetary policies, and so on.

These forces are subject to varving degrees of manipulation by those
who would like to influence or direct the course of the economy. The
fact that these forces are interrelated and that they are linked to-
ether in ways which are complex and inperfectly understood calls
for the exercise of considerable caution and good judgment by those
who would influence the course of economic events.

A. GOVERNMENT FISCAL AND MONETARY POLICIES

Measures adopted at the various levels of government (Federal,
State, and local) in the area of fiscal policy an.those adopted by the
Federal Government in the area of monetary policy have an important
effect upon the general level of business actity. While fiscal poMic
and monetary policy exert their influence upon the economy ugh
slightly different channels, each of them has an effect upon the other.
It is important to remember this fact for the economic effect of a pol-
icy adopted in the area of monetary management may be nullified by
a policy adopted in the area of fiscal management.

The roles of the Treasury Department and the Federal Reserve System

Fiscal policy relates to the level of Government expenditure and
income and to management of public debts while monetary policy
relates to management of the Nation's supply of money. n the
administrative branch of the Federal Government, the implementation
of fiscal policy is primarily the responsibility of the Treasury Depart-
ment while the Federal Reserve Board is primarilybresponsible for
monetary policy. Federal fiscal policy is laid down by n
although the Treasury Department plays some part in the establish-
ment of such policy through its management of the current Federal
debt and through its recommendations relating to tax and budget mat-
ters. Congress appears to play a much smaller role in the area of
monetary management, with the Federal Reserve Board doing most
of this work, although .he fundamental authority of Congress in this
area cannot be denied.

It is evident that fiscal and monetary policies have an impact upon
each other. Thus, an increase in interest rates brought about by
Federal Reserve Board action in increasing the rediscount rate will
force the Treasury Department to increase the interest rates it offers
on Government bond issues and will affect the number of tax dollars
which must be used to pay interest on the Federal debt. A reduction
in the Federal debt, an action taken by the Treasury Department,
which involves redemption of Government bonds held by individuals
(rather than by the banking system) will tend to increase the amount
of currency in circulation and will affect the problems faced by the
Federal Reserve Board in managing the Nation's money supply.

It is important, however, to recognize the fact that the basic goals
of fiscal policy may differ from the basic goals of monetary policy.
For example, fiscal policy should be aimed at efficient management
of the Federal debt and at making it possible for the Government to
provide essential services at a minimum expense to the taxpayers.
On the other hand, monetary policy should be aimed at managing the
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money supply in such a manner as to contribute to the stability ofthe economy and to make possible a reasonable and orderly rate of
growth in tie economy. The Treasury Department and the Federal
Reserve System should be sufficiently independent of each other as to
enable each of these agencies to achieve its basic goal.

The problems that arise when such independence is not permitted
can be illustrated by the history of the monetary control policies of the
Federal Reserve Board from 1952 to 1957.

The fact that the necessity of financing heavy defense expenditures
during World War II would require an enormous expansion of theFederal debt was a cause of concern to those charge with respon-sibilty for fiscal policy. It was necessary to assure a market for huge
issues of Government bonds without imp airing the credit of theUnited States. In order that the prices of these bonds in the open mar-
ket might not fall below par, the Federal Reserve System was required
to engage in open market operations to support these prices. Such arequirement took precedent over policies which would represent the
most efficient management of the monetary system which is the basic
responsibility of the Federal Reserve System.

Support of the Government bond market by the Federal ReserveSystem during the war may well have been justified. The overriding
importance of maintaining an active demand for Government bondsat par or above is apparent. The relatively low interest rates whichprevailed in the economy as a result of this policy undoubtedly helped
to provide for a more rapid expansion of our industrial capacity
during wartime than otherwise would have been possible. These lowinterest rates also helped to keep to a minimum the burden of
servicing the rapidly expanding Federal debt.

Justifi5ation for maintaining such a policy in the period extending
from the end of World War II to 1950 is more difficult to find. The
inflation which occurred during the latter half of the 1940's was a com-
bination of a supply-failure inflation and a purchasing-power infla-
tion. The supply of consumption goods flowing into the market when
rationing was abandoned was not sufficient to meet pent-up civiliandemand which had been postponed during the war. Money supply
had been increased rapidly during the war and a considerable portion
of this increased money supply rested in the hands of consumers asidle balances. The result was a sharp decrease in the purchasing
power of the dollar.

It is improbable that the Federal Reserve Board would have con-tinued to maintain a policy that resulted in low interest rates and
a bountiful supply of money in the face of a 25-percent cut in thepurchasing power of the dollar during the short space of 5 years had
it not been required to support the price of Government bonds. Pru-dence caled for a policy designed to reduce the monepply and to
allow interest rates to seek a more realistic level. Higher interestrates would have increased the rate of saving. This would have re-duced the quantity of purchasing power seeing goods and servicesand, thus, would have tended to put a brake on the erosion of thevalue of the dollar. It also would have made more money capital
available for expansion of the productive capacity of the consumer
goods industries.

Forcing the Fedral Reserve Board to continue to subordinate itsfunction of manager of the monetary system to the Treasury Depart-
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meant's role as manager of the Federal debt after the war was over
was a costly move. Whatever advantage the American public gined
from having Federal debt refunding accomplished at a low interest
rate was far overshadowed by the incalculable harm done by the ero-
sion of the purchasing power of the dollar.

With the accord of 1951 wherein it was freed from the requirement
that it support the Government bond market, the Federal Reserve
Board was permitted to return to its primary task of managing the
monetary system. The responsiveness of the monet ary system to the
needs of the economy improved at once.

No one contends that our monetary system has been perfectly man-
aged since the accord. It is possible, for example, that the rediscount
rate was lowered too quickly in response to the 1953-54 recession. But
the improvement over the situation which existed prior to 1951 is
obvious. The Federal Reserve Board is to be commended for its
courage in raising the rediscount rate despite considerable opposition
when inflation again became a problem in 1957. However the fact
that the efforts of the Board have not been completely effective in
halting the decline in the purchasing power of the dollar shows once
again that manipulation of the rediscount rate and of reserve require-
ments are not in themselves sufficient to stem a strongly inflation-
ary tide.

It has been pointed out that fiscal policy and monetary policy, de-
spite the fact that each has an effect upon the other, seek different
goals. It follows that the Federal agencies responsible for the execu-
tion of these policies, the Treasury Department and the Federal Re-
serve Board, should be allowed to operate independently of each
other insofar as is possible. It remains to trace some of the channels
by which fiscal policy and monetary policy affect economic stability.

. The effects of focal policy upon economic stability
The three major aspects of fiscal policy which affect economic sta-

bility are Government spending, Government taxation, and manage-
ment of Government debt. The general economic effect of the first
two aspect is approximately the same whether the spending and
taxing is being done by Federal, Stater, or local government In the
case of the third aspect, there is a significant difference in the eco-
nomic impact of management of the Federal debt and management of
State and local government debts.

(a) Government apending.-In a free-enterprise economy, spending
patterns have a profound effect upon the production sector of the
economy. Changes in production patterns always follow changes in
spending patterns. A decrease in the demand for a commodity or
service is always reflected by a drop in the spending for that com-
modity or service. Producers must revive the demand for their prod-
ucts, must shift to the production of other products, or must face fan
cial failure.

Federal, State, and local governments accounted 'for one-fifth of all
the spending in the United States economy in 1957. Shifts in Govern-
ment spending patterns will be mirrored b consequent changes in
United States production patterns. Production pattern changes often
cause dislocations which affect management, labor, and investors alike.
Abrupt shifts in Government spending patterns offer a serious threat
to economic stability.

356



FINANCIAL CONDITION OF THE UNITED STATES

Government spending affect economic stability in other ways. Gov-
erment purchases of strategic raw materials for stockpiling in periods
of inflation acts to push these raw material prices even higher. Gov-
ernment spending for public-works-type projects in periods of full
employment can pull productive factors away from the creation of
additional goods and services available for consumption and, thus, addto inflationary pressures. Spending by State or local governments on
ill-conceived projects can be as harmful as is an equal volume of un-
warranted spending by the Federal Government.

(b) Goveirnent taaation.-Taxation by Government units affects
economic stability in several ways. It must be recognized that however
necessary taxation may be to the existence of organized government,
it does take from the individual the right to determine the manner in
which a portion of the money he earns by his labor should be spent and
places the right to determine the pattern of the spending of this money
in the hands of Government agencies. Unless the Government agencies
are as determined as are most individuals to see that this hard-earned
money is well spent, economic stability is threatened.

Taxation is one of the tools that can be used to adjust the money
supply to the needs of the economy during periods of inflation or
deflation. Increased taxes will act to reduce the quantity of money
in circulation (if the increased taxes are used to redeem Government
bonds held by banks) and thus to reduce the pressure on prices in
periods of inflation. A reduction in Taxes in periods of severe defla-
tion will increase the supply of money and will help to bring about eco-
nomic recovery.

An income-tax structure which is so highly progressive as to serious-
ly diminish incentive is inflationary in nature. Talented managers
are often loath to accept positions of increased responsibility when
most of the added income paid to compensate the individual for the
additional effort he must put forth is taxed away. Those with accumu-
lated savings often conclude that the after-tax return is disproportion-
ate to the risk. Even the skilled laborer may voluntarily limit his
hours of work when he finds himself in the higher tax brackets. And
yet the only manner in which additional goods and services can be
provided in our society is by prevailing upon men of ability and those
who supply capital to undertake the additional effort and risk which
such increase in the supply of goods and services requires. The only
way to offset the increased demnd ccasioned by our expanding popu-
lation without inflation is to keep expanding the available supply of
goods and services. Anything which interferes with this process
generates inflation.

There is an even more fundamental manner in which a distorted
income-tax structure affects the fabric of a free enterprise society. To
seek security in the face of the uncertainties of life and the infirmities
of old age ii to d to the basic human drive for self -preservation.
In the past in this country, such a drive has led men t o e]thegreatest
amount of income permitted by their own abilities and to save as much
of this income as possible. They were attempting to provide their own
security and that of their family.

However, when a distorted income-tax structure renders it almost
impossible for the individual to secure a sufficiently high after-tax
level of income to make provision for his own security, he will look
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elsewhere for this security. The only agency which appears ready,
willing, and able to shoulder this burden is the very Government which
is taxing away his self-dependence. From this point on, two roads
are open. The individual can follow a dictator who promises pro-
tection and security or he can throw himself into the arms of the
Socialists who promise that an all-controlling Government will pro-
vide his security. Both of these roads lead away from a free-enterprise
society. A way of life which in the past has earned for us an un-
matched standard of living coupled with a degree of individual free-
dom which is unique in history is in the process of being taxed to
death.

Like results obtain when progressive estate tax rates approach con-
fiscatory levels. If a man knows a substantial portion of what he
accumulates for the security of himself and his family will be taken
by the Government at his deatli, a forceful incentive to produce and
save is removed.

(c) Managenwnt of the public debt.-The stability of an economy
ig affected by the structure of debt within that economy. However,
that portion of the debt structure which is represented by Government
debt differs considerably from corporate and private debt and its
management presents a unique series of problems and opportunities.

Government debt is different from corporate and private debt in
several important ways. Generally, money is lent to corporations or
individuals on the basis of their ability to create through their own
efforts sufficient income to permit repayment of the loan and of their
possession of assets large enough to cover the value of the loan. The
Government, however, creates little income of its own. Rather, it
relies on its ability to tax the incomes created by corporations and
individuals in order to secure funds with which to repay money lent
to it. Further, Government assets do not stand behind most loans
made to the Government. The security involved, in reality, is this
same ability to tax.

The upshot of these matters is the fact that the incomes and assets
of corporations and individuals in this country are subject not only
to the liens established by their own borrowings but also to liens
established by Government borrowing (anyone who fails to pay his

taxes finds that both his income and his assets are subject to con-
fiscation).

irudent management of the public debt requires recognition of this

fact. If the pubTic debt is allowed to expand more rapidly than does

the ability of corporations and individuals to create income, the liens
thus established upon income and assets will finally become too great

to be supported. Some individuals and corporations will face the

intolerable situation of being taxed out of business and being forced
into bankruptcy not as a result of their own mismanagement but as a

result of unwise Government fiscal policy.
Government debt is an important segment of the total debt structure

in this country. In December of 1956, it equaled $327 billion or 41

percent of our total debt structure of $793 billion. Federal Govern-

ment debt was at the level of $277 billion (about 85 percent of total
government debt) while State and local government debt amounted
to $50 billion.

State and local government debt differs somewhat from Federal
debt in its impact upon economic stability. A much greater propor-
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tion of State and local government debt is funded than is the casewith the Federal debt. When a sinking fund is being accumulated,
retirement of the debt at maturity is being provided for automatically
without requiring further action on the part of State or local officials.Federal bonds do have a maturity date. However, the lack of a sink-
ing fund means that some decision is required at the maturity dateas to the manner in which the money required to pay the bond is to beraised. As a rule, it is decided to issue a new bond to pay for thematuring bond. Thus, there is a somewhat greater possibility of Stateand lcal government debt being decreased than is the case with the
Federal debt.

A more important difference between the two types of government
debt is the fact that Federal Government bonds can be used as a re-serve against the issuing of Federal Reserve bank notes or as a partof the reserves which banks are required to maintain against deposits.This is not true, of course, of State and local government bonds.
This ability to monetize the Federal debt affects the stability of oureconomy and creates some acute problems in the area of monetary
management.

An increase in the Federal debt is likely to result in an increase ofthe quantity of Federal Reserve notes in circulation and in a growth
in demand deposits. A decrease in the Federal debt may result in adecrease in these two portions of the money supply. Such more orless involuntary changes in the money supply may not meet the mone-
tary needs of the economy at the moment. The problems of monetarymanagement are thereby increased. The growth of the monetized
Federal debt since 1940 unquestionably has contributed to the pressure
of inflation.
3. The effect of monetary pol'wy upon ecowMnic stability

While fiscal policy managers must take into consideration the ef-fect of their decisions upon the level of economic activity, the primary
goal of fiscal policy is to finance the operations of government. Theprimary goal of monetary policy, however, is to adjust the supply ofmoney (including demand deposits) to the needs of the economy.There are two schools of thought relative to the manner in whichthese needs should be met. There is a group which maintains thatmonetary policy should be essentially a passive factor in the economy;
this is to say that the money supply should be manipulated in such away as to adjust to the current demand for money in the economy.This group recognize the fact that economic change is inevitable butfeels that such change should be the result of factors other than mone-
tary policy. This approach lays stress upon the development of poli-cies which provide for an automatic adjustment between money sup-
ply and current demand for money.A second group takes the position that monetary policy should make
a firm contribution to economic growth, that it should be an activefactor in the economy. The need for maint a degree of equi-librium while the economy grows, and the importance of monetary
management policies to L equilibrium, is recognized. However,
monetary management should stress those policies which will stimulate
economic growth in the view of this second group.

An example of the difference in the basic policies advocated by thee
two groups is their approach to the question of interest rates. The
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first group contends that the interest rate should be determined by the
relation between the demand for money and the supply of savingb.
They admit that the production sector of the economy ma not grow
as rapidly in this case as it would if interest rates were forced to a
lower levc!. However, they feel that the growth in capital goods
should be limited to the rate of growth in savings. Otherwise they

contend that the economy will suffer a long-term inflationary trend.
The second group feels that the interest rate should be forced to a

somewhat lower level than would be the cam if it was determined
solely by the relationship between the demand for money and the

s 1lelo savings. This can be done by, among other things, having

the leral Reserve Board maintain a relative y low rediscount rate

and reserve requirement. Such a policy creates low interest rates both

directly, because of the close relationship that exists between interest

rates and the rediscount rate, and indirectly, because of the consequent
increase in the supply of money. This low interest rate, says the

second group will stimulate business investment to rise to higher

levels They eel that the growth in the quantity of goods and services

available for consumption rought about by this increased business in-

vestment will be great enough to eliminate the danger of long-term

monetary inflation.
A discussion of which of these points of view represents the posi-

tion that should be adopted by the Government bel~ong in sections8

and .4of this report. The point to be noted here is that one of the

ways in which monetary management affects economic stability is in

the impact of monetary policy upon interest rates.
Monetary policy can affect economic stability in one other way.

Inept monetary management can result in an erosion of the purchasing

power of the dollar which i so rapid that the people begin to fear for

the fundamental stability of the currency. The remt is a full-blown

financial panic. The velocity of money increases tremendously there

is a flight of capital from the country, speculation becomes rife_ and

economic chaos ensues. The German inflation subsequent to World

War I is a classic example of such a panic. It may seem incredible

that such a situation could develop in this country but the possibility,
remote as it may appear, is always present.

B. THE STRUCrURE OF OORPORATE AND PFIVATE DEBT

The effect of Government debt upon the economy has been discussed

earlier in this section of this report. The other portion of the total

debt structure, corporate and private debt, also has a series of effects

uoecn mi ailt. Some of -these effects stem from the sheerPo eonomic isty. oe mta

size of corporate and private debt, that is, the relationship between

the quantity of such debt in existence and the quantity of koods and

services being produced at any given time. Other effects am the result

of the various types of uses to which the borrowed money has been

put. Finally the relationship ween the growth of debt capital and

equity capitM has important Liplications for economic stability.

When debt is incurred as a rslt of the transfer of money from

one individual to another, as when a man pays cash to a corporation

for one of its bonds, there has merely been a &nsfer of money. The

total supply of money has not been increase. However, when this

ame corporation goes to a bank for a loan the situation is different

3M0



FINANCIAL CONDITION OF THE UNITED STATES 361
The funds are made available by a demand deposit created by the
bank to the order of the corporation. The bank must maintain against
this demand deposit a reserve in cash (or in Government bonds) equal
to only a portion (11 to 19 percent) of the amount of the demand
deposit. Total money supply has been increased by the difference
between the amount of the demand deposit and the amount of the
reserve. The major share of corporate and private short-term debt,
of course, has been created by the demand-deposit route rather than by
the direct transfer of funds from creditor to debtor. Thus, much of
the corporate and private debt existing in this country has resulted in
an expansion of the money supply.

A rapid expansion of corporate and private debt can lead to eco-
nomic instability. Increases in consumer debt that enables effective
demand to exceed supply is inflationary. Increases in producer debt
of such a magnitude that they lead to overbuilding of productive
capacity is inflationary in its first effect as it bids up the prices of labor,
raw materials, and equipment. At the same time, it lays the ground-
work for subsequent deflation as productive capacity becomes increas-
ingly greater than current demand.

The use to which borrowed money is put has much to do with the
effect of debt upon economic stability. Money borrowed for the pur-
pose of commodity speculation has an inflationary effect which is espe-
cially pronounced in periods of full employment. Money borrowed
for the purpose of building producing facilities which will take several
years to come into production is generally more inflationary than is
money borrowed to create working capital. Money borrowed to fi-
nance inventory speculation has an immediate inflationary effect.

Corporations face two general possibilities when it comes to increas-
ing their capital. They can resort to debt financing or equity financ-
ing. As a general rule, corporations prefer to engage in debt financ-
ing when they anticipate inflation and to engage in equity financing
when they expect deflation.

The relationship between the quantity of debt capital and the quan-
tity of equity capital in an economy has some interesting implications
during periods of economic change. This is especially true when the
ownership of corporate bonds and corporate stocks is widely dispersed
among the consuming public. An economy which is characterized by
a relatively large proportion of debt capital may resist the early stages
of a deflation more successfully than will an economy in which there
is heavy reliance upon equity capital. While dividends tend to drop
early in a deflation, bond interest payments are made by corporations as
long as it is possible to do so. Bondholders will find their purchasing
power curtailed to a smaller degree than will stockholders. Thus, in
economies wherein there is a large percentage of debt capital, con-
sumers' purchases may not drop off as rapidly in the early stages of
deflation. On the other hand, these economies may spend more time
in the depths of a serious deflation than will economies wherein equity
capital is more prevalent. The burden of meeting bond interest pay-ments may throw a number of corporations into bankruptcy in such
a situation. This creates a form of economic chaos which is most diffi-
cult to combat.
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SW-nu 3. AporaLpoiA GOALS OF Go ERNMENT Eoxoxio Poucr
A. THZ FI ENTERPRISE ECONOMY oMERUS THE CONTROLLED ECONOMY

Decision as to the goals which are appropriate for Government
economic policy must be based upon a clear understanding of the
nature of the free-enterprise system. The controlled economy system,
which is the economic aspect of the philosophy of collectivism, relies
upon Government planners to direct the course of virtually all of the
production in an economy. This system is closely allied with the
concept of the welfare state wherein differences in individual incomes
are eliminated and everyone is provided with the same standard of
living wnder the watchword security for all. The free-enterprise
system, which is based upon the philosophy of individualism, in es-
bence leaves the direction of the course of production to the entiregroup of producers in the economy who must submit to the discipline
of the market. This market is the means whereby the consumersindicate their preference for the specific types of goods and services
they wish to consume.

The fatal weakness in the controlled economy system is the inabilityof human planners to forecast the future or to measure the present.
Yet both of these functions must be undertaken if a central agency isto plan and direct production. No system of surveying and no setof questionnaires is as effective in measuring consumer's desires as isthe actual decision of the consumer to spend his money for specific
goods and services in the market.

In the matter of forecasting, the free-enterprise system provides
a measure of protection for the economy. The planners in a controlled
economy must come to some agreement in their forecasts of demand,
size of harvest, weather, and so on. The a 3ed-upon forecast becomesthe basis of all production planning. Everything goes well if the
forecast proves accurate, but if the forecast is inaccurate the results
can be disastrous for the entire economy. Under a free-enterprise
economy, each of a myriad of products bases his plans upon his ownforecast and these forecasts vary widely. Some producers will have
forecasted incorrectly and they will suffer individually. However,
other producers will have forecasted correctly and they will prosper
and will provide a source of strength in the economy.

The welfare-state type of planned economic system reflects a fear
of the future and a consequent desire for security on the part ofthe individual. There is little appeal to individual initiative in asituation wherein all persons are provided with substantially thesame standard of living. Most men will content themselves with theminimum of productive activity permitted by the planners. The free-enterprise system places a premium upon individual initiative. Gen-erally, the highest standard of living is enjoyed by those who arecontributing most to the production ofgoods and services. Each manis subjected to a strong economic incentive to produce to the limitof his ability. The result is a much larger flow of goods and servicesthan is the case under a planned economy with a much higher average
standard of living as the result.

The free-enterprise system continues to provide this country withthe highest livL:g standards and the greatest amount of personal
freedom in the world today despite constant encroachment by those

362



FINANCIAL CONDITION OF THE UNITED STATES

who favor control of the economy by the state. If Government
economic policy is not to cripple the ability of the free-enterprise
system to provide the foundation for our way of life, Government
policymakers must work within the framework of an understanding
of the economic requirements of this system.

B. APPROPRIATE GOALS OF GOVERMENT ECONOMIC POLICY UNDER THU
FREE ENTERPRISE SYSTEM

The fundamental requirement of the free-enterprise system is free-
dom of action. Consumers must be free to make their consumption
choices without coercion, producers must be free to compete with maxi-
mum effectiveness, and labor and capital must be free to seek their
highest possible rates of return. The problem is to preserve the maxi-
mum possible degree of freedom for all concerned. The freedom ofproducers to compete must not interfere with the freedom of con-
sumers to make intelligent consumption choices nor with the freedom
of labor and capital to flow to their highest rate of return. The free-
dom of labor to organize must not interfere with the freedom of pro-
ducers to compete or of consumers to consume.

Admittedly this is a difficult problem. Monopoly, whether it be a
producers' monopoly, a labor monopoly, a consumers monopoly, or a
monopoly of capital, tends to interfere with this fundamental free-
dom. One of the goals of Government economic policy should be the
preservation of such freedom.

The importance of individual initiative to the free-enterprise system
has already been pointed out. Government economic policy must actto provide an environment within which individual initiative can
flourish.

Free-enterprise economies and controlled economies alike are sub-
ject to fluctuations in the level of economic activity. Some of these
are caused by forces generated internally within the economy while
others are the result of the impact of outside factors. Some degree offluctuation is inevitable and desirable, for this represents the econ-
omy's attempt to regain its balance. Thus, when inventories grow too
large production must be curtailed until the excess inventories are
worked off. When productive capacity has expanded too rapidly,
business investment in new facilities must decrease until demand has
an opportunity to catch up. Preventing economic fluctuations of the
corrective type results in an increasing unbalance in the economy until
the whole structure collapses. The problem, then, is not to eliminate
economic fluctuations but to keep them from getting out of hand.

Government economic policy in the matter of economic fluctuations
must seek two goals. It must attempt to maintain sufficient flexibility
in the economic structure to enable this structure to undergo correc-
tive fluctuations. At the same time, it must attemDt to keep fluctua-
tions from degenerating into severe inflation or deflation.

There is a strong tendency for the free-enterprise economy to grow.
This is not only the result of population increase but also of the deter-
mination of individuals to enjoy a higher standard of living. The
stimulus of individual initiative coupledwith the desire for an increase
in real income leads to a rapidly developing technology and an expand-
ing capacity to produce. Government economic policy should attempt
to foster such growth.

420 ---58--pt. 3 -7
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In summary, the economic policy of the Government should be di-
rected toward providing a cimae conducive to the most effective
operation of the free-enxterise system. Basic goal of the Govem.
meant should include (1) the elimination of barriers to the freedom
of action of, and yet prevent monopolistic practices by, consumers,
producers, laborers, and capital; (2) the stimulating of individual
initiative; (3) maintenance of the flexibility of the economic struc-
ture; (4) prevention of severe inflation or deflation; and (5) the fos-
tering of a healthy rate of growth in the economy.

SwrnoN 4. SuoozSrw PoLucms oRnaxz ArcixvxxzNr or
THEsZ GOMA

The previous sections of this report have attempted to provide a
background for suggestions as to specific economic policies which
should be established by the Federal Government. The various types
of economic instability have been discussed with emphasis on inflation.
The effects of Government fiscal and monetary policy upon economic
stability have been explored. A statement has been made as to those
goals which are appropriate for Government economic policy in our
type of society. All that remains is to spell out the economic policies
suggested by this background.

PREVENTION OF SEVERE INFLATION OR DEFLATION

As was pointed out in section 3, it is neither necessary or desirable
for the Government to attempt to eliminate all fluctuations in the level
of economic activity. However, there is always the possibility that one
of these movements will gather a momentum which leads to severe
economic dislocation and this must be prevented. One of the goals of
Government economic policy must be to prevent severe inflation or
deflation.

The structure of the economy of the United States is complex and
the interrelationships which exist between its various segments are
not completely understood. It is obvious, however, that no two periods
of inflation or deflation involve exactly the same factors and that the
course of economic eents is never quite the same in any two periods.
An understanding of the current situation and of the events which led
up to it is a prerequisite to effective Government action.

It appears that the economic situation which confronts us today de-
veloped in the following manner. Recovery from the economic valley
of August 1954 was sparked by a rapid increase in the rate of business
investment. The resulting increase in employment in the capital goods
area stimulated consumer purchasing. As sales increased, retailers
began to expand their inventories. This inventory rise was probably
caused not only by the need to meet increased sales levels but also by
the fact that retailers anticipated an upward movement in price levels.
They wanted to take advantage of the opportunity to make an inven-
tory profit.

Most of the anticipated price increases did not materialize immedi-
ately. The average level of wholesale prices rose only four-tenths of
1 percent between 1954 and 1955. However, average hourly wale rates
in manufacturing rose by 3.9 percent in 1955, by 5.3 percent in 1956,
and by 4.5 percent in 1957. These increases in wage costs began to
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force up prices and wholesale prices climbed 3.3 percent in 1956 and
3.7 percent in 1957. One of the important causes of this price rise was
the fact that hourly wages were increasing more rapidly than was
labor productivity.

The increase in labor costs per unit of output which exceeded the
increase in the price at which that unit of output could be sold acted
to make management pessimistic about the probable course of future
profits. Management's problem was compounded by the fact that the
cost of money capital was also rising rapidly. Interest rates, as indi-
cated by the rate of return on AAA corporate bonds, rose by 5.5 per-
cent in 1955, by 9.8 percent in 1956, and by 15.8 percent in 1957. This
increase in interest rates reflected the fact that the rate of demand for
money capital was increasing much faster than was the rate of saving.
Between 1954 and 1957, gross private domestic investment increased
by 33.1 percent while personal savings rose only by 12.8 percent.

Toward the end of 1956, surplus producing capacity became evident
in a growing number of industries. This, coupled with rapidly rising
labor costs and interest rates, caused a number of businessmen to re-
view their expansion programs and to begin some pruning. Gross
private domestic investment dropped from $65.9 billion in 1956 to
$64.4 billion in 1957. The effect was felt almost immediately in pri-
mary metals production, which began to slip after a peak in September
of 1956, and in machinery manufacture which peaked in December
of the same year.

Nonagricultural employment continued to rise until it reached a
peak, on a seasonally adjusted basis, in August of 1957. By January
of 1958, nonagricultural employment dropped by 2.1 percent from the
August peak. However, average weekly hours worked in manufac-
turing began to decline in January of 1957 as did average weekly earn-
ings in manufacturing. In February sales began to drop, with the
rate of decline becoming exceedingly pronounced by October of 1957.

Despite the drops in the quantity of goods produced, in employment
in weekly hours worked, in weekly earnings, and in sales, both retail
and wholesale prices continued to rise and are still rising. It is not
necessary to look far to find the cause. Hourly wages in all ranufac-
turing continued to rise until December of 1957 and are now con-
tinuing at just one cent below.this peak. With manufacturing output
declining and hourly wages rising, labor costs per unit of production
have increased rapidly. Since the last quarter of 1956 corporate
profits before taxes have successively decreased each quarter as corpo-
rations, caught in the squeeze between rising labor costs and declining
sales, have fought to hold down the prices of their products.

Those who fail to understand how it is that inflation can continue
in the face of unemployment and sales declines, are g-uilty of a naive
view of inflation. The present situation is an excellent example of
a cost inflation. The naive view of inflation, which is based upon
the classical school of economics, holds that wage rates will decline
as unemployment grows and that this decrease in labor cost will allow
producers to lower their prices as sales decline. Actually, producers
today are sacrificing profits in a desperate attempt to keep prices from
rising and they are only partly successful in this effort.

Organized labor and labor wage contracts generally act to prevent
any substantial lowering of wage rates in a recession, thus introducing
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an element of rigidity into the economy. The leader of one of the
major unions recently informed management that the union preferred
layoffs to a reduction in hours worked. Ho relied on unemployment
benefits to support those workers who lost their jobs. In the mean-
time, wage escalation clauses which tie wage rates to the cost of living
will continue to bring about wage increases which will themselves in-
crease the cost of living and thus generate further wage increases.

It is sometimes argued that these wage increases place nore money
in the hands of consumers and that this is a good way in which to
combat declines in sales volumes. Such an argunient fails to consider
the fact that such wage increases act to cause rises in unit cost, and
thus in prices, unless they are offset by increa-ed labor productivity.
These price rises more than offset the increased purchasing power
placed in the hands of consumers by the wage increases. This is evi-
denced by the fact that manufacturers' sales volumes have been
dropping for a year despite the fact that wages have continued to
rise during that year.

Manufacturing production dropped during the first half of 1957
as firms attempted to reduce their inventories in the face of a decline
in the sale of capital goods. This attempt was unsuccessful, since
sales of capital goods continued to drop more rapidly than did output,
and manufacturers' inventories reached an all time high in August
and September of 1957. In October, output was cut in earnest (manu-
facturing output dropped 2.7 percent in the month of October alone)
and the inventories began a decline that has continued ever since.

Retail sales have held up surprisingly well (with some difficulties
apparent in department store sales) despite a drop in total personal
income which began in November of 1957. An expansion of outstand-
ing consumer credit has acted to prevent a retail sales decline. There
has been no significant decrease in retail inventories on a seasonally
adjusted basis.

This discussion of the course of economic events during the past 15
months has not been exhaustive. However, enough has been said to
indicate the fundamental causes of the present decline and, thus, to
suggest the type of policies which should be adopted by the Federal
Government in its efforts to prevent a severe recession.

The root of the present economic difficulties lies in the area of busi-
ness investment. The drop in the rate of business investment was
brought about by a rise. in unit labor costs, in the cost of money capital,
and by tho development of overcapacity in some industries. This is
not an invento recession in the same sense as was true in 1949 al-
though difficulties in liquidating manufacturing inventories has com-
pounded the problems brought about by the decline in business invest-
ment. Consumer demand generally s held up surprisingly well
despite rising prices and some decline in personal incomes. Retail in-
ventories do not appear to be excessive. The continuing decline in
the purchasing power of the dollar is the result of a cost inflation
rather than a monetary inflation or a supply-failure inflation. The
drop in employment is a result of rather than a cause of our economic
difficulties.

There are three fields of action open to the Government in its effort
to stem an economic decline although the three fields are to some extent
interrelated. The Government can take action relative to the interest
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rate and the supply of money, relative to purchasing poer and de-mand, and relative to employment. Government action in connectionwith the interest rate and the supply of money generally involvesFederal Reserve Board manipulation of reserve requirements and the
rediscount rate. Changes in Federal tax rates, in the length of timeover which unemployment insurance payments will be made, in therates of pay granted to Federal employees, and in the quantity ofgoods and services purchased by the Government all have a directeffect upon demand and purchasing power. The Government can
directly increase employment by a program of public works.The general pattern of action which the Government should adoptin combating a riven economic decline depends upon the fundamental
nature of the decline. In the present circumstances, Government
ficy should be aimed at reversing the trend of business investment.however, this policy must take into consideration the fact that weface a groundswell of inflation in this period of cold war. Government
action should contribute as little as possible to the long-term infla-tionary pressures. When the economic decline has been halted, theGovernment must once again be prepared for an active anti-inflationca mpaign.

There are several opportunities available to the Government todaywhich would increase the rate of business investment. There is little
that the Government can do about the problem of excess productive
capacity in some industries. However, lower interest rates can beaccomp wished by Fereral Reserve Board action by means of loweringthe rediscount rate and reserve requirements and through purchasing
Government bonds in the open market. Perhaps most important, theFederal Government should today attempt to influence organizedlabor to refrain from seeking wage increases or additional fringe
benefits until such time as labor productivity catches up with laborcompensation. Modification of the antitrust laws would be most
timely sine tinjustified wage rates frequently are secured as a resultof industrywide bargaining made possible by the exemption of laborunions from the Federal antitr st laws. A reduction in the corporateincome tax should act to increta.e the current rate of business invest-
ment.

A reduction in total personal income tax collections should awaitconcrete evidence of a decline in consumer purchasing. If such a re-duction is granted, it should be for a specific limited period. Perma-nent tax reductions must await a decrease in Government spending.
Government deficits are inflationary in their effect and a Governmentbudget surplus is an important factor in the long-term fight against
inflation.

An ambitious program of public works should not be undertakenby either the F aeral Government or by State governments at thistune. Such programs are appropriate only in the case of prolonged
depressions, if then. Public works programs, for the most part, re-quire so long a period of preparation that they will be of little realaid in combating the present cyclical decline. By the time these pro.grams are in full swing, inflation will once again be the prime eco-nomic problem and such programs are inflationary in their effect.
Public works programs are generally aimed at relieving unemploy-
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ment. Unfirtunately, the type of laborers required in such programs
often are not the type of laborers who are unemployed.

In summary, Government economic policies designed to combat eco-
nomic disturbances of a cyclical nature must be appropriate to the
specific set of factors underlying any given disturbance. The Gov-
ernment must ivcognize that the goal of its economic policies in such
a situation is not to completely eliminate economic fluctuations but to
moderate them.

MAINTENANCE OF FLEXIBILITY IN THE ECONOMIC STRUCTURE

Moderating economic fluctuations is an important facet of Govern-
ment economic policy. Perhaps an even more fundamental function
of Government economic policy in a free-enterprise economy is to aid
in maintaining the flexibility of the economic structure. Among the
policy areas which might be studied in this connection are the fol-
lowingz:

1. Reversal of the tendency to concentrate Government activities
at the Federal Government level rather than at the State or local
government level.

2. Make certain that the tax take does not increase in the future
as rap idly as the increase in gross national product.

3. Wider dispersal of Federal Government bonds among the gen-
eral public, insurance companies, and pension funds rather than in the
banking system.

4. More effective separation of the policy activities of the Federal
Reserve Board and the Treasury Department.

5. A more effective policy for reducing the Federal debt when eco-
nomic activity is at a high level.

6. Moderation of the steeply progressive income tax structure at
both the Federal and State levels, in order to stimulate individual
initiative.

7. Imposition of Federal general sales tax not only to generate addi-
tional revenue but also to impress the public with the additional tax
burden which must result from increased Government expenditures
for additional services demanded by the public.

8. Reconsideration of the Full "Employment Act. In its present
form, this act may place upon the Federal Government an obligation
which forces types of Government action which are basicaUy infla-
tionary in nature.
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GENERAL AMERICAN OIL COMPANY OF TxxAs,
Dallas, Tex., May 15,1958.

Senator HARRY F. Bnmn,
Senate O fwe Building,

Washington, D. (.
DEAR SE-NATOR Byn): With further regard to your request for my

opinion on matters affecting the national economy, I appreciate greatly
the opportunity to offer a few comments.

Others to whom you have addressed a similar request are better
qualified than I to be helpful in providing direct answers to the specific
questions you have raised. I would like to offer a few brief and more
general comments as invited by your letter.

I believe that the history and experience of our country demonstrates
that an expanding development and use of our national resources is a
vital factor in the Nation's economic progress. This applies to all
natural resources but I feel more qualified to confine my remarks to
petroleum.

Careful studies have shown that there is a direct relationship between
standards of living and energy consumption, both in the United States
and throughout tie nations of the free world. As I am sure you
appreciate, petroleum (oil and natural gas) has become the predomi-
nant source of the energy that has been so essential to our expanding
economy. Petroleum now furnishes about twice the amount of energy
supplied from all other sources. It becomes important, therefore that
national policies in all fields such as taxation, foreign trade and eco-
nomic programs be consistent in their objective to assure adequate
supplies of energy at reasonable prices in terms of real cost to the con-
suming public. -Tis may, and in fact does, require and justify differ-
ential treatment to recognize unique characteristics in the economic
process of providing energy supplies. The differential tax treatment
or oil anda production provides an outstanding example of wise

national policy that has benefited the economy through the assurance
of adequate energy supplies at reasonable prices.

In your important and constructive investigation, I would offer the
suggestion that Federal fiscal policies, foreign trade policies and other
basic policies affecting the national economy be examined to determine
whether they are fully consistent and effective in accomplishing the
necessary expansion of natural resources in general and our energy
resources in particular.

Hoping that this mal be of some assistance and with appreciation
for your consideration, am

Sincerely yours, Goiw SIMSN, President.
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INTZR2A IONAL IIARVT r Co.,
Chicago, ill., May 8,1958.HoN. hT1ur F. Brm,

Chairman, Committee on Finance,
Senate Ofwe Building, Washington, D. C.

Dwt SENATOR Byiw: Your letter and questionnaire dated February
12 and addressed to our recently retired president, Mr. Peter V.
Moulder, Ias been referred to me for reply. I give below my answers
to the questions, numbered in accordance with your questionnaire:

1. Inflation is any considerable general upward movement in the
level of prices; deflation is any considerable general downward move-
ment in the level of prices.

2. Both inflation and deflation usually reflect economic excesses
which took place before the movement began. I believe that preven-
tion is mum better than cure. I do not believe that this can be
greatly helped by legislation but rather by sound policies on the part
of all elements in the economy.

3. Federal Reserve policy was handicapped during the period
1942-50 by the requirements of fiscal policy. The policy of mains
training a low level of interest rates made impracticable an effective
monetary policy.

During the period since the accord, namely, 1951-57, the greater in-
dependence of Federal Reserve policy has been advantageous. I be-
lieve that, had it not been for the conservative policy of the Federal
Reserve System during most of 1955-57, the present recession would
have been more severe than it is.

4. The rise in the Consumer Price Index between August 1956 and
September 1957 was due primarily to increasing labor costs. This in
turn was a reflection of the high bargaining power of labor.

5. The management of the current public debt has a great impact
on the financial markets and, therefore, on the access by industry to
the funds which it requires. A skillful management of the public
debt will minimize this potential conflict of interests.

6. (a) The three objectives are so closely interrelated that it is
doubtful whether they can be usefully separated. If employment is
maintained by measures which inflate prices, the stage will be set
for an ultimately more serious unemployment. Relative price stabil-
ity is the best foundation for sound and enduring economic growth.

(b) The most. important trend since World War I, and par-
ticularly during the last 3 years, has been the steady increase in costs
and Jparticularly labor costs. While this has been a result of the in-
creasing bargaining power of labor, it brought about during 1957 an
increasing cost of many goods and services to the point of consumer
resistance. This in turn has resulted in the increase of unemployment
with which we are now confronted.

7. Current Government spending is a supporting factor in main-
taining national income but, since much of such spending does not
add to consumable goods, it tends to inflate costs.
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8. Current taxation is at such high levels as to impair the ability
and the incentive of both individuals and corporations to maintain
and increase investment.

9. Fiscal policy embraces all of the financial transactions of Gov-
ernment and particularly of the Federal Government. Since the
Federal Government is in a position to incur debt in whatever way
it desires, it can interfere seriously with monetary and credit policy.
On the other hand, if the Federal Government formulates its fiscal
policy with due regard for the rejuirements of monetary and credit
policy, each can reinforce the other. For example, monetary and
credit polity cannot restrain inflationary trends in the face of sharply
increasing Government expenditures and increasing Government
deficits. The lengthening of the average maturity of the Federal debt
would lessen the interference with monetary policy which results from
frequent reft ndings by the Federal Treasury.

10. (a) It has been frequently pointed out that the monetary sys-
tem, which used to function primarily through the commercial banks,
is now affected also by many new types of financial institutions. The
difficult question of whether direct controls should be extended to
these other institutions could only be answered by a complete study
by a qualified Commission.

(b) In very general terms, I believe that the tax structure of the
United States has bven built up with inadequate attention to incentives
for investment and enterprise.

11. (a) The explanation of this paradox is that when labor costs
are forced upward, prices follow; when this process has proceeded to
a certain point, buyer resistance develops and the reduced demand
results in unemployment. Prices do not decline because the increased
costs are rigid, particularly when there are automatic escalation pro-
visions in labor contracts.

(b) The acceptance of a gradual inflationary trend as desirable or
necessary would be disastrous. If such a development were generally
expected, it would encourage speculative policies, as opposed to sound
economic policies, throughout the economy.

12. The growth of private debt increases the vulnerability of the
economy to recession and tends to prolong and deepen the periods of
inventory readjustment which occur from time to time. An individ-
ual or corporation which is heavily indebted will be more likely to
reduce expenditures and investment drastically at the first sign of
downturn. Furthermore, they will be less able to increase expendi-
tures at the most advantageous time, when such increase would help
to brake the downturn and stimulate recovery.

13. This is a matter of judgment which it is impossible to deal with
by a formula. In principle, it would seem that, if an orderly liquida-
tion of inventories is takng place, special measures are not required.
If, however, the necessary liquidation of inventories fails to proceed
in an orderly way it can best be assisted by a tax reduction. This
should be designed to stimulate investment as well as consumption,
and would be more rapid and more direct in its effect than increasing
public expenditures.

14. The Federal deficit has been a factor, but in recent years it has
not been a major factor, in contributing to inflation.
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15. yes, by steadily increasing efficiency and productivity. Under
reasonably stable conditions, this will produce a large and steady
volume of Investment.

16. No. As indicated in 11 (a), elation provisions tend to force
a contiuous ris of costs and prices.

17. The basic cause of the present recession is tha progressive in-
crease in costs, which has priced goods beyond the ability or will4of the publicto pay. What is necessary i to eck teris
costs and to pass along to the consumer in reduced prices, to the great-
est extent practicable, the benefits of increasing efficiency and pro-
ductivity.

In the short term, if inventory liquidation does not continue in an
orderly manner, a tax reduction Will probably be desirable.

Sincerely yours,
Wic IAM R. Oand L,Vice Pri i and Treaatwr.
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INVESTIGATION OF THE FINANCIAL CONDITION
OF THE UNITED STATES

NATIONAL SMA l BuSINE.s MEN'S ASSOCIATION,
Senator HAIUYF. BY, ]Vaiigtop, D. C., April5, 1958.

airmana, Senate Finance Coianuce,
senate O/#cs Btulding, lashington, D. C.1h.a SENATOR Brim: I enclose helrewith 10 copies of our responsesto your questions on the state of the economy enclosed with your letter

of F.ebriary 17,1958.
As youT know, the scope of these questions covers a tremendousarea, aln I do not know whether we have 6*n able to make anynoteworthy contribution. Nevertheless, we feel complimented thatyou have asked us to try, and we assure you of our heartiest coopera-tion and ixst wishes in your efort to maintain a sound economy.

Cordially yours

Enclosures. HARRY E. BRINKXAN, Prc4Wcnt.

RBiwmiw OF TH r: NATIONAl, SMALL lh L SN*MrIN'8 ASSOCIATION TOQVESTIONq SuVMIrran BY SEN-ATOR HARY F. Bra , CHAIRMAN OF
TU SENATE Couturs ox FINANCE
Question 1. Give a definition in your own words of deflation and

inflation.
Deflation is ordinarily considered to be a sustained decline in thegenera p rice level. And inflation is ordinarily considered to be a

sustain increase in th gc.cral price level. Price deflation and in-
flation are tyically accompanied by monetary deflation and inflation.Monetary inlation is an increase in the noney supply (cash and cur-rency in circulation plus demuind deposits times their velocities ofturnover). Monetary deflation is a decrease in the money supply.When the total money supply (including its velocity of turnover)changes disproportionately to cages in total physical output of goodsand services, monetary inflation or deflation occurs with consequentchanges in the purchasing power of the monetary unit.Quest-ion 2. -Explain iow you believe the economy of the UnitedStates can bebt avoid either inflation or deflation. If you think presentlaws should be changed or new laws are required, titn make specific

suggestions.
monetary inflation could have been avoided in the post World WarH1 period if the money supply (including velocity) had expanded atthe saine rate as productivity. Here also, if monetary inflation hadbeen controlled so would monetary deflation now be less likely to

SM



r.-

376 FINANCIAL CONDITION OF THE UNITED STATES

occur. Price inflation and deflation as they are related to monetary
inflat ion and deflation would a iso be under better coit rol.

For example, if taxes had Ien higher in the immediate Ist W worldd
War II period, or, if expendilimre. of the National Government had
been controlled adequately, and tle Federal Governient had retirl
debt to reduce the money suiIpIIy, bolth inOietary ainI price inflation
could have been checked aid a s uli(der base for Imstwilr growth
developed.

Thus the cirreit llioinetarV laws tire adeqite if tlhey are correctly
adhillministered so is io avoid ".,vel'e illflat ill or ditlittion. To tliini
inflation caili sd by excessive wilge iiicrea."s, il is nie'e.,arv to eiluilize
the bargaining power of eill I toyes to that of the epil;Ioyer: e. g.,
in the ii~loiimotive industry thiert are folur active producers'whlch It-
1ZOtiaue indepedttlybti. one nIonololy supll)ier of lalbor, the (1()-
IT'AWl. If equalizationi of the eonollic powe, r of fhe seller of lalH)r
with the biyer of labor occurred, Ihere would imIich less price illfl-
tion taking place and coneiieitly les lrobab)ilty of price dellationi.

One legislative change suggested then is time eqtiidlzation of bar-
gaining power between 'abor aid the business unit. Tite strength of
the typical labor bargaining unit is so much greater than the typical
business Hiailling 1init thI mat, anl wage increases greater than
alllil protilltivity iicrleares restilt, al these, by necessity, cause
lprice increases. Sinall business firisi are imiirticihli'ly lit a disal-
vantage ini dealing with the li rge labor Ionolplies. Tihe sIall busi-
ness firm typically sells its product in time collietitive market whereas
it. purclmases its labor from a jxiwer monopolist. The financial re-
sources of small busine s are limited comnl)ared to those of the typical
international union with which it negotiates. liar killing in terms
of fillancial strength is therefore comnl)letely out of balance.

Additioml factors which militate toward an inflationary bins for
the Nation and which arn Imot within time control of t lie monetary system,
are (1) a tax system which exerts pressure toward debt financing
and against equity financing, (2) price support. 0ropgams such as
those in the agricuurll .and Iininig industries, (3) Nudgetary deficits
of the National Government, and (4) credit programs o the 'ational
(jovernllent.

Question 3. 'oimment generally on tle monelry control Mlicies
of tile Federal Reserve Systeli ias exercised within the following
years: 1942-57. (You may wish to dividee the period into parts,
1942-50 prior to tile accord, and 1951-57.)

The monetary control policies of the Federal Reserve System in
the period 1942-50 were silbservient to Treasury policies. The Treas-
ury was concerned. with selli g Government bonds and maintaining
bond prices: and, by continuing low interest charges to keep interest
expense as low as possible, the Treasury forced its policies on the
Federal Reserve to t lie detriment of the tononic control of inflation.

In the period 1951-57 the Federal Reserve returned to its traditional
pre-W (orl War 11 role. Bond interest rates and prices were per-
nitted to fluctuiate to reflect the Board's interpretations of current
and future business condit ions.

The period 1942-47 was the period in whici the traditional economic
tools of the Federal Reserve should have hien actively used to slow
down the inflationary erosion in purchasing power of the monetary
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unit which was occurring. It that Imeiiod coiisiiier prices rose 51.8
lwreent.

The 1951-57 period appears to be a much more effective one in terns
of controlling )riies and iaintaining the purchasilig power of tie
monetitry unit. In this period volsilnier lesi imcrtased 7.5 perint.

This alipears to indicate that if the Fede'al Re.serve oard of (ov-
eriiors has freedoi to i e it existing tools to regulate monetary and
credit conditions the regulatory devices are adequate. It is realized,
of course that inlationary pivlebiii were greater in the intiediate
post-World War II period than in the 1951-47 period.

Question 4. Beiinilng in August 1056 there was an11 inrease in the
(olsi.Ulier Price Index each liouth through Septeniber 1957, thereby
causing t declinee in the value of the dollar. What factors contributed
most to this decline ini the value of the dollar.

h'lie factors which contributed iost, to the decline inI tIle value of
t he dollar during this 1956-57 period were:

1. Aln appreciable increase in per)nal incomes, paliculirly
labor incoies, which enabled consuiners to increase their spend-
ing considerably, hence, there was a strong and rising deiand for
goods, and services:

2. The inemise in the rate of protduction of goods and services
was so nominal as to be insignificant;

3. However, the disproportionate increase in labor incomes as
compared to the norninal increase in prodluctivity made for in-
creasl product ion costs and price increases;

4. Consuiser purchases through increased credit buying added
to the potency of demand for goods;

5. An appreciable increase in the velocity or turnover of money
in circulation added somewhat to the money supply.

Question 5. What effect does te management of the current. pub-
lic debt have upon the national credit structure and the economy of
the United StatesI

The management of the public debt involves, basically, the manner
in which the-Treasur decides to refund maturing issues such as bills,
certificates, notes, or bonds-whether such refinancing will be short-
term or lons-tern and whether it will be funded through the banks
or nonbank investors.

Because the supply of funds available for investment in debt paper
is limited, it behooves the Treasury to conduct its financing in a man-
ner which will minimize competition with the private sector of the
economy. Accordingly, it would seem desirable to finance a greater
Ixirtion of the public debt by long-term rather than short-term ma-
turities. This would help to reduce impact vai the money market as
well as to provide a sounder imse for financing new short-term debt
in an emergency.

Moreover, if the objective of the Treasury is to stretch out its existing
debt and finance more of it through nonbank investors, then logically
tax rates on individuals and corporations must be reduced. in fact,
since World War II, bank financing of the public debt has been a
primary cause of inflation. To avoid-any greater use of the banks and
to stimulate greater private nonbank investing and capacity, the tax
burden must be kept to the minimum and the tax structure redevised
to eliminate or to minimize its detrimental effects on incentive and
risk taking.
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Question 6. (a) Discuss ill their relationship to one another and
according to your judgment of their relative inj )rtalco, the following
three objectives of economic policy in the United Stated:

1. Pricestability.
2. Stability of production, demiand, and employment.
3. Economic growth in Iuluction, demand, and employment.

(b) With respit to these throe objectives, discuss and appraise
tie sigiiit livnce of what. you consider to be the most important trends
since World War ll--tiring ties most rent 2 or 8 years-and eslm-
cially during 1 -a57.

(a) lit order of importance those three objectives should be rated
(3), (2), and (1). Growth in prtuluction, demand, and employment
have tylplied the growth of America with its rising level of living. Tite
rapid increase in industrial production of the Soviet Union inakos it
even more im-,rat ive t hat, sound long-term growth be continued in the
United States.

Price stability for periods of time can be achieved with (3) or (2)by control of tlie money supply and by appropriate crerlit controls.
'te administration, the Congress, tie ''reasury, and the Federal le-
serve Board of governorss could achieve price stability during (2) or
(3) by working together with this goal in mind. llowover, although
price stability as re-furred to here aliens general price stability of nany
Individual prices of goids and services, it is not to be expected or de-
sired necessarily, that minor fluctuations will not occur in response to
individual constunor demands in the short run.

(b) The most immiprtant, trends sinte World War II withl respect
to these three objectives appear to be relatit-'ly full employment up to
the end of 1957; a monetary demand incrtsed by liberal credit ex-
pansion and low interest rates on long-term funds, both of which
overstimulated capital expansion primarily during the latter 2 or 8
years and particularly in 19)57; a rising trend of monetary prices of
comodities as a group. In the lust few years, however, the general
rise in connodity prices clouded the fact that the prices of farm
products wer delnillng.

The index of prices of all commodities remained remarkably stable
in 1957 only dipping 1.5 percent while the index of farm-product
prices decided over 3.5 percent. The apparent overall price stabil-
ity also was misleading in terms of prices of such metals ts lead and
coppr, both of which suffered severe declines.

Expansion of installment and consumer credit and private debt
during 1055, 1950,1957 occurred faster than population increases and
growth in national income.

In addition, wages increased at a faster rate tian industrial pro-
ductivity and resulted in wage-push pressure on the general price
level. Since agricultural workers, salaried workers, and many non-
union workers did not share proportionate wage increases, product
price increases served to reduce sales volume. flor example, automo.
tive producers virtually were forced to grant substantial wage in.creases to employee. In turn, such increases were passed on to the
conswuner. The average consumer did not get the &me increase as
automotive workers and therefore credit expansion was used to make
up the difference needed in purchasing power to buy the automobiles.
However, when this credit was exhausted by auto buyers, it could not
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gaini be utilized without the pasage of time. As a ooitiluence, auto
M-es declined substantially.

Tie economic systein is conliposed of imIany variables. Each canl
affiwt. the price l eel, enti doymneut, and (l moiuiner deinud. The logical
econoiiic rlic, there must be ada ttd to tile exist ig circum-

lm. Ir. ouh ; (ls of such Ipolicy siottkI be reltively fulleiiploy-
inilt. Zolil)ilted with Ocoliolllic.glrowt h.

Question 7. (five your opinion of the effect. oui our eeonoily of
1t'iii're IFederal, slat, An local #joVe1luln1tl t.slpnedilg.
(olmiparitio of .oliial statisti"al data itdiciles that government

slemlding, while intimiiiht ild at, tines on the level of economic activity,
it by no Ileanlis it jriill)ry force in (oonoilie prospIority or rmeion.
For exnmplie, between 1053 anid lMANti, the gross national prodtet in-
creased by illita $29 billion whereas goverlnmenit spenilinlg de-
0.asetll by $7 billion. There is little evidence to suj)port the view held
in SO 1 uar4t1's that govel'nnlmlent, sHielilF hits ally substantial effect
on the fores in the private sector on wh ich real economic growthdei ls.

(overnment spending, whether at the national, State, or local
level, must be fnmane.- through either taxation or debt. If it is
ilallncild thigh taxation, the assUil)tiOll is that government can
spend tihe mwney in'oro llicieutly and proluctively tian the individual
tallmyor-ani aIssul)tioll which has yet to be proven sound. If the
spending is tiiamie' d thrlltlh debt by the National Government, the
ollbet. is 1alhmost. cei'tain to te inflationary .vith a subsequent further
loss of pImrhasilij. imwer by all eglilIlnt' of oumr pioulatiin.

Accordingly, t io inllort of the question would seon1 to be whether
(.oVliiiiiiiit at, tie National, Stalte, and local levels should increase

its speliig inI all attolilpt, hopefully, to lnitig te tie current reces-
sion. If this is tile intent of tihe question tien tile answer must neo-
essarily be in tie negative. Alternatively, however, the enactment
of legislation for reduction of income-tax rates over a period of future
years would benefit all segments of our economy, bot producers and
coiisimi I's alike.

Question 8. (live your opinion of the effect oli our economy of cur-
reit Federal, State, id local taxation.

The prneent total burden of taxation at time National, State, and
local levels is clearly too heavy. With over one-third of the national
ineoie cailnineled for tile cost. of (loverilnellt, every effort possible
should be made to redtlue this elwreiittage. Many ecOionists and
businessmen believe that, total (overnineiat receipts-at all levels--
should not exceed 26 perceiit of the national income, if economic
growth within a free society is to be inmxiinized.

Imunmediate steps shoil be taken by the Congress to establish a
fiscal prograin which will:

1. reducee tax rates on individual and corporate inconas appre-
ciably over the iext several years;

2. Develop a better balance in tile tax system as between alter-
native types of taxation. For example, abmut 80 percent of not
budget rteipts of the National Government is from income taxa-
tion alone.

While numerous inadequacies could be cited regarding our present
tax structure, particularly at the national level, the two suggetions
note,. above are singularly most important in terms of correction.
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le, rates of income taxation are a deterrent to economic growthand advancement because they reduce the incentives to produce, tosave, and to invest; they cause a misutilization of time and resourcesofbusiness; they foster taxpayer immorality.Question 9. Will you distinguish between fiscal policy, embracinexpenditures, taxes, and debt) and monetary and credit policy, andthen relate them, one to the other. Please discuss these policiesstating how they may be used to restrain inflationary trends andotherwise aid in preserving a stable economy.Fiscal policy is public taxation policy and public expenditure policyas they relate to cyclical fluctuations and to employment and economicgrowth. If the Federal Government employs fiscal policy on a posi-tive basis then taxation and public expenditure will be directed so asto reduce cyclical fluctuations and to stimulate employment and eco-nomic growth.A positive monetary and credit policy is adjustment of the supplyof money and credit (cash and currency in circulation plus demanddeposits times their velocities of turnover) with a view to reducingcyclical fluctuations and to stimulate employment and economicgrowth.
The Federal monetary policy is administered by the Federal Re-serve Board of Governors.The fiscal policy is administsed by the Congress, the Treasury,and the Bureau of the Budget.The Federal Reserve in carrying out monetary policy can restraininflation by raising the bank discount rate to member banks, raisingstock market margin requirements, selling Treasury bonds in the openmarket, and increasing member bank reserve requirements.In seeing bonds the Treasury generally should lengther, bond ma-turities in prosperity and shorten them in recession. The antireces-sion and antiinflation policies of the Federal Reserve and of theTreasury must be coordinated in order for them to be effective. Forexample, the Treasury in selling a new money short-term bond issuein a recession would find extremely helpful a cut in bank reserverequirements by the Fedeml Reserve Board just prior to such sale.This would release funds for banks to purchase such an issue. Ininflationary periods the Government should be balancing its budget asa minimum and preferably retiring already existing bond issues. Ifnecessary, any sale of bonds in such periods should be to privateinvestors, not banks. The Federal Reserve Board in such periodsshould keep member bank reserves tightened.A sound fiscal policy should require adequate control over Gov-ernment expenditures in order to avoid heavy taxation. The taxsystem should be so devised as to minimize its effect on incentive toproduce, to save, and to invest. The inflationary effects of deficitnancing can be avoided by keeping the budget within balance.Question 10. (a) Comment generally on the adequacy or inade-quacy of the United States monetary system. (For the purpose ofthis question consider that the monetary system includes bank depositsand bank credits.) Also please furnish your ideas for the correctionof any inadequacies that you feel now exist in our monetary stem.(b) Comment briefly on the adequacy or inadequacy of the UnitedStates fiscal system.
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(a) The United States monetary system is basically sound and
adequate.(d) The fiscal system of the United States is inadequate for the fol-

lowing reasons:
1. There is no overall coordination within the Congress on

budget, debt, and tax policies.
2. Within the Congress there is a complete absence of a set of

goals or objectives which could be examined for future planning.
3. Specific objectives of fiscal policy in terms of evaluating

expenditures with debt and tax reductions for a period of future
years are nonexistent.

4. Income-tax rates are not conducive to economic growth.
5. The tax structure is too dependent on income taxation.

Question 11. (a) What is the explanation of the seeming paradox
that at times inflation and unemployment exist side by side in our
economy?

(b) Shall we accept, as some have suggested, a gradual inflationary
trend as desirable (or necessary) to achieve and maintain full employ-
ment goals I

(a) Inflation and unemployment do at times exist side by side.
Wages in the period 1956-58 have advanced 4 percent even though
unemployment has increased by 8.4 million. Raw materialprices have
increased 5 percent and consumer prices by 4 percent. The reasons
are (1) continuation of wage increases in iNcession periods (some
contracts made in 1956 and 1957 call for automatic increase in 1958) ;
(2) wage rates are expanding faster than productivity rates as n result
of the monopoly powers heldby labor unions.

(b) Absolutely not. Fixed-income recipients such as retirm'd people
on pensions, and colleges and charitable institutions heavily dependent
on fixed income securities, find the purchasing power of their income
reduced; (2) Insurance beneficiaries find their dollar proceeds eroded;
(3) Economic dislocations occur in imprudent business decisions; (4)
The benefits of the inflationary policy go to monopolistic labor groups
rather than to the consumer.

Question 12. To what extent and in what wa do ou believe that
the growth of private debt in recent years may have M me a threat
to the stability and vitality of the American economy I

Between 1946 and 1956, total private debt increased from $171 billion
to $456.5 billion. The latter figure is composed as follows (in bil-
lions):
Individual debt:

Mortgage --------------------------------------- -- $181.6
Consumer ...... 41. 9
Other ----------------------------------------- 84.1

Total ------------------------------------------- 207.5
Corporation debt.. --------------- ------------ 249.0

Total private debt.. ----------- -- ---------- 46.5

While it is true that total individual debt and corporation debt
increased at a faster rate than national income, it does not follow
necessarily that these debtors are incapable of carrying their obliga-
tions. Indeed, the preponderance of evidence is on the side of the
American buyer in terms of paying his bills.
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The rapid growth of corporation debt, on the other hand, is essen-tially the fault of the corporate income tax. This tax has a distinctbias in favor of debt financing over equity in that it allows interest asa deductible expense in determining net taxable income but prohibitsa deduction for dividends. Moreover, if debt financing is encouragedthrough tax policy by penalizing business firms which would preferto expand through equity capital, the economy is made increasinglyvulnerable to a down-spiraling recession. Historical facts shortclearly that no cumulative recession movement has ever developedbecause of a preponderance of equity capital over debt financing.Rather, only with debt financing can we associate the cumulative diff-
culties that the terms "insolvency" or "bankruptcy" bring to mind.Accordingly, the income tax rates as a primary cas f debt do,indeed, become a threat to the stability and vitality of the American
economy.

Question 13. Considering the financial condition of the UnitedStates, at what point, if any, in terms of unemployment, production,and consumer demand, should the Federal Government move in majorways, such as a ta.z cut and/or large increases in public works, tocounteract a downturn in the economyIThe question by implication presupposes that the "moves," or lackof necessary actions, which the Government has made, or not madein former years has had a healthy effect on economic conditions, andthat only if economic conditions were to worsen -further would theGovernment take some direct action such as a tax cut or public works
program.

Because unemployment has risen in recent months from a norm of2.5 million to something over 5 million, pressures have mounted inseveral quarters, especially within Government itself, to focus pri-marily on the unemployment problem. From a political standpointthis is understandable, but in terms of economic consequences suchill-advised action is without logic and prudence.Since the end of World War II, and particularly since the enactmentof the Employment Act of 1946, virtually all segments of our society-business labor, and Goverment-have discoursed at length on theneed to ao one thin -foster the economic growth of the Nation. Fewpeople will quarre[with this objective. However, wide differences ofopinion exist as to the actions needed to sustain economic growth.One thing seems certain however. If the Nations economy is toremain one based predominantly on competitive free enterprise, thenthe cardinal element of profit must be respected. No person or groupof individuals will risk its savings to start a business enterprise orexpand existing enterprise if they are not confident of realizing a
profit.

If, then, we examine our economic environment in the light of thisprimary criterion, profit, we are faced with an almost certain con-clusion-namely, that the economic policies of the National Govern-ment have not been conducive to a healthy business climate in termsof realizing profit. Whether by design or by blind allegiance to anunsound doctrine--progressive income taxation-the National Gov-ernment has maintained policies which are in fact detrimental to
consumers, labor, and business alike.

Moreover, the question suggests impliedly that a tax cut under cur-rent recessive conditions would counteract the downturn in economic
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activity b increasing the purchasing power of consumers and that,
accordingly, increased consumer spending would result. This, pre-
sumably, would stimulate production and, accordingly, increase em-
ployment. Therefore, it is argued that the Nations immediate eco-
nomic problem is one of increasing employment per se, and that the
heretofore sound objective of economic growth can be set aside. Such
reasoning is, in effect, to "put the cart before the horse."

The Nation's primary economic problem today is the same one
which has existed since the advent of progressive income taxation-
namely, the all-important need to establish and maintain an economic
climate which is conducive to growth and advancement. As day
follows night, this, then, requires that income tax rates, both personal
and corporate, need to be reduced over a period of several years-not
for the purpose merely of stimulating consumer purchasing power per
se, but rather for the purpose of providing incentives to save, invest,
produce, as well as snd. No move by the Congress could be as singu-
larly important in fostering a climate conducive to economic growth
and employment as this one.

It is difficult to perceive any wisdom in increasing public work proj-
ects to counteract the current recession.

Question 14. How much of a factor in your opinion has deficit
spending by the Federal Government since the end of World War II
been in contributing to or producing inflationI

Since World War I, deficit spending by the National Government
was as follows:
Fiscal years: In bm ios

1949 ----------------------------- $1. 811
1950 -------------------------------------------------- 3,122
1952 -------------------------------------------------- 4,017
1953 ------------------------------------------------------------ 9,449
1954 ----------------------------------------- 31171955 ------------------------------------------------ 41

btal ---------------------------------------------- 5, 6
Accordingly, total deficit spending in the period (1947-57) amounted
to nearly$26 billion. However, in the same period there were 5 years
(1947, 1948, 1951, 1956, and 1957) when there were budget surpluses,
which amounted, in toto, to $16 billion. Thus, on balance there wab
a net total deficit of $10 billion. While a net total deficit of this mag-
nitude, over 11 years, by itself, would indeed be considered inflation-
ary, because of the intervening budget surpluses the volatility of the
deficits from the standpoint of inflation was reduced.

However, about 24 percent of the deficits occurring between 1949
and 1955 were financed through the banks. While this figure by
itself may not seem too high, it is three percentage points higher
than the amount of gross debt which the commercial banks held at the
end of 1956-which was considered at that time to be unduly large-
at which time, incidentally, national income was significantly higher
than the average for the period (1949-55).

In summary then, it appears to be rather conclusive that deficit
spending since World War 11 has been a factor in contributing to in-
flation by exerting pressure on a tight money supply, which was dur-
ing a period of our economic history when consumers were competing
for relatively scarce goods and services.

II
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Question 15. Can full employment goals be attained while main-
taining a dollar that has relative stable purchasing power?

Over certain periods relatively full employment has been attained
while the purchasing power of the dollar remained relatively con-
stant. An example is the period 1953 to 1955 when the purchasing
power of the dollar (1947-49=100) averaged as follows:
1963 ----------------------------------------------------- 87.4
1954 ------------------------------ 87.1
195 ----------------------------------------------------- 87.3

From 1952 to 1956, the purchasing power of the dollar declined 2
points from 88.1 to 86.1. During this same period, the Nation expe-
rienced relatively full employment although the recession of 1953-54
with unemployment of 3.2 million out of a total labor force of 68.9
million (including Armed Forces) did occur.

As previously indicated, overall price stability may camouflage
selective economic dislocations such as in agricultural prices or in cer-
tain raw materials which reflect international supply-demand changes.
But, if Government restrictions including oppressive tax rates pleed
on business firms are held to a minimum, it seems likely that under
our economic system relatively full employment can be attained along
with a relatively stable dollar, providing, of course, that wage in-
creases do not outrun productivity gains.

Question 16. Are escalator provisions in wage or other contracts
compatible with achieving economic stability?

Escalator provisions in wage or other contracts may be compatible
with achieving economic price stability to the extent that they repre-
sent real productivity changes. However, if they are improperly deter-
mined, such provisions can actually feed inflation andhelp to foster
instability in the economic structure. Certain groups of strongly
unionized employees could obtain escalator provisions that would force
price increases or prevent price reductions in the products of their
industry. If other groups did not experience similar wage increases,
the result could be exploitation of employees in other industries such
as agriculture, retired people, white-collar workers, and business
firms particularly small business.

Question 17. List and briefly discuss what you consider the causes
of the present recession and what should be done to terminate it.

It is difficult to say the least, to pinpoint the specific factors which
caused the current recession. The causes undoubtedly are numerous
and varied. Indeed, it seems probable that virtually all forces op-
erating in the economy contributed in one way or the other to the cur-
rent downturn.

However, it seems clear that the drop in demand in the durable
goods industries had a distinct effect on the investment plans of bus-
iness firms, particularly in the second half of 1957, which has also
carried over into 1958; also, the falling demand was influential in
the decision to reduce inventories at a rather alarming annual rate of
$6 billion. In fact, the book value of trade and manufacturers' inven-
tories dropped more in the month of January of this year than in the
entire fourth quarter of 1957-a drop which is the largest since the
June-July drop during the recession of 1954.

If one attempts to examine the reasons for the decreasing demand
in the durable goods industries, attention is focused on costs and
prices. On the cost side, the primary element, labor, has been mar-
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keted at a rate faster than productivity. This has caused prices to
increase at a time when constrainment was the guideline in monetary
policy, which undoubtedly tended to reduce the availability of credit
and increase its cost.

However, few people are prepared to say that the Federal Reserve
Board's restraining monetary policy throughout most of 1957 was a
primary cause of the current downturn, although, with the advantageof hindsight, an easing of credit in the summer of last year in all prop-
ability would have lessened the rate of inventory liquidation. To this
extent, a more perfected statistical intelligence system would have
enabled the Reserve Board to have acted with greater assurance and,
hence, greater effectiveness. On the other hand, had the Federal
Reserve Board not kept the check-rains on credit as long as it did,
inflation would have been even more volatile; this would have cost the
Nation in purchasing power probably many more times than the cost
of the current decline. Moreover, it would undoubtedly have accentu-
ated the ensuing economic dip even further.

Probably the most important factor toward sustaining economic
growth and, accordingly, maximizing employment, is the necessity to
reduce tax rates on individual and corporate incomes. The National
Government's tax system is unquestionably a deterrent to the forma-
tion of capital, without which the economy cannot grow. If the popu-
lation of the Nation's business entities, including individual investors,
is dissuaded from producing, and saving for the purpose of investing
in equities, it will p only a matter of time before even more serious
economic dislocations occur.

Accordingly, the following suggestions are made in the interest of
stimulating economic growth including the stimulation of its inherent
component, employment:

1. Enact legislation which will reduce over the next several years,
tax rates on individual and corporate incomes. This will stimulate
the formation of capital, production, employment, consumption and,
not the least of which will be the beginning of a rebirth of confidence
and business initiative, the beneficial results of which are incalculable.

2. Enact legislation which will mitigate the monopoly powers of
labor unions including their powers to increase costs.

3. Enact legislation which will provide for coordination, forward
scheduling and planning of budget expenditures, receipts, and debt
management. The establishment of such specific goals and objectives
of fiscal policy would enable congressional committees and executive
branch to evaluate current programs and operations in the light of
these anticipated fiscal targets. This would provide guidance o a sort
which is now virtually nonexistent.
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LOCATION OF AMRCAN RALROAS,
Hon. HAr FLOODBra, Wakingto D. C., Maro& 10,1958.

Chairman, Senate Committee on Finance,
Senate Office Building, Washington, D. 0.

DRxm SEmATOR Bran: As requested in your letter of February 17
which I acknowledged on February 18, I enclose my views on each 0f
the 17 questions you have asked in connection with your inquiry en-
titled "Investigation of the Financial Condition of the United States."

Although the responsibility for these answers is my own, I have
had a good deal of assistance from three members of our staff that I
regard as outstanding in their field. They are Mr. J. Elmer Monroe,
vice president and director of the bureau of railway economics; Mr.
A. R. Seder, vice president, finance accounting, taxation, and valua-
tion department; and Dr. Burton k. Belling, economist, bureau of
railway economics.

With kindest regards,Sincerely,
WuujLx T. FAmCY.

1. Give a definition in your own words of "deflation" and
"inflation."

To the layman inflation and deflation are manifested, respectively,
by upward and downward movements in the general level of prices
and the cost of living. Especially if they are persistent over a con-
siderable period of time, such movements of prices and ecsts bring
about serious dislocations and imbalances in the economy because the
price and cost changes do not occur evenly throughout the economy.

2. Explain how you believe the economy of the United States can
best avoid either inflation or deflation. If you think present laws
should be changed or new laws are required, then make specific sug-
gestions.

Historically, the evidence is strong that inflationary factors and
consequent maladjustments in the economy have within themselves
the seeds of subsequent deflation. Inflation occurs when there is a
disproportionate increase in the quantity of money and credit in
relation to the goods and services available in exchange and this
excess exerts an upward pressure on prices and costs. Deflation is a
corrective adjustment, to obviate which we must first prevent inflation.
In recent years the emphasis in policy has been placed unduly upon
full employment and economic growth, to the exclusion of dueconsideration for the importance of price stability. This makes for a
bias toward inflation. The Employment Act of 1946 should be modi-
fied so as to recognize price stability along with full employment and
economic growth as an important objective of national policy.

8. Comment generally on the monetary-control policies of the Fed-
eral Reserve System as exercised within the following years: 1942-
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57. (You may wishi to divide the period into two parts, 1942-50prior to t he accord, and 1951-57.)
In the first part of this period (1942-.)) too Inuch attention wasz ven in noneta~r-control policies to the lprging of Government
nu pricc% ard interest rates. Also, the m fWorld W1"ar II werefinanced too much by borrowing, too little by taxation. Tiese policiescontinued after the war and contributed substantially to the inflationwhich occurred in the immediate postwar period. The 'TreaurVFederal Reserve accon was an important corrective step in the d[i-rection of a more realistic Government fiscal policy, but it was toolong deferred. Inflationary factors involving monetary policy intile more recent period are commented upon under subsequent head-ings in thisstatement.
4. Beginning in August 19.56 there was an increase in the Con-suumer N jrice lndex each month through September 1957, therebycausing a decline in the value of the dollar. What factors contributednsst to this lec.line in the value of the dollar ?Continuing inflationary pressures were working their way progres-sively through the economy, spearheaded by wage increases in keyindustries in excess of productivity increases Pressures to transmitsuch patterns to other segments of the economy, including the serv-ice occupations, increased and exerted widespread upward pressureson prices. At the same time, business capital expenditures aimed ateventual cost reductions and efficiencies also were increasing, exertingfurther immediate pressures on available economic resources. Underthese conditionls, resistance in the prosperous pattern industries todemands for incre-ased wages and fringe benefits were not as strongas they should have been, as the prevailing view seemed to be thatcost increases wouldd be passed along in prices.5. What effect does the management of the current public debt haveupon the national credit structure and the economy of the United

States?
Deficit financing by the Government, particularly when it involvesmonetization" ofthe debt through the money and credit supply ofthe banking system, is basically inflationary. If this occurs at a timewhen other inflationary forces are active, the spiral process is accele-rated. Essentially, money and credit supply should be the servant ofthe productive economy, responsive to its needs but not its attempted

master.
6. (a) Discuss in their relationship to one another and accordingto your judgment of their relative importance, the following threeobjectives of economic policy in the United States:

1. Price stability.
2. Stability of production, demand and employment.3. Economic growth in production, demand, and employment.(b) With respect to these three objectives, discuss and appraise thesignificance of what you consider to be the most important trendssince World War II-during the most recent 2 or 3 years-and espe-cially during 1957.As previously stated under item (2) above, there has been too littleemphasis in recent years on the basic desirability of price stability,which has been slighted in favor of the other factors of stability men-tionedL Apparent economic gains which merely reflect price (and
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cost) inflation are illusory and lead to maladjustments of the kind
that have become so apparent in recent months. Shot-in-the-arn in-
flationary expedients can provide temporary stimulants but they are
not themselves indicators of econinic health. If we can maintain
reasonably stable economic relationships, including price and cost re-
lationshilps, econoinic growth will probably take care of itself through
advancing technology and compet it-ive enterprise.

7. Give your opinion of the effect on our economy of current Fed-
eral, State and local government spending.

Currently, high levels of (overnient spending arev helping some-
what to bolster a sagging economy. 'his should not be taken to mean,
however, that (overnment spending in such cirunlstanc is desir-
able for its own sake. One way or another the costs must be paid for
and wasteful (Governmnit expenditures are no inre to be desired in
slack times than at iny other. This word of caution seemmls particti-
larly necessary now because of a rather general tendency to scrutinize
less carefully 'than, say a year ago l)roposed expenditur-es for Gloveri-
nent iinertakilii in the civilian economy. Standards of sound econ-
ony ill publicc works, for example. do 'iot chliange with every shift
in the economlic breeze.

8. live your opinion of the effect on our econmy of current Fed-
eral, State, and local taxat ion.

Especially over the past 20 years it is well known that taxes have
increased to ever higher levels, owing to war and defense costs, umany1
extensions of (overnlment. functions, and inflated price levels. It, is; at
least doubtful whether the health and vigor of our private ecoloilly,
and its growth, can he maintained permanently under such heavy tax
burdens as now exist. We miay well be very skeptical, therefore,
regarding assurances sometimes expressed that the Nation's priodue-
tive economy will in time "grow uip" to present or even higher levels
of taxation.

Current high rates of corporate and personal income taxes, espe-
cially, are exerting a drag on business investment, venture capital and,
hence, on etonomic growth. We can never afford to overlook the basic
fact that profits and savings are vitally necessary to technological
progress and growth in an enterprise economy. A'corpate income-
tax rate of 52 percent and individual income-tax rates reading lip
to 91 percent cannot help but dry up private capital foundation,
dampen incentive and diminish economic eflicip, cy.

Another consideration always to be kept in view is that in the final
analysis taxation can never be judged apart from the Government
expenditures for which the taxes are collected. .iy tax, of what-
ever kind and at any level, is too high to the extent that its proceed,
arm, used to pay for wasteful or unnecessary expenditures. In such
circumstances, the taxpayers would make greater contributions to a
sound economy if permitted to make their own expenditure decisions.

9. Wili you distinguish between fiscal policy (embracing expendi-
tures, taxes, and debt) and monetary and credit policy, and then
relate them, one to the other. Please discuss these policies stating how
they may be used to restrain inflationary trends and otherwise aid in
preserving a stable economy.

To help restrain an inflationary situation the essential requisites
of fiscal and monetary policy are, in general terms, rather clearly
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indicated. An inflationary period would be a time for reasonablecredit restraint and for debt reduction I by maintain esnlevels while holding back postponable expendituan. melasck tnaxof couse, reverse policies may be indicated for maintaining a stableeconomy. But while these general criteria of fiscal a monetapl-lCY a re c le a r . t "i .p l ' T., -, " ,t r a o s a a n d i nm o n e ta r 1o -icms of tmlin r and pp cation presents exceedingly delicate prob-les o tng e green. One of the greatest dangers is that pres-sures will rather continuously be exerted in an adirection, resnosv to a,,-- ... :..., a pward or inflatilnal-d onsiv to apprehensions that unless suCh policies arepursued conditions for sustained, or even acceleratejo, econoniicthr.wth might be insufliciently nourished. Such views seem to haven largely responsible for inflationary predilections in recent years,this being associated also, with t ewides ...... that , ed.bral Government must in some way underwrite or guarantee uFiter-rupted economic growth and prosperity. In this connection we needto be aware of two considerations: (1) As a practical matter, it isnot easy to invoke the disciplines necessar.to ch eck inflationary ten-dencies and allures; fand (2) the influei o cvenlneltal actionsdesigned to promote economic growth sli Nt most, rather10. (a) Comment generally on the adequacy or inad-jiiacy of theUnited Statt% monetary system. (For tile purpose of t us questionconsider that tie monetary system. includes baInk deposits and bankcredits.) Also please furnish your ideas for the correctiot of anyinadequacies that you feel now exist in our monetary system.(b5) Comment briefly on the adequacy or inadequacy of tie UnitedStates fiscal system.With respect to (b) it may be pointed out again that the Federal taxsystem is t o heavily weighted in the direction of high rates of incometaxation. With respect to the expenditure side of fiscal matters, thereis great need to impose fully compensatory user charges to recover thecosts of facilities such as waterways. highways, airways, and airortsfrom those who gain special advantages from their use. There is noequity in imposing such burdens upon general taxpayers and, more-over, this method of financing only encourages those seeking specialadvantages for tem.seles to press for uneconomic spending of fundstaken from general taxpayers. The selection of economically soundpublic projects would be made much more certain if those seeking ex-pendiitures on their behalf knew they would have to pay the costs.11. 1a) Whiat is the explanation of the seeming )arador. that attimes inflation and unemployment exist side by side in our economy I(b) Shall we accept, as some have suggested, a gradual inflationarytrend as desirable (or necessary) to achieve and maintain fullemIloyment goals Iith respect to the first question the concurrence of inflation andconsiderable une mIloyment is both unusual and disturbing. Thecondition has deve hoped from repeated increases of wage costs inexcess of increased productivity, with the result that prices have beenpushed upward where pssible to meet the advancing costa and, wherethis has not been possible, measures have necessarily been taken toeconomize on the use of manpower. This represents an unhealthy situ-aion from the standpoint or workers, of employers, and of the economygenerally.

I

890



As to the second question, acceptance of a gradual inflationary trendas either desirable or inevitable is a dangerous escape from realities.While some ele meitts of the economy may gain special advantage forthemselves under such conditions, temporarily or even for consider-able periods many others are the unfortunate victims and Ospeiallythose least able to protect themselves from the inflationary onslaughtsAt bottom, per istent inflation is an insidious way of redistributingshares in tle national income. Even an apparently modest inflation-ary push of 2 or 3 percent a year would amount to a very seriouscunmulr ive depreciation in the value of money over a period of 10 or20 years.12. To what extent and in what way do you believe that thegrowthof private de'At in recent years may have become a threat to the sta-bility and vitality of the American economy. .Our economic system has become progressively more reliant uponcredt with respect to both production aid consumption. To a verysubstantial extent the resulting debt structure reflects the creation ofbank credit money rather thai the accumulation of actual savings bor-rowed from others by the debtors. While debt formed through thebank credit press is a powerful expansionist factor in a growingeconomy, and hence contributes to its vitality in this respect, therealso are very real danger rs of excessive debt built up in this way. Athreat to economic stability arises in that the accumulation of debtthrough the bank credit process may be too great during expansionor boom periods when optimism is high.This appears to have been the case in recent years, for example,with respect to the rapid growth of consumer debt that has occurred.This process of financing growth through debt cannot go on withoutlimit and the debt burden may become serious during an economicdownturn such we are now experiencing.It would be better for the economy, since excesses and inflationarytendencies would be less likely to occur, if debts were supported to agreater extent b actual savings rather than the creation of creditmoney through the banking system. There may also be a significantconnection between our increasing reliance upon bank credit moneyand existing heavy burdens of income taxation which inhibit savingsas the basic source of sound credit.13. Considering the financial condition of the United States, atwhat point, if any, in terms of employment, production, and con-sumer demand, should the Federal Government move in major ways,such as a tax cut and/or large increases in public works, to counteracta downturn in the economy.This is a difficult question to answer in terms of "what point" be-cause there are so many conditions that enter into a comprehensivejudgment. Considering the unfavorable budget outlook and the largeexisting debt of the Feeral Government, hasty measures for large taxcuts or enlarged expenditures for public works should be avoided,while watching over the next several months to see whether the econ-omy gathers strength or grows weaker.If the time does come when major counteracting or restorativemeasures by the Government seem clearly indicated, preference shouldbe given to tax cuts rather than major increases in public works. Thestimulative effects of tax cuts are likely to be more immediate, whereaspublic works programs are slow moving. Moreover, emergency public
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works measure encourage waste and inefficiency in the selection of
projects of dubious economic merit.

Meanwhile, since the revenue looses to the Treasury would be mod-
erate and because their particular levies are a drag on the whole
economy, immediate consideration should be given to repeal of the
existing transportaton excise taxes on freight and personal travel.

14. How much of a factor in your opinion has deficit spending by
the Federal Government since the end of World War II been in
contributing to or producing inflation I

Without attempting to state the matter in quantitative terms, which
in any event would he impossible to do precisely, deficit spending by
the Federal Government has been a significant, though not the only,
factor contributing to inflation since the end of World War II. Lax
fiscal policies, tied in with loose monetary and credit policies, were
especially conducive to inflation in the immediate postwar years.
Budget surpluses, reduction of the Government debt, and credit
restraints were not sufficiently pursued. As previously noted, wide-
spread and repeated rounds of wage increases in excess of growth in
prodtrivity, followed by price increases, have added to the inflation-
ary spills, with only occasional interruptions since World War II.
In all of this there Lis been the persistent illusion that prosperity
is measured by rising money wages and money incomes, whereas,
basically, economic well-being depends upon what is created and
produce in capital and consumption goods and services. In brief,
as a Nation, even as we have talked about the evils and consequences
of inflation, we have continued to indulge rather freely in it.

15. Can full employment goals be attained while maintaining a
dollar that has relative stable purchasing power?

Yes, we can have full employment while maintaining a dollar that
has relatively stable piuchasing, although it must be recognized that
some fluctuations will occur in both in a complex and dynamic econ-
omy. In the past there have been long periods of economic growth,
prosperity, and reasonably full employment while the dollar has
remained stable or when general price levels have even trendedslightly downward.

Instability in the purchasing power of the dollar introduces an
undesirable speculative element into all forward planning by business
and industry, especially with respect to capital investments and their
financing. Problems of individual and family finance also are sub-
jected to the same uncertainties. Money then'fails in one of its most
basic functions--that of providing a standard of value over a period
of time.

Rather than assuring continued economic growth and employment,
persistent inflation inevitably generates dislocations in the economy
that eventually lead to unemployment and associated economic dis-
tress. The notion that creeping inflation is a desirable stimulus to
the economy is a devious way by which some obtain a greater share
of total national income, at the expense of other segments and groups
in the economy less fortunately situated. Eventually, when distor-
tions and dislocations have become sufficiently aggravated, corrective
forces set in which entail economic loss to the whole economy, and
real suffering to many.

J
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16. Are escalator provisions in wage or other contracts compatible

with achieving economic stability I
Escalator provisions in wage or other contracts are not compatiblewith achieving economic stability. They are built-in factors which

tend to sustain inflationary price movements, regardless of produc-tivity. If we imagine conditions where all prices and costs con-
tained automatic escalator provisions? the stage would be set forpermanent and progressive inflation, with all such provisions chasing
each other upward in an endless cycle of actions and reactions. Evenwhen contractual escalator provisions exist in only certain sectors of
the economy, as in the case of wage rates in certain major industries,
they exert upward pressures on other prices and costs far beyond
their immediate impact.

17. List and briefly discuss what you consider the causes of the
pre ent ress'on, amd what should be done to terminate it.The lresent, resioni is a culmination of certain excesses of an in-
flationary character in the postwar period for which the Government,
organized labor and business interests are all in part responsible.
There have been preaciments against inflation while at the same timepolicies were pursued that were inflatiolaLy. The result has been a
persistent though uneven uptrend of costs and prices, fed by liberal
credit policies intended to foster continuous and accelerated economic
growth by providing increased money incomes.

Now this b tst nl ) operation has faltered and we are passing
through a period of corrective adjustments. There are not yet, atleast, indications that we have entered into a cumulative series of de-clines and, theefore, precipitous actions by the Government of acouiteracting nature would not seen to be called for. In most re-spects, the etonomv is still operating at high levels as compared with
nost periods in the recent. past. Alarmist appeals for a resumptionof infationary tactics should be resisted, for in basic terms of re-sources and technology our economy remains strong and is not crum-bling. Increased wages, costs and prices in the midst of decliningeconomic activity certainly cannot be regarded as constructive or

remedial. There is reason to believe that the regenerative powers ofour econoiny will soon arrest the present declining phase if these con-stnctive forces have reasonable opportunity to be asserted.
Wnwx T. FAxcy,Chrma of the Board and Chief Emctite Ofler, Aso-

ciation of American Railroads, 915 Transportation Build-
ing, Washington, D. (.

MARCH 10, 1958.
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NEw YoRK STOCK EXCHANGE,
New York, N. Y., April 1,1958.Hon. H4UuIY F. BnP,,

Chairman, Committe on Finance,
United State Senate, WahingtoN, D. C.

DwR SNATOR Bmw: In supplementing my letter of February 24 in
connection with the Finance Committee's inquiry entitled "Investiga-
tion of the Financial Condition of the United States," I have used, as
you suggested the list of questions submitted with your letter of Feb-
ruary 17 merely as a guide. My remarks pertain particularly to ques-
tions 2, 6, 8, 9, 12, 13 and 15, and as they relate specifically to the in-
vestment process in which we have perhaps some special knowleg.

Events since the end of World War I have shown the crucial im-
Ousrtane of capital investment to economic stability and growth.
business outlays for plant and equipment have been at record levels

since 1946. Employment in the same period has been extremely high
and has shown remarkable stability. This relationship is not acci-
dental. Over this period, investment expenditures have not only
meant the employment of labor to make capital goods, but have also
generated higher incomes, which expanded demand and jobs in con-
sumer goods industries. At the present time, the result of a sharp
decline in capital spending is evident in the current recession.

Despite the fact that the large volume of investment since World
War II boosted industrial capacity it has not been sufficient to mod-
ernize and improve the efficiency of much of our industrial facilities.
Because we have actually fallen short of our investment needs in the
postwar period, inflation has dominated the economic scene. Wage
increases have exceeded rises in productivity. Our fixed income pop-
ulation-the teachers, pensioners, Government workers--have suffered
evaporation of their purchasing power.

Our competitive position in world markets has weakened, while
other nations have pointed the way to wise economic progress. West
Germany, for example, has adopted fiscal policies to stimulate invest-
ment-and has led the free world in its rate of economic growth-
without inflation.

Thus if we are to grow soundly, the future calls for greater plant
and equipment expenditures to dampen latent inflationary pressures
with an increase in the flow of goods, manufactured at lower cost un-
der conditions of rising productivity. Greater business investment
in capital goods is the key to achieving what should be the primeeco
nomic objectives of our tfine: steady, continuous growth in production,
demand, and employment-with price stability.

As President Eisenhower has pointed out l* * * investment out-
lays contain the promise of greater national output and better living
in the years ahead." Merely to continue our past rate of growth will
require vast capital outlays. A growing population calls for an ever
larger flow of capital goods just to maintain our present standard of
living.
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To satisfy the future demand of the American people for a con.
stantly increasing supply and variety of consumer goods will require
an enormously stepped-up rate of investment. An increased stock of
productive capital goods, at the same time, will provide jobs for our
expanding labor force-and at higher wages. Besides making maxi-
mum employment possibly, highly productive capital equipment, by
increasing output per man-hour, will limit the recent tendency of
wages to outstrip labor productivity.

It is my firm conviction that we have fallen short of our investment
needs and, consequently, our economic objectives because we have pen-
alized savings-the source of investment funds. We have reduced too
much the incentive to invest. High personal income taxes, double tax-
ation of dividends, and capital gais taxation have discouraged thrift
and reduced the flow of savings available for business investment.

Tax discrimination against equity investment has caused business
to rely heavily on debt financing-a situation of increasing concern.
Corporate debt since the end of World War II has accounted for about
80 percent of external financing. An important reason for this em-
phasis on debt is favored tax treatment of interest charges, compared
with dividend payments. As a result, corporate debt has more than
doubled-up to $130 billion-since the end of 1945. If postwar financ-
ing trends continue, corporate debt will probably rise another 50 per-
vent by 1985. In this respect, governmental policies should provide
more incentive for common stock financing.

Although the buildup of debt may not yet have become excessive
or dangerous the heavy weight of corporate obligations has reduced
business flexibility in periods of economic decline. Many small firms
have jeopardized their future by heavy reliance on debt financing.
The absence of an adequate equity base has hampered the expansion
of many firms, particularly the smaller companies.

Encouraging business to expand investment-via a healthy finan-
cial structure-and providing individuals with incentives to save and
invest will, I believe, eliminate a principal cause of irregularities in
the business cycle.

The New York Stock. Exchange has estimated that corporations
alone will need $350 billion for new plant and equipment between now
and the end of 1965. In my opinion, adoption of the following tax
program would energize the flow of venture capital and move us to-
ward the goal of meeting these capital needs:

(a) A substantial reduction in the high progressive rates of per.
sonal income tax.

(b) Further reduction of the unfair burden of double taxation
of dividends.

(c) Cutting the capital gains tax in half by requiring only 25
percent of any long-term gain on a capital asset to be included
as income.

(d) Reducing the capital gains holding period from 6 months
to 3 months.

(e) Increasing the present maximum capital loss offset from
$1,000 to $5,000.

(f) Allowing the individual taxpayer-at his option-to sell
stock on which he has a long-term capital gain, without incurring
an immediate tax if he fully reinvests the proceeds in a single
stock investment within 80 days.
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Although he is the one who ventures his funds in the first place, the
risk taker--the investor-often has been forgotten. For example, in
1957, while labor income was 65 percent higher than in 1950, corporate
profits were 7 percet lower. Individuals must have greater incentives
to save. Increase the potential rewards of those risking equity funds
and venture money in adequate volume will be forthcoming to finance
business expansion.

In addition to this tax program, business must be permitted to earn
enough, after taxes, to pay the investor a fair return on his money.
Regulatory agencies must give a higher priority in their thinking to
this need. Depreciation charges allowable for tax deduction should
be increased and the corporate rate cut.

The adoption of a sound tax policy designed to encourage equity
investment would, in my opinion, do much to smooth out the future
pattern of economic growth. I believe a joint congressional-citizens
committee, along the lines of the Hoover committee, should be ap-
pointed to review our entire Federal tax structure.

Speaking more generally I believe that the Full Employment Act
of 1946 should be amended to include stable prices as a goal. We
should not accept a gradually inflationary trend as desirable or neces-
sary to achieve and maintain full employment.

Certainly governmental deficits have contributed greatly to inflation.
The Congress, therefore should make greater effort to cut nonmilitary
expenses--the Hoover C5ommission report makes many valuable sug-
gestions in that connection.

I believe that in the period 1951-57 the Federal Reserve Board has
acted with courage and foresight in their exercise of general credit
controls. We have seen that the Board can-by applying general
credit controls-effectively regulate the overall flow of credit or money
in the economy, thus limiting inflationary pressures.

The Board also exercises selective control, taking the form of
initial margin requirements to prevent "the excessive use of credit
for the purchase or carrying of securities." In April 1955, these
margin requirements were set at 70 percent and remained at that level
until January 1958, when they were reduced to 50 percent. During
this period, the exchange community believed that it was the Federal
Reserve's general credit control policy and not the selective credit
control of margins that restrained stock market credit so effectively.
General credit controls acted as an effective brake on credit flowing
into the stock market and tended to make high margins largely super-
fluous as a credit weapon. With margin requirements now at a more
normal 50 percent, it is hoped that the-Board will rely on general con-
trols to restrict stock market credit in the future.

I have not discussed ltssible causes and cures of the present reces-
sion because that is a bt' subject by itself. Suffice it to say that we
should not take hasty, ill-considered short-term steps which would
weaken the Nation's bright future prospects.

Sincerely yours, G. K FuNS&hN.
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NATIONAL EDUCATION ASSOCIATION,

Hon. HARRY F. BYRD, Washington, D. C., April 14,1958.
Chairman, Committee on Finance,

United State8 Senate, Washington, D. C.
Dsa SENATOR BYIU: I am grateful for the opportunity to contrib-

ute to your inquiry entitled "Investigation of the Financial Condition
of the United States." All too frequently otherwise sound investiga-
tions and treatises on the Nation's economy fail to account for the role
that an educatedpeople play as consumers, managers, skilled workers,
and investors. Hence,I would prefer to address my remarks to a
more limited phase of the inquiry; i. e., the financial condition of the
United States as it is affected by and as it affects public education.

PUML EDUCATION AND ITS CONTRIBUTION TO E CsOM GROWTH

The long-term economic growth of our Nation depends largely upon
increasing the effective combination of labor, management, and wealth.
Further gains in real national output as distinguished from inflation-
ar increases will come from these three factors: (a) increasing the
skill and educational level of workers; (b) improving productive
plants and machinery; and (c) improving business organization, man-
agement and labor relations. The quantity and quality of education
available to pupils in the public schools isbasic to the upgrading of
all three factors.

There is considerable evidence that the educated peron is b tter
equipped to contribute to the Nation's economic and social growth.
Rct studies have shown that the number of jobs available for un-
skilled workers is decreasing with the increasing technological develop-
ment of the economy. A recent Bureau of the Census study entitled
"Educational Attainment of Workers; March 1957" found that unem-
ployment was more prevalent among workers with little education
than among workers with high school and college educations. The
unemployed had completed a median of 9 years of schooling, while
the employed in the labor force had completed a median of 11%,years.

Our plans for economic and technological growth are necessarily andinevitably tied in with-implemented or delineated by-the level of
education and skills of the consumer-producer citizen. The pace at
which the level of education attainment of workers is raised should be
geared to much of our economic planning.

It is unwise long-range economic policy for the Nation as a whole
or for the individual States not to invest adequate amounts in the pub-
lic educational program-in adequate classroom facilities and in teach-
ers' salaries which are high enough to compete with the salaries of
college graduates in other fields.

We are currently suffering from complacency with our fine Ameri-can system of education. Recent spectacular advances in education
in other parts of the world have dramatically revealed two things
(a) the deficiency of our economic investment in education; and (b)
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how an adequate investment call over i period of year reduce an u-
cational defic iency in the labor force. 'nfor'uiatelv. economic gains
from the money invested in the education of first-gradle pupils will not
be realized until they enter the labor force some 12 to 20 years hence.
But losses because of failure to invest now are not recoverable.

COSTS AND SUPPORT OF PUBLC EDUCATION

Progress toward a strong and sound econolmy to undergird our co.i-
tinued progress as a free nation is inevitably tied to the support of
an adequate educational system. Our financial investment in educa-
tion is a key to economic growth. The determination of the program
and the level of support have been left largely to State and hal gov-
ernments. This is in spite of the fact that our States- educational
resources are pooled into national efforts both in time of peace and in
time of war.

The total cost of public and private education for kindergarten
through higher education is estimated at $19,763 million for the sehl
year ending 1958. Educational expenditures for current expense. in-
terest, and capital outlay have increased largely through Stalte and
local efforts. The increase for public elementary and secondary
schools has been front $2,870 million in 1946 to an estimated $12,884
million for 1958. Part of this increase is inflationary. School bond
rates have increased approximately 120 percent sinee I946. Building
costs are up 79 percent since 1946. The calendar year average slairy
of the instructional staff member has increased from $2,080 in 1946
to $4,450 for 1957. By contrast, two-thirds of the men in the labor
force who were college graduates had an income of $6,000 or more in
1956. Part of the increase in costs is not inflationary. From April
1941 to March 1957, 2Y years have been added to the median educa-
tioiAl attainment of the labor force, 1.2 years since 1948. Since 19.46
there are 10,209,000 more pupils in public schools and 482,303 more
teachers.

For the Nation as a whole the responsibility for public elementary
and secondary schools, however, is shared by the three levels of gov-
ernment with 55.8 percent of current revenues from local sources, pri-
marily the property tax; 40.6 percent from State sources, priniarily
sales and income taxes; and 3.6 percent from Federal sources. Since
education undergirds our real economic advancement, the losses be-
cause of failure to finance adequate public schools are shared by the
Nation as a whole.

All public-school expenditures are ultimately paid from tax reve-
nues, largely those of States and local governments. Annual current
expenditures are met by current tax revenues of school districts or by
appropriations from the State and (to a small extent) from the Federal
Government. The payment of capital expenditures from tax revenues
is largely deferred by school distiicts, by the issuance of bonds which
are a first obligation on the local tax revenues. These bonds are then
retired over a period of years from local tax revenues.

The workability of this system of capital financing is currently
threatened by high interest rates and congestion in the tax-exempt
bond market. This comes after a decade of increased construction and
borrowing activity with no period of diminishing activity in sight.
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School-bond yields, even with the attractive tax-exempt interest
feature, have been forced to move closer to the yields of non-tax-exempt
securities to attract investors In 1946, high-grade tax-exempt bonds,
including school-district bonds, were 0.89 percentage points below
corporate bonds of the highest grade. By 1957 these tax-exempt yields
were only 029 percentage points below the corporate bonds.

It is hoped that your committee will give attention to the precarious
state of capital financing of public-school plants. Questions are raised
here of how public education can compete in the money market with
private borrowers in times when, partly by Government action, the
supply of movey is limited. Educational needs frequently cannot be
deferred until the school districts can afford to borrow. H-ence many
school districts borrow at high ratee-the payment of the prncip3
and interest of which may jeopardize the future of the educational
program should economic conditions reverse.

IXPLICATION8 OF A RE(ZSSION OF THR PUBIO 8CH001,

Public education approaches the current recession with a backlog of
needed construction of approximately 142,0 classrooms in the -fall
of 1957, and an estimated need for 132,800 by the fall of 1958. Even
in prosperous times, we have failed to achieve an adequate supply of
classrooms and a balanced supply of trained teachers. The situation
is further complicated because of the following factors: (a) The high
percent of fixed expenditures for debt service; (b) the increased legal
obligations of school districts for salaries, attendance, and school pro-
grams; and (o) enrollment increases extending as far in the future as
the forecasters have ventured.

On the local level the property tax is relatively stable, slow to increase
in times of economic prosperity and slow to decrease in recessions or
depressions. The property tax is levied on the assessed valuation of
real and personal property, but the bulk of the tax falls on real estate.
We have yet to test the stability of the property tax in a recession with
the present situation in home financing-many postwar communities
are composed of heavily mortgaged homes.

We cannot assume that the property tax will be as stable in future
recessions as it has been during past recessions. Should real-estate
values fall during the recession, a decrease in assessed value of real
estate at this time would put many school districts over both debt and
tax limits and leave a large share of the decreased revenue committed
to the payment of existingronded debt.

Capital outlay and interest in 1957-58 were estimated at approxi-
mately 25.9 percent of current school revenues as compared with 6.5
percent in 1946. A decrease in revenues at this time would necessarily
result in curtailing the educational program of some schools in order
to meet fixed obligations for the payment of principal and interest on
debt unless help will be forthcoming from other sources. The school
debt outstanding at the end of the school year 1946 was 66 percent of
annual current school district revenue as compared with 93 percent in
1956.

Sources of State school funds are larly ales and gross receipts
taxes and corporate and personal income taxes. Sales-tax receipts im-
mediately reflect increases or decreases in the volume of purchases.
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In 1956, according to the Tax Foundation general and selected sales

and r~ eceits axesconribued ver percent of the total tax

collections in 16Stan and over 0O. percent in 8_ State. i n195the
sales and gross receipts taxes contn ted 57.8 percent of total State

tax collectons. The current recession has already resulted in decreased
income- and ales-tax collections, notably in Michran, Delaware, and

the District of Columbia. According to Busines" Wee of February

16 1958, D!Aware, is having to resort to short-term borrowing, and
Michigan has been forced to hold up payments to school districts.

Acco I to report in the Washhnm "Post and Times Herald of

Thursday April 10, 1958, the District of Columbia finance officer

reported tat the sales-tax collections for 1967 were off about 8 percent
'The resources of school districts, even with State funds, have been

under strain for the past decade to meet costs of increased enrollments;

to kee with an adequate supply of teachers and classrooms; and to

expand program to meet the advanced educational needs of the

economy. For continued economic growth we must increase our public

educational effort. With the existing system of public-school finance,

it will be impossible for us to maintain our present educational stand-

arcs (let alone improve them), should the recession move deeply into

our economy. o
Cordially yourA I
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NAToALAssociox oF MANuFACruooEts,
Now York, N. Y. April 17, 198.

Hon. Hmmy F. Baw
Senate Ojfice Building,

Wahingto, D. C.
Dza SVAToa BYn): We appreciated the opportunity to give our

answers to the questions you raised in connection with t investipga-
tion of the financial condition of the United StateL I understand
copies of our answers have been filed with your committee. I hope
they will prove of assistance to you and to the members of your
committee.

We have been greatly interested in the progress of your study.
Once again you have provided constructive leadership, as you have
done on so many previous occasions to the benefit of all of us. I
can assure you that Tour efforts and activities are greatly appreciated
and recognized as being in the public interest.

Sincerely yours, MILToN C. LIOTIr.

PLIS or THz NATIONAL AssoATIoN or MiANU cTuRns ToQu-
TIONS SUB ITT BY SENATOR IARRY F. BYRD, ON BELIAz OF THM
SENATE COXMr ON FINANCE

Question 1. Give a definition in your own words of inflation and
deflation.

Answer. Inflation is an upward movement, which may be sudden
or gradual, of the general price level, separate from the advance of
individual prices produced by specific conditions of demand and sup-
ply. Basically, the cause is an increase of the money supply (times
turnover) disproportionate to tha volume of available goods and
services. This increase of the money supply may occur before the
price rise-as in the case of deficit financing; or it may occur after the
rise and with a view to validating it--as in the case of wage and cost
increases at rates faster than the growth of national productivity.

Deflation is a downward movement, which may be abrupt or
gradual, of the general price level, separate from the decline of indi-
vidual prices produced by specific conditions of demand and supply.
Basically, the cause is a relative deficiency of money supply. This
deficiency may result from a loss of money supply-as in the bank
failures of 1930-33; or. from a failure to keep the money supply in-
creasing in step with the expanding output of goods and services.

As used here, the term "money supply" includes currency outside
banks, and demand deposits of business and individuals. The total
leverage of money on prices involves also the velocity of circulation
of demand bank deoits.

Question 2. Expain how you believe the economy of the United
States can best avoid either inflation or deflation. If you think pres-
ent laws should be changed or new laws are required, then make spe-
cific suggestions.
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Answer. In the light of the definitions and explanations given
the answer to question 1, it would be self-evident that inflation and
deflation could best be avoided by maintaining general price level
stability. This involves regulation of the money supply so as to
finance the transactions of the people and the Iovernment as the
economy grows, without letting the total money supply increa.. or
decrease enough to cause ehlier inflation or deflation, respectively,
as indicated by general prices.

The authority to control the supply of money and credit is now
exercised by the Federal Reserve System, which was established in
1913. The System's control is not applied directly to the money
supply as suchi, but indirectly through its control over the capacity
of the member banks to create deposit credits by making loans and
investments. The key point of this control is the legal reserve which
member banks are required to hold against their demand depot
liabilities. When an inflationary trend is evident, the Federal Re-
serve Board can restrain credit expansion by putting pressure on bank
reserves, and when a deflationary trend is evident, credit expansion
can be encouraged by easing off on the reserve restrictions. Federal
Reserve policies of credit restraint are more likely to be effective in
curbing inflation than those of credit ease in resisting deflation. The
reason is that the demand for credit continues during an inflationary
trend despite the restraint, but, if a deflationary trend prevails, the
slackening demand for credit may not be effectively revived at once
by easier credit terms The shift from restraint to ease requires more
sensitive perception and greater accuracy of timing than the shift
from ease to restraint.

If there were complete flexibility within the economy, the monetary
and credit control vested in the Federal Reserve System would be
reasonably effective in resisting inflation. But strongly inflationary
conditions have been allowed to develop which are beyond control
through monetary measures. These conditions are built-in commit-
ments to inflation in fields other than that of money and credit. Ex-
amples are: Policies and practices of labor unions which enable them
to obtain wage increases at a rate faster than the growth of national
productivity, farm and mining price supports, Federal credit pro-
grams, large Federal budgets with their risk of inflationary deficits,
a tax system which gives the advantage to borrowing (as against
equity financing) for meeting the financial needs of business, and
so on.

The Federal Reserve Board is powerless to deal with these situa-
tions. Price rises brought about by these commitments to inflation
cannot be reversed by any application of money or credit policy. If
the Board were to attempt to restrain the upward push on prices
resulting from these causes by reducing the money supply and re-
stricting the availability of credit, the eventual result would be a
decline in business volume and a reduction in employment.

This is precisely what happened last autumn. the Board shifted
from credit restraint to ease in the fourth quarter of 1957, not because
the danger of inflation was past (prices are still going up), but be-
cause the policy of restraint was operating to cuitail activity rather
than to lower prices.

With respect to legislation. the emphasis should be against an y
laws or amendments that would impair the Federal Reserve System s
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powers as the monetary control authority or interfere with the efficientdi'sclrge of its. responsibility in this area. The steps that must be
taken to restrain an inflationary impulse may often .ome under
public attack and the System may possibly be blamed for a recession
which, for the reasons noted above, was beyond its power to prevent.

The built-in commitments to inflation comprise an area in which
statesmanlike action would render the System's task of inflation
control easier and more effective. A legislative program for dealingwith the more important of these commitments is suggested in the
answer to question 17.Question 3. Comment, generally, on the monetary-control policies
of the Federal Reserve System as exercised within the foflowingyears: 1942 to 1957. (You may wish to divide the period into 2
parts, 1942-50, prior to the accord, and 1951-57.)

Answer. In this answer the period is divided into two parts;
namely before and after tile accord. For reasons that will appear
later, the year 1947 marks a significant division point in the first
part.

The keynote of Federal Reserve monetary-conti ol policy for World
War II financing is in the following statement in the Board's annual
report for 1941:

"The System is prepared to use its powers to assure that an amplesupply of funds is available at all times for finaaicing the war effortand to exert its influence toward maintaining conditions in the United
States Government securities market that are satisfactory from thestandpoint of the Government's requirements.

"Continuing. the policy which was announced following the out-break of war in Europe, the Federal Reserve banks stand ready toadvance funds on United States securities at par to all banks."
Early in the war, the Federal Reserve Board found itself wrestlingwith a series of conflicting and wholly contradictory policy objectives.

These were:
(1) To make available at all times an ample supplyof funds

for war financing.
(2) To cooperate with the Treasury in maintaining prices

and yields on Government securities close to the existing level
for the duration of the war. The interest-rate pattern agreed onin 1942 was a range from three-eights percent on Treasury bills
to 2% percent on long-term bonds.

(3) To supply the banks with adequate reserves to enable
them to purchase such amounts of Government securities as
the banks were called upon to take.

In opposition to these objectives, which were definitely inflationa4y,
the Federal Reserve authorities and the Treastuy attempted a losingfight against inflation. The Board expressed this as follows:

"To resist inflation by joining with the Treasur in uordtnated
efforts toward the objective to Terive the largest possible amount offunds from current income and savings and to depend on the banks
as little as possible."

From the long-run standpoint as well as that of immediate warcosts, inflation control was the most important objective, but this wasthe weakest part of theprogram. Despite the introduction of con.sumer-credit control under regulation I resort to consumer-goods
rationing, r qterials allocation, renegotiation, and excess-profits tax,

in
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the successive annual reports of the Federal Reserve Board noted
that inflationary pressures continued to increase. The rigid low-level
pattern of interest rates, a policy dictated by the supposed political
need to hold down interest cost on the debt, was less successful in
drawing on private income and savings than a different interest policy
might have been, and the banks continued to acquire ever larger
amounts of war-debt paper. At a time when the Federal Reserve
Board should have been absorbing excess credit and purchasing power
by open-market sales, they were obliged, on the contrary, to increase
bank reserves by open-market purchases so that the banks could buy
more debt paper. In April 1943, on the Board's recommendation,
Congress provided that no reserves be required against United States
depoits raising out of war loans.

e act of June 12? 1945, reduced the minimum Federal Reserve
bank gold reserve against notes and deposits to 25 percent, instead of
the requirement of 40 percent for notes and 85 percent for depmits
which had prevailed from the beginning. This act extended indef-
initely the authority to use Government obligations as collateral se-
curity for Federal Reserve notes, and it terminated the authority to
issue Federal Reserve banknotes. It -ilso terminated the authority of
the President and the Secretary of the Treasury, under the Thomas
amendment of May 12,19338, to inflate the currency by issuing United
States notes.

The broad outlines of this part of the story are clear, without fur-
ther details. In substance the Treasury was the chief architect of
war-finance policy, and the Federal Reserve System had the secondary
role of assistant. There is no evidence in the Board's annual reports
of serious disagreement with, or resistance to, Treasury aims and in-
tentions. Even while clearly realizing the dangers of inflation, the
Board was not able to employ its monetary and credit controls to
curb the trend.

After the war, there appeared the first intimations of the Board's
desire to regain its independence and a release from Treasury dom-
ination. In its report for 1946, it noted that postwar monetary policy
would need to be closely related to public-debt management, and
listed the following problems:I1) An overly large money supply.

()A vast public debt.
8) Extensive holdings of debt in the banking system.
4) The existing structure of interest rates.

The 1946 report declared that the Federal Reserve System would
need to regain control over the volume of credit and to exercise some
measure of flexibility in credit policy. But its thinking did not yet
go all the way, for the objective just stated was followed by the quali-
fication-"while maintaining the low cost of debt service and continued
stability in the Government securities market."

In1947, the Board was still trying to find a way to control infla.
tionary credit expansion without abandoning support of the Govern-
ment securities market. Since these horses were galloping in different
directions, riding both of them at the same time was, indeCd, a difficult
feat. Finally, .m July 1947, the first important step was taken by
discontinuing the buying rate on Treasury bills. Thereafter, the
rates on bills and certificates of indebtedness rose. Through 1948, the
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Board sought to cope with mounting inflationary pressures by accept-
ing cash.for maturing securities, i'c reasing bank-reserve requirement,
reimposing consumer-credit regulation, and raising the margin rate
for loans made to buy or carry securities.

With the downward trend in business activity, employment, andprices that appeared early in 1949, the Board's emphasis in credit pol-
icy shifted from restraint to ease. Successive reductions in reserve
requirements were made during the year. In June of that year, the
Open Market Committee announced:

"It will be the policy of the Committee to direct sales, purchases,
and exchanges of Government securities with primary regard to thegeneral business and credit situation. * * * Under present condi-
tions, the maintenance of a relatively fixed pattern of rates has the
undesirable effect of absorbing reserves from the market at a time
when the availability of credit should be increased.

After this statement, the Board stopped the practice of making
Government bonds available on demand, to avoid absorbing funds
from private borrowers.

Toward the end of 1949, the signs of economic improvement led to
modification of the policy of credit ease. The restrictive policy carried
through the first half of 1950. Then the Korean war broke out, and
the inflation threat increased, but the Board and the Open Market
Committee announced that they were prepared to use all means at
their command to restrain further expansion of bank credit consistent
with the policy of maintaining orderly conditions in the Government
securities market. Accordingly, credit requirements were progres-
sively tightened-rediscount rates were raised, and the Open Market
Committee conducted its operations so as to make it less attractive for
banks to sell short terms to make loans and investments. But the old
dilemma persisted. The credit-restrictive measures were offset by
purchases of securities, mainly to assure successful refunding of ma-
tured or called securities and, to some extent, to maintain a stable
market for long-term bonds.

Here is an example of a dilemma which is likely to recur in the fu-
ture. When large refunding must be made in a boom period, mone-
tary ease is damaging for the economy but essential for successful
refunding. This assumes, of course, that bank support will always
be necessary in refunding operations. Such will be the case unless the
refunding terms are sufficiently attractive to nonbank investors. But
this raises a point dealt with in the answer to question 5 namely,
Treasury diversion of funds from the private, long-term market. The
politically inspired idea of saving on interest charges has cost the peo-
ple many tines more than the interest in inflation. This will continue,
and the refusal to make income-tax rate adjustments whereby savings
can be increased will agravate the condition still further.

The showdown on Treasury and Federal Reserve policies came
early in 1951. Commenting on the impasse in its report for 1951,
the Board said that it had become increasingly clear that anti-inflationary credit and monetary measures could not be made effec-
tive-in fact, that credit and monetary developments would be infla-
tionary--as long as Government securities were given a "money quali-
ty." by support of their price. Market support was not immediately
withdrawn after the accord. Limited puca of long terms were
made on a scaledown of prices, and, pendi refunding of short terms,
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it was agreed to stop open-market buying and let the rate gravitate
around the market rate.

During 1952, the Federal Reserve objective was to encourage an
incread volume of current saving to meet the credit demand and
to restrict bank credit and monetary expansion to meet the growth
needs of the economy. The pace of credit expansion was restrained by
making it necessary for banks to borrow in order to get reserves.
Thus, rediscount operations again became an effective instrument.

In the annual report for 1953, the Board defined its concept of a
free, more self-reliant financial market as one in which the allocation
of available funds among various uses is effected through competition
in the market. In such a market, open market operations would be
solely to influence the volume of bank reserves to promote economic
stability and growth, and the Federal Reserve would seek to make its
action as broad, general, and impersonal as possible. It would neither
establish prices for particular classes of securities directly, nor set up
or maintain particular relationships in rate levels such as might
impair the efficiency of the market in its allocative function.

This is an excellent description of a free-money market and the
central bank's relation to it. The principal obstacle to attainment of
the standard set forth in the foregoing paraphrase of that description
is likely to be the exigencies of Federal financing and debt manage-
ment.

To minimize the impact of open-market operations, the following
changes were made in 1953:

(1 Short-terms were emphasized
(2) Operations were limited to provision or absorption of reserves,

except in correction of a disorderly market
(3) Operating techniques were changed during refundings, by dis-

continuance of buying "rights," "when issued" securities, and com-
parable outstanding securities.

The manner in which the Board's directives to the Open Market
Committee were adjusted to the changing economic situation during
1953 is shown by the following:

March 1953: Transactions to be with a view to "exercising
restraint upon inflationary developments."

June 1953: Transactions "to avoid deflationary tendencies
without encouraging a renewal of inflationary developments."

September 1953: Transactions to be with a view "to avoiding
deflationary tendencies."

December 1953: Transactions to "promote growth and stabil-
ity in the economy by actively maintaining a condition of ease in
the money market."

It would appear from this outline of the shift from inflation re-
straint to active ease the Board was correctly interpreting the signs
which were pointing to the recession of 1954. There has-been criti-
cism that the Board was not sufficiently alert in moving from one
course to the other, but these have been based on hindsight, and it is
doubtful if the critics could have done better when the right policy
was still uncharted.

The "condition of ease" policy was followed through most of 1954
by reducing the rediscount rate, lowering reserve requirements, and
open-market operations to increase reserves. In the autumn of 1954
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the credit policy was reversed and by December the banks were again
borrowing to obtain reserves. The shift from ease to moderate re-
straint was continued into 1955. During that year the Federal Re-
serve policy was a combination of increasing credit restraint and
open-market operations, including repurchase agreements, designed
to moderate the impact of seasonal factors on the money market.
The rediscount rate was advanced to 21/ percent by mid-September.

A similar policy of alternation between increased credit restraint
and action to increase bank reserves was followed in 1956. For ex-
ample, in January the System reduced holdings of Government se-
curties by more than $1.4 billion, to offset seasonal return flow of
currency and reduction in reserve needs. In February and March
small amounts of securities were bought at times to meet changing
reserve needs and avoid an increasmg degree of credit restraint in
view of the growing tone of uncertainty as to economic prospects. In
April and May discount rates were advanced and some $350 million
of securities were sold because of indications of broad increase in
spending and growing demands for credit. Member bank borrow-
ings rose to more than $1 billion, a further indication of the rising
demand for credit. From late May to early August, System holdings
of securities rose to meet currency needs of the vacation season and to
cover added demands for reserves around tax settlement and midyear
settlement period& From August to No-uember discount rates were
advanced to 3 percent, in conformity with the rise in market rates. At
the same time System holdings of securities increased by nearly $1
billion. Even so, member bank borrowings averaged $900 million in
August and between $700 and $800 million in other months. System
holdings increased still more in December.

This short summary of Federal Reserve policy and action during1956 is an application of orthodox theory to the condition of strong
economic advance. According to this theory, the credit supply should
continue to be adequate for necessary business needs but it should cost
more. The Federal Reserve Board contends that the successive in-
creases in the rediscount rate were made to keep that rate abreast of
the market rate, which was rising because of thie strong demand for
credit accommodation. The motive was to impose restraint on the
growing inflation while still keeping the money supply adequate to do
the necessary money work. The Board is aware, of course, that the
available lending capacity of the banks is determined by their re-
serve position and that the volume of bank reserves, in turn, can be
determined by the open-market policy. In recent years the Board
has designed the open market operations so as to involve a consid-
erable amount of member bank borrowing, a condition which is neces-
sary if the rediscount rate is to be an effective instrument of credit
control.

A policy of restraint was followed through the first three quarters
of 1957. The System sold $1.8 billion of securities between January
and June to offset the effect of seasonal factors and the sale of $600
million of gold to the Treasury by the International Monetary Fund.
In consequence, member bank borrowings rose from $400 million in
January to $1 billion in June. In August 1957 discount rates were
raised to 3% percent. In the fourth quarter the business trend had
reversed and the System net purchases of securities were $680 million.
Other steps to ease credit were the reduction of the discount rate to

409



4 FINANCIAL CONDiIO0N OF THE UNITED ffraTM

8 pecet in November, and to 2% percent in January 1958. Reserverequments were reduced by one-half of I ecn for all classes of
baksi February 1958 and by another one-af of 1 percent in March.

In retrospect, a question might be raised as to the accuracy of the
Federal R~eserve Board's timing for the transition from restraint to
ease. To be effective, credit ease must be introduced while there is
still a suIttantial demand for credit to be stimulated. If this de-
mand is already tapein off for other reasons, easier credit terms
may be slow in revers'rng that trend. This question is easier asked than
a nswered, for it would have been difficult in August 1957, in face of
the evidences of continued inflation, to be absolutely certain that pro-
longed recession was about to begin.

_Question 4. Beginning in August 1956 there was an increase in the
Consumer Price Index each month through September 1957 thereby
causing a decline in the value of the dollar. What factors contrib-
uted most to this decline in the value of the dollar?

answer. In terms of the 1947-49 base, the index of all consumer
prices was 116.8 in August 1956 and 121.1 in September 1957. This
was a decline in the purchasing power of the dollar from 85.6 cents
mnAugust 1956, to 82.5 cents in September 1957."

It should be noted that the shift of the index to the 194749 base
instead of the old 1939 base conceals the earlier serious loss in dollar
purchasing power which took p lace during and after World War HI
and deprived it of nearly half of the purchasing power it had in
1939. Onthe 1939 base, the purchasing power of-the dollar in No-
vember 1957 was 48.5 cents.

The 13 months from Augus 1956 through September 1957 is a
rather limited period, with a restricted price range, within which to
pinpoint causal influences. However, we know that during this pe-
riodi the_ Federal .budget was approximately balanced and the money
and credit situation was restrained. The postwar gap between pro-
duction and .money supply had finally closed. Consequently the full
force of continuous wage increases came to the forefront of the infla-
tionary scene Wage increases in excess of productivity gains during
tis period became the new force for ifation an( drove prices
upwardly.

The index measures the effect of p rice changes on the cost of goods
and services in the family market basket. The quantities and qual-
ities of goods and services are assumed to remain the same2 and the
changes mn cost are the result of price change. Some 300 items are
.'ncluiled in the index2 more than half of which are food and apparel
items .The relative importance of the different categories is deter-
mined by a weighting system based on the spending habits of the
consumer groups for which the index is primarily designed, namely,
city wage-earner and clerical-worker families. The largest weights
are assigned to food (28.7 percent), shelter, other than rent (12.4 per-
cent), transportation (11.2 percent), and apparel (9 percent). The
prices of the individual items in the market basket are continually
moving up or down in response to the changing balance of demand
and cost influences. The overall index is a composite of these sep-
arate p rice movements. It would have been higher by September
1957 than it was except for the relatively small advance of the in-
dexes for food (3.9 percentage points), apparel (1.8 percentage
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points), and rent (2.5 percentage ints). On the other hand, trans-portation cost rose by 7.4 points, medical care by 5.7 points, reading
and recreation by 5.4 points, and services other than rent by 6 points.
Except for the low weighting assigned to all of these categories, otherthan transportation, the overall index would have been still higher
in September 1957 than it actually was in that month.
Demand

An indication of the relative strength of demand for particular
classes of goods or services during the period in question is provided
by the changes of the indexes for the major components of the market
basket as shown above. However, the prices of individual items arealso affected by such matters as cost, shortage or excess of supply,
shifting preference of consumers, and so on.

The vigor of demand is determined by the available means of pay-ment plus a willingness to spend. There was a strong increase of
consumer spending outing the period under review.

In the third quarter o 1956, which includes the month of August,
the total consumer spending was at an annual rate of $268.6 billion.
In the third quarter of 1957 which includes the month of September,
the annual rate was $283.6 billion.

Thus the annual rate increased by $15 billion over a year which
included the terminal months of the period in question. Personal
income rose from an annual rate of $328.1 billion in August 1956 toan annual rate of $347.2 billion in September 1957. LaIor income,which is by far the largest component of personal income, advanced
from an annual rate of $234.4 billion in August 1956 to an annual
rate of $249.5 billion in September 1957.

The increase of labor income represents an increase of productioncosts as well as an increase in demand potential. The following
changes occurred in average hourly earnings and average weekly
earnings during the period in question.

Manafac-BuldnDates All mann- turing . ondur. coutdna. fta
turning able goods tn tradegoods

(a) Avenge hourly earnings:
september 1957 ..................

(b)Avengeweekyearlny : .l 10 2.21 .88 2.7 LAugust 19M ....................... 85 9L68 7L 68 104 .1 61.78Septmb e1 1 . 7. -- U 8--.2 75.21 i11 14 6 01

Supply
The supply side can be indicated by the index of industrial produc-

tion. The overall index moved only from 143 in August 1956, to 144in September 1957. Total manufactures went up from 144 to 146;
the durable goods index went from 158 to 159, and the nondurable
index from 130 to 132. This included a relatively sharp increase of
chemicals and petroleum products from 167 to 174. The index ofoutput of consumer durables moved from 127 to 129. The index of
foods, beverages, and tobacco was unchanged at 113.

These meager data suffice to reveal that in the overalls total pro-
duction did not increase significantly during the period in question.
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When the drift of a whole series of price indexes is in one direc-
tion, in this case upward, attention should be given to the money
side of the price equation.
The money supply

As of August 1956, demand deposits excluding interbank and
United States Government deposits, were $106.1 billion, and cur-
rency outside banks was $27.5 billion. In September 1957 the corre-
sponding figures were bank deposits $106.2 billion and currency $27.7
billion. The net increase from beginning to end of the period in
question was $300 million. There were minor variations in the
monthly totals, the maximum being $108 billion of deposits and $28
billion of currency in July 1957. It will be recalled that the Federal
Reserve Board raised the rediscount rate to 3 percent in August
1957. Bank deposits fell by $1.8 billion from April to the end of
September 195f. However, they rose again by $3.4 billion at the
end of December.

Total purchasing power is made up of the money supply and the
velocity of circulation or turnover. Velocity is measurable only for
part of the bank deposits. The Federal Reserve Board compiles data
on velocity for New York City, 6 large centers, and 337 other centers.
The figures at the beginning and the end of the period in question
were:

velocity or turnover of demand bank
deposits

Date

New York 6 other 37other
City Centers Centers

. .......... 61.8 29.0 22.7
Sept 1957 ......... .-................................... M -L7 237

In all three of these series on velocity, there were monthly variations
up and down from August 1956 level. The series for New York City
includes a large volume of financial- transactions and this is true,
though in lesser degree, of the series of six other large centers. The
general trend across the country is best indicated by the velocity rate
in the 337 other centers. The net change of 1 point in this rate was an
increase of some 4.4 percent in the rate at which the demand deposits
included in the survey were turned over during the period.

Consumer credit outstanding rose from $39,898 million in August
1956 to $43,270 million in September 1957 a total increase of $3,392
million or a monthly average of $261 million. The actual monthly in-
crease was quite irreguar, however, ranging from $587 million in
December 1956 to a ecrease, or net repayment, of $80 million in
February 1957. Nevertheless there was a net increase of some $3.A
billion which represented strong demand and contributed to the total
,) consumer spending.
k7ummary

The evidence briefly reviewed in the above discussion may be sum-
marized thus:

First, there was no material increase in the rate of production ofgoods.

M
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Second, there was a strong and rising demand, as indicated by the
increase of consumer spending.

Third, there was a marked rise in personal incomes, and particularly
in labor incomes. This rise made the total effective demand possible,
but the reverse of the coin is that the increase of labor incomes also
meant an increase hi production costs.

Fourth, the net increase of spending by way of consumer credit
purchases added to the pressure of total demand on the available
supply of goods.

Fi.ft7, an increase of 4.4 percent in the velocity of bank deposit
circulation was equivalent to some increase in the money supply, but
the bank debits in the 337 centers, where this increase occurred, were
only about 40 percent of total debits to demand deposit accounts in
1957. An increase of velocity is a response by business and individuals
to a risingcost level when there is restraint on increase of the money
supply. But the steady rise of the Consumer Price Index was inter-
preted to mean that restraint was needed. Thus, the Federal Reserve
Board's dilemma was either to validate the increased costs resulting
from rising wages or run the risk of deflation becoming recession by
restricting the money supply.

Question 5. What effect does the management of the current public
debt have upon the national credit structure and the economy of the
United States?

Answer. Management of the public debt involves the following:
1. Retirement of debt when and as a surplus of revenues permits;
2. Refunding of maturing issues insofar as they cannot be retired,
3. Selection of the particular issues to be retired when redem tion

is possible, and determination of the terms of refunding-types ofnew
issues such as bills, certificates, notes or bonds* maturities; interest
rates; and special features such as provision oi a call date prior to
maturity, eligibility for bank investment, and others.
Major problem of debt management

The principal problem of public debt management, in its relation
to the national credit structure, is to handle the successive refundings
in such a way as to minimize the competition between the Treasury
and the private economy for the limited supply of funds available for
investment in debt paper. The supply of such funds in the hands of
nonbank investors is unduly and improperly restricted by the excessive
rates of income tax which now absorb so much of the private income
that would otherwise be saved and invested. The lack of rivate sav-
ing capacity and attitude has resulted in greater use of Se banks in

public debt financing and management, a policy which has been a
factor in the credit inflation that has plagued the country since World
War II.

The Treasury's dilemma may be stated thus: From the standpoint
of sound debt policy, it is desirable to fund a substantial part of the
debt into long-term maturities, first, in order to reduce the risks in-
volved if a new emergency should compel sudden, extensive refinanc-
ing of short-term and demand debt in addition to raising new money;
and second, to avoid the well-nigh continuous impact on the money
market of successive refinancings of short-term maturities. But a
sustained, vigorous Treasury campaign to refund maturing issues
into long-term maturities would tend to deplete the supply of long-
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term investment funds to the detriment of business and mortgage
financing. In the case of business, the income tax has been primarily
responsible for the preponderance of debt in business financing since
1945. For example, the increase of corporation debt from 1945
through 1956 has averaged $11 billion a year, as against $2 billion a
year in new capital stock issues.

With respect to the mortgage financing underwritten in any way
by the Federal Government, there is evidence that the restrictive pro-
visions which are a condition of Federal participation or support have
often hindered a free flow of funds into such investments.
Short-tem debt

It has often been urged by some that an ample supply of short-term
Federal debt is necessary to provide the banking system with a liquid
secondary reserve against their deposits. In this connection "li-
quidity" means sale for or convertibility into cash quickly and with-
out loss. In this theory, the Treasury bill is the most liquid form of
public debt paper. But this is true only for one holder or a small
number of holders If all of the banks were to present all of their
holdings of Treasury bills for redemption at one time, the Federal
Reserve banks would be obliged to provide the Treasury with a credit
sufficient to redeem the bills.

As a matter of fact, the present volume of securities maturing
within 1 year is far greater than would be needed for secondary bank
reserves. As of February 1958, the total public debt paper maturing
within 1 year was $82.7 billion, while the total of demand deposits,
excluding interbank and United States Government deposits, was
about $106 billion.
Legislative change-8

The test. of good debt management mentioned above, namely, to
minimize the competition between the Treasury and the private econ-
omy for the available funds, will be more easily met by introducing
changes in the tax laws whereby the supply of funds for long-term
investment would be increased.

Another policy which would enhance the favorable attitude of
investors toward long-term Federal securities would be firm assur-
ance that the Federal spending would be controlled and reduced, to
avoid, in future, the inflationary deficits that undermine the value of
long-term investments.

Given these conditions, the Treasury could safely and successfully
pursue a policy of gradual transfer of a larger proportion of the debt
into long-term paper. The policies indicated above would materially
contribute, also to the stability of the national credit structure.

Question 6. (a) Discuss in their relationship to one another and
acording to your judgment of their relative importance, the follow-
ing three objectives of economic policy in the United States:

1. Price stability.
2. Stability of production, demand and employment.
8. Economic growth in production demand and employment.

Answer. Rightly understood, the three objectives blend together
and strengthen each other. They cannot be properly and adequately
discussed as separate and mutually exclusive concepts. The ultimate
national need is, of course, economic growth. This growth will be
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most beneficial for all segments of the economy if it can proceed at
a steady pace, without the distortions produced by the extremes of
boom an drAson or depression. The most equtable distribution
of the fruits of economic growth among all of the people is likely
to be achieved if the general price level can be held on a fairly even
keel, that * without the excesses of either a marked rise or fall of
priceA

Such an objective as to price stability, if it could be achieved and
held, would promote stabNity of production, demand, and employ-
ment. That is, it would be as effective protection against boom and
depression as would be possible through the operation of monetarycontrols. It has long been recognized thatagood way to keep out of
a recession is to avoid the preceding inflation.

The national objectives stated in the question, and any Program for
their realization are likely to remain a Icounsel of perfection" as long
as there are retained in the national policy the built-in commitments
to inflation which now exist. Examples are the agricultural price
supports, the general tolerance of wage increases at a rate faster than
the increase in national productivity, Federal credit programs and
unreasonable restrictions on general freedom of trade. The pressure
on costs which these policies generate must in time be offset by injec-
tions of additional money into the economy in order to prevent unem-
ployment, and thus the inflationary thrust is given new impetus.

Question 6. (b) With respect to these three objectives, discuss and
appraise the significance of what vou consider to be the most important
trends since World War II-durng the most recent 2 or 3 years-and
especially in 1957.

Answer. The most important development relating to prices after
World War II was the marked inflationary uptrend. As indicatedby the Wholrale Price Index (1947-49 base) the general price level
rose by nearly 46 percent from 1946 to 1951. It leveled off thereafter
to 1956, with a range of only 4.7 percentage points between high and
low in this latter period. In 1956, however, there was a definite
impetus toward higher prices and this tendency carried over into
1957 but with diminished vgor. On the whole the wholesale price
level was well stabilized in i97 with a range of only 1.5 percentage
points between monthly high ana low.

Using the Consumer Price Index as the indicator (1947-49 base),the rise from 1946 to 1951 was 33 percent. In contrast to the be-
havior of the Wholesale Price Index after 1951, however the Con-sumer Price Index rose continuously thereafter through to 1957
except for a setback of 0.3 percent points in 1955. The monthl index
advanced steadily in 1957 from 118.2 in January to 121.1 in Septem-
ber and October then te 121.6 in November and December.

Prodwtion.--The Index of Industrial Production moved upward
after 1946 except for the 3 recession years, 1949, 1954, and 1957. The
advance was irregular, being greater in some years than others. The
decline through 1957 (10 percentage points) was more than in either
1949 (7 percentage points) or 1954 (9 percentage points).

Demnd.-The effect of the 1949 and 1954 recession on demand, asmeasured by personal consumption expenditures, was to slow down
the advance, but in no instance through 1957 was the spending trend
reversed. The proportion of consumer spending devoted to services
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moved up from 31.5 percent in 1946 to 87.6 percent in 1957. The
category of services includes the imputed rental value of owner-
occupied houses, and the spread of home ownership has contributed
to raising the housing component of the service category from 30.7
percent in 1946 to 32.7 percent in 1957.

Enplo.me.-From 1946 through 1957, on an annual basis, em-
ployment kept even with the growth of the civilian labor force.
Figures in thousands for the 2 years are:

1In thoumudsi

Year Civilian labor Employ- Unemploy.
force ment meat

N.. ............................................... .. 7 10O 0.28
--9-7 -----------------------------------------........ . 67, 9H 66272 2.06

* Not bomo ......................................... 10,444 10,022 4M

Within each year, however, there have been wide variations of both
the labor force and the number employed. These monthly changes
from high to low for the years 1956 and 1957 are worth noting. They
are shown below in thousands:

Net changes
Civilian Employ- Unem- Not Chang"

Mouth labor Mont ployment
force Labor Employ- Unem.

tor.- meant ployment

jnnary 19 ................. ,775 0284 &092.... .......................
ly 6 -- ...................... 0.480 , 354 & 3 +2.714 +3.770 +2

January 1067 .................. 6 821 0%578 3,244 -3.66 -3,776 +110
July 1,- 7 67,221 o3,07 +4.407 +4,6 -237
January f3.2...... . m 6%232 4,494 -13495 -4,M +1.

A peculiarity about these labor force totals for which no exlana-
tion appears,m. is the difference in the movement between high and
low in 1956 and 1957. From January 1956 to July 1956, the labor
force increased by 3,714,000, and from July 1956 to January 1957 it
declined by 3,668,000, leaving the labor force in January 1957 only
46,000 higher than it had been in January 1956. The seasonal in-
crease raised the labor force by 4,407,000 in July 1957, but the drop
in the labor force to January 1958 was less than the preeding rise
by some 911,000. It is to be expected that the labor force will grow
as the population expands. The point here is that the annual iicre-
ment picked up in the seasonal swings should be fairly uniform. A
net gain of 46,000 in 1 year followed by a net gain of 911,000 leaves
something unexplained.
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Further light is thrown on the employment trend by the age and
sex composition of the labor force. The figures for 1946 an 1957
are given herewith:

Employed Unemployed

Year 20-44 45 and over 2)-44 4and over
14-19 14-19

Makl Female Male Female Male Femal Male Female

194 ............... 4,680 21,170 9,870 13,280 4,380 290 1, 0 80 410 801967 ...........-- - - 72 + 11,247 17,246 7,804 674 W6 6006 2MN0 3........0 +1,377 +3,9 +8,421 +284 -356 +28 +196 +1U

As the years pass the members of the labor force move from one
age group to another. The most striking disclosure of these figures
is the relative increase of females aged 45 and older in the labor force.
And except for the male age group 20 to 44 which had a net decline
in unemployment from 1946, to 1957, fewer iemaleq aged 45 and older
lost their jobs over this period than any other category.

Eocnwmi growth.-The gross national product has more than
doubled since 1946, the figures being in current dollars, $209.2 billion
in 1946 and $433.9 billion in 1957. khis growth represents an annual
rate, compounded, of 6.9 percent. But tie current dollar figures are
materially distorted by inflation, and hence they suggest a greater
addition to the national economic strength an well-eing than is
actually the case. In terms of constant 1947 dollars, gross national
product has risen from $232.2 billion in 1946 to $334.7 billion in
1957, which is a growth rate, compounded, of 8.3 percent. When
stripped of the influence of inflation the rate of growth since 1946
was not equal to the historic rate since 1869, which, down to 1928,
was some 3.8 percent, compounded annually.

The year 1957 does not make a good showing in these comparisons.
The increase of gross national product in that year over 1946 was
almost 5 percent, but 4 percentage points were a result of inflation
and only 1 percentage point constituted increase in physical terms 1

Question 7. Give your opinion of the effect on our economy of cur-
rent Federal, State, and local government spending.

Answer. Government spending for goods and services--Federal,
State, and local-is a component of gross national product as a mat-
ter of statistical compilation, but this means that Government absorbs
certain dollar amounts in the annual total. The issue presented by
the question is whether such spending, in one amount rather than
another, is beneficial or harmful for the economy.

I Eonomie Report of the President, January 1958, p. 58.
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The first point in this connection is that the Government spending
doi not correlate at all times with the movement of gross national
product.: The relationship for certain years is given herewith:

[in bflon]

Govern. Govem.
Year ONP meant Year ONP ment

spending spending

19.. ............... 8104.4 .5 194 ...................... $257.3 $36.6
11.......7 ............ 76.3 9.2 1953 ....................... . 3.2 84.41940 ..... 100.6 14.1 1955 ...................... 391.7 77.4......... 211.4 96.5 1957.................. 433.9 SL6

These figures show that the amount of Government spending is not
always a positive factor in determining gross national product. When
that product is rising, an increase of Government spending swells the
dollar amount of the product; but in two instances, 194448, and
1953-55, gross national product continued to rise although Govern-
ment spending was reduced. And from 1929 to 1931, gross national
product fell although Government spending was increased.

The conclusion is that there are more powerful forces than Govern-
ment spending which determine the changes in gross national product
unless, as in World War II, the spending is on a scale so large as to
dominate the economy. When these forces are unimpeded, a decline
in Government spending will not hinder or prevent continued increase
of gross national product. On the other hand, it is more likely that
a reduction of Government spending, with a basic reform of the income-
tax-rate structure, would contribute materially to the release of the
growth forces on which the national economic advance depends.

A second point involves the assumption so frequently made that
Government spending always contributes to the general welfare. This
assumption is sharply contradicted by the record from 1944 to 1948,
when gross national product increased by $46 billion notwithstanding
a reduction by Government spending by $60 billion. Yet this assump-
tion continues to be made, and it is currently (March 1958) being
used to support legislative proposals for increased Government spend-
ing as a cure for the recession. The following passage from the Eco-
nomic Report of the President January 1958, should be considered
by believers in this assumption (p. 56):

"Because the provision of services by Government requires that
income be claimed that would otherwise be used privately the first of
these objectives (i. e., to make adequate provision for puic services)
means, in a broad sense, that the amount of income which is taken in
taxes, the sources from which taxes are drawn, and the way tax receipts
are spent, should be such as to maximize Government's contribution
to national welfare. Constant vigilance is needed to get the work
of Government done at the 16west cost consistent with the desired
level of performance * * * but vigilance is needed also to assure that
the income which Governownt tae in toes makes a greater contri-
bt Uon to well-iing when spent publicly than it would if ueed pri-
'vately." [Italic supplied.]

Government spending for essential public services, "at the lowest
cost consistent with the desired level of-performance," unquestionably
contributes to the national welfare. The key point in the above pas-
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sage is the warning against unlimited public spending which is con-veyed in the declaration that there must always be assurance thatGovernment can spend the people's money more wisely and more bene-
ficially than they can.

This test cannot, of course, be made with objective exactness becausef the .t range of individual bias for or against more Government.It is submitted, however, that the best result will be achieved by insist-ing that the range of Government activities and the amount of Gov-ermnent spending of tax revenues be materially restricted, rather thanby allowing Government a free hand in expanding its operations andunlimited access to the incomes of the people. The reason for thisconclusion is that, since well-being depends on economic growth, thegrowth forces in the economy will operate most vigorously and mostefficiently when they are impeded in the least degree possible by theburdensome exactness and controls of Government. Excessive anddiscriminatory taxation, which involve an arbitrary assumption thatGovernment can spend private income to better advantage than pri-vate persons can, is a most serious impediment to growth.
Government spending in excess of revenues necessarily involves bor-rowing. State governments are prevented by their respective consti-tutions from incurring debt without popular approval. State leis-lation usually limits and controls local borrowing. The principalmarket for State and local debt paper is provided by individual andinstitutional investors and comparatively little of it is sold to com-mercial banks in the first instance. Hence there is a minimum of infla-tionary effect from State and local borrowing.
On the other hand, large-scale Federal borrowing tends to be infla-tionary because a substantial part of any lar Federal debt issuein the past has ordinarily been taken by the banks, and the same pro-cedure would no doubt b followed again. Thus there would be intro-duced once more a strong inflationary trend, with its resultant inequi-

ties and further loss of value of the dollar.Deficit sp ndi and credit inflation cannot restore lasting rto retarded .growth forces. The most certain way of reinvigoratingthe economy is b y adopting a sensible program of tax rate reform withforward scheduling of rate reductions. Under such a program, re-sumed economic growth would ex pand the tax base more than enoughto offset the revenue effect of scheduled tax rate reductions. In the cir-cumstances now existing (March 1958) the initial effect might be adeficit, although this is by no means certain unless the speding isallowed to get entirely out of hand. Even so, a deficit resulting as thefirst impact of tax reduction along the lines proposed above is self-correcting because of the dynamic effect of the tax cut on economicgrowth. in contrast, deficits deliberately incurred in the hope ofstimulating the economy tend to become sa'f-perpetuating and hence,
self-defeati -

Question 8. Give your opinion as to the effect on our economy of cur-rent Federal State, and local taxation.
Answer. The latest available data for 1956, indicate that the totalload of Federal, State, and local taxation was then $121.2 billion. Thisexceeded one-third of the national income, which was $343.6 billion in1956 and $W58.5 billion in 1957. While no precise ratio of tax burdento national income can be proved to be the breaking point,, a load in

2 20-5--pt. 4-
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excess of one-third should be viewed with deep concern, for it is pos-
sible that, without our realizing it, this point has already been reached.
In fact, considering that the current recession is in large degree char-
acterized by psychological reactions, the issue becomes even more ger-
mane. Pessimnsm takes over from optimism in the business world
when the prospect of inadequate profit, or of no profit at all, looms
too prominently on the business horizon. Excessive taxation means
that the worker the entrepreneur, and the investor, are not allowed to
keep enough oi the income earned to maintain the incentives to do
more and get more.

State-and local tax systems differ widely in detail among the States,;
but they have in common certain general characteristic& They consi ,
mainly of property:taes, sales taxes, business and individual income'
taes, inheritance and gift taxes, and selected excises on beverage&
tobacco, gasline, and motor vehicles. The relative proportion of total
revenues derived from the several major sources of revenue varies
greatly, but in each State the particular local arrangement appears to
have the approval of the citizens. Improvements could no doubt be
made here and there, and, as experience has shown, such action has
been and will be taken when the local demand for it becomes strong
enough. The Commission on Intergovernmental Relations suggested
that the States could be more alert to discover and utilize more revenue
sources within their own borders, but no specific examples were
offered. Any necessary or desirable reforms of State and local taxa-
tion are matters of local concern, beyond the purview or authi-ity of
Federal agencies.

On the contrary, the Federal revenue system is very much a respon-
sibility of the Congress and the executive branch. Being nationwide
in scope, the bad features of the Federal tax system blanket the whole
country and hence they are magnified accordingly.

The most damaging part of the Federal tax system is the excessive
rates of the income taxes. In the budget for fiscal year 1959 these
taxes are estimated to produce $58.9 billion, or 79.1 percent of net bud-
got receipts. This extreme proportion is a result of the rate structure
which has built up over the years and which has been retained virt-
ually intact in peace us in war. It is appropriate to levy heavy taxes
during war emergencies, which require intense effort from all through
the periods of active hostilities. But the restrictions of wartime can-
not and should not be retained beyond the war period. This has been
recognized in the removal of rationing and other controls over the
people, and also in the repeal of excess profits taxes. It has not been
recognized in the case of the income tax rates, which still stand as a
monument to the oppressive burdens of the war period.

If the economy is allowed to realize its possibilities of maximum
growth, there would be no case for excessive tax rates in order to sup-
port the necessary public expenditures. The growth that would be
promoted under a moderate tax rate structure would lighten the tax
burden on individuals and businesses even if this could not be done
by a substantial reduction of Government spending.

No justification can be found either for retention of excessive in-
come tax rates on the ground that we are in a cold war. This kind of
war can go on for a generation or more, and the fundamental requisite
for victory in it is the development of a strong, growing economy.
The major handicap to growth is the income tax rate structure.
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It is no answer to reply that the country has grown under the pres-ent tax rates. When the effects of inflation are removed it is foundthat our growth since 1946, as indicated by gross national product, hasbeen only about 3.3 percent compounded annually. In view of therate at which the Soviet Union is growing, we may well lose the racefor economic supremacy unless we can do much better than 3.3 per-cent. And when the economic race is lost there is little chance of vic-

tory in a military contest.
The principal counts in the indictment that can be brought against

excessive rates of income taxation are:
1. Th ey are a serious impediment to economic growth, because:

(a) They lessen the incentives to produce;
(b) They impair the capacity to save and the willingness to*"s!.e and invest, thereby slowing p the rate of capital formation,

which is the indispensable economic condition for growth;
(o) They distort business decisions by compelling undue atten-tion to the tax consequences of these decisions;
(d) They divert the time and energy of business executives

from management problems to tax problems;
(e) They impair taxpayer mora e.2. Excessive rates of income tax negate the operation of the freemarket as the ultimate determinator of rewards for economic effort.The more industrious, energetic, and capable the individual, the

greater the tax penalty.
3. They promote centralizition of governmental functiofis at theFederal leve! by affording a monopoly of taxable resources whichleads to the vicious circle of Federal fiscal supremacy and State de-

pendency.
4. The pessimism which excessive tax rates normally engenders isaccentuated under recession conditions. In any close balancing ofbusiness and economic factors, the impact of excessive tax rates maywell be a deciding factor in the direction of an economic downturn.
A dangerous consequence of the steep progressive rates of Federalestate tax should be noted. It is common knowledge that many largeestates have been put into tax exempt trusts or foundations in order toavoid this tax. Insofar as trusteeship may, now or later, involve aninfluence on the management of the properties of businesses repre-sented by the securities placed in trust, it will be in the direction ofcautious, conservative poliems The danger is that dynamic, imagina-tive, courageous leadership of industry may be stifled by the cautionand conservatism that are normal attributes of trusteeship. -The lawof mortliain has long since been abolished, but here is the posibilityof a new kind of "dead hand" control that could be fatal to economic

advance.
NAM has long advocated return of the estate and gift taxes to theState. Were this done, it is less likely that the trend toward lodgingestates in foundations would be as strong as it now is, because therates of transfer tax would be lower at the State level. The vitalityofl ercan enterprise requires that the control of enterprise be wit

the living, not with the dead.
Question 9. Will you distinguish between fiscal policy (embracingexpenditures, taxes, and debt) and monetary and credit policy, andthen relate, them, one to the other. Please discuss these policies stat-
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ing how they may be used to restrain inflationary trends and other-
wise aid in preservig a stable economy.

Answer. The distinction is already indicated by the parenthetical
insert. Fiscal policy includes the measures taken to provide public
revenues, to pay the expenses of the Government, and to supplement,
where necessary, the current tax and other revenues by borrowin
additional funds Monetary and credit policy includes operation and
management of the banking system in providing the necessary money
supply through bank loans and investments, and the overall regula-
tion of this supply by the Federal Reserve Board.

There are various links between the two policies and the agencies
whereby they are implemented. The Federal Reserve banks act as
fiscal agents of the Governmet. They cooperate closely with the
Treasury in the management of the public debt. The banks serve as
depositaries of funds obtained through taxation or borrowing until
these are drawn upon for Government use. The Federal Reserve
Bank of New York acts as the Treasury's representative in foreign
transactions. An important link is the service rendered by the banks
when deficits must be financed by the issue of new debt paper. At
this pint fiscal policy reaches over into monetary and credit policy
in order to secure the additional funds needed to cover the publicspending-

But the two policies serve different ends and should not be re-
garded as interchangeable, nor as substitutes one for the other. Under
a sound fiscal policy Government spending would be sufficiently con-
trolled and restricted to avoid imposition of a crushing tax burden;
the tax system would be so organized as to provide the necessary pub-
lic revenues without the levy of excessive or discriminatory taxes;
and by keeping the budget balanced, resort to inflationary deficit fi-
nancing would-be unnecessary.

The management of monetary and credit policy would make its
contribution to the overall goal by providing, through the banking
system, enough money to do the necessary money work and by pre-
venting the money supply from becoming so abundant as to impair
its value.

The two policies may, on occasion, operate at cross purposes. For
example, it is conceivable that at a time when sound monetary and
credit policy indicated restraint on the creation of more new money
through credit expansion, the budget would be unbalanced and thus
render deficit financing necessary, thereby increasing the volume of
credit. Or, in a period when credit restriction was necessary, Gov-
ernment loan programs could be setting easier interest and other
terms for Government lending.

In order to "restrain inflationary trends and otherwise aid in pre-
serving a stable economy," the besi results will be obtained when the
two policies keep to their respective grooves. It is often said that
fiscal policies can curb a boom by main.tainmg high tax rates and ac-
cumulating a budget surplus Th it is believed, will reduce the
total money purchasing power in the economy and thereby prevent
further ris of prices.

If the surplus is held in the Treasury as idle cash, there will be a
reduction of the money supply to that extent. For various reasons,
however, it is unlikely that the Treasury's cash balance would be al-
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lowed to accumulate and remain at a high level. It is far more likelythat the surplus would be put to use, and if this i done there is a pos-
sibility that the money will be returned to the spending stream. Suchobviously, would be the case if Government spending were maintained
at a high level. The most popular use of a surplus is to redeem some
of the public debt.

If the debt paper selected for redemption is held by nonbankinvestors, the result is a transfer of funds from taxpayers to bond-holders. Totalspendi~.g power in the economy is not reduced, andthne heavy taxation levied to curb the boom will have been in vain.If the debt to be redeemed is held by the commercial banks, the neteffect would be to improve the overall reserve position of these banks.That is, there would be a net decline of privately owned demanddeposits in the amount of the taxes paid, and the Treasury checks tothe banks in exchange for securities would be cleared ino the memberbank reserve accounts, thereby increasing the ratio of reserves todeposits. But the member banks would then be in position to increasetheir loans and they would be inclined to do so where possible in orderto replace the earn asset lost through the redemption. Since loandemand is likely to active in a boom period, there would tend tobe an increase of bank credit to offset the previous decline of taxpayerdeposits and so, again, there would be no decrease of purchasing powerm the economy a a result of the high tax rates. Fiscal policy alonewouldbe mefective. It could only be made effective if the FederalReserve Board were to mop up the excess reserves created through debtredemption by selling in the open market, or by changing reserve
requirements.

finally, if the debt redeemed were that held by the Federal Reservebanks, there would be a reduction of the overall money supply but,as in the case of the commercial banks, the Reserve banks would havelarger balances and they could transfer funds back into the economybyopen market purchases. Such action would be unlikely for itwould be counter to the kind of monetary and credit restraint policythat would be proper under boom conditions.
These details are spelled out to show that the reliance on fiscalolicy to curb a boom by levying high taxes and redeeming debt willineffective unless great care and judgment are used in the appli-cation of the budget surplus And even so, it would be necessary torely, under some cirumstances, on monetary and credit policy to makethe effort at control through fiscal li y full effective. The fact isthat the restraint in a boom period at is sought by advocates of fiscalpolicy can be imposed. more effectively through monetary policy.The general viewpot with regard to fiscal policy intended to beexpressed in this rePlI is that it should not be thought of, or used,as a means of controllmg the economy. The proper use and functionof taxation Is to provide revenues to pa the cost of the necessarypublic services. The manipulation of either taxing or spending forhe p of regTuating or controlling or directing the economy willcertaninvolve trouble for everyone sooner orlater, Taxing in

excess of the cost of necessary public services involves a presumptionthat Government can use the additional income to better advantagethan the people can, but this presumption is far easier to assert thanto prove. There are times when it would be proper to retire some of
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the debt, but this proper purpose should not be confused with the levy
of excessive taxation at any time as a means of influencing the course
of economic affairs. There are other times when it may le necessary
to increase the debt because of a gap between the cost of necessary serv-
ices and available revenues. In such cases the debt increase should
be held to the minimum required by a prudent budget situation. A
Pandora's box of financial woes is opened whenever deficits are de-
liberately enlarged by spending projects and new debt is irresponsibly
created under recession conditions.

It should be noted that in the doctrine of compensatory budget
balance the real purpose of debt reduction out of the surpluses of
prosperous periods is not to eliminate debt principal and interest cost
once for all but to clear the way for another large increase of debt
in the next depression.

Insofar as the variations from stability in the economy are caused
by money and credit factors, or are susceptible of being influenced
by these factors, the best means of restraint or stimulus are to be
found in nponetary and credit policy. The characteristics of an "in-
flationary trend" are expanding bank credit and money supply, and
rising prices. The diffusion of cost increases throughout the econ-
omy, whether caused by higher labor costs, material shortages, or
other influences, means an increase of prices which tends to reinforce
the demand for a larger money supply. Applying the brakes on
money supply through Federal Reserve policies is essentially a mech-
anism for limiting the amount of credit which the banks can extend to
their customers, and increasing the cost of such accommodation. The
built-in commitments to inflation referred to in the answer to part (a)
of question 6 are not affected by this kind of credit restriction and the
squeeze comes first on the producers who are unable to finance their
hi her costs under the credit restrictions.

This is not to say that credit restriction should not be utilized in
a boom period. On the contrary it should, and the responsible au-
thorities of the Federal Reserve System should be free to handle this
problem according to the best information and judgment that can
be marshaled for the task. The point to be made here is that while
the Nation continues to tolerate other policies which are, in effect, an
irresistible force for inflation, the result of credit restriction will
be a serious impact on producers. Credit restriction means a refusal
to underwrite the forces making for inflation. The blame for the
recession which is likely to follow does not lie with this refusal, but
with the policies which contributed to make it ineffective as to prices
and damaging to theproductive forces

Question 10. (a) Comment generally on the adequacy or inadequacy
of the United States monetary system. (For the purpose of this
question consider that the monetary system includes bank deposits
and bank credits). Also please furnish your ideas for the correction
of any inadequacies that you feel now exist in our monetary system.

Answer. The term "adequacy" is interpreted here to mean the
capacity of the monetary system to provide the economy with a
money supply sufficient to do the necessary money work, with con-
trols competent to prevent an excessive money :supply from impairing
its value.

From the standpoint of this definition, it is believed that the Na-
tion's monetary system can be considered adequate. As the national
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economy grows, it is evident that a larger money supply will be need-
ed to do the necessary money work at a stable price level. While some

* overall increase of money purchasing power would be provided by an
increase in velocity, this is not the best way of adjustment. High
,velocity rates, and especially a sudden advance in these rates, tend to
breed an atmosphere of uncertainty and distrust in the money and
may lead to a flight from the currency which is characteristic to pe-
riods of serious inflation. The proper way to assure an increase of
the money supply in step with the growing needs of the economy is
for the banking system to expand in its capacity to make the loans
and investments whereby the overall money supply, including of
course bank deposits, would be increased. A larger economy will
will naturally need more cash for pocket and till purposes, but this
can readily be provided by the issue of more coins and Feeral Re-
serve notes. The member banks would obtain additional notes or coins
by drawing them as a charge against their reserves. '

The crux of the problem of adequacy is, therefore, the question
of the expansion of the resources of the banking system. The ram-
ification of this question, if properly dealt with, would carry the dis-
cussion far beyond the tolerable limits of a presentation of this
sort. Two major aspects of the problem will be briefly indicated.
These are (a) the increase of bank capital, and (b) the function of
bank reserves.

It is obvious that the capital invested in the banking business must
increase as the demands on it expand. Capital investment of any
sort involves saving and here again, the evil effect of excessive in-
come tax rates in r&Iucing the capacity and the incentive to save and
invest is to be noted. There is no ideal ratio of bank capital to note
and deposit liabilities which can be set up as a target, and the actual
ratio has declined greatly over the past century. For example, in
1840 the ratio of total capital accounts (including surplus undivided
profits and reserve accounts) to notes and deposits was 15.7 percent.
In 1950 it was 8.3 percent. While the soundness of the American
.banking system has not been impaired by this decline, nevertheless,
it does not follow that the matter of capital as a factor in bank
strength is unimportant.

Capital investment in banking can be increased either by organizing
more banks or by new investment in existing banks. Both methods
will no doubt be used. The great expansion of new urban communi-
ties and of suburbs around existing cities will require additional,
convenient banking facilities. To some extent this need can be sup-
plied by branch banks, although the State laws on this subject are
quite diverse.

The original concept of a bank reserve was to serve as limitationon bank ability. No bank is expected or reqdred to keep on hand
cash equal to total deposits. Since vault cash or a reserve account
with a Federal Reserve bank earns nothing, the inclination of bank
management is naturally to keep such assets as low as possible. O ,
the contrary, there is every reason to provide the necessary protec-
tion to depositors by investing in income-producing assets of high

Sliquidity. As noted in the answer to question 5, an argument for the

9Cf. C. . Whittlesey, Principles and Practice of Money and Banking 1954, p. 139.
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maintenance of a considerable supply of short-term public debt is that
this paper is highly liquid and it is therefore ideal as a secondary
bank reserve.

In banking circles today the function of bank reserves is recognized
as being essentially part of the technique of credit control, and to
provide depositor protection by the maintenance of liquid secondary
reserves. If this view of the function of the cash reserve is accepted,
the fraction of deposits at which the minimum reserve is set wouldappear to be relatively unimportant. Recognizing that there is a
minimum below which reserve requirements should not be set, central
bank control of credit expansion could be as effective at one level
as at another, once the credit situation has become adjusted around
a given level. For example, the range within which the Federal Re-
serve Board is authorized to fix reserve requirements is as follows:

Net demad deposits

Prnet statutory requirements Time de-Central Resrve Conr posit
reserve city banks bank 0

city banks

Minimum ..................................... 13 10 7 3
Mtimnm ............................... 2 20 14 6

From June 1917 to August 1936 the reserve requirements were at
the minimum shown in this tabulation. It is obvious that if the re-
quirements were now at or near that level, the credit control vested
in the Federal Reserve Board would be as effective as it would be with
the maximum percentages in force. The problem of making available
the necessary increase in money supply as the economy grows involves
either more and more extensive open market purchases or a reduction
in the reserve percentage

Question 10. (b) Comment briefly on the adequacy or inadequacy
of the United States fiscal Bystem.

Answer. The word "fiscal" is an adjective from fiscus, which meant
the treasury. The connotation developed that this referred to the pub-
lic revenues, and the term "fiscal system" is often used in this limited
connection. In a broader sense, as indicated in the answer to question 9,
the fiscal system means the whole array of Treasury functions, which
include the gathering of revenue, its spending, and borrowing when
necessary. The planning of financial operations, which is now done
through the budget, is a fiscal activity that is divided between the execu-
tive and legislative branches. That is, the executive prepares the
budget and the Congress legislates on its details. These various di-
visions of the fiscal system can best be discussed separatel.

The bucdet.--The annual budget of the United States Uovernment
is despite its size and detail, somewhat one-sided. That is, it sets forth
with great minuteness the spending side of government operations,
but it deals only in a sketchy way with the revenues. It is not sug-
gested here that taxing and spending should occupy equal space in
the budget, but rather that more complete and precise information be
given with respect to the bases for estimates o tax yield and to thereasons for makg or opting specific tax proposals. The case for
spending, whether it be for defense subsidies, public works, or any-
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thing else, is carefully developed in the budget message and text, but
thre is never a comparable exposition and critique of the tax system.
No good reason for this reticence exists, since the Congress has the
Same juri ction to initiate spending legislation-which is presented
at engm-as it does to initiate tax le gisation-which is so meagerlyconsidered. It would seem that the legislators would find a discussion
of tax policy and practice in the budget as useful and enlightening as is
that devoted to spending.
_Spending.-Under te Constitution, no money shall be drawn fromthe Treasury but in consequence of appropriations made by law. The

Chief Executive submits to the Congress, through the budget, hisspending recommendations but the Congress has the final word on the
amount to be spent. In theory, an appropriation is the vehicle forauthorizing spending and the appropriation process is the technique
of congressional control. But the term "appropriation" has come to
have a limited technical meaning which r3ers to the specific meas-
ures initiated y the Appropriations Committee of the House. Inthis view it does not refer to other ways of authorizing expenditure,
and various devices for bypassing the appropriation process have been
developed. Among these are:

a Authorization to spend from debt receipts;
b Contract authority created in substantive law:
c The revolving fund and/or the corporation form- of organ-ization; and

(d) lhe trust fund.
In using these alternative procedures there is no violation of the

letter of lie Constitution, for all of them will have been established
and approved by legislative action. It is moot whether or not they
violate the intent of the Constitution that all spending shall be in con-
sequence of appropriations made by law. This much appears cer-
tam-that there has been serious loss of effective congressional con-
trol through their use.

The great size to which the Federal Government has grown, and
the increasing complexity of its operations, have militated against thecreful supervision of the spending programs which i fundamental
to the performance of essential services at minimum cost. In conse-
quence, there is duplication and overlap of agencies and the services
tey perform, with resulting wasteful expenditure. Bureaucratic em-
piris develop within the Government which exert pressure for a con-

tlflllftllvrtle of ia 011ti scale of operations and spending.The basic objective, in ta&ng private income and spending it for
public purposes should be, in the words of the Council of Economic
Advisers, "to get the work of government done at the lowest cost
consistent with the desired level of performance" (see answer to ques-
tion 7.) It is imperative that there be competent, vigorous expendi-
ture control. The law has contained, for years, an effective procedure
for this control in the Antideficiency Act (sec. 3679 of the Revised
Statutes, as amended). The system of apportionment and allotment
provided in this act is capable, under vigorous application, of achiev-
ing a prudent use of the funds supplied by &ngress. But thisprocedure must be permitted to operate firmly and impartially. The
source of such a policy attitude is the Chief Executive, who is the
fountainhead of the will to economize. Where there is vigorous lead-
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ership at the top, the pattern will carry down to subordinates. And
where there is a sufficient desire, the spirit of economy will extend to
regard for taxpayers as well as for the services of Government.

Ta.ation-From the standpoint of revenue yield, the Federal tax
system must be regarded as adeuate. But it is not adeuate from-
the standpoint of being properly designed to serve the best ong-rale
interest of the economy. That interest is the achievement of the
maximum growth consistent with stability of prices, production and
employment. In this respect the Federal tax system has the follow-
ing defects:

1. There is excessive reliance on the income taxes. No other nation
depends in as great degree or these taxes as does the United States.
The result is instability of receipts and a corresponding insecurity
of budget planning.

2. There is an erroneous belief that substantial revenues from the
income taxes depend on the maintenance of high rates. Contrary to
this belief, the fact is that modern rates will produce a larger revenue
,over the long run because of the greater rate of economic growth
that will result under such rates. Economic growth depends on
capital formation and this, in turn, depends on saving and investment.
The present high, punitive rates absorb much income that otherwise,
would be saved an invested, with the result that the Nation's growth
rate is much below what it could and should be.

3. Even the income taxes are badly unbalanced as a result of
changes in tax payment dates. For example, net budget receipts in
the first 6 months of fiscal year 1956 were $25,20 million, and in the
second 6 months, they were $42,925 million. This extreme variation
was caused almost entirely by the differences in income-tax collection
over the year. It involves serious financing problems for the Treas-
ury, shown by the fact that net budget expenditures in the first half
of fiscal year 1956 were $33,125 million and in the second half, $33,414
million. In other words, there was a deficit in the first half of $7,885
million, and a surplus in the second half of $9,511 million.

On any standard, this is very bad financial management. It is
entirely unworthy of the richest nation in the world, with the highest
reputation for managerial competence and "know-how." During the
first half of the year the Treasury must go into the market for large
sums of new money, thereby adding to the impact of its regular
refinancing operations. The Federal Reserve System would have an
obligation to ease up on the credit situation sufficiently to accommo-
date the Treasury, even if, by other tests, the credit situation would
require restraint rather than ease.

Question 11. (a) What is the explanation of the seeming paradox
that at times inflation and unemployment exist side by side in our
economy?

Answer. The situation described in the question appears to fit one
aspect of inflation described in the answer to question 1, namely, the
case in which a price rise is produced by wage increases. This
manifestation of inflation must be confirmed and validated by an
increase of the money supply or unemployment will result. See the
answer to question 17 for further explanation of this point.

The wage push on prices has been in operation for some time, and
both the wholesale andthe consumer price indexes have been inching
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upward. So far as these indicators show, there is still some in-flationary pressure in the economy. But if so, it must be attributableto the wage push, for the money supply has been shrinking. Thetotal of demand deposits and currency at the end of December 1956,was $139.7 billion. After some variations through 1957, this total was$137.7 billion in December, and at the end of January 1958, it was$184.8 billion. The velocity rate in 337 centers reached its high pointof 24 in July 1957, and thereafter drifted downward to 22.3 in ovem-her. The drop in demand deposits may have resulted in part fromthe shift into time deposits, which increased from $82.2 billion inDecember 1956 to $89.7 billion in January 1958.

Something more must be said about the three-cornered relation ofmoney, output and prices than was appropriate in the answer toquestion 2, and this involves the matter of employment. Whenforces other than money supply push prices up because these forceshave increased costs, then the money supply must be increased or all ofthe high-priced output cannot be sold. And when such goods cannotbe sold, their production is curtailed and fewer workers are needed.In one sense, these goods have been priced out of the market, but it-would be equally true that the excessive wage increases have pricedsome workers out of the market. The expansion of time depositssuggests a growing consumer awareness that some commodities arenot worth the prices asked for them in today's money; but the pro-ducers must try to get those prices as long as their costs compel themto ask that much if they expect to stay in business.
It would be futile to venture a prediction as to how long high andinflationary prices can continue with no infusion of additional moneyinto the economy. Another way to put it is how much unemployment

shall be tolerated at the existing wage level. If we hold fast on moneysupply and accept another round of wage increases in excess ofnational productivity, the result would be catastrophic in terms ofunemployment. The connection is clear. Higher costs would compelhigher prices, but sales would drop further and both output andemployment would decline still more.
As noted in the answer to question 15, the alternatives to wageincreases at a rate faster than national productivity are either inflationif the money supply is correspondingly increased or unemployment

if it isnot.
Question 11. (b) Shall we accept, as some have suggested, a gradualinflationary trend as desirable (or necessary) to achieve and maintain

full employment goals I
Answer. By no means. This would be the road to complete destruc-tion of the value of the dollar, loss of the values represented by lifeinsurance, pension funds, annuities, and all investments in fixed incomesecurities such as Government and corporation bonds. It wouldreduce to destitution the large and growing group of citizens who arenow dependent on the protection provided by insurance, pension fundsand other kinds of fixed incomes. It would, in the end, penalize

through the inflation the very workers in whose interest this form of
national suicide had been introduced.

It should be noted, further, that there is no such attainable thing asa full-employment goaL The continuous employment of 100 percentof the so-called labor force is not realizable. It is not even feasible andthe heroic measures that would be required to achieve it would cost
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far more than the results would be worth. Among other procedures
repugnant to a free society, it would involve an iron discipline over
the workers to prevent anyone from taking time off to look for a new
or better job; no one would be allowed to resist instantaneous transfer
from one job to another or from one section of the country to another
no one would be allowed the privilege of not working for a time ii
such were his preference.

The Employment Act of 1946 does not mention "full" employment.
At most, the goal set by the act is maximum employment, and section 2
of the act merely declares it to be the continuing policy and responsi-
bility of the Federal Government "* * to use all practicable means
consistent with its needs and obligations and other essential considera-
tions of national policy * * * for the purpose of creating and main-
taining, in a manner calculated to foster and promote free competitive
enterprise and the general welfare, conditions under which there will
be afforded useful employment opportunities, including self-employ-
ment opportunities, for those able, willing, and seeking to work * * *."

The qualifications of this mandate are too often neglected. The
practical means to be used in promoting the conditions under which
useful employment opportunities are to be provided must be consistent
with the Government's needs and obligations and other essential con-
siderations of national policy. This strongly indicates that account
should be taken of the public debt, the tax burden and its distribution,
and many other relevant matters of national policy. It would cer-
tainly rule of a policy of continuous inflation.

Question 12. To what extent and in what way do you believe that
the growth of private debt in recent years may have become a threat
to the stability and vitality of the American economy I

Answer. The growth of private debt for selected years since 1939
was put into the record of the hearings before the Senate Committee on
Finance by Under Secretary of the Treasury Randolph W. Burgess at
page 665. The figures, in billions, are as follows:

le 1m IM
Indivdual debt ................... ." ........................... SM.0 Me0 A sm0. 5
individual d-- ------------------------ - ---- ------- $51.0 1105 240Oorpotlo................... ......... 600 110.5 249.0

Total private debt ...................................... 140.0 171.0 456.5

Some details regarding the composition of individual debt in 1956
were given by Secretary of the Treasury George Humphrey at page
25 of the same hearings. They showed the following:

More ----------- $181.5Consumer .......... -------------------- 41.9
Other -..... 8----------------------------------------------- 4.1

Total individual debt -------------------- 27. 6
A similar distribution of individual debt in 1939 or 1946 is not

available. The high levels of mortgage and consumer debt in 1956
would indicate, however, that much of the phenomenal increase since
1946 has been in these two forms.

Both the total individual debt and corporation debt incea d,
between 1946 and 1956, at a faster rate than national income. The
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latter was almost exactly doubled during the decade, but individualdebt rose by 166 percent, and corration debt by 125 percent. Infla-tion has lessened the burden of debt to individuals and corporatedebtors, but at the expense, of course, of the creditors.A debt is a lien on future income for payment of interest and prin-cipal. If the debt is mcreasing faster than income, it means thatthe borrowers are reaching& farther and farther into the future inhypothecating anticipated income. It is true that the overall totalol national income is not the best indicator of the ability of the indi-vidual debtors to carry their debt, because it is possible that theincomes of these particular individuals are adequate to support theirobligations.
The reverse side of credit is debit, or debt. For every dollar debt,someone somewhere in the national economy--or in the outsideworld-holds a dollar of credit, an asset against the debtor's liability.We cannot have a credit economy without also having a debt economy.The question seems to imply, however, that the growth of privatedebt can in some way be a threat to the economy, but this connotationwould hardly have ben suggested if the reference had been to thegrowth of private credit.
In our complex money and credit economy, there is a vast inter.woven fabric of debits and credits. Virtually every business has bothbills payable and bills receivable, and the same holds for many indi.viduals. Many others may own long-term corporation bonds and atthe same time they may owe on a mortgage on a residence or businessp roerty. Banks hold promissory notes or bonds against the debtwhich they owe to depositors as deposit credits.The Nation's growth has been possible, in very large degree, by thedevelopment of this complicated system of debt, wit zits counterpartof credit. The threat to economic stability in this situation ariseswhen, for some reason the income anticipations on which debt restsfail to be realized. Wien one debtor is forced to default, his creditordoes not receive the payments on which he has relied to make the pay-ments toward his own bills payable or other debt. However, it wouldbe only when a substantial paralysis of the income flow had occurredthat the general economic framework of the Nation would be endan-gered. Every day there are cases of individual and business failuresto meet debt obligations when due, but these small shocks are easilyabsorbed because of the immense size and resources of the national

economy.
This does mean that there can be no danger in an overextension ofcredit, or its counterpart, debt. It is the responsibility of every per-son or business firm to make certain-as certain as human judgmentcan be-regarding the character, capacity, and economic prospects ofProspective debtors. The natural law of self-preservation may ber elea on here to guard against an abnormal volume of unsound loansand hence to prevent an accumulation of unsound debt that couldbecome a threat to the economy.The income-tax law must be held responsible, in ar for the rapidgrowth of business debt. It does this, first, by apg interest asa deductible expense in determinmg net taxable income while notpermitting a deduction for dividends; and, second, b, hindering thekind of saving and investment that would go into equity, rather than

dig
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debt, capital. It will be recalled that during the 1880's and 1890's.
many large railroad systems went through the wringer of receivership.
because of their topheavy debt capital structures. The corporation
that resorts too heavily to debt rather than equity capital for expan-
sion runs this risk today. This is no doubt fully realized by corpo-
rate managements, but the paucity of funds available for equity
investment resulting from the excessive income-tax rates leaves them,.
too often, little choice. And so it can be said, with reason, that the
intolerable income-tax rates present a major threat to the stability
and vitality of the economy.

Question 13. Considering the financial condition of the United
States, at what point, if any, in terms of unemployment, production,
and consumer demand, should the Federal Government move in major
ways, such as a tax cut and/or large increases in public works, to
counteract a downturn in the economy I

Answer. This question requests that consideration be given to the
financial condition of the United States as a preface to discussion of
the steps, if any, to be taken to counteract a downturn. The Employ-
ment Act of 1946 contains a similar proviso to the effect that the
Government's action to create and maintain conditions favorable to
employment opportuiities shall be consistentt with its needs and obli-
gations and; other essential considerations.of.national policy."

The Government's financial condition may be summarized as
follows:

1. As a result of the maldistribution of tax collections cited in the
answer to question 10 (b), it has been necessary in recent years to
raise the debt ceiling temporarily in order to accommodate necessary
financing

2. It will be impossible to incur any substantial increase of deficit
financing without a permanent rise of the debt ceiling;

3. The budget for 1959 is the highest peacetime budget in our his-
tory;

4. The country is entering on a new phase of the arms race which.
without careful control, will increase the military spending. The
burden of defense requires, as the President has said, reduced spend-
ing on civilian programs;

5. The taxload imposed by all levels of government on the people
exceeds one-third of national income;

6. A review of Federal Reserve Board monetary and credit policies
reveals that we have not, since World War II, been entirely free
from intermittent inflationary pressures, resulting in part from bud-
get deficits and in part from the built-in commitments to inflation.

Respondents to the question are asked to take into account signifi-
cant indicators of the Government's financial condition such as those
listed above in determining the point at which it should intervene in
the recession. Presumably, it would be proper to express a judgment
that the financial condition is such as to preclude any intervention.
If such an answer were given now it would be academic, because the
Government departments are speeding up the use of unobligated
balances of appropriations and the congressional bill hoppr is full
of legislative proposals to deal with the recession. In the sharp focus
of concern on corrective measures, too little attention has been given
to the solid foundations of the economy. Sales are off but consumers
are still spending at an annual rate above that for 1956; production
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is down but the rate of industrial production is still some 30 percentabove what it was a decade ago; doss private domestic investmentis down, largely because of a runos of some $3 billion in inventory inse ast quarter of 1957, which will hasten the time when fresh inven-
tory buying must begin; unemployent is up but more than 60 mil-lion persons are still working. Moreover, it seems to have been for-gotten that unemployment has not suddenly risen from zero to morethan 5 million, but from a normal and probably ineradicable mini-mum of some 2,500,000 to 5 million plus. For the 9 prosperous yearsin the period 1947-57 inclusive, unemployment averaged 2,511,000.The particular individuals unemployed were not the same throughthese years for the average duration of unemployment ranged from8.1 weeks in 1953 to 14.7 weeks in the second quarter of 1955. Look-ing for a new job, reluctance to move, unsatisfactory wages or work-ing conditions, and personal prejudice against steady work, were
among the causes.

It has been stated that the unions prefer layoff to shorter work timebecause unemployment benefits would then become payable. And itis well known that the unions would fight for unemployment asagainst wage reductions. Yet the fact is inescapable that it is betterin: every. way for people to be at work than to be idle and "on thedole:' The latter becomes more attractive financially as the unem-ployment benefit approaches closer to the weekly wage.The sudden, substantial increase of unemploy-ment which occurreddurng 1957 is a serious matter for those directly concerned and forthe whole economy. A prompt correction of this condition is essen-tial to economic health. In order that effective measures can be de-vised and applied, however, it is necessary to gain as much under-standiug as possible with regard to the classes of workers affected.The following tabulations may be helpful to this end., Thettable whichfollows shows the netchinges in the labor forceand emloyment between January 1957 and February 1958. The fig-
ures are in thousands.

Employment

Civilian Nonagiecltural Unempioy.Date labor force ArclToaam 
eritAgricul-Total em-.

tural Wage and Other non. Total non. pioymat;alar agriul. agricul.gorukral tural
,,an 

5,82]reru 196..... 6, o,35 %493 5150 , 6 62.578.. 67,180 830 51,151 N7 5s7,15 61,98 4173
Netchange. +1.339 -105 -1, - +857 . -485 -0 +1929

The net increase of unemployment between the 2 months, minusthe drop in employment, equals the net increase in the labor force. Itdoes not follow, however, that none of the newcomers to the labor forcewas employed, or that all of them were. The class of nonagriculturalworkers other than wage and salary workers is a derived figure, beingthe difference between wage and salary workers and the total of non-agricultural works. It is of interest that this class should have in-creased by 857,000 in a period when all other classes of workers werelosing ground. The composition of the other nonagricultural class is
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not known, but it must include proprietors, self-employed, and do-
mestic servants among others.

The heaviest lces in employment during this period was in the wage
and salary group. Some details regarding this worker class are given
in the table which follows:

,Emplolymas of Vo9 Gon4 aGorV workera

......................... January.... s Ferur +hng

inwholesae and trade---------------------1,48 11 ohe, 896,00 +1no

large but it is against the trend. Manufacturing accounted for
1,416,000 of the decline and more than four-fifths of the total drop
was in durable goods manufacturing. It is in this area that the wage-
price spiral has been especially prominent. The hourly and weekly
wages i'n construction are the highest in the whole class of wage and
salary workers, a fact which may have some bearing on the decline
of housing starts.

The question under discussion advances two mutually inclusive
alternatives of Government action, and an assumption that by follow-
ing these sources of action, the Government could counteract a down-
turn in the economy.

The assumption should be dealt with first. In order to select appro-
priate measures for counmteracting the downturn, or recession, it is
necessary to understand its cause. In addition to the points made
above, this matter is discussed further in the answer to question 17.
In anticipation of that discussion, it can be said here that the alterna-
tive courses of action indicated in the question rest, in common, on a
fallacious theory of how to regain and retain prosperity.

This is the purchasing power doctrine. It assumes that what the
country needs is for the people to have more money to spend. Under-
lying this doctrine, as an explanation of the recession, must be the
further assumption that for some reason a great deficiency of income
and of pndighas occurred. But this assumption does not fit the
facts, for there-has been no slum p in spending so great as to justify
resort to "pump priming" expenditures. .Consumer spending in the
last quarter of 1957 was at an annual rate above that for 1956, although
it was down from $288.6 billion to $2,82.4 billion as compared with
the preceding quarter. Total gross private domestic investment in
1957 was down from 1958 by $2.3 billion, but it was still higher than
in any year prior to 1958. The decline was mainly the result of an
inventory drop of $3 billion in the final quarter of 1957. The inven-
tory of United States corporations was at an all-time record high at
the end of the third quarter of 1957, and even after the corporate
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share of the runoff in the fourth quarter, the year-end corporate total
was above the average of any previous year. Total Federal spending
from budget and trust funds will be around $85 billion in 1958, and
the same or more in 1959. State and local government spending will
be not far from $50 billion in these years. With personal and busi-
ness spending at or close to record highs if total Government spend-
ing of some $135 billion would not be Ufilcient to prevent an economic
downturn or to counteract it, once begun, it is a counsel of futility
to advocate more public spending. The cause and the cure must be
somewhere else.

The aspect of the current recession that is of greatest concern is
the unemployment situation. Advocates of more spending seek, by
this means, to provide jobs for the jobless. Large public works would
mean more Government spending and a tax cut would mean more
private spending. In either case, however, the result would be more
spending, for the private spending would be added to public spending
equal to or in excess of the budget estimates.

Since time is of the essence, there should be no difficulty about the
choice. A tax cut would begin to operate at once and its impact would
be universal, affecting all taxpayers throughout the country. In con-trast, a public works program would have a spotty impact, limited to
some communities and some industries. The more worthwhile the
projects selected the greater the delay in starting because of site
acquisition, suitable plans, letting contracts, and assembling workers
and materials.

The "useful employment opportunities" referred to in the Employ-
ment Act means jobs in which workers earn a wage or salary by adding
to the total output of goods and services. They do not mean useless
activities such as leaf raking, boondoggling, or other forms of made
work.

The great danger in "large increases in public works" is that these
will include a high proportion of useless projects and made -wyork.
The ill repute the rivers and harbors bills have had over many years
is well known and well deserved. Other kinds of public works, au-
thorized hastily and without competent justification, are very likely
to be of a kind with the traditional "pork barrel" projects. If anincrease of purchasing power would really do the trick it could be
supplied most expeditiously by prirt ng anddistributing more money.

Counsel is divided over the kind of tax cut, if any that should
made, because of the confusion of thinking in regarci to the puposes
to be served. The purpose, as conveyed by implication in the above
question, is to increase purchasing power. One naive objection to taxreduction is that taxpayers might save some of the cut rather than
spend all of it. Because of the obsession over purchasing power, tax
gadgets such as higher exemptions splitting the first bracket rate, or
a tax holiday, have found favor. I? Government spending were to
be correspondingly reduced, a tax cut would not increase total pur-chasing power, but merely transfer its spending from the Government
to the people.

But no reduction of Government spending is intended. Rather, it
will be materially in excess of the budget estimates for 1958 and 1959
because of a belief, in Government circles, that more spending now
is a good thing, even if such action repudiates the carefully drawn
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budget plans. In consequence, the prospect of a sizable deficit is not
only conceded, but welcomed by advocates of spending.

Quite apart from the current economic situation, the need for tax
rate revision has long been apparent. The President recognized this
need in the budget message for 1958, in these words:

"It is my firm belief that tax rates are still too high and that we
should look forward to further tax reductions as soon as they can be
accomplished within a sound budget policy. Reductions in tax rates
would give relief to taxpayers and would also release funds for the
activity and investment necessary for sustained economic growth
through private initiative."

If the President's conviction has been traslated into action a year
ago, the purpose of the tax-rate reduction would have been clear. It
would have been to "release funds for the activity and investment
necessary for sustained economic growth through private initiative."
As long as economic growth is sustained there can be no recession.
Now the administration and the Congress are under the gun of a
decision about tax cuts intead of tax rate revision. The objective has
shifted from sustained economic growth to curing the recession.

It is still not to late to act sensible and courageously. The aim
should not be merely a tax cut to cure the recession. Rather, it should
be tax rate revision to assure economic growth. Even if a proper,
long-range plan for systematic tax rate revision would result in a deficit
for 1959, the country would be in no worse position on that account
than it would be if the deficit were the result of spending or ill-con
sidered tax cuts. On the contrary, it would be in a much better posi.
tion because the invigorating effect of the right kind of tax action
would promptly expand the taxable income base and thus provide
revenue sufficient to eliminate the deficit gap.

There is no dynamic thrust from public works spending or ill-de-
signed tax cuts. At best they constitute a gigantic national dole which
would burden us indefinitely because it cannot lift the economy off
the ground. In sharp contrast, an orderly, forward scheduling of tax-
rate revision would be dynamic and if it were enacted promptly, the
psychology of recession would be dramatically dispelled.

There are various reasons for the relatively static effect of a mere
increase of spending through public works or an ill-designed tax cut, as
against the dynamic effect of an orderly forward scheduling of tax-
rate reform.

First, a mere increase of spending, which would be made possible
by a deficit-financed increase of the money supply, would have the
result of validating the high wae-cost level produced by the advance
of wage rates faster than national productivity. By thus undermining
the forces tending to hold down additional wage increases of this sort,
it would mean doing business at ever higher wage and price levels
instead of increasing the rate of business activity itself. It will be
recalled that 4 percentage points of the advance of gross national prod-
uct in 1957 over 1956 was the product of inflation and only 1 percent-
age point was real economic growth.

Second, a mere increase of spending would have little effect on in-
centive. In contrast, the assured prospect of reducing the excessive
rates of income tax down to a more moderate level in a series of steps
would vitalize the incentives to earn more, save more, invest more m
the future growth of the country. As the First National City Bank
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letter for March 1958 put it: "The first problem of recovery is to
brighten the outlook for profits. This can be aided by forbearance
with rp~t to wage and tax demands on industry."

Third, the prospect of an indefinite series of deficits would delay
recovery by impairing business and investor confidence, particularly
with respect to the ultimate value of long-term investments. The
futility of spending for economic recovery was demonstrated in the
1930's. The aggregate deficit for the fiscal years 1931-39, inclusive,
was $24 billion. Gross national product rose from $76.3 billion in
1931 to $91.1 billion in 1939, a net gain of $14.8 billion. The indus-
trial production index moved up during this period by 18 points (on
the 1947-49 base) and the wholesale price index showed a net gain of
only 2.7 points. Gross private domestic investment rose only from
$5.5 billion in 1931 to $9.3 billion in 1939.

On the other hand, any deficit that might be incurred at the outset
under a forward scheduling of tax rate reduction would be promptly
terminated because of the expansion of the taxable income base as the
growth of the economy was resumed.

Fourth, the effect of a sudden injection of a substantial amount of
new money into the economy as a result of large-scale deficits would
present the threat of resumption of serious inflation. The Federal
Reserve authorities would have an obligation to move promptly to
curb this inflation before it worked damage and hardship on that large
segment of the people who are dependent on fixed incomes. A policy
of strict restraint would tend to neutralize any beneficial results that
might, even temporarily, follow from the inflation. It would be sheer
folly to legislate restrictions on Federal Reserve action aimed at pre-
venting the application of monetary policies of restriction.

The conclusion that has been indicated above is inescapable. Ill-
designed tax cuts will prolong our misery. Soundly devised plans for
orderly forward scheduling of tax-rate revision will put us back on
the highway to economic growth and progress.

Question 14. How much of a factor in your opinion has deficit
spending by the Federal Government since the end of World War II
been in contributing to or producing inflation?

Answer. In one respect this question involves relative magnitudes.
The total deficits from 1940 through 1946 were $215,027 million. Here
is the source of the inflationary conflagration that could not be ex-
tinguished. In the 11 years 1947 through 1957 there were 6 deficit
years, with a total deficit of $25,696 million, and 5 surplus years, with
a total surplus of $15,905 million. The net budget deficit for the 11
years was therefore $9 791 million.

Superficially it would appear that a net total deficit of some $9.8
billion over an 11-year period would be inflationary on net balance.
But there were 2 surplus years at the beginning of the period (1947,
1948), 2 at the end (1956, 1957) and 1 in the middle (1951). The
surplus years prevented the deficits from having an uninterrupted in
flationary effect. It is necessary, further, to consider the extent to
which these particular deficits were financed by the commercial banks.
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The following condensed tabulation summarizes certain relevant data:

TotalS for periods All commercial banks. at end of periods

Peiods (fAl Ali banks,
yean) Budget sur. Debt in. Loans and United States Demand time deposits

plus (+ or cream (+ or Investments governments deposits
deficit )I deease -)

MfOO" M111lios Blieta BlUon Rhhes MWou
1948 ............... I-20,67 '+$10,740 $119.4 $4.5 $9.0 $48.8
1947-4 8 ........... +9,173 -17,130 113.9 64.8 90.8 54.1
19490 ........ :1 -4,933 +5066 121.8 65.8 95.5 68
19+1 ..... 1,510 -2,135 1260 58.5 102.5 57.4
19 .-........... -20,763 +19,152 155 63 113.0 75 5
19 . 7.......... +3,222 -%,847 168 55. 5 1157 55. 2

1 Tese figures are put in to complete the record. They do not enter into the subsequent account, whidh
begins with the opening of the fiscal year 194I, on July 1,1946,

Certain deductions from these figures are obvious.
First, there was a sharp decline of commercial bank holdings of

government securities, partly through redemption and partly through
sales made in order to lend or invest in other assets.

Second, there was relatively small commercial bank participation
in the deficit financing after World War IX-$1 billion out of $5
billion debt increase in 1949-50, and $4.8 billion out of $19.2 billion
debt increase in the 1952-55 period. In the answer to question 3 the
Federal Reserve Board's emphasis on avoidance of bank participation
in the Korean war financing was noted.

Third, there was a steady rise of bank loans and investments other
than government securities. The net increase in these items from
June 30, 1946, to June 30, 1957, was $76.1 billion. The increase of
money supply, as indicated by demand deposits in commercial banks,
was $17.2 billion. But time deposits in all banks rose during the
period by $36.4 billion. The general view is that time deposits are
not part of the money supply, although there is some disarment
with this view.

Fourth, the velocity of circulation, which is not shown in the table,
appears to have risen considerably. In 1946 the rate for "other lead-
ing cities" was 16.5. -For 1957 the rate in 337 other centers (a differ-
ent sample than that for 1946) was 23. The transfer of a substantial
part of the bank deposit credits from a demand to a time status was
counterbalanced in some degree by this rise of some 50 percent in the
rate of turnover of the active deposits.

As a general conclusion it can be said that in the periods of deficit
financing-namely, 1949-50 and 19525-there was an increase in
the money supply which constituted a potential contribution to infla-
tion. But there were also increases m the supply in 1951 and in
1956-57, when budget surpluses were the rule. A more important
factor appears to have been the increased rate of velocity. Finally,
the shift of deposits into time accounts held the inflationary pressure
at a lower level than would have been the case if all of these deposits
had remained in the active demand accounts. It is significant that
the velocity rate in the 337 other centers dropped from 24 in August
1957 to 22.9 in January 1958.

Question 15. Can full employment goals be attained while main-
taining a dollar that has relative stable purchasing power?
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Answer. It was said, in the answer to question 11 (b) that the term

"full employment" is inappropriate and misleading because there can
never be a literal realization of it without drastic police methods to
keep everyone continuously at work. The language of the Employ-
ment Act, which refers to those "able, willing, and-seeking to work,"
provides a more realistic description of the employment goal. An-
Aher way to put it would be the maximum employment attainable in
a free society.

The maintenance of such an employment goal and stable dollar
purchasing power will depend on whether or not employer can pro-
vide jobs, keep people at work, and sell their product for enough to
cover costs together with a reasonable profit, within the limits of a
given money supply. The principal reason why they might not be
able to do this would be an increase of costs such as would require aninflationary injection of new money to keep the business going. And
the principal source of cost increase would be the advance of wages
at a rate faster than the growth in national productivity. When this
kind of disproportion between wages and output occurs, costs are
increased because, even if physical units of output are increased, it
is the equivalent of paying the workers more for doing less. For a
time this excess of wage cost may be offset by technological and other
cost-reducing improvements, but this is not likely to continue indefi-
nitely. Sooner or later, the employer faces the choice between a
smaller se of operations which means some unemployment, or
excessive loans to finance his higher costs. When all employers are
in this situation, the Government is likely to .step in with enough
credit inflation to validate the cost of the excessive wage increases.

Maximum employment and stable dollar purchasing power are
reconcilable only if wages are kept in line with national productivity.

Question 16. Are escalator provisions in wage or other contracts
compatible with achieving economic stability I

Answer. No. These provisions become a factor in a spiral of rising
costs and rising prices which eventually would compel resort to infla-
tion in order to validate them. Escalator-induced increases of wages
in manufacturing, for example, lead to higher prices for manufac-
tur.d products, which, in turn, are reflected in a higher Consumer
Price Index As consumer prices rise, the cost of living factor or
escalator clause in wage contracts produces an automatic wage in-
crease, and.so the spiral continues. The hi her cost of manufacturedgds also increases the cost of the things that farmers must buy, and
tis affects the parity relationship with higher support prices for
major farm products. These higher prices also find their way into
the Consumer Price Index and give another boost to the escalator.

Question 17. List and briefly discuss what you consider the causes
of the present recession and what should be done to terminate it.

Answer. The present economic situation shows the following char-
acteristics:

1. Recession, as indicated by rising unemployment and falling
industrial output.

2. Inflation as indicated by rising prices.
3. Impaired prospects for long-term growth as indicated by the

low levei of net growth of business capital and dependence on infla-
tion to support the load of business debt.
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One of the causes of the economic condition which is revealed by
the above symptoms is the stagnation of profits and the declininK
prospect of profitability commensurate with effort and risk in busi-
ness venturers. This should surprise no one, for it is self-evident
that profit, or the prospect of profit, is the driving force of our econ-
omy. When that prime mover loses power, the ponderous machine
which we call the national economy begins to lose momentum.

The source of the squeeze on profits has been the u upper millstone of
labor costs rising at a faster rate than national productivity and the
nether millstone of restrictive money policy. Inflation has een with
us for so long that it had become a way of life. The business com-
munity had not only become accustomed to it, but had relied on it to
validate the steadily rising cost level established by the pattern of
wage increases, and also to make endurable the mountain of business
debt that had been issued as the principal means of business financing.
On the other hand, in the best judgment of the Federal Reserve Board,
inflation has been and always will be a menace to stable economic
growth and the general well-being. Its credit restriction policy
through the third quarter of 1957 did not go so far as to halt all ex-
pansion of credit but it did reduce the availability of credit and in-
crease its cost. It has always been clearly understood that a con-
tinually increasing money supply will be reMqred to finance *a rising
level of costs. In the present instance this rising cost level is cause
by excessive wage increases. It has been equally well understood that
if the money supply is not increased, the first impact of the squeeze
caused by rising cost and restricted money supply would be on profits,
which the result that unemployment would follow. In the answer to
question 11.(b) it was said that employment and economic stability
are compatible goals provided that wage increases are held within the
limits of the growth in national productivity. The people are paying
the price now for disregard of this fundamental principle. They
would pay a heavier price, for a longer time, if inflation were resumed
and tolerated to permit continued disregard of it.

Excessive income tax rates are a serious impediment to recovery
from the recession and to stable economic growth because they weaken
the incentives to produce and to save, and particularly the kind of
saving that is motivated by intent to invest in equity capital. The
return to vigorous economic growth will require resumption of capital
formation at a level much above that now prevailing. Healthy financ-
ing of new capital must be done, in far greater proportion than here-
tofore, through equity investment if we are to avoid inflation for the
purpose of underwriting business debt financing.

The foremost policy objective now should not be merely to find a
cure for the recession but to chart a course that will put the country
back on the highway of national advance through economic growth.
In achieving this end, the recession will, of course, be terminated.

It is suggested that the main goal can be achieved, and with it the
secondary goal of curing the recession, by a combination of three major
legislative programs:

1. Legislation to restrain labor monopolies and the power of the
large labor unions to raise costs. This will eliminate the condition
which forces us to choose between inflation and unemployment.

440



FINANCIAL CONDITION OF THE UNITED STATE 441
2. Legislation to reform the income tax rate structure by a forward

scheduling of tax rate reductions. This will remove the roadblock to
capital formation.

3. Legislation to apply strict economy in Federal spending without
impairment of essential national defense requirements. This will
leave a maximum share of the Nation's output for the people to use in
their own way and to provide for long-term growth.

I





NATIONAL ASSOCIATION oF FoOo CHAINS,

Hon. H~miy F. Bmp, Taiwngtoi D. C.9 April , 1958.

United State ,mae,
Wauhington, D. 0.

My DEAR SENATOR BYRD : I am sorry that the enclosed statement was
delayed by a series of circumstances, but hope that it will serve a
useful purpose.

It was prepared by economists in the food chain industry, and repre-
sents the views of some industry leaders.

Sincerely,
J,)HN A. rOGA,

CommEs SuBMrTD BY JOHN A. LOAN, PIDEN.T oP TiU NATIONAL
ASSOCIATION OF FooD CHAINS, RnAmIo 7o QumIoNs Po.m sY r -
UNrm STATzS SPNATz Comnru ox Fn ANcz CoNcF RiNe Lo -
NOMIC PoUcY AND OTHER MAT=rS AFs , = TF I Am
ECONOMY.

L CONTROLLING INFLATION

Controlling wide swings in the general price level while promoting
economic growth in pruction, demand and employment, is perhaps
the most difficult problem facing the American people. Since World
War II, increasing international responsibilities, defense needs and
the growing demand for other governmental services have resulted in
mushrooming Government expenditures. In the same period, the pri-
vate sector of the economy has been growing at a substantial rate
reflecting in part the ng-up proes growing out of wartime
shortages and-the expansion of needs traceable dirty to a growing
population a rising standard of living, and improving technology.
The combination or large overnmental expenditures and a dynamic
private economy has tax all of our resources to the fullest extent.

Large-scale unemployment has been virtually nonexistent and there
have been only three measurable interruptions in the upward trend of
the economy-the 1948-49, 1953-54 and the 1957-58 recessions. The
first two of these recessions proved short lived while the third has not
yet run its course.

The postwar period has also been characterized by a rising price
level which in turn was mterrupted only by the recessions previouslynoted. In three distinct perio2s, 194-48, 1950-53 and 1955-57, the
price level advanced rapidly, giving rise in many quarters to the fear
tat price stability is an uno objective and that price inflation
i ievitable. There is no evidence to be gleaned from our postwar

experiences which can be cited to refute this view although it should
be recognized that our Government's monetary and fiscal powers have
not been closely coordinated in the fight against inflation at any time
in recent years.
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Prior to the accord between the Treasury and the Federal Reserve
System in 1951, the latter was ineffective in combating inflation pri-
marily because of its policy of supporting the prices of Government
securities at or near par. Tis policy permitted the banking system
access to a supply of reserves while avoiding any substantial losses on
securities sold for this purpose. As a consequence the banks found it
possible to expand loans and investments in direct relation to demand.

Following the accord, however, the Federal Reserve gained effective
control of bank reserves and hence the creation and extinguishment of
bank credit. Some critics point to the 1953-54 period arguing that
the extrei, is monetary ease f red by the Federal Reserve led to the
rapid inflation of the last 3 years. Others might well find fault with
Flieral Reserve timing at several points in the 1955-57 period, but
it should be noted that these failings seem clear only in retrospect.
Recognizing the limitations of Federal Reserve power monetary
policy has l e a successful force in realizing the objectives of the
Employment Act of 1946 including that of promoting economic growth
in production demand, and employment and moderating the upward
bits of the price level. It.might be interesting to speculate about the
possible extent of the rise in the price level in the years 1955 through
157 had the Federal Reserve not pursued a policy of monetary re-
straint as it did.

Fiscal and other Federal Government activities have not contributed
particularly to the curbing of inflationary forces in recent years. The
surpluses in the Federal cash budgets of the calendar years 1956 and
1957 were relatively small. Government expenditures at the Federal
and local levels have been rising steadily since 1955 when inflationary
pressures were developing. Ignoring defense needs, international and
domestic problems and political factors, expenditures might logically
have been cut and/or tax rates raised in that period in the interest
of slowing the rise in the price level and the improvement in overall
business activity. However, the Federal Government has not been
in a position to follow a truly. compensatory fiscal policy at any time

during the postwar period with the exception of the 1953-54 recession
when timely tax cuts took effect and stimulat& the economy.

While thoroughly coordinated and implemented monetary and
fiscal policies hold some promise in achievement of price stability
and full employment, there is one area where the logic of the situa-
tion and observed facts indicate that a certain relationship must exist
if a stable price level is to result. Reference in this case is made to
wage rates and the need to keep the increase in the general average
of wage rates within the limits of the increase in the average level
of productivitv. Without this condition, no public or private action
can be more than partially successful in providing boti stable prices
and full employment. With this condition satisfied, however, a vari-
ety of policy combinations might conceivably succeed in preventing
inflation.

Compensation of employees makes up about 70 percent of the
national income and consequently constitutes the bulk of the spend-
ing power in this country. It is inconceivable that any sustained rime
in the price level could occur without a rise in employee compensation
sufficient to sustain it-that is, a rise in employee compensation
greater than the rise in production. If the rise in employee compen-
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sation is kept within the limits of the rise in physical output or if
employee compensation per man-hour increases no more rapidly than
output per man-hour, then any sustained rise in prices would be in-
conceivable. Any attempt to raise prices would merely result in re-
duced sales because the general public would not have the where-
withal to pay these prices.

With employee compensation contributing such a large fraction
of total national income, the argument over whether inflation is
caused by a "demand pull" or a "cost push" is to a large extent
irrelevant; in either case it is employee compensation which is the
source of the pull or the push. What happens in the area of profits,
farm income, or the income of proprietors and professional people
is relatively insignifice~nt by comparison. In fact, it has been sug-
gested that the price level is a function of wage costs pure and simple.

Examination of the facts suggests the same thingr The comparison
of sales with compensation of emloyees for all MUnited States cor-
porations, indicates that the relationship has been amazingly close
since 1929. This is what one would expect from the theoretical con-
siderations. The relationship between the broad price indexes and
employee compensation per unit of real sales is also very close.

The conclusion thus seems inescapable. The question of controlling
inflation involves finding ways and means of holding the rise in
employee compensation to the limits set by the rise mi production.
Attention must be focused at the place where wages are determined,
that is, at the ba-gaining table between labor and management. For
it is here where restraint must be exercised if at all. We require a
general underst: nding by the public that our standard of living can
only be improwvd through greater productivity and not at all through
general increases in wages-beyond the growth in productivity.

Our inflation problems are traceable directly to the patter-setting
industries, namely autos, steel and other metals. For example, the
Ford settlement of 1955 touched off a round of annual wage increases
which were not only in excess of productivity but were built in for
successive years in long-term contracts. This inflationary pattern
of recent years cannot be altered successfully unless the general public
understands the consequences of these contracts, supports legislation
that will equalize power at the bargaining table and thery provide
the means for effective resistance to increases in wages exceeding
increases in productivity.

. OBJECTIVE OF ECONomIC POUCr
In light of the present world situation requiring as it does hugedefense expenditures and substantial amounts of. foreign aid to our

allies and underdeveloped nations, the prime objective of economic
policy in the United States must be the promotion of economic growth
m production, demand and employment. Mere stability in pro-
duction, demand and employment over the long run Wresut in
increasing eal costs of our defense programs and lessen our ability
to bear the burdens of free-world leadership. Continued advance-
ment in science and technology upon which an effective defense
effort must be based is also the foundation for an expanding capa-
city to produce a greater volume of nondefense goods and services.
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The objectives of rapid economic growth and broadened defense
cap abilities are mutually consistent and reinforce each other.

Employment of 95 percent or better of the labor force is a desirable
objective in our society. If realization of this goal should conflict
with maintaining a stable price level, there is little question about
which goal would be chosen by the American people. The first aim
is to maximize the production and income of the country.

However7 the goalof maximum production and real income under

the free-price system can best be achieved with a stable general price
level. A stable price level offers the most concrete base for the
formulation of plans by businesses and individuals, and the making
of contracts which extend over a period of time, thus contributing to
efficiency. It avoids the inequities that result from changes in the
purchasing power of the money unit.

Ea. TH CURRENT RECESSION

On the basis of the facts now available, the current recession
stems largely from the liquidation of inventories primarily at the
manufacturers' level and from a general decline in plant and equip-
ment expenditures beginning in the fourth quarter of 1957. Nearly
all of the dollar change in the gross national product account in the
fourth quarter of last year is directly attributable to a swing of
$5.7 billions in inventories between the third and fourth quarters.
The dollar decline in plant and equipment expenditures amounted to
about $1.5 billion in the final quarter of 1957.

The current recession thus resembles those of 1948-49 and 1953-54
from the standpoint of causation. It remains to be seen whether the
1957-58 decline will be reversed shortly in the pattern of the other
two postwar recessions. The answer depends to a large extent on
the timing and magnitude of Government action in the fiscal area.
This, however, should not be regarded as a substitute for earnest,
intelligent action by private industry to stimulate business confidence
and action.

With respect to palliatives, the Federal Reserve has completely
reversed its policy of monetary restraint in effect through the fall
of 1957 and has since moderated the decline in the money supply and
has brought about a drastic change in the level of interest rates.
On the other hand, the Treasury has proved to be a disruptive force
in the money market since last Noveinber, offering several issues of
medium- to long-term bonds in an attempt to lengthen the average
maturity of the public debt. These offerings were made in direct
competition with private offerings and increased congestion in the
ong-term bond market. In this way, the freasur ring neutral-

rtg othefrtTrsuy neutral
iz m part of the efforts of the Feeral Reserve in promoting mone-
tary ease. It now appears that the April Treasury financing will be
placed in the short-term sector of the money market thereby con-
tributing to the effectiveness of Federal actions.

Late m March 1958, it is difficult to find evidence that Government
action on the fiscal front designed specifically to curb the downward
trend in busines has yet been sufficiently effective. The cumbersome
nature of the expenditure side of fiscal policy as it is used in fighting
a recession is illustrated by the fact that although many proposals are
being debated in Congress, few positive steps have been taken. Ex-
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penditures of the Federal Government are trending slowly upward.
htmay well develop that Government expenditures will not increase
sharply until after the economy has bottomed out and an upward
trend is underway. Accelerating expenditures at that time might
reinforce the upturn and complicate the problem of maintaining a
sustainable rate of growth in the economy and a stable price level.

The revenue side of fiscal policy is being debated vigorously and the
administration is resisting an immediate tax cut apparently because
of the spector of budget iinbalance a year or so in the future. Politi-
cal factors aside, tax cutting remains one of the most effective weap-
ons in the hands of the Government, its flexibility nearly matching
that of monetary policy. Many economists have called for an imme-
diate tax cut. he logic of this argument is difficult to deny. An
across-the-board tax cut seems advisable in the present situation and
such a move is clearly preferable to a broad increase in expenditures
for public works and other projects which cannot easily be terminated
when the need of stimulus to the economy passes.

In considering the tax-cut measure, it would be appropriate to
examine the possibility of revising the overall tax structure in an ef-
fort to eliminate long-standing inequities. Reference in this case is
made to certain of the excises and the personal income tax which
might well be revised in the interest of increasing incentives and pro-
ductivity. To quote a recent report of the Joint Economic Committee,
"Constructive tax revision aimed at greater neutrality in the impact
of our revenue laws on the ways in which taxpayers use the resources
at their disposal has become more urgent than ever in light of the new
challenges currently confronting the Nation." However, studies of
basic revisions in the tax laws should not delay an immediate tax cut
designed to accelerate the recovery in business.

IV. THE FUNCTION OF DEBT

Private debt has grown sharply in recent years in contrast to the
near stability of the public debt. In fact, in the 10 years ended in
1955, the growth in the private debt accounted for about 90 percent of
the increase in the gross debt of the people of the United States re-
flecting the rapid acceleration of spending in the private sector of the
economy and approximate balance in governmental accounts.

The growth of this debt also reflects the equally rapid gain in the
savings capacity of the American people since debt instruments repre-
sent the most important means by which savings are channeled into
productive investments. For this reason, the vitality and the growth
of our economic system are directly measurable by the increase in debt,
whether it be public or private. Thus, as the economy expands, so
so will the aggregate debt.

There is little doubt that debt creation and extinguishment are po-
tentially destabilizing forces as far as the total economy is concerned.
This, after all, is the rationale of an effective monetary policy. Mone-
tary restraint such as applied by the Federal Reserve in the last 3
years limits the expansion of credit and hence the growth in debt. In
contrast, a policy of monetary ease such as that now in effect in this

country encourages the creation of debt and the expansion of credit.
it is the function of monetary policy to limit the growth in debt to

a sustainable rate. Otherwise, unbridled debt expansion will pave
the way for contraction in the economy and deflation.
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CHARLES TOWN, W. VA., April 15, 1958.Hon. HARRPY F. BYmD
Chairman, United State& Senate Committee on Finance,

SenatL Ofwe Building, Waahington, . CF.
DEAR SENATOR Byrw: In accordance with your request of February

17, 1958, I am enclosingherewith a memorandum on the problem ofprice stabilization. It as seemed to me that I could make a more
useful contribution by means of a carefully prepared analysis than
through answering a series of questions.

Trusting this will be of use to your committee,
Sincerely yours, • HARoLD G. MouroN. ,

President Emetu, The Brookinga Imtiion.Enclosure.

MEMORANDUM FOR Umrrm STATSs SENATz CoMMnrrrz oN FNANcE
This memorandum will be focused not on the maintenance of eco-nomic prosperity but on the problem of preventing inflation. It willbe divided into two partU: (1) What forces have been responsible forthe great rise in prices in recent times-since World War II; and (2)

Can the price level be controlled by Government policies?
I. According to traditional economic analysis a general rise in

prices is caused by a disproportionate increase in the quantity of money
in circulation as compared with the quantity of goods. The increased
money supply is usually said to be the result of credit extensions either
by private banking institutions or by the Government. During the
period here under review Government deficit financing is commonly
held to be of primary importance.

Since the end of WorldWar II p rice movements show no correlation
with the state of the Federal budget. The following facts should be
carefully noted:

1. The period of most rapid postwar price advances was in theyears 1946-48. In the last fiscal year of the war period, ending June
30, 1945, the cash deficit had been $49.5 billion. In the ensuing fiscal
year this was reduced to $7.4 billions; while in the fiscal years 1947
and 1948 there were cash surpluses of $19.4 billions and $7.3 billions,
respectively.

2. The next sharpest advance came between June 1950 and February
1951. In the fiscal year ending June 30, 1950, there had been a cash
deficit of $4.2 billion. But in fiscal 1951 there was surplus of $5.8
billion.

3. The latest substantial advance in the wholesale rice index came
in 1956-57. In the calendar years 1951 through 1957 there was again
no correlation between price trends and the budget situation. The
table which follows shows the net yearly results of Treasury operations
(cash basis) and wholesale prices during these years.1

'Annual Report of the Seentary of the Treasury, June 30, 195T, p. 400.
44,
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Year Net surplus Whoesale
or deficit prie Index

191......................................................................... +76 114. 8
1962 ......................................................................... +49 111.6
1963 ......................................................................... -5,274 110.1
1954 ......................................................................... -232 110.3
1966 ......................................................................... -2,702 110.7
1966 ................................................................. . 4.471 114.3
1967 ................................................................... -.. -2 099 117.6

In the deficit fiscal years 1953, 1954, and 1955 prices remained
practically stable. In 1956 and 1957 there were substantial sur-
pluses; meanwhile prices rose sharply.

One should not of course conclude from this inverse correlation
that surpluses cause rising prices and that deficits cause falling
prices. As we shall later see, the factors responsible for the price
trend were nonfiscal in character. It should be added that the fact
that budget deficits do not necessarily causo price advances does not
of course warrant the conclusion that the state of Treasury finances
and the growth of the public debt is a matter of no importance. For
other reasons the maintenance of fiscal stability is a fundamental
requirement.

HOW MONEY GETS INTO CIRCULATION

The assumption has long prevailed that when credit currency is
created the money srtpply is automatically increased without any
corresponding increase in the quantity of goods. When more money
is spent for the same goods the result is said to be rising prices.

This conception ignores the process by which money gets into the
channels of circulation. Money gets into the hands of the people
almost entirely through pay envelopes--enclosing wages, interest,
rents, and dividends. The national income available for expenditure
or saving is simply the sum total of the disbursements for wage,
interest, rents, and dividends. In addition there are minor outsys
for relief and subsidy. There are no other circuits through which
money reaches the people. Hence, the supply of money as compared
with the supply of goods'is governed by the ratio of rates of pay for
services rendered to man-hour output.

The supply of money as compared with the supply of goods will
increase only if more money is paid out for the same productive out-
put than formerly. Since wages and salaries account for over 70
percent of the total money income--rates of pay for work done are ofdecisive importance. The significance of the wage cost factor may
be indicated as follows: At the present time a general increase of 10
percent in wage rates would increase money in the hands of the
people by roughly $25 billion a year-an increase which manifests
itself first as a cost of production.

The accompanying chart shows the trend of hourly earnings in
manufacturing as compared with the movement of wholesale prices
from 1926 through 1957. During the greater part of this period and
especially since World War II wage rates have risen progressively
faster than the wholesale prices of finished commodities.
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This progressive increase in rates of pay is a primary cost factor-exerting an unrelenting pressure towa higher prices. While pricesdid not rise as fasut as wages profits were nonetheless well sustained.ls was of course made possible by the offsetting gain from theincrease in productivity that occurred during this period. Man-houroutput did not however increase in proportion to rates of pay.

CAN MONMARY AND FISCAL POLICY PREVEN INFLATION?

The money income available for expenditure cannot be directlycontrolled by either Federal Reserve or Treasury policies. Sinceneither the Federal Reserve nor the Treasury is vested with power overwage rates, the cannot prevent more money being paid out for a givenvolume of production. Wages may rise irrespective of deficits or sur-pluses intheTreasu. Whatever the State of the budge, if wages and
other costs are rising, prices will rise.Rig interest rates cannot prevent a longterm upward price
trend baed on r*sin costs. Since the Federal Reserve officials havenot been vested with authority over wae or other contracts they haveno direct control over cost. To stabilize prices it would be necessaryfirst to stabilize wage rates, interest, rental rates, customs duties, and
excise and sales taxes.

20-4W-Pt. 4-
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The Federal Reserve and banking system may indeed affect the situa-
tion indirectly by outright restrictions on credit extensions; for obvi-
ously if more funds are not obtainable higher wages cannot be paid.
But such a policy has serious economic repercussions, leading to busi.
ness recession and unemployment.

RA M CATIONS OF THE COST-PRICZ SYSTEM

Some sectors of the economy are not conducted on a strictly cost
accounting basis. Historically, the great bulk of farm produce hasbeen sold for what it will bring in local '. central market plae Thus
supply and demand has played a much more direct role than is the case
in manufacturing or transportation.

In modern times, however, the greater part of agriculture has be-
come articulated with the industrial cost-price structure. The rela-
tive decline of agricultural prices 'ed eventually to Federal legislation
designed to maintain agriculture prices at levels comparable to indus-
trial prices. In brief, under the so-called parity principle it is the
duty of the Government to keep the prices of the thing the farmer
has to sell to urban consumers in line with the things e has to buy
from urban producers. The mechanism involves Government pur-
chases to the extent necessary to support farm prices at the levels
stipulated by the parity formula.

hus agricultural prices are now linked directly with the industrial
cost-price structure. Any increase in the level of costs and prices in
mining, manufacturing, or transportation requires, under the law,
compensating, upward adjustments in the prices of cotton, wheat,
corn, and many other agricultural commodities.

To follow the complete circle of interconnection between industrial
and agricultural prices, we may start with an increase in wage rates
in the steel industry. A resulting advance in the price of steel
products means an increase in costs over the wide range of industries
using steel-notably transportation, construction, hardware, farm ma-
chinery and automotive vehicles. These advances in costs shortly
find refIection in the prices charged by these industries for their goods
and services; and in turi (through the operation of the parity sys-
tem) in the prices of farm produce and foodstuffs. In due course,
the rising cost of retail prices of foodstuffs impels demands for com-
pensating increases in wages. Where the escalator principle is in-
corporated in wage contracts, an automatic upward adjustment of
wages is guaranteed. In this example we assumed the initial impetus
came from wage increases in the steel industry. A similar sequence
would follow whether the initial advance was in steel or transporta-
tion, or some other industry; and whether it began with wage in-
creases? or independent advances in prices

The tpact of industrial price advances is soon felt throughout all
sectors of the economy. A rise in the price of manufactured goods
directly affects the costs of construction and supplies requi y -
nancial and service agencies, hospital and educational institutions,
and in the manifold activities of Governments, Federal, State, and
local. Moreover, as the cost of living increases, compensating in-
creases in salaries, wages, fees, etc., become necessary in every field of
activity. Finally, the rising costs of Government operations necessi-

452



FINANCIAL CONDITION OF THE UNITED STATES 453
tate increased taxes which in some cases become a part of the indus-
trial cost structure.

GAGING THE FUTURE OF PRICES

Two factors will be of decisive influence in determining the futuretrend of prices: (1) the rate of technological progress-which gov-erns the output per man per hour; and (2) the wage and salary ratespaid to employees. Increasing productive efficiency-a cost-reducingfactor--exerts pressure toward lower prices. Increasing wages--acost-raising factor--exerts pressure toward higher prices.The outcome in the years ahead will reflect the relative weight ofthese factors--man-hour output and rates of pay. To state the al-ternative possibilities in simplest terms: (1) If rates of pay andman-hour output increase equally, prices willbe nearly stable; (2 ifrates of pay .increase faster than productivity, prices will rise; (3 ifproductivity increases faster than wages, the price trend will be down-ward. assuming of course the existence of effective competition.
It i mpossible to know whether the recent rate of technologicalprogress can be maintained or increased. Since World War II wehave witnessed an extraordinary burst of creative energy, resultingin a vast expansion of improved industrial plants, with installedequipment of ever-increasing efficiency. Another factor serving

greatly to increase aggregate annual output in recent years has beena minimum of strikes ann a sustained high level of operations. Thusone may well question whether the recent rate of increase in man-hour output can be sustained indefinitely. However, former fearsthat we simll soon be faced with decreasing productivity because ofthe exhaustion of virgin resources have been virtually eliminated.Even in agriculture, modern science and technology are combining toproduce much higher yields per acre than was formerly deemed
possible.2

On the cost side, it appears certain that continuing increases in wagerates will be a powerful force working for progressively higher pricesof industrial products. The wage items (embedded in raw materials,transportation, fuel, and power, as well as directly in the manufactur-ing process) has, as we have seen, become of preponderant importance.Andilthe economic and political power of modern labor organizationsis such that continued pressure for higher rates of pay is to be expected.Escalator clauses in labor contract designed to lessen industrial strife,serve nevertheless to accelerate the inflation process.The advance in wage rate, one may venture to guess, will in thefuture, as in recent years, continue t outstrip improvements in pro-ductive efficiency. If so we shall have a progressive increase in thegeneral level of commodity prices over the coming decades. Only adepression of major proportions, resulting in a substantial reductionof wage rates would reverse the trend. Even in such an event the up-ward movement would doubtless be resumed in the not distant futureRepectfully submittG. Mou ,

President Emeritue, the Brookings lstitutiom
'For extensive lalo, of a h adequacy t our national reYourms, m the author.Controlling Factors I- Eonomic Development.





NATIONAL GRANOZ,
The Honorable HARRY F. BMW, Wakington, D. C., Apri 14,1958.

Senate Ofwe Building, Washington, D. C.
DEAR SENATOR BYw: In response to your letter of February 17, Iam setting forth in the attached statement a number of my views relat-ing to the Nation's economy. By the nature of things, I have not beenassociated closely enough with some of the matters included in yourlist of questions to venture informed comment. I have, however,given serious thought to the subject matter you have presented and Iappreciate the privilege of submitting my views for consideration ofthe Senate Finance Committee.
May I say that you and the members of your committee are per-forming a vital public service in your current investigation of thefinancial condition of the United States. This is a matter of criticalimportance and on behalf of the National Grange I take this oppor-tunity to express our appreciation and deep interest in your efforts.

Respectfully yours,
HERSCHEL D. NWSOr, Master.

OPINIONS ON THE STATE OF TI NATION'S ECONOMY
By Herschel D. Newsom, master, the National Grange, in response toquestions presented by the chairman of the Senate Finance Com-mittee in connection with an investigation of the financial condition

of the United States
It may be elementary but it is well worth reemphasizing that a basicobjective in the operation of the Nation's economic system should bethe attainment of an economic equilibrium in the system with a maxi-mum of harmony between the major forces functioning in it.Such equilibrium and harmony are obviously difficult to attain, espe-cially since the many national and international elements influencingthe character of the economy annually grow more com plex. As a con-sequence, every possible effort must be made constantly in this direc-tion, because the very survival of the American form of government is

at stake.
The continuing test of strength between the free world and theCommunist world, widely known as the cold war, is fundamentally abattle of economic strength. Any prolonged weakening in our domes-tic economy would surely decay the foundations of the anti-Communist

drive.
Even aside from considerations of the cold war, if that were hypo-thetically possible, we are dedicated in the United States to the propo-sition that a capilistic system can continue and flourish, provridifor the people a e e of progreM freedom, and prosperity unmatchedby any other system ur present ability, therefore, is todemonstrate tat capitalism is equal to the prusrw ean requirements

of the indurial-atomie agL
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As the Congress has fortunately recognized, there is ample reason
to be persistent and deliberating the current investigation of the finan-
cial condition of the United States. New dimensions are functioning
in our economy. For example: Unprecedented concentrations of eco-
nomic power have developed in both industry and labor. Taxing and
spending for military-economic defense operations have reached criti-
cally high levels. The public debt with its accompanying charges
has risen to an unparalleled height. And the magnitude of Govern-
ment expenditures for all purposes has grown to a point that it sig-
nificantly affects the entire economic structure.

Familiar economic elements are not actirg in familiar ways. Com-
modity prices have been advancing, for example, during a period of
declining consumer buying and rising unemployment. In ationary
and deflationary forces are at work simultaneously.

The traditional conceptions of inflation and deflation are being chal-
lenged by the abnormal experience of the cui rent decade.

Classic definitions of inflation are now less than serviceable. It is not
adequate, for example, to call inflation an abnormal increase in the
quantity of purchasing power, or a situation of too much money chas-
ing too few goods.

There are no critical or even widespread shortages of consumer
goods. Stocks of most items have been more than plentiful. In many
parts of industry, as in agriculture, productive capacity is not being
fully utilized and production schedules have been cut back in response
to slackening demand on the part of consumers.

Nor can itle said that there is an abnormal or even unusual quantity
of purchasing power bidding up the prices of goods.

There is not, in short, a big excess of demand over supply-the cir-
cumstance long regarded as basic to inflation.

Inflation hs now become something different and more compli-
cated. To attempt to define it, in the light of currently inconstant
conditions, is a hazardous business. At th stap, however, inflation
appears to be a continuing decline in the value of money as the con-
sequence of continuig institutionalized adjustments upward in the
valuations of goods and services.

For the time being, at last, developments within our system have
permitted the pressu res for higher commodity prices, wages, rents,
and compensation on the part of major sectors of the economy to over-
balance the downward pressures traditionally expected and derived
from a vigorous competitive situation.

En bloc adjustments upward in.wage scales for entire industries
for example, and industrywide price increases for commodities anJ
manufactured items have-been a significant element in the institution-
alized, massive upward pressure. Relatively unorganized but also
concerted have been the progressive upward movements in rents and
in compensation for personal services of virtually all types, including
the trades and professions.

As each institutionalized sector of the economy has capitalized on
its opportunities for upward revision, it has generated action in other
sectors for what may be called compensatory increases.

The timing and amounts of the increases have in all instances been
deft and this has been a notable characteristic of the entire upward
progression. Almost invariably the intervals between increases, and
the sums involved in each increase, have had the appearance of mod-
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oration or reasonableness. By avoiding the flagrant, no direct coun-tervailing reaction on the part of consumers was ever set in motion.The current decline in consumer purchasing has little of the aspect
of a buyers' strike.

A major reason for the relatively passive acceptance of the institu-tionalized Ases that have served to depreciate the value of money,has been the cushioning role of agriculture in recent years. Agricul-ture alone amoni the major segments of the economy has been unable
to organize itself for purposes of institutional bargaining or com-pensatory increases

Farmn income has declined progressively since the war period. Asa result increases obtained for transportation, processing, distribu-tion and other aspects of food marketmg have not been passed alongto consumers in the form of corresponding increases in the p prices ofood items. Farmers have absorbed an important share of the in-creases and to this day continue in a disadvantaged position, with noreasonable recourse against the progressive riie in their costs and
taxes.

To the extent that farmers have absorbed potential increases infood-item prices, they have smoothed the way for the upward prgres-sion elsewhere in the economy, but at the cost of increasin imbalance.The classic consequence of progressive inflation is, of course, de-flation-on the theory that "all that goes up must come down." Ifthe deflation is severe, it customarilybers the name of recession or
depression.

Deflation is a condition marked by a reduction in the volume ofmoney and in the velocity of its movement, with a consequent redu -tion in the volume of purchasing power.Part of the parodox of the day is that we appear to be experiencingsimultaneously aspects of both inflation and deflation.As prices have been moving upward in recent yea the supplyof money has not increased proportionately. Indeed, increasingamounts of money have been siphoned out of normal channels of.capital investment savings, and private consumption by the progres-sive growth in Federal, State, and local tax levies.The economic implications of current Government spending, espe-cially for military eqmpment and services in this era of interconti-nental missiles and hydrogen bombs, have not yet been adequatelyappraised. There is reason for the strong belief, however, that Gov-ernment spending of the present magnitude not only bids up theprices of services (and certain categories of goods) but reduces(through taxation) the volume of effective consumer purchasing
power.

The fact of the continuing "cold war" adds fresh complications toour already complex problem-the attainment of economic equlibriumin a capitalistic system whore the forces of competition have beenblunted, at least,Because of the cold war we find justification for the unbalancedbudget and an ascending public debt. Defense requirements serveto subordinate peacetime standards of .pay-as-you-go.'
Obviously, survival of the Nation in the cold war supersedes allother consideration. We are assuming obligations and making ex-penditures directly and inirectly related to the war because the cir-cumstances do not appear to allow any acceptable alternative. Until
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the international issues can be resolved, the United States cannot do
otherwise than prepare its defenses and use its resources in every way
calculated to assure us, ultimately, of a satisfactory conclusion.

Even aside from these enormously unsettling effects of the cold
war, it must be recognized that the economy of the United States is
a dynamic thing, undergoing constant evolutionary change.

The development of automation, the concentrations of economic
power in large sectors of industry and labor, the rapidly expanding
population, the expanding influence of governmental fiscalpolicy,
the mounting importance of consumer attitudes, and the enunciation
as Government policy "the full employment" concept, have all intro-
duced new influences into the ever-shifing structure of the American
economy.

These are not the only new and modifying elements, of course but
they are indicative of the economic inconstancy of our times. They
point to the utter necessity for a continuing analysis of the American
economic scene in order to provide the Nation and Congress with the
best informed basis for actions in behalf of harmony and balance in
our system.

They also point to the intricacy and interrelationship of the varied
elements in our economy. The effect of any single factor can be
appraised most usefully in terms of its relationship with the others.

The effect of deficit spending by Federal, State, and local govern-
ments since World War II for example, was undoubtedly inflation-
ary-if this spending could be iolated from the functioning of other
factors. Under cold war circumstances, however, this spending may
also have served as a vital determent to the deflationary tendencies
of heavy taxation and expenditures for military weapons and equip-
ment.

Management of the public debt, the functioning of escalator provi-
sions in wage contracts, the level and timing of public-works pro-
grams, the managed contraction and expansion of credit, and the
character of taxation are among the other major factors which modi-
fy, each in their own way the Nation's economic balance. It is the ag-
gregate effect, however, which must concern us.

in steering a course toward economic equilibrium, we also need to
evaluate on a continuing. basis the economic reaction of business man-
agement and the consumg public to events and circumstances which
influence attitudes. At what point, and for what reason or set of
reasons, does the attitude of a vast'segment of the population change
from one of confidence to caution-or from a dislosition to buy m-
stead of to save I

Intangible factors are also present in critical decisions by business
and industry. As management undertakes to estimate consumer atti-
tudes and business probabilities, it may decide to move boldly. or pro-
ceed conservatively with respect to capital investment, expansion, and
the willingness to assume financial obligations.

Nothing less than the most expert and objective analysis, carried on
continuously, can be counted on to provide a reliable evaluation of
the influences being exerted by the various factors of the economy-
and their aggregate effect in the direction of inflation or deflation.
Nothing less than such an analysis will provide the information and
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the guidelines essential to inteUigent actions in and out of Govern-ment in behalf of economic equilibrium.Under the Constitution, the Congress has the responsibility formaking the basic fiscal and monetary decisions of the Nation. Themanifold responsibilities of individuals of Members of the Senateand the House of Representatives, however, are well Orecognized. Asthe economy of the United States has become icreasingly more com-plex, and vital, the Congress has faced an increasingly difficult andtime-consuming job in appraising and understanding all its aspects.The executive branch, under these circumstances, has been forth-right in advocating fiscal and monetary policies. Yet each adminis-tration holding the Ezecutive offices properly and naturally representsa particular economic viewpoint. .is is not necessarily a compre-hensive or completely objecive viewpoint. Moreover, the oppor-tunity is present, whether or not it is used, for political modificationsof economic positions.Considering the unsurpassed importance of economic policy andgovernmental economic action on the well-being and destiny of theNation, these circumstances are less than satisfactory. As at leastone major improvement, Congress should provide itself on a perma-nen nbsin wth an advisory economic body of tho most capable menavailable in the country.Such a bodY or congressional Commission on Economic Affairsshould be invested with a status commanding the highest possibledegree of congressional and public confidence in its proficiency, in-tegrity, and dedication to the national well-being. Obviously itsmembership should be selected without political consideration. Ten-ure in office and remuneration should be commensurate with the caliber,dignity, and scrupulous independence required of men engaged in suchhigh assignment.As the economic arm of the. Congress and its appropriate commit-tees, such a body could engage in a continuing, comprehensive analysisand evaluation of the elements influencing the Nation's econoniehealth, serve as expert counsel to the Congress during its considera-tion of economic matters, and help to enhance the accuracy, speed, andeffectiveness of the Nation's economic decisions.
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NATIONAL FARMs UNoN,
Senator HimT F. BTu, Washingto D C., April 8 1958.

ChairmaN Senate Committee on Finance,United SWe. Senate, Wawingtom, D. C.Dui SELNATOR Bmwj: This is in reply to your letter of February 17,1958, requesting certain information concerning the state of the econ-omy and the growing numbers of unemployed.May I say, Senator, that one of the major aspects of the situationthat comes to my attention daily is the long-continued drop in farmprices and farm family incomes brought about by reduced effectivenessof the Federal farm income improvement program, by the tight moneyand high and rising interest-rate policies, and by the ever-increasingprocessing and marketing margins in the food industry and higherprices for the industrial products and professional services that farmfamilies must buy for production and family living.1. Deflation (from the agricultural standpoint): It's when the in-,come level of the farmer declines (regardless of cause or actual direc-tion of its movement, i. e up or down or unchanged) in relationeither to (1) his own ast income level or to (2) the general incomelevel of the country. in the first instance the farmer's debts becomemore burdensome and/or the returns on hs investment (land euimen, labor, etc.) fall. In the latter case, there is the addW disad-vantage that the cost of things he buys currently will be risinreltvely, in reflection of the increase in the proportion of the nationincome going to nonfarm.Inflation (s Line standpoint): In general, this is the o posite ofdeflation, as fined above. However, it is questionable whether theterm should. applied to an incline in the farmer's share of the na-tional income until it approximates full parity with nonfarm income.This share now stands at less than 50 percent of parity, taking ac-count of the farmer's investment, labor input, management respon-sibilities, etc. Inflation, of course, lowers the relative buying power ofmoney received from fixed agricultural investments drawing fixedinterest rates. It also tends to drive up the price of farmland, toooften to a level that proves burdensome, if not disastrous, to thepurchaser when and if there is a drop in farm income later on.One of the anomalies of the past few years, of course, has been thedeflation of the farm economy of this country taking place at thesame time that the nonfarm aggregate was subjected to inflation.2. Our Nation should maintain a constantly expanding economyequal to growing population and productivity per man with ade-quately distributed income and leisure such that human values willbe at a maximum and all that is produced can be purchased and in-vested, or consumed. Man, changes in existing laws are required,some of which will be specified below.3. The monetary controls prior to 1950 seemed in my view, to meetthe needs rather well. Since 1951, it has seemed to me that the pro-
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gram has been operated more in the interest of large bankers and
strong idustrial corporations than in the general interest.

4. Certainly an outstanding factor in the decline of the dollar's
value has been price administration by oligopolistic corporations to
whom our laws and customs had given, either by commission or omis-
sion, the authority and right to exercise control over price through
control over market supply. The most dramatic example, of course,
is the steel ind r which deliberately raised prices by $8 per ton and

cut production, by this week to as low as 49.7 percent of capacity.
5. Management of the public debt and relate monetary and credit

policies of the Federal Government determine the rate of interest and
the supply of money which have a pervading effect upon the rate of
investment and of consumer expenditures in a multituae of ways.

6. Insofar as it is consistent iith other national goals, the Govern-
ment should mainta p rice stability. The national economic policy
should be to maintain full employment with adequate leisure and op-
portunity for full development. Under current cicumstances this
can only attained through continuous economic growth of consump-
tion, demand, and production. To the extent that a growth rate
requred to maintain full employment is allowed to rest in price
inflation, the required institutional changes should be initiated so that
these aims will not in reality be inconsistent.

The record since Auust 1956 seems to indicate clearly that monopo-
listic, administered pricing brings about price inflation even when un-
employment is increasing and income deflationary forces are at work.
This calls for means to require that boards of directors of such firms
take national economic goals into consideration in establishing their
production and price policies.

7. State and local governments in many cases are spending *ust
about all they can afford or should be asked to spend, considering their
sources of revenue and their current taxation devices. Federal ex-
penditures have not been large enough nor directed to high priority
national goals. Because it is based primarily on ability and can get at
taxable wealth no matter where it moves, the Federal system of raising
revenue permits of more equitable treatment both in collection and
distribution.

8. Existing local, State and Federal tax systems, taken singly or
combined, insufficiently promote an appropriate balanced national eco-
nomic growth, provide unfair loopholes to a privileged few and place
unfair heavy burdens upon those less able to pay.

9. I subscribe to the following paragraphs of the National Farmers
Union program adopted by delegates to our recent national convention
in Denver:

"National monetary and credit policies should be designed to make
adequate funds available at minimum rates of interest so that desirable
productive investment will be encouraged. Selective controls should
be used to curb inflation if it occurs, and monetary and credit policies
should also be used to maintain a positive expanding full employment
economy.

AFederal budgetary policies should be geared to the needs of an

expanding full employment economy with capital items separated from
.oher expmditures and the cash budget separated from the authoriza-

tions budge"



FINANCIAL CONDMION OF TUB UZTLgD WUIW 403
10. (a) The United States monetary and credit or fiscal systems

the past 5 years have been used as a sort of price-support program, for
large bankers and have contributed practically nothing to maintaining
and fstes , an.expandin full employment economy with price sta-
bility, and distribution of income such as to sustain continued ex-
pansion.

(b) See 9 above.
11. (a) The paradoxical simultaneous existence of unemployment

and ination is due to the administration of prices through monopolis-
tically maintained control of market supply on the part of huge ag-glomerations of economic power in key industrial corporate firms.

(b) Inflation of prices is not a necessary condition of full employ-
ment; but if necessary insttutional changes are not made to make th
two goals consistent, hen I would prefer to have a little inflation rather
than a lot of unemployment.

12. I believe that production conditions and the structure of dis-
tribution of goods and income should be so arranged that the minimum
amount of credit is required to enable enterprising young people to
acquire and operate the kinds of business investments and family liv-
ing facilities they need without having to go into debt and thus take
on the added burden of interest payments. To the extent that credit
is needed to provide for private expansion that cannot be financed out
of past income, funds should be made available for such productive and
legitimately needed uses at an interest rate approaching as near to zero
as administrative costs and the risk element will permit. Since credit
resources arise in large part these days from national economic policy
and not as the result solely of savings out of past income, there is no
valid justification of interest charges to pay what many decades ago
might have been necessary to obtain savings through inducing post-
ponement of consumption by private citizens.

13. When the real per capita income of any economic. group quitsr is t is time to take selective action with respect to the economic
p b-ems of that group. Certainly counterrecessionary action should
be initiated at any time when the number of unemployed begins to rise,
seasonally adjusted, to more than 2.7 percent of the civilian labor force.
Major action should be put into operation when unemployment rises
above 3 percent.

14. With the now acknowledged multiplier effect of a balanced
budget in the framework of properly structured taxation and Govern-
metn programs, there is no need for a budgetary deficit. However,
defi 'it spending cannot be given the major blame for price inflation
during the past few years.15. -Yes.

16. Yes; they are required, but of course must be properly related to
productivity increases and the general level of prosperity. Similar
escalators should be mcorporated in annuities, other fixed income secu-rities and payments, and provided in appropriate ways for farm in-
come and the income of other groups whose bargaining power is rela-
tively weak in a generally adm termed price economy.

17. Causes of present recession:
Falling farm income over a period of 6 years.
Tight-money policy.
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Other national economy policies that have favored the relatively
strong and injured the weak.

Failure of the Federal Government to appropriate funds and initi-
ate such national priority programs as school construction, teachers'
salaries, loans for small business, urban redevelopment, elimination
of pockets of chronic depression and underemployment, failure to
extend minimum-wage legislation to all groups of workers, minimum
wages too low, too slow a rate of power and resources development,
and similar policies.

Too heavy an income flow going to the rich and high-income groups
with too small an income flow to the poor and low-income group, the
result being a failure to clear the market of the goods produced except
for a temporary period, then the extravagant use of installment credit.

Resulting overinvestment in capital expansion relative to the growth
in consumer income.

The drop in national confidence in our international position.
The vacuum of leadership in the White House which the Senate

cannot under our constitutional division of powers fully compensate
for; this vacuum of Executive leadership brought on a drop in confi-
dence of both investors and consumers. This, in turn, caused a drop,
in Keynesian terms, in both the propensity to consume and the mar-
ginal efficiency of capital. Thus, when too late, the tight-money pol-
icy was partially reversed, the increased quantity of available money
was not sufficiently utilized, even at lower interest rates, to encourage
continued expansion at the rate needed to maintain full employment.

What should be done to terminate it:
Enable farmers to earn a parity of income.
Eliminate all excise taxes immediately.
Raise personal income-tax exemptions from $600 to at least $800.
Close all existing loopholes in personal and corporate income taxes.
Require capital gains to be reported as any other income in Federal

tax.
Expand, speed up, and initiate fully adequate Federal programs for

school construction, increased teacher salaries, improved educational
facilities and opportunities, and power and resource development.

Establish margin or price control on such basic key industries as
steel, chemicals, and electronics.

Sincerely, JAxm G. PATroN, Presdent.

M

___ - - ---.A
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A ui FARM Buw u FDnTION,
Hon. HuAu F. Bm, Chicago, Ill, March 26, 1958.

Senate Oflie B.:2d 0 ,1VaAing D. C.DEAR SENATOR BymD: I am enclosing the statements of the AmericanFarm Bureau Federation regarding the financial condition of theUnited States. We have followed the suggested questions which yousent to us on February 17.As you know, the American Farm Bureau Federation is vitally con-cerned with the health of our total economy. We have been verymuch alarmed by some of the recent proposals which would resultin the serious inbalanc1 of the Federal budget..Another round ofGovernment-induced inflation would seriously injure farm people.If there are any areas of question, or if any part of our statementneeds further explanation, please do not hesitate to advise us. Weappreciate the opportunity to present this statement.
Very truly yours,

Enclosure. Ciwas B. SMAN, P d .
RESPONSE O, TniE AwMCAN FARM BuREAu FERATION TO QUETIONSSuBwrE By SENATOR HsARy F. BR ON BPA o T H SENATzFMANCE CoM

1. Give a definition in your own words of deflation and inflation.Inflation is a condition where the purchasing power of money isreduced by a rise in the general price level. This can be brought aboutin a number of ways; however, a common cause is Government policieswhich permit or cause the supply of money and credit to expand morerapidly than the supply of goods. In its more serious stages inflation ischaracterized by rapid rises in the general price level, stimulated bya lack of confidence in money, a desire to hold tangible assets, and theexpectation of further price increases.Deflation is a severe decline in business activity accompanied byserious unemployment, reduced national income, business stagnation,and a hlh rate of bankruptcies, all of which are aggravated by a lackof confidence in the economic outlook. This can be brought about byoverexpansion and speculative excesses resulting from inflation, or byforces which result in a sharp contraction in the money supply. In adeflation the general price level will tend to decline, but this tendencymay be offset to a considerable degree by rigidities in the economy,such as contractual wage rates and administered prices.2. Explain how you believe the economy of the United States canbest avoid either inflation or deflation. If you think present lawsshould be changed or new laws are required, then make specific sug-gestions.

4M5



FINANCIAL CONDMTON OF THZ UNITED STATE

The Federal Government has important responsibilitie.- in this mat-
ter, because (1) the Constitution provides that Congress shall have
the power to coin money and regulate the value thereof, and (2) the
Government's financial operations are so large that they cannot help
but affect the course of the general price leveL.

The following extract fim the resolutions adopted by the elected
voting delegates of member State farm bureaus at our last annual
meeting indicates the general policies that we believe to be appro-
priate to the objective of avoiding inflation and deflation:

"Government policies which affect the supply of money and credit
should be directed toward promoting a relatively stable general price
level together with high employment and rising productivity. The
Government also has a responsibility to so conduct its affairs as to
inspire confidence that everything possible is being done to protect
the economy from the extremes of inflation and deflation.

"In periods of relativel hi h employment and business activity,
the Federal Government should not only balance its budget and keep
it balanced to eliminate the need for deficit financing but also reduce
the total national debt. If the budget is unbalanced in such a period,
the Government should borrow necessary funds from nonbank lenders
to the maximum extent possible to avoid the creation of new money.
The existing national debt should be managed to prevent non-banic-
held securities from being shifted to the commercial banks, as such a
shift creates new money just as the sale of new securities to banks.

"In periods of declining employment and falling prices, these policies
can be reversed to combat deflation. In such a period, for example,
it may be desirable to reduce taxes to leave more purchasing power
in the hands of the public even though this results in a deficit.

"If the budget is to be unbalanced to counteract a deflationary trend,
emphasis should be on reduced taxes rather than increased Government
spendin.

"The federal Reserve System can help to stabilize the price level by
relating its policies to the country's needs for money and credit rather
than to other considerations. The independent status of the Federal
Reserve Board must be maintained. It should restrain the expansion
of bank credit in inflatioiiary periods and make it easier for the banks
to extend credit if deflation treatens.

"The policies of Government agencies which make or guarantee loans
should be coordinated with overall credit policies.

"In order to be effective in checking deflation, the Federal Reserve
System mt recognize the danger of a downturn and act before defla-
tion has gone so far that public confidence in the outlook is.under-
mined. in such a situation, prompt tax-rate reductions, especially in
the lower income brackets, can be a valuable supplement to Federal
Reserve action.

"It is generally recognized that it is more difficult to combat deflation
than inflation with monetary and fiscal policies. It should be re-
membered, however, that our worst deflations have followed periods of
inflation and that effective action to prevent inflation will go a long
way toward preventing subsequent serious depressions."

Two points in the above quotation from our resolutions deserve
special emphasis:

(1) It is highly important that the Government conduct its
affairs in such a way as to encourage confidence in the economic

AAR
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tlook. If People expect either inflation or deflation to occur,
they are likely to act in such a way as to contribute to a realiza.
tion of their expectations.

(2) The most effective means of avoiding deflation is to pre-vent inflation, because inflation leads to excesses and dislocationswhich make an economy more vulnerable to deflation.While our resolutions stress the importance of Government policiesto the maintenance of a relative stable price level, we recognize thatthe policies followed by private groups also affect the stability of theprice level. Econoinic groups which have a degree of power over wagesand prices should exercise such powers with restraint and considera-tion for the general economic situation. For example, we do notthink it is sound for unions to demand wage increases or for employerso grant.such increases with a view to passing them on in higher pricesin a period of declining business andrisin unemployment. In ourview such action can only intensify a downswing in the economy. Like.wse, in a period of high employment and general prosperity, webelieve that both unions and employers should consider the inflationaryaspect of wage increases that exceed gains in productivity and therebyforce prices upward. More importantly, however, we believe thatGovernment policies should be directed toward preventing concentra-tions of economic power which make it possible for private groups toexercise undue influence over wages and prices. In the business fieldthis means that we must have effective programs to prevent the exerciseof monopoly power. In the case of labor it means that unions shouldbe subject to prohibitions against actions to restrain trade comparableto he prohibitions imposed on other groups. It also means that com-pulsory unionism should be prohibited by law.
The declaration of policy in the Employment Act of 1946 shouldbe amended to remove any implication that the Gover~ment has aresponsibility, or the capacity, to maintain full employment at alltimes. The assumption of such a responsibility by the Governmentcan only lead to repeated doses of inflation, and eventual socialism.3. Comment generally on the monetary control policies of the Fed-eral Reserve System as exercised within the following years: 1942to 1957. (You may wish to divide the period into two parts, 1942-50

prior to the accord, and 1951-57.)
The policies followed by the Federal Reserve Board prior to the1951 accord with the Treasury contributed materially to the inflationwhich took place during this period. The policies followed in financ-ing the extraordinary expenditures of the war period laid the basis fora postwar inflation. As long as the war lasted, however, this inflationwas partially suppressed by wartime controls, product deterioration,

and a high rate of savings. Since we, as a Nation, were unwilling topay a substantially larger percentage of the war expenditures throughhigher taxes, it probably was desirable for the Federal Reserve Sys-tem to support the Government bond market while the war lasted. Inour view, however, it is extremely unfortunate that the wartime policyof pegging the Government bond market was continued for a num-
ber of -ears after the end of the war.

While we do not wish to attempt to evaluate the timing or thewisdom of individual actions taken by the Federal Reserve Systemsince the accord, we are in agreement with what we understand to
'54&- - -
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be the objective of Federal Reserve policies in the post-accord period.
We feel that these policies have made a very great contribution to
our economic welfare, by countering inflationary pressures.

4. Beginning in August 1956 there was an increase in the Consumer
Price Index each month through September 1957, thereby causing
a decline in the value of the dollar. What factors contributed most
to this decline in the value of the dollar?

The period from August 1956 through September 1957 was a
period of very high employment and business activity. Consumer
demand was at a high level; a boom was underway in the capital
goods industries; and private debt was increasing rather sharply.
Government spending was also at a high level. Prices were pushed
upward by high-leverdemand and by wage increases which increased
production costs in many industries.

Although private demand for goods and services was high, Federal
policy must bear a heavy responsibility for the upward movement
of prices and wages in this period. Numerous actions to stimulate
the economy were taken as a result of the 1953-54 decline in business
activity. In some cases these expansive actions undoubtedly had a
delayed effect. The high level of Government spending undoubtedly
contributed to an inflation psychology which in turn increased thepublic's willingness to spend. Government action in increasing the
minimum wage of 75 cents to $1 per hour in March 1956 established
a basis for wide-spread wage demands to restore historic differentials
for skilled workers. The high level of business activity helped many
unions to obtain wage increases, which were soon translated into
higher prices.

The continuation of Govermnent spending at a high level in the
face of a high level of private demand contributed to higher prices
even though the budget was balanced. Under the circumstances, theGovernment could have made a real contribution to price stability
by reducing its expenditures and increasing payments on the national
debt.

5. What effect does the management of the current public debt
have upon the national credit structure and the economy of the
United States?

The current public debt carries with it a built-in potential for
future inflation. If debt management were to permit the shift of
privately held Government bonds to the commercial banks or a shift
of bank-held bonds to the Federal Reserve banks, the result would
be an expansion of the money supply. When the money supply is
allowed to expand more rapidly than the production of goods, an
inflationary pressure is created.

On the other hand, policies which shifted the bond holdings ofReserve banks or commercial banks to private investors would con-
tract the money supply and exert a deflationary pressure on the econ-
omy. It is an important task of debt management to handle the debt
in such a way as to contribute to the stability of the price level and
to an expanding economy. This means that debt management must
take account of the economic situation. In recent years the task of
doing this has been complicated by the large volume of debt coming
due each year.
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6. (a) Discuss in their relationshi1) to one another and accordingto your judgment of their relative importance, the following threeobjectives of economic policy in the United States:
1. Price .stability.
2. Stability of production, demand, and employment.3. Economic growth in production, demand, and employment.(b) With respect to these three objectives, discuss and appraisethe sigificance of what you consider to be the most important trendssince world War II--tlring the most recent 2 or 3 years-and espe-

cially during 1957.
(a) The most important of these objectives is "economic growthi production, demand, and employment.." Taken literally, ob activeNo. 2 seems to us to be undesirable. Stability in production, demand,and employment would mean stagnation. We must have economicgrowth if we are to improve our living standards, or even to main-tain present standards fora growing population.
We assume that objective No. 1 is intended to refer to stability ofthe general price level which means stability in the purchasing powerof money rather than stability in individual prices. Indvidualprices must fluctuate in order for a free choice, or market, economyto work. Price-level stability is desirable as a means of creating afavorable climate for continuing economic growth, and to avoid thehardships that inflation and deflation impose on various groups.Economic growth in jproduction demand and employment can con-tinue for a time despite inflation, bit inflation leads to excesses andimbalances which set the stage for an eventual cnsh.(b) With relatively short interruptions we have had a fairly rapideconomic growth in production, demand, and employment throughoutthe postwar period. Prices rose sharply in the early postwar yearswhen the removal of price, wage and allocation controls releasedthe inflationary forces which had been suppressed during the war.In this penod and in the early months of the Korean incident theFederal Reserve policy of pegging the Government bond marketadded materially to the inflationary pressures. The first postwarrecession or adjustment was shortened by the outbreak of fighting inKorea. The inflationary rise in. prices which occurred in the earlymonths of Korea was so clearly aided by Federal Reserve policy, thatit paved the way for the accord of 1951. After the accord the pricelevel dropped slightly and then moved sidewise in a remarkabledemonstration of stability for approximately 4 years. In this period,

however, upward movements in nonfarm prices were offset by declinesin farm prices. Considering the fact that the decline in farm priceswas due to some rather special circumstances it would ap pear thatthere was some inflation in nonfarm sectors of the economy during thisperiod despite the relative stability of the general price level. Begin-ning in mid-1955 prices began to move upward for reasons which havebeen discussed under question No. 4.The most significant trends of the postwar period have been (1) therise in prices which took place when suppressed wartime inflationwas allowed to manifest itself; (2) the further inflation that wasallowed to take place under the policy of pegging Government bondprices, (3) the relative stabile ity in the general price level which existed
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for 4 years after the 1i1 accord (4) the renewal of inflationarypa e in 195, and (5) the current Aownswmng in business activity.
7. Give your opion of the elect on our economy of current Federa)

state, n local government smp.ding
In our opinion the overall level of current Federal, State, and local

government -pending is too high in relation to national incom. The
current hi level of Government speD g tends to be inflationary
although tis inflationary tendency may be temporarily o"fse at times
H readj ustmets in the private sector of the economy. While we
bidieve that it would be desirable to reduce the percentage of our
total income flat is spent by Government, we also favor a red stribution
of responsibilities which would tend to reduce the Federal share and
incres. the State and local shares of total governmental spending.. & Give your opinion of the effect on our economy of curry Federal,
State, aid local taxation.

The present high level of taxation undoubtedly has an inhiitig
effect on economic growth. This is particularly true in the cas of

Federal income taxes. The present level of Federal income tax
makes it more diScult for the private economy to accumulate capital
for economic growth and reserves for bad times. Another imlrtant
consideration is the fact that the present high level of Federal income
taxes leads to a continuing pressure for special treatment of various
situations. Special tax concemions erode the income-tax base, forcp
the maintenance of high rates, and put a premium on ability to arrange
personal and business affairs in such a way as to take advantage i
exceptions to the basic law. Thus, tax considerations have become a
big factor in many butinem and personal decisions.

The continued heavy dependent. of many local and some State
governments on property, taxes discriminatm against taxpayers suc

lroad, and oters who necessary have a high
investment in real property.

0, Will you disti -h between fiscal policy (embracing expendi-
tures, taxes and debt) and monetary ai credit policy, and then re-
late them, one to the other. Pleae discuss these policies Lating how
they may be used to restrain inflationary trends and otherwise aid in
preserving a gable economy.

Fiv.al policy and monetary and credit policy both affect the supply
of money saidcredit available to the economy and constquently Ihe
price level. As is pointed out in the question, lical policy involved
government expenditures, taxes and debt. Monetary and credit policy
relates to activities which influence the total volume of money and
credit in the economy through such things as reserve requireinsI
discount rates, and the open market operations of tie Federal Res.erveSytem. Both f Ical plIcy and monetary and credit policy can either
be inflationary or deflationary. The effect of an inflationary or de-
flationary action in the fiscal field can be offset by opposing action,
or intensified by supporting action, in the monetary and credit field.
A general outline of how monetary and credit and fiscal policies can
be used to promote price level stability is set forth in the extract from
our resolutions which was quoted in answer to question No. 2 above.

10. a Comment generally on the adequacy or imadequacy of the
Unitedtate .monetary system. (For the pu of is question
consider that the monetary system includes bank deposits and bank
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creits). Also please furnish Tour ideas for the correction of any in-
uaces that you feel now exzIs in our money system.
) Comnmen briefly on the adequacy or inadequacy of the United

States fIc system.
(a) In general terms we believe that the United States has an ade-quate monetary system. The chief deficiency in otkr monetay

tom ia the fact that it !&uires the Federal Reserve System to make
nuwrUS decisions with rep rd to the timing, direction and magni-
tude, of various actions Al human judgments are subject to error
and it is often difficult for Reserve authorities to determine exactlywhat is happening in the economy at a particular moment. This is a
pftblem which deserves continuing study .however, we do not have
any recommendations with mpect to it at this time.

(b) There are two basic inadequacies in the United States fiscalsystem: (1) The public pre.amus on Congress for increased expendi.
tures ar intense and specific while the premwures for economy are gen-
erl and diffuse. As a result it generally is easier for the Government
to imcressexpenditures th- o reduce them. 'Ihe only solution toi problems for ps teresteineconomy todoa
better 'ob of c aug understanding or need for retraining
F "exd .tur and for Members of m ad the adminis-
traton to rise their leade on behalf of vernmental econ-omy. base ofthFe a taxshoo keptbroad
thro I the retentiga- ore bly Jo exem,,ion a mens of

remallngall ppo ing iPvi that Fed 98se rviesnotl eftm. m
(2 le der*l con of the Fed-ora udgr There aex dit ich Con cannot

al except, by enac1i an e ve aul rily. Tb.f that an udit a oize law is often tak a pri-
110tii t0tes C ongrem

rage ter at tio I for new thm toa
revi wof m rs be redo o imitated.
makan i eliftsicu p ropnatious

it i , c fC o 4. ,the amo that be tin an icular fisca mall p slat"
results n the conide on of 'ndi ual idng po ls withTerit regard to t overall ML e c

e la no simple I ue correction o ese deficiencies.
We believe tlit would be helpful, however, i I islative com-
mittees of or woul spend more time erio reviews of
existing program 'th a view to eimin g or reducing pnamswhenever chancnl i action. We aMl believe
that it would be be fil if true would develop some workableag m tivei hprocrdnre for deei ai vely whether th era Govern-
ment shall run a deflit or surplus in any fiscalyear ad the approxi-Mate amount of any -Ruch surplus or deficit. One aProch mn t be
to require that the Congres reconcile its actions in the fiscalfield
before adjournment eaci yer (A) by ecifying the amount that
is t be paid on the public debt or the amount, if any, of deficit th t 15to be incurred and (B) by adjusting taxes and appropriations toharmonize with the over a tarset for a Federal surplus, deficit or
balanced budget. We, of course, realize that it may not be practical
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to control exlenditurms and iOCeipts with the precision necei, ry to
hit an exact target set )y the (ngress. The point, however, s that
the (Wougrcs should aflinnatively "sume njore resixmwiblity for do-
cidilw %lether the goal of cnrreit fiscal policy is a balanced budget,
a dehcit, or a surplus; and the general magnitude of any such deficit
or su Plus.

11. (a) What is the explanation of the se.ning paradox that at
tinws inflation and un-niployinent exist side 1) side in our veconomy.

(b) Shall we ac:4pt, as Hsoiue have stil ,,eU, a gradual inllationar.-
trend as desirable (or mwceesary) to achlove and maintain full employ-
meit groals .

(a) A certain amount of what may be called frictional unemuploy-
nent is to be exintted even in a period of strong inflationary pres-
suns. Individuals nuy Iecome unemployed for a nuitidir of reasons.
and in a free economy then, friquently will be a ned for readjust-
ments which will produce unemployment in particular industries
even in lerios of inflation. iTe n-' ,d for suc-h Ivadjiustmeiits can
arise from ('eivxlpn.sion when demand is high, or from such factors
as changing deniand patterns, comilmition, And technological devel-
opmuellts.

The sevming paradox of continuing inflation aind rising u'employ-
ment may deve1l) on a broader srale as a result of rigiditiem in our
eonomy which cause prices and wages to remain steady or to rise
when business is declining.

(b) No. Even a gradual inflation would work a hardship on
miany people and I a ke th economy more vulnerable to serious (1e.
pressions. A price rise of only 2 perceaL per year would cut the real
value of the dollar ilk half every 35 year

If lmople Pt large Ibcame convinced that it was the policy of the
Governitent o foster a gradual inflation, they would be encouraged
to act in such a way as to cause the inflation to proceed at a more
ra id rate and this would increase the danger of an eventual crash.

U . To what extent and in what way do you believe that the growth
of private debt in recent years' may have become a threat to the
stability and vitality of like American economy.

Private delt may reflect a transfer of savings, or the creation of
n1w tioney through Ilhe expansion of hank loans. Anything that
cau.es the supply of money to increase more rapidly than the supply
of goods and s, rvices tends to he inflationary. When production and
prices are pushed to a high level through the heavy use of credit,
there is danger that a downswing will G intensified not only by a
reduction in credit purchases buT also by a reduction in the cash
purchases of debtors who may sek to accelerated repayments in the
face of uncertainty. The danger of widespread defaults (n private
debt is mluced by the fact that mnot private debts carry provisions
for systematic relpyments. Private deblt currently is at a high level
in terms of dollars; but it is not nmessarily eXCssive wheli account
is taken of our lIpsent imlpltfiung and suc i factors as the value of
the dollar, private assets, and national income. ,ne extent to which
private debt is a threat to stability largely delpalds on whether or
not we can use available fiscal and monetary tools in stch a way as
to avoid unstabilizing effects. For example, when private debt is
,rowing it may be desirable to reduce the Federal debt or to take

other ofsstting action. If we allow a serious deflation to develop,
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the present level of private debt probably would operate to intensify
our difficult ies.

13. Considering the financial condition of tile United StUtc. atwhat point, if any, in terms of unemployment, production, and Woil-sumer dIvsnand, should the Federal Government move in major ways,stuch as a tax cut :sd/or large increaMt in public works, to counteract
a dowltuni ill tile elofliy.

We do not believe that it is practical or desirable to detensine inadvance a fixed Met of conditions which would justify nsajor Federal
action to cut taxes or inautgurate large increases in public works.The question of when such action should be taken is a matter ofjudgment. The decision should be based on economic trenda and
prospects rather than the inmtediate situation. In olher words a situ.ation that would iot. call for major Government action when theeconomic outlook appears likely to improve in the near future mightjustify major Federl action at another tine when the economy seemsto be in a downward spiral which is undeninimig public confidence.
In cases whee major Federal action aplmars to be indicated we pre.fer tax reduction to largo increase in public works. While we believethat it is desirable to accelerate the construction of sound, well-plannied public works that would be undersaken anyway in the nor-inal course of time, when there is a slack in the civilian economy, wedo not believe that a downturn in business activities should be usedas an excuse for snake-work projects or other public works which areunsound fros nta economic standpoinLt. Tax reduction can be putsnto effect much more rapidly; antd terminated more promptly thans apublic works program; it is more in keeping with a free choice sys-n;. and we believe that it would be more effective than, pump
prn .14. Isow much of a factor in your opinion has deficit spending by
the Federal Governient, since the end of World War II been in con-
tributing to or pnucing inflationI

The real basis for our postwar inflation was laid during the warwhen tnly enormous deficits were financed to a large degreeby sellingbonds to ilie commercial banks. While postwar deficits have contri-buted to inflation, this contribution has not been a major factor incompariso. with the rise in the public debt which took place duringtie war years. Other important factors in ilie postwar inflation havebeen (1) pentup consumer demand, (2) (lie continuing high level ofFederal expenditures, and (8) the policies followed fb, te FederalReserve System in pegging the Goveninent bond market prior to
the Federal Reserve-Treasury accord of 1951.15. Can full employment goals be attained while maintaining a
dollar that has relativel, stable purchasing powerNo. In our opinion efforts to maintain full employment on a con-tinuous basis will lead to inflation which ultimately will result in acrash and serious unemnl)ioyment. A relatively stable purchasingpower can be maintained only by letting natural forces in the economy
operate to bring about the adjustments which inevitably are neededfrom time to time. On occasion some of these adjustments will result
in temporary increases in unemployment.

16. Are escalator provisions in wage or other contracts compatible
with achieving econonsic stability I
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No. The basic idea of adjusting pries and wages on the basis of
a formula is fallacious. In our opinion it is impossible to devise a
formula that will tell you exactly what adjustments should be made
in prices or wages in any liven time. In a period of rising prices
escalator clauses have an inflationary effect. If widely used, such
clausm can produce a spiraling effect.

One effect of using the cost of living index as i basis for wage
adjustments is to make it possible for temporary prices in one sector
of the economy to cause wage increases, and consequently, price in-
creases in other sectors. For example, the food prices that go into the
cost of living index are not adjusted for seasonal variation. Under
certain conditions, a seasonal increase in food prices may result iii
wage increases. Such wage increases contribute to price rises which
tend to prevent a reduction in the cost of living index when food
prices decline seasonally. In recent weeks we have seen an increase
n the cost of living-which was brought about, in part, by frost

damage to the Florida vegetable and citrus crops-result in wage
increases at a time when unemployment was rising. It seems to us to
be completely indefensible to allow an increase in food prices resulting
from seasonal influences or a temporary situation, such as a freeze,
to force an upward adjustment in wages. Such a development is
particularly unfortunate when unemployment is increasing.

The use of the cost of living index as a guide to wage adjustments
is also made inappropriate by the fact that it is imlpossible to take
adequate account of such things as changes in quality and variations
in trade-in allowances in the determination of a statistical price index.
The undersirability of escalator clauses front an economic standpoint
is further emphasized by the fact that there is little evidence that
unions would be willing to accept any substantial reduction in wages
if the cost of living index were to decline substantially. On the
contrary, there has ieen a tendency for unions to insist that increases
made on the basis of increases in the cost of living be incorporated
into the basic wage structure in subsequent union-management agree-
ments.

17. List and briefly discuss what you consider the causes of the
present recession, and'what should be done to terminate it.

It is unreasonable to expect a free choice, market economy to move
upward at all times. When business is good and profits are rising,
production is stimulated with the inevitable result that some industries
oversupply the market. Our economy has been moving upward with
relatively minor interruptions ever since the end of World War It.
In recent months the capital goods boom, previously referred to, has
resulted in a great expansion of productive capacity. At the same
time that productive capacity has been increasing, prices have been
rising in response to rising wages and other costs. Under these cir-
cumstaruaes it is not surprising that we have run into a period of
readjustment.

The basic things that we need to do to terminate the recession are
(1) to avoid rushing into unsound programs which could set the stage

r a serious inflation later, and (2) to allow some time for economic
forces to work out adjustments and set the forces of recovery in
motion.

We see no justification for a major expansion of public works. It
is not yet clear that a reduction in income taxes would be warranted
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at the exlmise of a large Federal deficit. It would, however, be de-sirable to explore the ximibilities of reducing Federal spending andsinultnieoily making is corrmponding reduction in Federal taxts.One of the .thinigsi that is needed under ppjro t conditions is actionto encourage increased colmumer and businem spending. To this endit would be most helpful if business and labor would cooperate in
programs to reuce costs and prices.
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110u1. 1[ARr IF. lTIWu, IlWaaktigIon, D. C., AprlJ8, 19M.
('aktrmnu4, C111. 114ile Olt Fdancc.

':led Stdalc Senatc, U'alAingtof, ). (.
yZAu iARRY: I all Pcased. to attach a statement of the chamber'sviews periaiuuin1 o toh que StLions you sent um in connect ion with yourinvestigation of the financial condition of the United Statee. Thisreply ihas been prepared jointly by our economic research and tax&a

tion and finaace departments.
I certainly agriv with you as to the necessity of our maintaining astrong and sound economy. I congratulate you and the Finan ce Corm-miU tee upon I lie study you are making.

Cordially yours,

Attachnent. Pnur M. TAUO'rr, lresident.

STA-MtEENT OF TIlE CI.lW* OF CoMMERCE OF THE UNITr' STrATsGS TIlE FIsa.xuCI, CoNDrIox or T1l1 UNIrM STAM, SuaaIurr
To TilE SENATE FIN-LE CoMmirri ix R4 'Naox TO im Quwnoms
Posiw or TimCHAiRA(aN N FOEWIUARy 17,158
Question 1. Give a definition in your own words of deflation and

inflation.
There are no hard and fast definitions of these terms; they are usedin different ways by (liferent people and by the saie people fordifferent.t [roblentis or purloes.
Definitions, of course, are nei-ssar y and useful to kee) discussionOl the saile grounds and to aid logical analysis, but they do not inthemselves, convey truth as to cause and effect. relationships. .Jist asevery "sae is also it "purchase," so inflation or deflation can be defined

from different points of view.For purl)o-S* of public poliqy it would seem sensible to declineinflation and deflat ioll as complex economic processe by which thegeneral level (average) of prews is raised or lowered causing a recipro-cal reduction or increase in the purchasing power (value) of thesmonetary unit as a generalized medium of exchange and store ofvalue.
Inflation, looked at this way, is a flow of money spending in excessof the current supply of goodls and services valued at stable prices.The restalt is ai rising average price level. This could occur:(a) When total spending was stable and physical output

shrinking;
(b) W en Ioth output and motey spending were shrinking butwith output declining it the more r)id rate;(c) When money spending increases more rapidly than output.)eflation o ur wheni thme flow of money spending is insufficient toabsorb the current. supply of goods and services at able prics The
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general price level, therefore, falls. As with inflation, deflation canoccur under different sets of circumstances--whenever the flow ofmoney sixending falls faster or rises more slowly tian the flow ofreal goods and services coming to the market place. Soiuetimes infla-tion is identified with prosperity and boom, and deflation with adecline in business activity or employment. lint such terminology
inay be confusing, sice rising prices may be associated with either"overfull" employment or underean ploynae;t. The same is true for
falling prices.

These statements in themselves still do not reveal the cause s ofwhy disproimrtionate changes occur in the rates of noney spending
and the Ilow of g(1s und services.

Inflation an dellation, us wilh all economic events, are cont-pounded out of interaction of several causes. The crucial variablesare: (1) tie supply of money; (2) the desire of the public for moreor Jes liquidity and their preference as to the coai position of theiraset4s; (3) how costs of Production are deterwued; and (4) howoutput resl)mds to Owngnng cot and denlanuild conditions
In tle proce.i by whichl3 te ~ejeri level of costs and prices move

up or down, incomes are a vital link. The national payroll is. in asense, tie conductor of inflation. Sone lefinitio. s focus attention
on in'omie-price relationships. From this pmint of view inflation oc-curs when, as a Nation, we pay ourelves wore dollars without pro-ducing more real product. Iteal output is then rationed out by higher
prices.

All these definitions, of course, greatly oversimplify the problems.The proce*ies of inflation and deflation are too complex in modenieconomic life to be clearly defined or described in a few short and
simple swten.es.

Question 21. Explain LDw you believe the economy of the UnitedSates can Iest avoid either inflation or deflation. If you think pre-ent laws should be changed or new laws are requires, then make
specific suggestions.

Tim economy of the United States cannot avoid either inflation ordeflation completely, In a free economy characterized by diffused
decision Making and continuous dynamic change, the course of eco-noinc )rogress can never be completely smooth and painless. Agreat strength of a free economy , is its ability to adapt to changingdemands, technological innovation, population shifts, and alteredconditions in sulp ies of basic resources. Some fluctuation in the
price level, and other economic variables such as output and employ-ment, is inevitable, necessary and desirable.

What we want to avoid is the violent swings which go beyond therange of normal economic adjustment,-mass unemployment on one
hand and persistent inflation on the other. In other words we seekorderly growth with relatively stable prices.

To aclieve this goal in ways which will foster and preserve freecompetitive enterprise is no easy task. Fundanientally, it depends onthe values of the public aid whether we .n muster the political
courage to face tle issues.

To avoid inflation we must:
(a) Vigorously apply monetary restraints in periods of boom whentotal demand is straining against the limits of physical capacity. -
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(b) 1'igoiisly apply fiscal retraints during a lxb,)I to preventtovermduing II1e ecoisoissr with demn1ds t hat cannot be flfilled. 'ii$r'quir' "uL tasutial b)""get surplls which can be achieved only byrestrnists oi (,overnieht sissdisg And a tax level mnd structurewhich will provide the ,e evary Mvenues without deprf.sing healthyproductive activity at the same time.Wa.(o) Vigoroul,,y promote competition in all markets for goods andlabor service.. iSless monetary and fiscal policies are applied to acolnpetitive inarket structure, inllatiosar fireures cannot be keptin check without enormous costas of usnelillolisent and other economicsialadjustments Monopolistic wage determination and other wage-cst-l)rice rigidities are probably the greatest barrier to adequate con.trol of long-run inflationary movement&(d) J)eliserately shun, during a business contraction, unwise anti-recesionary policies which create massive inflationary prnures afterthe slump has passed. massive spending programs, for example,which co i to fruition after recovery ha set in and Iecomne lig-runGovernment program competing with other demands onl the econ-omnyi not only do not selp in recession, but they create greater in-staiity by accentuating tis upswing during a biom.To avoid deflation, policies consistent with those abmve are re-qred. It should be lointed out again, however, that "deflation" inthe. sense of falling prices is iot synonymous with recessionn." Noris "inflation" in the sentse of rising prices the same as "prosperity."Fluctuattols in lit, level (of mtn)lolilc activity manifest thenne-lvesin 2 wa's--or a coilinatioi of 2 ways: (a) in .ri-e-income cyclesand (b) M Oin ot plt-iiicoine "y-les.In the first case mnie~y incomes fall because prices fall; the output,ePnl)oymet and real incomes remain fairly stable. In the lattercase issoney incomes fall because output a5i employment fall withF rice" retnaisilig fairly stable. Adjustments through prices are muchto le preferred front a welfare standpoint, because societT0 does notlowe tle real iiconle as it d(" when adjustments are made via changesanl outpusit and enlploynient.
There is grave danger tlat we outlawedd" deflation in the sense ofdownward price adjustnensts by develol)ing a market structure shotthrough with wae-cost rigidities. If this is true, prices are flexibleupward but not flexible downward, and we will have a built-in sys-tensalic inflationary bias over the long run. We will still have reces-Mioi.% bit ma inly in the forns of falling sales, output,'and em'"hoyment.,To prevent both price inflation and price deflation, as well as over-full employment 1iid re..ssion, the systen must be kept as flexibleAnd c0nspelitive as possible, aid both antireceesion and antiinflationpolicies usist he colisistelt so as to eliminate systematic biases arisinghotl oit of the structure of the economy and public policies.If we nre to avoid major inflations anid deflatiols, it should be amatter of declaenl )ulhic policy that we aiml to do so. For this reason.the Emdpoynent Act of 1141; slou lii he amended to espnuse explicitlyreason.Siile stability of the general price level as a policy goal.Question i. (ommeust generally on the monetary control pliciesof file Federa ileserve System its exerci.d within the following years:1942 to IM07. (Yons inv wish to divide the period ilto two parts1142-44)i prior to t he itcord, and 195l-57.)

II
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Tim Federal lreenre policy, starting in 1942 with the war, was
primarily aimed at providing money which the Treasury Department
could ise to meet (,overninnt expenditures. lletween 1940 and
1946, the Federal Government spent more than $3 billion-with
the help of large-scale action on the part of the Federal Reserve
System. duringg this priod, the treasury borrowed aprxilntely
OX) billion. 'he Federal reserve System and conmiercial Ianks
supprtled the 'rreasury by increasing their holdings of Governmnilt
securities )y approximately $M billion.

leginnitig in 1142, in MarcI, the Federal serve systeli coliiiilittrd
itself to see tlint the Treasry )epartient was supplied with all
the credit iee.ary to finant' a war aiti farther, that the level of
interest rales on Government s.curitit'; would not be allowed to rise
during tlie war.

During this pt'riod, the Federal lemerve System subordinated normal
monetary funct iois to war finance. As a retult there was very little
effective restraint on the expansion of tie supply of credit or money.
Selective credit controls enacted by Congress and moral perstuision
were tsei by the Rterve S ysteln In all effort to hold down private
borrowing. In addition, price controls helped to stupprrss, tit least
temporarily, soie of the inflationary effects of wartime financial
policies. B~ut inadequate tax collect iois, the great, increase in Govern-
ment expenditures, price controls and rationing had delayed effects.
The increase in personal income resulted in an abnormal rate of
personKl savings; cosumer credit did not increase in the usual propor-
tion; btusinem firuns accuunilated large nnotunt.s of savings. Wien
World War 11 ,ndel. blisinesses and people of tle country were
holding tremendous amounts of liquid antets. From 1940 to 1045,
personal Havings aniounted to nearly $137 billion and gross businet
savings, $74 billion. This was an explosive inflationary setting.

lhen the war ended, the Federal Reserve S'stemn eeteneto have
two choices: to continue suluport of Government bond prices without
regard to e4oinic conditions, or to uis monetary policies to curb
inflation. The Treasur" department . and the (Coutncil of Ec1onoic
Advisers defended the IoSition thlat ,' sy-nioney policies of World War
1I should be cmtinued. They felt I t increased interest rates on Ile
national debt would add greatly to tlhe problem of refinancing and cost
of dclbt maintenance; flit refunding would I, a very serious problem;
further, that to perinit. Goverimient bond prices. to decline, would set.
off it mnoietary panic and destroy faith in Government creilit anti
that the prolxed restrictive licies would not he effective against
inflation.

Those who advoc ,ed continuing easy-noney policies had two major
objectives: to hold down interest charges ol the national debt; to
facilitate Treasury refunding and to stabilize the prices of Govern-
ment bonds-and, incidentally keel rates low for borrowers. Others
felt tlat we should follow the traditional policy of restricting credit
and money in order to hold down inflation, and that we should allow
the interest rates on Govrnnent securities to advance at least to the
point where credit restraint would be effective; that there were ado-
quate weapons available to prevent panic in the bond market or dis-
ruptive monetary effects; and tliat. the Federal Reserve Board should
buy only sufficient Government's to keep the market "orderly."
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It is quite evident that in the 1946-47 period the Federal Reservefaced the dilemma of dual responibility--Vconomic stability andTreasury debt iaUaagenwue-lt. Its actiolms indicate that it was convincedthat the public delb was of such magnitude and importance that atshould take preference over antiinflationar policies and restrictive

measures should be used only when they did not interfere with the
support of the governmentt securities market.

The I)otglas committee and its investigations found this to be thecae In 1948, the bond-support policy became a very clear-cut issue asfte Federal serve System's holding rose $11 billion during 1 year.During this period the imsimibility of restraininq credit andwcur-rency expansion, while at the same time supporting governmentt hWnds
at Iar was dlen rly deiost rat ed.

I.i 1949, during the mild recesion, the Federal Reserve Board tookaction to eaw credit by lowering reserve rmluiremets for memberIbnks, At tle same time, however, the Federal Reserve System wastrying to mninltai a fixed low rate pattern of interest rates oil differentkinds of (overnmtt smurities. 1 0 do this it actually old Govern-mnent securities, titus tiglitenii'g credit one way while loosening it inanother. Ilere again tie cotlict between 'rawuary debt .ninagewneutamd appropriate monetary policy was clearly a parentl.
With tlhe Korean war III the suamer of 1941W anid the reversal of oure4'onom1ilic situations, the Federal Ileserve raised discount rates iin aneffort to curb inflationary trends. Installment credit controls werealso enacted tinder the I')efeise Iroluctio At of 19i). Agin theconflict ensued. When Treasury notes were pIit up for sale. the Fil-tral 1rtsrve had to iy large uniounits which more than offset other

:tnt iluufat iomary measures
III March II1, when the famnoi mTreasirv-Fedcera Reerve accordwas reached, it was decided that the Federal lResrve System would nolonger ipg the prices (and interest rates) of Govenimient securities.luslead it. was to return to serving its primary function of directingnational monetars-credit pMllicies to meet changing teoiloimic olldl-tios!,. Within se(oh a fraumework, however, it was ,grttd that tilelVederal Rerve would help to Inaintain anl orderly, market for Gov-eminent securilie. Following the accord, the at~inllalionary meas-tires lakru b'y the Feleral Reserve helped to kee) the Korean war it%.flation fairly wvell in cheek-alt bough much of the daumg had already

lsVma donle.
l)ring the lt;*-:91 remW4osion the system denots rated its flexibilityby s .l.antial easing of credit. editions. III fact, "edeuld Rem-rveolacials have slute neatly stated that it is xsible that tile) eascdemlit toi) ituth too fait. and thereby overtiiumulhated tile evoiony in1955 whihih contribuiled to the boom ind iillation of il't-ST.
In 108. ill face of a iisille,* contraction, the Fede'a! lerve hiastaken t series of steps to ease credit slid reduce interest irlts. M:a;..feel tiat the tilht-molley policy of last year was not nrversid quieklenough ati the hrst sigis of tile downturn. But with prict-s still risihig,uncertainty and the dangers of ovei-stiniilat-ion, the early v'ttiollof Federal Reserve officials is undermlndable.
In conclusion several limits Should he iiade:(1) Clearly national lmionetary policy cannot. und should tiot heslidwrvielit to managing tle (loverninent debt. To inake it s) would
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lead to the bankruptcy of inflation and throw a most important tool
of countercyclical economic policy out of the window. For several
years from 1946 to 1951 the Em)loyment Act was, as a practical
matter, a one-sided ineffectual statement IKCmaU.i monetary policy
was han itrung in order to nmake the Ilreasury's lot more comfortable.

(2) Since 1951 Federal Reserve actions have generally been in the
right direction. There will always be dikag ieuemnt as to whether
monetary measures are too early or too late, too forceful or too timid
but such criticismna, should not be allowed to uidermiine the vital
functions which the System must perform. In general, Federal Re-
serve officials are to be commentle-4.3. J lie ipaimier -im. which they
have pursued their duties, unrufled by the prewlres they receive
from all side.

(3) Since the accord, the Federal Reserve System has confined its
open market operations to the short-terin (ovenment .9ccurities
market. The m-called "bills only" doetrinse is still a matter of con-
siderable debate among economists and in financial circles. Federal
Reserve officials argue cogently for their position of influencing the
market rather than "making the market." In general we believe
this position is sound, as long as open market operations are not made
the princilmal instrument of credit policy, but are umed in conjunction
with other policies which shorten the time lag between monetary
action and the final effects on terns of credit in the market.

(4) We endorse the general position of the Federal Reserve Board
in holding that general. indirect monetary, controls are the appro-
priate means of restraining inflationary amnd deflationary movements
in the money market.. Direct controls, except for regulation of tock
market credit and providing inininiun standards or prudent com-
mercial bank operations, are not consistent with a free market system.
Selective controls over terms of particular kinds of credit--for ex-
ample, consumer installment credit-are administratively not. feasible
and are inimical to freedom of consumer choice and efficient resource
allocation. It is sometimes argued that general monetary policy dis-
eriminates unfairly against. certain classes of iorrowers. No doubt
this is, in part, true. Bt. it it; hard to imagine a wmore arb~itrnry and
discriminatory method of credit rationing than to replace general
monetary policy by direct controls and rationing by Government
fiat. The solution to market. imperfections is to improve the flexi-
bility and (competitivenew of tite market. mechanism, rather than
sabotaging the machinery by direct Government intervention.

Question 4.. Beginning in August 1956 there was an increase in the
(onsuner Prie Index each month through Septenber 1957, thereby
cau-sing i decline in the value of the dollar. What factorscontributed
most to this decline in the value of the dollar I

The Consumer Price Index started to climb in 19156 and is still mov-
ing ui)wnrd. The various factors cntributing to time increase in the
index did not olprate throughout the whole Iperiod with Ithe same
strength. hut the combinat ion of factors and their interaction has been
sufficient to kee) the upward trend going, albeit with some loss of

oelinenldlln from September 1957 to the present. Briefly tie chief
factors were these:

(o) A major investment booim starting in 11)55 and reachlinig its.
pwak in 1957. Contributing to the rapid aceeleraion of business in.
vestnent was the imnyant. consumer demand in 1955, the tax cut of
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1Ai, ald aniiirssihiiry easy mnetlary policy followed ill I:.93 and
during m1ost of 1954.

M() E.x !ialndilg (GIr irlil exIi.1dit uires during lhis I'ried.F rein I5) through 119J7, ('overnllnvt 'urlim.. of goodsand servicesFederal, Stale, and Iocal) iliCre 'd from $70.6 billion in ral'luir yeart4 to $ .6 billion in alegadar I1J7. Eavei though the Fderad f ad-ministralitive and cash budgets showed a surplus i lhe fi.s-al yeA's1956 and li57, the rising governmentt, demianid contribuled to lheprem111 e woio lln'et111Sl Iprims,.
(r) An infratible walgra.cost push situation. Wages inl mnantifa-turinl .ar a came ill poll't. i'ron .Ianuary.1956 to )ee ,nber 19157overage gnos hourly earnings in manu factoring increase fnnt $1S.3

lIcr hour to $2.! 1 per hour-nn increase of almost Il1 percent. Out )lUtper iian-hour inl itafact iring increamd lew than 2 lIerent, duringthis periodI. The incapable result was a period of substantially ris-itlg unit labor cost& When money wage rates are rising over broadsetors of the economy well in exce.m of productivity improvements.
onie part of tie higlhr per unit. costs must come out of higher pri c ,

Iii muiatlinary, 19.W-51 was a period of mC)nlnoic overload. ()n top ofa big investment boom were. growing demilands for defense and othergovernmental lervieu at all levels of overnment. Il addition, io.jtle were demanding more goods and services for private cotsumlpt)ti,
amd at lie same time labor was demanding wage ineruases far lar,'zerthan existing i)riLs and productivi y could support.Question 5. What effect (e tile management of the curentilt i iUii(det have upon the national credit stncture and tile economy of the
ITnited States I

As a complementary tool of counterryclical financial iolicy, deitiliallgellient. IO1w has great inportanci because of the preant sizeoif the Federal debt and because of the special role such dehl plays illthe atwet. structure of financial institutions. T'1he Federal debl i11wamounts to alout two-fifths of tie eonolmys total deit. It i. theonly debt that is entirely free from credit ri., Short-em Federalteti. erves as a principal liquid or operating reserve asst of binlik,other financial instit unions anl businis corprilatiois. Imolger-ternilFederal debt. functions i a major inveAment aw of inlividuls andsavill. illstiutitions and competes with other investment. mediums inallmr ling the economy Is money savings. The types of (overnment
securities isued thus h ve a significant effect on; the liquidity of lhetil ire economy and o1 tle market for other securilie".

)ebt inatilneent lhs two major aspects. It involve* refunding
olerations affecting the maturity arrangement. of outstallding debt.It also involves lhe expansion or retirement. of debt in response it thecurrent cash deficit or sutrjli s of lhe Government. The inturily voill-position of the del ha Its Ilmost dirt tie with credit mild lllolletrv
Itlics while the cIilal gem in the amount of deblt are nwst inunedialelyrelated to lical policy. Bfoth aspects combine to determine tip colli-position of fhe tothl (l1roverunient (lebt at any given title and together
exert a signi icant influence ol economic balance.

Mnuagelnent of lie Federal debt. makes a primary contribution toeconomic stalility by arranging a maturity comliloition of that debtthat will sul)port aid not. immle (levelo)tient of appropriate creditand montetllry policy. In general. such a debt distribution would Ie
25420 5- gl.4 ....
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one with maturities well spaced over a period of years. This kind of
nmaturity distribution is also Willortant, for administrative reasons
in debt management.

There is% of courms constant need for a large volume of short-terms
isues to m-t thie basie liquidity requirements of banks, financial insti-
tutioti, business corporatioi andothers. In a period of economiC
slack or de).re.ion this liquidity may be expiamded by issing addition-
:11 short-tenn obligations. In tile sibsequent Iwrio(l of expansion the
vollinie of tlese issues may ). hicedtl somewhat by refumding olpra-
tions or bv ret ireients out of surplus.

To change the existing debt structunt. however, takes time. Finane-
lug decision of the past ne ssarily impinge heavily oil tile pritsent
and the future, al(d debt nmangement actions inust continual ly be a
cOmpij)rOisiise i'tweel what nuay I*llot appropriate for tile current
etono()llic situation aild what naybe up iropriate in terms of a longer
run view of economic stability. This hau ntme in judgment. relates pri-
inarili' to the volume of very short-teri s curities which muay lw out-
.andillg at 3 tiny lime. lk'caise the liquidity of such seetirit les is not
readily influemned by credit anlld mlonetary lleastiribs, the greater the
l)rpolrtioi of the ebt in these issues the lems reslonsive the ecolonly
will tend to be to restrictive credit and, monetary action when such
measures ma y lie appr )riate.

From the *Imint of view of economic stability, the maturity distri-
ition of outstanding debt should always be such that inoderate
langiges in the level of interest rates will have aim important effect

on the liquidity Isitiins of holders, thereby influencing spending and
lending dec'isi ns. To attain this, a sizable portion of the debt should
be spread out over intermediate aid long-term inaturities so that when
interest rates decline, and the market prices of these securities there-
fore rise, liquidity positions of holders will coine to bet regarded as
illore adejate than formerly. Conversely, when interest rates rise
:1111 s .urity prict, decline, holders will tend to view these positions
as less adequate. Such a spread maturity distrib itioni would limit tile
delpen.ny c I debt ianagenient on current interest rates and secul-
litv niarket conitioiis alld, oil the other hand, would increase tie sen-
sitlvity of the it irt- e.onoly to interest rate changes.

Within the standards set for debt balance, current debt lanillmge-
ineuit vin operate to reinfort-e or off t ill part the impact of a Ft'leral
deficit or surplus. For example, a deficit ill a iv-cessioil period llay
he niad,, mlimtwhat flil'tr efective if in its hiianciii the emphasis is
plaI ,ol tlie use (f slit rter-terni obligations. The expai.sive effects
will tend to le greater and will support all exl)ansionary credit and
liioiietairy policy to tile extent that such issues ale abs4rbed ly the
bankintr system and foster expansion ill tile mollney mpjly. COnversel.
it surPlus in it lio lwriKiml will b( more effective its a t.retaint oil ex-
]im (litllres if it is uISIl to retire short-terlut debt rather than to p~ur-
('hase long-teri securities in the market. Time re.'t raiiiig effects will
tenl to he increased titd will reinforce restrictive ,'i 'lht and monetary
policy if tile repalliellt of deht reached. the holdings of short-term
isues 1by the banlikng system, thus affecting bail liquidity xoitiolls.

Debt management actions to promote economic stability through
shifts in terms and maturities of security offerings are limited by the
necesity of meeting existing market conditions. Public debt must
be handled so that the investing community will be receptive to new
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issues from refunding operations and will take additional debt into
its portfolio. While public debt differs from private debt instru-
ments in quality, public debt instruments compete with similar securi-
ties of private origin in the market. In short, the debt must be in such
form that it is readily assimilated in the market.

There are other practical problems of debt management to be
resolved. Recently, acceleration of corporate tax payments has re
suited in a concentration of Treasury receipts in the first half of the
year while Go'etranent outlays are more evenly dialributed. This
necessitate ji seasonal pattern of short-term borrowing and repayment
of borrowing cven if the cash budget is in annual balance.

Debt management must develop its policies and feel its way not onlyin response to immediate Treasury needs., t4,. ir-.e 'ences, but
1im with regard to the cost of servicitig the tc.o Ft,. both the
standpoint of interest cost and economic stabimty tJhz. a are mny alter.
native arrangements of a given debt. Problem of current ii er"K
cost must be weighed against the costs to the Federal but&iAt .S lie
economy in general if debt management decisons are excemirrv, in
flationary or deflationary. They must also we weighed aganbt* pu-
sible future interest cots under different economic circWustalww
Debt management decisions thus must consider both the present and
future, as well as the implications of action on the etiectivenem of
other instruments for achieving economic stability.

Question 6 (a). Discuss in their relationship to one another and
according to your judgment of their relative importance, the following
three objectives of economic policy in the United States:

1. Price stability.
2. Stability of production, demand, and employimenL
3. Economic growth in production, demand, and employment.

There is no doubt that the Nation faces a "trilemma" of trying to
achieve three partially incompatible goals at the same time: price
stability, high employment and output, and economic growth.

While then oals are partially incompatible, they are also, in part,
miitually, interdependent. Sustained economic progress depends on
the avoidance of major booms and busts. alIpses from high employ-
ment levels will be shorter and less severe if the maladjustments of
inflationary surges are kept to a minimum. At the same time, how-
ever, if we try to achieve too high a rate of economic growth and set
unrealistic continuous full employment goals, chronic or sporadic
inflation will eventually force a conscious choice among the three
objectives.

If conscious choices must he made among the three goals, most
people rank them in the following order:

(a) Fairly high levels of employment.
(b) A rimonable degree of stability in the general level of prices.
() High rates of economic growth.

ith man unemployment the whole economy suffers the loss of real
income in addition to the penalties visited upon particular individuals.
Inflation on the other hand is a cruel and capricious tax on individuals,
and on society generally if it precipitates, as it is likely to do, periodic
v-ontraetmons in output and employment.

While a high rate of economic growth is desirable for several rea-
4ons--e g., rising levels of living and defense capacities-there is
notmting .qwred about. any particular rate of growth. Ultimately the

I.
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rate of economic progress depends on several factors. Amiong the
more important are:

(a) The choices people make in the market place-how much cur-
rent output in real terms they collectively indicate they wish to devotA
to capital format io rather than current eonsupn)tion.

(b) Public aid private investment in skills and education which
upgrades the quality and productivity of the labor force.

(c) low rapid ain exploitation and application of new teclutological
development takte4 place.

(d) The total business climate which either eicourages or discour-
ages risk-taking investment and managerial efficiency. Obviously, the
kind of tax system we have is an important factor in setting either
a favorable or unfavorable growth climate.

High pressure growth fnanced by inflation is dangerous because
it is chaotic growth which chokes itself off and creates disorder in the
snm.. Inflation is an uneven process. Some prices and incomes
rise rapidly and others are sticky or lag behind. Investment plant
mid ordinary busine. decisions, difficult ot best, cannot hm made ona rational basis. The whole structure of production prices, and
incomes becomes distorted, creating maladjustments which must be
pinfully corrected through the catiharsis of recession or depression.
In qiort, a sustained and sustainable rate of growth requires that weavoid both extremes of overemployment and underemployment.

Though the three goals as we have seen are closely interrelated, they
are difficult to achieve simultaneously. Especially, it will be difficuft
in the foreseeable future to reconcile demands for continuous high
employment and general price stability. This is so for a number
of reasons:

(1) In periods of economic growth, change, and rapid technological
advance, the economy has s low inflationary threshold because of
short-run immobilities of resources2 bottlenecks, and wage-cost rigidi-
ties. Under suoh conditions price increases may manifet themselves
it a point below a "politically tolerable" level of employment.

(2) Strong labor monopolies make full use of te bargaining pow.
ers conferred on them by the "maximum empoyment" comnntnment
of the Federal Government and the lejal immunities inherited front
the past which they enjoy. As a result, wage rates and costs go ip
year after year, and never come down. Until action is taken to cor-
rect the fundamental noncompetitive elements in the market struc-
ture to which anti-inflationar monetary and fiscal policies are ap-
plied, high employment will be bought at the high rice of chronic
ox recurring inflation.

(3) Monetary and fiscal policies as now conceived and applied have
a serious inflationary bias. Monetary policy to curb inflation evokes
loud cries of pain and anguish, and during recession spending schemes
are set in motion which result in a systematic expansion of infla-
tionary government spending converging during boom periods. Un-fortunately, there appears to be political preoccupation with one
goal-full employment. As long as this preoccupation persists, policy
may be expected to err on the inflationary side.

Question 6. (b) With respect to these three objectives discuss and
appraise the significance of what you ew'mwldr to be tle most im-
portant trends since World War iring the most recent 2 or 3
years-and especially during 1957.
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Clearly, since World War 11, "full employment" has taken pM.-dence over the other goals of public jolicies In te immediate posit-war period some open inflation was inevitable as a result of the meth-ods used to finance the war and to suppress their price effects bydirect controls.T. he great increase in the money suply produced by wr delicitl
and the very liquid state of business and individuals provided ampleinflationary fuel for m excess in no demand. T o complicatematters, as has been pointed out previous, debt management policyand monetary policy were directed at keeping interest rates andcharges on the Federal debt as low as possible rather than holdinginflaion in check. It was not until the Treasury-Federal Reserveaccord was reached in 1951 that any serious attention was given tothe problem of inflation. It is indicative of postwar public andpolitical attitudes that reasonable price stability was not made anexplicit policy goal in the Employment Act of 1946.T the past 2 or 8 years, the nportaeie of controlling inflation hasbeen more generally recognized. Although we have yet to face thenee squarely, at least some attempt has been made through mone-tary policy to discipline inflationazy demands on the economy byconsumers, business, and government.Monetary policy, however, has been given little support in the formof fiscal and other measures to balance thme three policy goals. Dur-ing a prolonged period of rising prices, labor beame accustomedto very substantial annual increases in money wages, and a viciousform of wage leadership has developed among union leaders. An-nual wage demands have replaced, ii a sense, excess liquidity as theprune generating force of inflation.
In our tax policies we have shown little recognition of the effectsof the tax structure on economic pog-ree. Expediecy rather thanrational choice seems to have dictate tax policy. Each year addi-tional spending requires more md more revenue and tax reform isforced to take a back sat. Punitive marginal rates of taxation dis-courage investment, create inefficiencies, and restrict the mobility ofcapital. It is quite possible that uneconomic tax laws have been amajor factor in the poor showing we lave made in productivity gainsduring the past 2 years.In sum, postwar experience, even most recent experience, does notprovide convincing evidence that as a nation we have really acceptedprice stability, and economic growth as policy goals on a coordinatelevel with high employment--much lees learned how to reconcile thethree goals in public policy measures.Question 7. Give your opinion of the effect on our economy of cur-rent Federal State, and mal government spending.To assess the impact of current Federal, State, andlo0l governmenttspending on de economy, is a large question which cannot be answeredin short compass. For purposs of a summary discussion, govern-ment expenditures can be grouped into three major categories:(1) Purchases of goods and services from the private business
sector;

(2) Purchase of the personal services directly (governmentemployment) ;r2) Transfers of income from one gmvup to another.

U.

4U7



FINANCIAL CONDON OF THE UNITED OFATS

The first and second kind of expenditures are both incom~emating
and income-aborbing.

When the government spends to buy goods and service it adds
directly to total demand for the output or product of the economy.
Part of these expwiditures go to buy military and civilian goods and
supplies from private industries As such they create jobs and income
for the private sector of the economy, but they also use or absorb re-
sources and output that might otherwise be available for production
and consumption (or use) of private consumer goods and capital
goods (producer' goods).

When the government spends to buy the personal services of govern-
ment employees it also creates jobs and incomes directly, but here
also it diverts labor away from possible private employment.

In a market economy, production and employment respond to do-
mand. When the government spends on goods and services, this
action considered by itself raises the level of total demands on the
economy, stimulates increased output and raises total money income.
If the economy is already operating at a high level of employment,
additional government demand, not offset by a reduction in private
demand, will be inflationary-will merely bid up prices and money
incomes without increasing real output. But if uiiemployed resources
exist (unemployed labor and excess capacity), an increase in govern-
ment buying will usually increase both money incomes and output
as unemployed resources are drawn into production. Even in an
underemployed economy, however, increasing government spending
may also raise prices with little increase in employment and output.
This will happen if most of the spending is directed toward industries
where there is little or no excess capacity or to segments of the labor
market where little unemployment exists. Hence, it is important to
realize that the income and employment creating potential of more
government buying depends not only on the volume, but also the direc-
tion of the increased expenditures, as well as on the existing level of
economic activity.

In addition to the direct income creating effects of government pur-
chases, changes in the level of government spending produces sec-
ondary or induced changes in the level of private .spding. An in-
crease in new income created by government spending makes possible
some additional consumer purchasing which stimulates still further
increases in private spending and payrolls until the process of
adjustment is completed.

Of course reductions in Government spending work in the opposite
direction. Such reduction decrease total demand both directly and
indirectly. Hen(, during periods of inflation, curtailment or post-
ponement of Government buying helps to damp down inflationary

prsures by keeping total demand within the system's physical capae-
ity to produce.

Obviously, today, Governnent spending on goods and services is
an economic variable of major importance. In the forseeable future
the Federal budget will remain large in relation to the economy as a
whole, to say nothing of the increasing demands made by State and
local government&. To be sure, "waste" will always be a problem
which can be kept within bounds only by constant hammering of
public opinion and gene ae pressure foir ------ y" in the M~ of
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public fun, but Government budget are large primarily becausePol rightly or wrongly, demand (or appear to demad) a lage
volume of services, def&e and others, through the agency of Gov-
ernment.

Of the many problems raised by big government, two are singledout hem for special comment:
(1) The combined impact of Federal, State, and local spending onthe economy is so great, that we cannot afford "bull in the China shop"fiscal policies. Government budget considerations cannot be confinedsolely to governmental activities, but must include the economic healthof the Nation and how it is affected by Government fiscal policy. Atleast we must take care that Federal sendlinq policies do not magnifyand accentuate fluctuations in the level of private business activity.(2) As the Government sector of the economy has grown in relationto the private sector, there is a growing usurpation of the discretionaryright of the consumer to use his income as e sees fit. In the publicsector choices must be registered through the political process ratherthan through the market place.

Public services are not ubjeCt to market evaluation and control.They have. an irreversible quality which is unresponsive to changingeconomic circumstances, consumer preferences, and technology. Thereis no discipline of th. profit md los statement. For this reason, asthe public sector of the economy grows as a proportion of the whole,less and less is the economy subject to consumer sovereignty and mar-ket pressures; therefore, it is likely to become less and et efficient in
the use of resources.

The third category of Government spendin-trasfers of income-also has important economic effects. in modern times these so-called"transfer payments" constitute a large and growing segment of (ov-ernment expendtures. Transfers really represent a redistribution ofincomes. Jnmaking transfers, the Government does not purchasegoods or services, but merely takes nioney from one roup, or tax-payers generally and turns it over to other groups who then spendit (or save it). In some cases, the original taxpayer may receive hisown contribution back, fully or partially, as the beneficiary of suchtransfer. Anyone who receives interest on a Government boid, forexample, pays all or part of his own interest income when he pays his
taxes.Most transfers are made according to statute for some real or imag-ined soci a purpose; e. g., veterans benefits, unemployment compen-sation, social security benefit payments, relief, farm subsidies, and thelike. At the Federal level, some are handled through trust fund ar-rangements and others through the budget proper (but not all trustfund expenditures are transfers; some trust fund outlays are usedto buy goods or services).In 1929, Government interest and other transfers at all levels ofGovernment--Federal, State, and local--amounted to $1.9 billion2.2 nt of the national income. In 1957, such transfers amountedto J.9 billion, or 7.2 percent of the national income-a considerable
growth in both real and money terms.Obviously, transfers of such magnitude do have important economiceffects, but they are difficult to evaluate. It is usually argued thattransfer payments tend to change private spending-savifig habits

El
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since under our progresive tax system it is presumed that tax receipts
cone from higher income groups with lower consunming propllaiwies,
while the transfer payments am received, primarily, by lower income
recipients who have a higher propensity to spend on consumer godh.
More of the income going to higher income groups who save at higher
rates, it is argued, tends to find its way into investment expenlditurems
for capital growth, while if the same income were diverted to lower
income groups, iore of it would be spent oin consumption. It is easy
to point out that in nanTy cases the reverse situation exists. Interest
payments may go to higher income groups who own irolmrntiolnltely
more Governnmnt securities. Farn subsidies go to the pro sperous
large-scale farther. Social security payments may be made to indi-
viduals with large investment incomes, and other examples could be
cited.

Whatever the long-run impact of saving-spelding habits of the
country, there is no doubt that changes in the level of transfer pay-
ments do exed considerable influence on the level of total deniand,
since the amount of such transfers in a given period of time are not
necessarily related directly to tax collections of the sane perim. In
periods of declining national income (and tax revenues), many trans-
Tem increase, e. g., relief payments, unemploynent compensation, and
the like. These transfers keep private dispoable income from falling
as rapidly as national income, and thereby keep consumer spending
from declining as much or as rapidly as would otherwise be the case.
Converely, in periods of prosperity, when national income (and tax
rvllilmies) are rising, these same transfer payments decline. As a re-
sult, dismsable income and consumer spending do not rise as fast,
and inflationary pressures are damped somewhat as a result.

Much has been said in recent years of the effectiveness of transfer
payments as cyclical cushions, though their importance has probably
been somewhat exaggerated. But it is still true that they do make
our economy more "shock resistant" and thus make normal economic
adjustments less dangerous.

There am other ways of grouping Government expenditures for
purposes of asessiig their economic impact. Some expenditures are
really investments in productive forms of "social" capital-highways,
schools, etc. Others represent current operating costs of necessary
governmental activities. Still others represent pure waste-unwantel
or unnecessary Government programs which divert resources from
private use to no good end. Even necessary Government activities
carried on at excessive costs are partially wasteful and, therefore, to
a degree, a drain on the economy in terms of possible additions to out-
put which are not realized on their account.

There is, unfortunately, a great predisposition on the part of the
public and Government officials to overload the economy with all
sorts of demands without regard to the real costs involved. Govern-
ment services are not free, their real cost is the private production
and consumption which must be sacrificed.

Our tax system is partly responsible for this state of tiffairs. Each
6"p wants something, thinking that someone else will pay. Over-
loading the economy, while overlooking t. costs simply imposes a
cruel tax of inflation. As a nation, we cannot escape the costs of this
overload.
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Question 8. Give your opinion of the effect on our economy of cur-rent Federal, State, ud local taxation.Our pieit combined tax systein.-Federal, State, and local-ischaotic mnd in many ways, most uneconomic. At the Federal level,we have a hlodgepodge of indiscriminate excise, punitive corpora-tive levies and confis6atory personal income and estate taxes. Thissystem is superimposed on a multifarious structure of State and localtaxes. The e)mbined result. is a conglomerate tax system whichdefies description or commonsense. A rigorous evaluation of its eco-notatetrects is next to impossible.
Certain features of the tax system, however, do staid out so sharplyas to permit some general obsrvations. There can be no dotit thatthe present tax system, in aggregate and in detail, seriously affectsthe performance of the economy and the pattern of economic growth.It capriciously changes the allocation of resources and distributionof income. It affects the volume and direction of private investmentan( almost ominates methods of business and personal finance. Itchanges the stncture of industry and the pattern of regional devel-opmnent. It limits the diversity of job opportunity and penalizesefficiency. In short, it is an irrational system.
la present corporate income tax is mneconomic for several reasons.tltimatelyx it is paid for by the consumer and the stockholder in theform of higher prices and lower rates of growth than otherwisewould be possible. Its discriminates unfairly against equity financ-ing in favor of debt financing. It penalizes efliency an encourageswasteful expenditure& The 52 percent rate discourages marginal orrisky undertakings and narrows investment opportunity. In addi-tion, because of differences among industries as to comlosition anddurability of capital assets, it. unfairly discriminates ag anst thoseindustries having to make continuously heavy outlays 7or re lace-ment of deprecia le assets.

ProgreSsion in personal income tax rates is carried to ridiculousextremes at the tipper end of the income scale. Tile small revenueyield from high surtax rates is purchased at. great. cost in the form ofdibin.entives, public and private resource devoted purely to taxcompliance and avoidance, and re,.tricted investment. opportunities.Such tax features cannot be justified on the basis of equity or eco-noinics. They represent an attempnt by the electorate to "get some-thing for nothing and probably do more damage to the low-incomegroups in real ternis than to those in higher income classes.High personal rates are also an especially onerous burden to smallbusiness. Traditionally and potenmltall, earnings are the most im-
portant source of new capital for growing, snil enterprises. Highand highly progressive personal rates not only penalize success andefficiency, but expropriate the major source of new flows of equitycapital to small business. It is a ludicrous posture on the part. ofthe Congress to be pously devising all sorts of schemes to help smallbusiness when the Congress, through tax policy, is one of the chief
causes of its plight.Federal excise taxes now in force are highly discriminatory. Theyare the prolonged result of "temporary" wartime revenue measures.Transportation and communications taxes, especially, distort the flowof commerce and change the structure of industry. To the extent that
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excises belong to a well-balanced tax system, they should be very
low rate, broadlyy based, and nondiscriminatory.

At thi State and local level, tax systems tire largely conditioiled by
insatiable demands for revenue by the Federal Government. A-
though property taxes still fornai ,he backlmne of local systenvs, State
and local needs cannot be met from this source alone. Moreover,
individual localities and States are limited in their tax autonomy
by what other governmental units do. Under such cirnistanees. il
tie icomletition for tax sources., the Federal (overnmsent has an itilUe
advantage. In addition, the Federl Governluet butI reached down
to tax purely local acivities and functions-pIolhalls, calrets, local
telephone service, etc. As a result, the system as a whole (Idemrls more

nd iiore front accepted economicc )rincil)ies of taxation.
State and Iocal tax excess are largely self-correcting. Ihe cobts

and benefits of governmental services are.nmore clearly evident to the
electorate. And unecononic taxes show themselves clearly in the
aestit--sigrat ion, slow rates of growl It, etc.

Those who are addicted to our particular form of federalitmo with
its emphasis oil local tautonoiny, respMiibilitv, and divritv, caliniot
view Federal emcroachineit and tax usurpition with any degree of
etquaimity.

(']early, the time has comme when we should establish certaiin prin-
ciples of taxation sit the Federal level, and rid our tax systenl of tho e
features which, in the long run, work agsiiis1 Ialanced econoilic
growth and against fedendism as we know it.

Question 9. Will you distinguish between fiscal policy (eWibraeissg
expenditures, taxes, and debt) and nonetary mid credit policy. and
then relate them, oiie to the other. Please dcisb these policies statiig
how they mav be used to restrain inflationary trends and otherwi*
aid in pnsrving a stable economy.

Fiscal policy is compounded out of the expenditure amid taxing
activities of (iovermenOnt and the cOwsidorations which 1o into deter-
mining spending and taxing plans. Ol the spenlding side, both the
volume and the kinds of expenditures must he considered, just its on
the tax side both the kinds and rates of taxation sire equally" ii-
IortanL The Congress ultimately has the unshiftable responsibility

por fiscal licy.
Monetary policy refers to the ae tivities of both the Treasury and

Federal Reserve officials which affect the nioney supply and tie terms
of credit and other loanable funds. Generally speaking, the Federal
Reserve Board and the System has the responsibility for carrying out
monetary policy. In discharging this responsibility, it has three
major tools of control by which it can ease or tighten the moitetary
and credit. conditions:

(1) Changing rediscount rates at which member commercial banks
may borrow additional reserves; (2) changing the required reserve
ratio for member banks within legal limits, and thereby increasing
or decreasing the actual or potential lending capacity of the coiniier-
cial banking system: and (3) buying or selling Government securi-
ties in the open market and thereby increasing or dccreasitig total
bank reserves and the lending capacity of the banking system.

Debt management represents a marriage of monetary and fiscal
policy and is inseparable in practice from either.

a
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The niin issmu, in tile continuing debate over s4abilization policy

arise (lit of diffenlices in opinioil and judgmelt as to the conlbilla-
Iioni of fie'all and utionetary ineasuallr which are feasible and desirabl,%
in light (f prevailIig or antticipatld ecololic, conditions. Theoreti.
"aill' and practically, it 11ay3 be pIosible to achieve a full enpl)oynlment
love of aggrete oenild in a variety of different ways. Further-
!more, to coinlp1icate matters, liscal and monetary operations react anlinttnic upon one another, inlaking it diflicnlt. for the nIoIIsiNxcialist to
.se through the ianize of comuplications which IXset ollicials chargedl
with Iliolicy reslIisiIhilities"

fi tile final aiil1alysis, the niajor lolicy questions mnust be resolved
huIrnigh the Ioliticai process wherein there is considerable rooin forlegitiinate diflerenves of olpinion, both is to tile ends to be served and

the neaim to be employee. Tie sources of disagreement are chiefly
these:

(I) GrMmid tlhal a light ovenll level of Olltllt all(d eilll)loymillet
311d a fairly stable genenl ice level are desired, how would the con-Ijmitioln of total outli, be affected by (ifrerlit conaiiatiol, of
Iiloiaqtiir and fiscal ineaisures? One combinationn will expand govern-
itieital output at tile expense of private investment and/or consinnp-
tion. Another will favor private investment at. the xpemnse of eon-

lliil).ioli or vice vrs'ra. ,"Olle are iore conducive to more rapid
PCOliOIIlic growth than others. And .) it. gois-. Only tile naive or
Iyralllcal will ip-tllatltV or arrogantly delnand coiforinity to his
.*'t. of values.

(2) iven the impxsible--an agreement. oil ends or values-what
kilnds of nies_.s Ire Ii.(iio eflicient i I)rOiIlOtiilg those elltit This is
a natter of nidiersallillg ani judnvinent. There tire numleroutS andserious practical problens ii nninmpulatinlg fiscal policy to achieve
stability of deniand. These are well known but often forgotlon.
Monetary policy, too, has its limitations, some, of which are pointed
eut below. Unneremsary confusion often develops because l)roponents
if different sets of ollcies fail to ilake clear when they are talking
illout values related only indirectly to overall stability and whenthey are explx-,,8ing judgments its to the efficatcy of diflrenit. manis.

(3) What. do privIilig ecolnonie conditions I' tmtenmi? Even whenlimited agreement is achieved on niatte.s of ends and the efficacy of
.neans, there will always be differences in judgment as to the correctinterpretation of current economic events. The old question of fore-
casting need iiot detain us here. Suffice it to say we cannot know die
unknowable or the unforeseeable. Uncertainty, itself, confers cer-
tain differential advantages and disadvantages on varietis policy
combinations.

(4) Finally, how cai agreement be reached when econoinic under-siandig is lacking and misundersta ending call be used to private orpolitical advantage? There will always be vocal, worried people who(10 not know what could or should be done, but demand "somine kindof action." Sonie are aware of their limitations; others are noL.They nay geninely believe not only that inconsistent aims can be
achieved siinnltauieomsly, but, also, that there are siniple unobjection-
able wayts of reaching then.

Fica. and monetary operations are inextricably related. Spend-
ing,taxing, and debt transactions all affect the money supply. In-
deed, Government fiscal activities am part of national monetary
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policy, viewed in a broad sense. As potential stabilizers, monetary
and hical operations or both complementary and competing, depending
on the circumstances and the social goals which loom beyond the issues
of economic stability. The brief discussion which follows is intended
only to show how various polio ices are related, not to espouse particular
policy combinations or d.orines.

(1) In a sense, fiscal policies determine appropriate monetary pol.
icies and vice versa. During inflation, a reduction of Governmentspending reduces total spending on output directly. Such cuts, there-
fore, red tice the amount of monetary pressure needed on private spend-
ing needed to keep aggregate demand within noninflationary bounds.
At the same time, highertaxes curb private spending directly by ab-
sorbing income and shrinking the money supply. Indirectly, tax
hikes also depress the demand for investabl funds by lowering ex-
pected net rates of return on investment projects and raising interest
costs.

In the opposite situation, recession, increase Government spending,
and lower taxes both operate in converse manner to increase demand
directly and indirectly in both the public and private sectors.

In both instances, fiscal policies complement or reinforce monetary
policy. Looked at another way, credit restraints during inflation
would not have to be as stringent, or credit ease during recession would
not have to be carried as far as would be the case in the abmence of
reinforcing fiscal policies. Some observers feel strongly that by the
judicious use of appropriate fiscal measures, monetary policy would
carry a lighter burden and scme of the criticisms as to its uneven im-
pact and adverse influence on the stncture of industry could be
avoided.

If monetary policy can be supplemented by fiscal aid, the reverse
.s also true. Those who advocate a greater reliance on fiscal meas'ires
must realize that to have maximum effectiveness, fiscal policies re-
quire cooperative monetary arrangements. In fact, the holpl-for
results front stabilizing changes in Government spending and taxes
will not come to pass unless monetary authorities permit an expansion
of the money supply or restrict its growth as the occasion may require.
Changes in the velocity of money, to be sure, must be taken into ac-
count, but in the main, the above generalization is rmlwt:ntially
correct.

(2) Monetary and fiscal measures have competitig aslets. In a
sense, these may be more apparent than real, since the (olnhililtion of
policies wlected should reflect a social consensus as to the composition
of output as well as the desired level of output.

In sme cases, monetary and fiscal policies may appear to conflict
an11d be working in opposite directions-one stimulating ,ind the otherdepressing. Monetary policy is more quickly reverikle as economic
conditions change ana will usually lead ad hoe fiscal measure.. At
other times when, for other reasons, changes are being made tip or
down in the level of Government spending and taxing, monetary policy
might be used to offset or soften transitional effects as a stahilizitg
procedure. In other cases. ,apparent conflicts merely repirsent a more
complete integration of the several kinds of stabilizing procedures.
For example, if it were desired to cut inflationary pressures without
curbing exuberant growth, Government could drastically cut spend-
ing, raise personal income taxes, especially on the great mass of income
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receivers, while the monetary authorities followed an expansive 1oe.tar policy. Or to take another hypothetical emnple for illustrativepurposes, during a recession the Governaii, might drastically reducepersonal taxes to encourage im mediate consumption at the exj!.tse ofI)nvate investment and home building with monetary autilorities co.operating to keep credit fairly tight, evel ill til f'te of a buwilitetout ract ion.Monetary and fiscal policies do oflict when they work tit crow-purpomm to bring nbout rt..ils that are not really desired by thepublic or the . overlime-Wiit- euI through lack of kniowlfl , politicalPerversity, or hysteria, the right hanid does not know w i at, the lefthand is doing or doe not take into account what the left hand isdoing. In reality, there is no such thing as "stabilization policy," buta counbinat ioll ofmlicies which .V be consistent or inconsistent, ra-tional or irratioiaal, planned or L'oilcidental, fortuitous or unfor-tulte-and io 01la it apt to lie coiiipletely batisliel witdi the results.At least we (can strive to make public policy iuore rational, consistelt,and truRy reflective of the uiderlyiig values held by the ilividualscoitlprising the social organiwn.(3) Fiscal and monetary policies actually miergo in the cash anddeb( Ioperations of the reasury. It is iniposible to tell where oneleaves off and the other begins. Tax collections reduce the ioneysupply and baik reserves, while Goverinent expeiditures icreLsethIe nioniey supply and bank reserve. When tlie Truasury borrows,what liappen to the noney supply and baik ieerves depends iti p)who buys the --ecurities (who leiids the on1ey); and when publicdebt is retired, the monetary effects depend o, who holds the ,wu-rities (to whom repayinent is istade) . Even hebt, fund inig oper aionsare not neutral. Quite (different, changes take place in this money sup-rnply, bank reserves, aid the interest rates when rehiancig iai'"gstMe stricture of the debt-the kids of debt, instruments, iaturijtpattern, interest rate pattern, aitd the owiiershi1p distribution of thedebt ammiutg nonbank lenders, commercial banks, and Federal ..ervebanks. A II Treasury traiitisations lh ii.e important. relerrutiois onlilionetary policy.)ebt liatnagenitett issues have been covered elsewhere ill this state-ment. Suffice it to say iere that tie Treasury cn underiiiiie or offsetmonetary ix)licy by debt polity, amd the exgen.ies of debt moanasement create conflicts between appro rinate mnoietunr, action and tieoplxmite kind of Treasury action. TIbis has be-en an actile. Coitiui. gproblem slwe World War 11, because of the legacy of it large public
Nowhere are the cotiflicts in stabilivaition policies tore ncute thanin the debt. inanagemept field. Be..use of tile , arge floatimig debt,shiort-tomn debt and oth-er (bt falling die within I year-the Treas-try must. lei in the inoney market a Inost, continiUously to reborrowand refinance. tiring periods of credit restraint. (iliflatio), theTreasury must pay hiher interest rates. But this raises great po-litical outcry lWeause Fiiglier debt service eliarges add to the budget.Some legislators and private citizens dem d "easier moey" (aindIotetially more inflation) to "ave" a few dollars on interestcharges-even though inflation would drive u I) other governmentalcost and rob the public in other ways through I uglier prices in theprivate actor.
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Ideally, debt ianaeielit could 'lay a Ixsitive role in 8talbiliza-

tion jiolcy, l)uring inflation, the 'reaury could fund fro"' short-
into long-term securities, even though the cost of debt service would
be increae. rlhis process would work in the same direction as
credit restraint, divert funds from private spenig, and(1 reduce pri-
vate liquidity. During the recession, for e e, the Treasury.could
fund from long- into sholt-tenu securities. This action would ease
credit, release cituital for private use, and help nseet the publics de-

mands for greater liquidity.
As wo now conduct our debt policies, they not only donot aid

stabilizing monetary policy, but load it down with additional burdens.

Perhaps this is as it should be. Some would argue that tile Treasury

should deliberately follow a policy of long-term funding during re-

cession when interest rates are lower anld avoid long-term funding

during times of inflationary higher rates. According to this view, tle

Treasury should attempt to keel) the interest service charges in the

budget as low as pomible without creating an inpoesible continuous

funding problem. Under such circumstances, the Federal Reserve

authorities would, then, take such Treasury action into account by

following a more vigorous policy of credit restraint during inflation

and a more plentiful easy-noney policy during recession tman would

be required if the Treasury followed a countercyclical debt policy.

In fairness, it must also be pointed out that to use debt policy as a

positive countercyclical device, presupomses a Federal debt with sone

manageable maturity )attern spaced out over time. lkcause of the

awkward pattern whicht now exists, Treasury officials are almost forced

to fund "as they can"!! without regard to burdens imlped onl the Fed-

enl Reserve credit policies. Over the years, if tle debt can be

stretched out to give the Treasury breathing space, stabilizing debt

policy may have some promise-provided the Congress also develops a

more rational attitude in these matters.
(4) The statutory debt. ceiling is another disiuibiig element in the

fiscal-monetary environmenLt In spite of the fact that Congress nust

both appropriate money for spending and levT the taxes to raise reve-

nile, it nmintains a statutory debt limit to discipline itself. But when

the public debt is continuously bumping against the ceiling, serious

problems are created isnot only are the protspects of flexible fiscal policy

seriously weakened, it the goal of reasonable economic stability is

placed in jeopardy.
In a business downturn, a budget deficit will surely arise even if tie

Government does nothing;. What is to be done when tax receipts fall

asid the Treasury cannot meet its obligations? Should the Govern-

ment add to economic woes by raising tax rates aim postonisng pay-

ments? It is t foregone conclusion that Congress will be forced to

take action to raise the debt ceiling to avert financial crisis.
defenders of the debt limit rightly fear uncontrolled fiscal license.

To the extent that the debt limit makes it easier for legislators and

administrative officials to resist pleas from special interests and Gov-

ernnment bureaus for more and more spending, it probably has some

merit. On the other hand, it may be doubted whether the debt limit

itself helps very much to control inflation. Debt retirement is highly
desirable during an inflationary boom at which time budge. surpluses
are available, and the debt limit by itself exerts no discipline on spnd-

ing. Furthermore, current spending in any period is, in large
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wewure:, determined by past congress ,ial decisionsl-decisions whichlater bring i converging st rai of elai.is oil I te Treasurv which mayexce d curint revenues and the del t limit. When tins happens, thecr it of the Unitd States or tlie debt limit must give way, and there

is r ally no choice in these alternat ive..
1ltinately, the will to resist irre. i nsible speniding iust colie fromia desiree to prevent inflation and to keel) governmiental activities with.in their proper sphere. To Ih effective, Congress must exercise fore-sight, rather than hindsight, and be willing to face the future infla.tio.nary implications of current action. To place the enhasis on arigid debt ceiling places the line of defense where it cannot Ie veryeffective and at the Sallie time it may unwisely restrict the use ofappropriate fical policies dunn a recaion.
Finally, as has been pointedFout elsewhere in this statement, nocombination of monetary and fiscal policies can be completely effectivein controling long-run secular inflation unless something is done tocorrect the wage-price rigidities of tile labor and prodiict markets towhich those policies are applied. That we have rising prices evenduring receesmon attests eloquently to the truth of this assertion. Thisdoes not mean that we should abandon attempts to achieve stabilityvia appropriate monetary and fiscal policies. Oi the contrary weshould recognize their limitations and set about to improve their effec-tiveness by correcting the inoomlistic market structures through

which all monetary and fiscal policies operate.
Question 10. Omit.
Question 11. (a) What is the explanation of the seeming paradoxthat at times inflation and unemip loyment exist, side by side in our

economy t
Prices are normally thought to rise during a boon and fall (luringa recession. However, if upward pressures on costs are strong enoughand not readily reversible, prices may not fall and may even rise in

recemion.
Here brief!, z tse conditions and pressures affecting consumerprices which can l)rluce an inflationary recession:
First, in well-unionized industries, substantial money increases aregranted. Union leaders compete with each other or follow each otherin getting nore-nore than existing prices can bear. In addition,wages will rise substantially in many industries on the basis of exist ingcontracts previously negotiated. With the trend to 2- and 3-yearContracts, wage increases cannot be postponed even in the face of

failing (lemlai.
With wage.rates rising, costs will also rise unleos wage increasesare offset by increases in physical output per man-hour. lin ieentyears, noney wage increases and fringes, on the average, have tendedto be a p ,roxiniately twice as big as can be absorbed by im)rovemnents
in productivity for the economy as a whole.
Also, we c'1n expect a spillover of wage demands into the serviceand trade industries in response to the l large wage bargains in thestrategic industrial sector. In fact this sp illover Slol oisl, i ii niitterof equity, occur to preserve some valid relationship in wage-rate dif-

ferentials. But in tie services po-ible productivity improvements aresomewhat limited. Therefore, rising wage costs are not offset byspurts in productivity. The prices of services with their high laborcontent have risen year after year, come war, prosperity, or recession,
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as an examination of the consumer price index components will readily
show.

Thus it is that in a reoesion we have the twofold impact of (a)
falling demand and (b) continuously rising costs.

In such a situation, one cannot predict precisely how prices will be
affected. Where costs are rigid or shift upward at the same time that
demand is shifting downward, anything can happen to prices. For
the economy as a whole it becomes perfectly possible for recession and
arising consumer price index to occur simultaneously.

Question 11. (b) Shall we accept, as some have suggested, a gradual
inflationary trend as desirable (or necessary) to achieve and maintain
full employment goals?

It has not been proven that we face a "lady or the tiger" decision
bet ween a seriously creeping inflation or a politically intolerable level
of employment.

It is true that as the economy approaches high levels of unemploy-
ment, upward price pressures grow. We then face a choice in public
rphcy between approaching further toward a prfectionist level of
ull employment and the maintenance of a stable price level.
Whether or not we fail to maintain the purchasing power of the

dollar depends, in the last analysis and with all tye ofpolicies con-
sidered, on how strictly we interpret the goal of Ifull" employment,.

If we set our employment goals too high in this regard, we will
probably have to accept an inflationary creep with all the dangers of
that growing into a gallop and runaway inflation. The dangers of
this policy seem too clear.

The Employment Act refers to "maximum levels" of production and
employment. The word "full" was deliberately avoided by the Con-
gress in writing that act. If we permit some flexibility in our goal
of high-level employment, and if we do not follow fiscal and monetary
policies which have a systematic inflationary bias, and if action is
taken to correct labor-market practices which generate a continuous
upward thrust on costs, it should be possible to preserve the purchasing
power of the dollar.

In short, we should not accept a gradual inflationary trend as de-
sirable or even necessary. Until we have exhausted efforts to meet
the problem, we should pursue policies which assume the existence of
a zone in which we can have both adequately high employment levels
(with elbowroom necessary for market adjustments) and adequate
price stability (with flexibility in individual prices andprobably some
flexibility in general indexes).

Question 12. To what extent and in what way do you believe that
the growth of private debt in recent years may have Come a threat
to the stability and vitality of the American economy.

Debt may be either a curse or a blessing for both debtor and cred-
itor--depending on the circumstances.

A rapid growth of private debt or an abrupt decline of borrowing
and lending can and do have serious unstabilizing eltectb on the econ-
omy. An excessive reliance on debt for long-term financing of private
capital investment also has serious implicatols for stability.

The fact remains, however, that we live in a debt-credit economy.
Debt performs essential and important economic functions. It is the
financial manifestation of the time dimension in the economic processes
of our highly specialized exclhnge economy. It is used as one vehicle

MM"
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by which money savings are continuously channeled back into produc-
tive activity. It provides mobility of capital and thereby permits
more effective use of our resources. It Permits consumers to smooth
out time patterns of consumption. And it is an essential ingredient
in the process of economic growth.

While we have had a great growth of private debt in the past, decade
we do not appear excessively debt ridden by historical standards.
Private debt is a much smaller segment of total debt that it was in
1929 (largely because the public debt has looked so large). In terms
of the gross output of the country, private debt is relatively smaller
than in any year prior to 1941. Per capita private debt is much
higher in dollar terms than in prewar days, but lower in terms of
current income. Net corporate debt per dollar of profits is not. high
by historical standards. Personal debt to be sure, has risen markedly
in postwar years as a percentage of disposable personal income, but
the patterns of consumption have also changed, and for several rea-
sons personal income is much more secure than it used to be in prewar
days and earlier.

These observations are not intended to minimize debt problems, but
to put them in perspective. In aggregate, the growth of private debt
in recent years does not pose serious economic problems. Much more
important is the composition of the debt, how rapidly it increases,
what internal shifts take place, and the income-liquidity foundations
under debt.

As long as we have a flexible debt structure in teris of time pat-
tern of maturities, degrees of liquidity, forms of debt instruments,
and the like, major shifts in the community's desire to change the
composition of assets holdings can be accommodated wiout col-
lapsing the whole structure and disrupting economic life. From the
standpoint of flexibility and liquidity, our private debt structure
appears to be much more safe and !otentially much les dan
to stability than was the debt situation whic exste in the 192WL

Two questions of the private debt stion however, should be
examined carefully:

(1) To what extent has private debt been incurred on unecoomic
ground as a result of Government action I In the interest of stability
we want the growth of debt to take forms which can be dquaey
supported by reasonable expectations of future flows of income More-
over, we want particular debt excesses to be continuously self-cor-
recting so as to minimize the dislocations and repercussionson the
rest of the system when defaults or changes occur in particular seg
ments. Capricious intervention by Government in credit ad ae
markets may in itself be a disturbing element which jeopardizes
overall stabilization policy. A comp rehnsive study of the many
leading-guaranty activities of the Federal Government would be
necessary to assess the economic effects of such progranms.

(2) HRow does our tax system affect private de.bt relations and our
capital structure! From the standpoint of stblty (and for many
other reasons), a broad-based, diversified flow of venture capital i
equities, is much to be preferred over long-term debt financing of
investment. Yet we continue to put up with a tax system that dis-
criminates seriously in favor of debt capital. Minor dividend credit
on personal income taxes is no real solution. In any serious effort

2542-----pt. 4-
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at tax reform we should eliminate those features of our tax laws whichencourar private indebtedness and favor debt financing by businessover equity financing.
Queson 18. Se response to questions 9 and 17.Question 14. How much of a factor, in your opinion, hu deficitspending by the Federal Government since the end of World War Hbeen in contributing to or reducing inflation IDeficit spending since World War II has not been the chief cause ofpostwar inflation, but deficit spending during World War II was,without doubt, the biggest single cause of the immediate postwar infla-tion-especian pid increase in pn ces durin the period 1945-48.During World War 11 Federal deficits greatly inflated the moneysupply. In addition, wartime borrowing from the Federal ReserveS en and commercial banks added greatly to bank r serves and thelendi.g capacity of the banking system, and thereby made possible afurther increase in the money supply by a multiple expansion of bankcredit.

During the war the inflationary effects of deficit financing wereparta suppreed by price controls and the public's willingness toaccumuate cash balances and other liquid assets because of the un-availability of goods. After the war, as is well known, the publicbegan to use the inflated money supply more actively to finance pre-viously deferred demands Starting from a highly liquid postwarbase, the velocity (or turnover) of the supply of money increasedsteadily (with only a minor pause) through 1951.Indirectly, the wartime deficits contributed in another significantway to the postwar inflation. The legacy of a large Federal debt andits mismanagement put severe strains on monetary policy which other-wise could have been more vigrously used to damp down the explosiveinflationary fire. Until thed reasury-Federal Reserve accord of 1951,oneta.ry policy was directed at keepmg interest rates low on Govern-ment cities rather than curbing inflationary credit expansion. Inorder to help the Treasury with the uncomfortable tsk of debt refi-nancing the Federal Reserve supported the bond market at the ex-pense of the public at large. In short, the exigecies of debt manage-m nt forced aneasy money policy onto the country at a time when tesupply of mony was already dangerously inflated-by the wartime defi-cits whim produced the large d in the first place.During the Korean war, Federal deficits were less inflationary;tey were partially offset by a more vigorous monetr policy whichthe accord of 195 made possible. The- largest deficit did not occuruntil 1958, by which time the major inflationary prisures had beenbrought under control. Even so, the money supp grew substantiallyand the velocity increased rapidly during this period-especially dur-ing the years 1951-52.
Itshuld be pointed out that rapidly risig Government expendi-tures, even though covered or nearly covered b taxation, may createexes demand and inflation premure. given our present taxstructure, inflation of prices and incomes increases tax revenues morethan proportionately and helps to cover Rowing Government expedi-tum To be sure, such a proem also ra the cost of Government,too, but where there is a lag in Government spending, deficits in realterm may be concealed for a time by inflationary finance. In other
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words. inflation may precede a deficit rather than follow it durig aperiod of rapid mobilization when future commitments of Govern
m ent arn incr " 1 ... .-met anesing sharply. In part, this happened during theKorean episode.

During the inflation of 1958-7 current Government deficits couldhardly ie made a whipping boy since cash surplus. were achieved inthes Years. There is considerable evidence and feeling among analy-s that our more recent inflationary problems have arisen fromwage-cost patterns which now grip us and from expansive privt -spending rather than governmental spend' -a matter which wean.yzm at len g in 1-he Mechanics of Inflation (1957). In thisperiod the inflation was financed or "validated" by increasess in thevelocity of money, rather than by significant increases in the supplyof money.This Is not to say that past deficits have played no part indecentinflation experiences. Tey have-through debt man ement andthe continuing influence of past deficit on the composition of thefinancial aets of the Nation. For example, short-term Treasurydebt i highly liquid and serves as a "near money." It is doubtfulif o the money supply proper would have increased as rap-idly if we had not M this great pool of liquidity in Governmentsecurities, and if Treasury debt refinancg had not kept the poolreplenished.
nations are complex phenomena. Government deficits ae onlyone element in a given situation, though at times they may be thecrucial element. Certainly, contuous aelcits financed by centralbanks or the banking system will produce advanced inflation. His-torically, nations hve taken this route to avoid the hard poIticalproblems of honest public finance. Temporary deficits, of courseneed not be inflationary if budget surpluses are also the rule in poporous times Even past deficit., however, may become inflationsubsequently unless monetary and fiscal policies are adapted to chang-ing economic conditions. Fiscal discipline is the handmaiden freonsible government.Qest i . C n full-employment g be attained while main-ta a dollar that has relatively stable purchasing power ISteps necessary to maintain a dollar that has relatively stable pur.ch n power nay but need not jeopardize a reasonable goal of ade-que gh-level employment.The pursuit of anti-inflation policy in Government activity willaffect employment levels; to produce desired result. there must besome employment effects. he issue arises over the degree of theseeffects and their implications.This is a question on which further information and analysis wouldbe usefuL Itis dangerous to make oversimplified generalizations inthe absence of better evidence.However, we believe that (1) there is no proof at thi t thatreasonable full-employment, goals cannot be attained wit ha stabledollar and (2) th&t lacking such proof, public lic should be pur-suedontheaumption twe can have both reasonably full employ-ment and reasonably stable price levels.Many argue that holding the line on the general price level wininduce excessive joblessneii It appears to us that this is making
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too quick an assumption on just where the inflationary threshold of
the economy is. We believe that no one has yet, conclusively, dem-
onstrated that successful prosecution of a sound anti-inflation policy
involves intolerable levels of unemployment.

We should beware of undocumented statements that sufficientrestraint must provoke recession of noticeable proportions. The rea-
son: Such an assumption would, without question, produce public
policies well calculated to foster further inflation.

As pointed out in the responses to questions 6 (a) and 11 (b),
reconcilmg high levels of employment, price stability, and econonuc
growth will not be a easy policy tas. The pessimists rightly stress
the inherent difficulties and our political weaknesses. The optimists
attack the implicit premises of those who view creeping inflation as
inevitable. They refuse to admit that the special features of our eco-
nomic and political environment, which generate persistent cost pushes
or produce inflationary biases, cannot be changed. The outcome will
depend, in large part, on how important the public regards general
price-level stability and our willingness to accept some normal fluc-
tuations in both t price level and employment as a necessary and
inevitable concomitant of economic freedom.

Question 16. Are escalator provisions in wage or other contracts
compatible with achieving economic stability I

Widespread use of escalator clauses in wage and other contracts isgood evidence that the public has little faith in the financial integrity
of the Government or its ability to control inflation. General accept-
ance of the inevitability of creeping inflation will increase the de-
mands for all sorts of escalators and accelerate the process. There is
good reason to believe that they mnayr be inimical to economic stability.

In some cases, escalator provisions may be accepted in lieu ofhigher wage demands and, hence, be anti-inflationary or less inflation-
ary than wage contracts without them. But widespread use of esca-
lator accelerates inflation, whatever its generating or initial causes
my be. They reinforce inflationary pressures and create intolerable
distortions i the distribution of income-with resulting divisive
social strains. The more vigorously particular groups seek to nullifyor mini mz the impact of inflation on themWves, the more the un-
protected groups suffer and the more persistent are the demands for
equalitv-~via, of course, more inflation.

Escalation for everyone would, of course, be self-defeating. Itwould produce runaway inflation and economic collapse. Pau Mc-
Cracken, a present member of the President's Council of Economic
Advisers, put the issue squarely, a few years ago, in these words:

"Price ifflatin N the way market forces enreavor to boil the sur-plus purchasmg power out of the system. But if we set up escalatormachnery by whichh as fast as the excess i removed it is promptly
pumped back into the economy, the end result of a policy of slowlyrising prices is certain to be prices rising not so slowly (Michigan
Business Review, September 1955).

Question 17. List and briefly discuss what you consider the causes
of represent recession and what should be done to terminate it.

The present recession, like most recessions, developed out of malad-justments of the previous boom and, in the main, represents the
normal growing pains of economic progress.



Business cycles ane complex phenomena. They cannot be discussed"briefly" or the causes "lied" in r. very meaningful way. There aremany theories of the cycle-most of them not incompatible. Differ-ent theories merely focus vn different strategic variables, processes, orrelationships. But there is fairly widespread agreement on the fol-lo. n es cycles are primarily investment cycles.
2. Business cycles ar intimately relAted to the process of growth.3. Business cycles are inevitable and normal in a free economy.While widely deplored, they must be faced realistically. They can.not be eliminated, but the can be kept within a normal range ofnecessary self-adjustment ofthe system.4. Because of their cumulative, self-reinforc nature, ther isalways danger that business fluctuations may go beyond the normalreadjustment and create new maladjustmentL It is the task of public

policy to prevent excessive inflationary and deflationary pressuresm becoming cumulative, but public policy should not try to el'U-nate the cycle or prevent necessary market readjustments from takingPlace. As to what can be done about the current recession, the na-tional chamber's position has been stated recently by itspresident,Mr. Philip Talbott, in a letter to Members of Congress. The text ofthe letter follows:"You and your colleagues are vitally concerned with what the Gov-ernment might do to stimulate economic recovery. The actions theCongress takes during the remaining months of this session couldrevitalize or might seriously weaken our Nation. I share this con-cern and would like to giveyou the benefit of our thinking."(1) The first line of defense, of course, is a flexibe credit andmonetary policy. Fortunately, the Federal Peserve System increasedcredit restraint as early as 1955. Since last November it has relaxedthis restraint, and the situation should be continuously reevaluatedas the Federal Reserve is doing, and additional steps should be takenthe Federal e, if needed, to reduce the cost of credit and toincrease its availability."In connection with monetary policy, the public debt should be somanaged that it tends to increase the liquidity of the bankingand the economy during a period of softer markets, such as th pres-ent. As bank reserves andliqid assets grow, the pressures on theirowners to put them to more remunerative use willhel p put a floorunder recessionary tendencies, and this, in turn, will help to sparklerecovery and reempl oyment."(2)We already have a measure of built-in public-rvenue flexibil-ity in our income-tax ste, so that tax liability drops more rapidlythan income, thus leaving more funds in the hands of the taxpayer.Increases in Government .ding in the form of unemployment com-pensation, relief, and the like occur automatically when unemploy-ment rises. These, in a sense, constitute a second line of defensend have already gone into operation without requiring Governmentdiscretionary policy decisions to buoy up the economy. They do notdefend onan uncertain forecasting of the business outlook.
(8) As atl'rd major step, the Government already has accelerateda number of existing procurement and construction programs, such asin the case of highways, other types of construction, including mfli-
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tary constzion, as well as military and other procurement. Steps
to stimulate residential construction have been taken

"(4) As a fourth step, the national chamber has recommended a tax
cut and tax reform to provide greater incentive, both to buy and in-
vest. Even though this will involve a short-run, temporary deficit
we think the growth which will be stimulated by suci tax cuts and
tax reforms wAl, in a short time, cause revenues to increase and again
bring the budget into balance.

"Ie foregoing procedures or steps should be adequate to arrest
the recession andallow normal recover through necessary readjust-
ments to take place. The wrong medicine or an overdose may do
more harm thafi good.

"We have grave doubts about the wisdom of a massive Government
construction program on a WPA, or PWA, or any other basis. The
proposed Community Facilities Act of 1958 would be a case in point.
Any such massive ad hoc program is exceedingly awkward, cumber-
some, and slow, both in launching projects and terminating them when
improvement has taken place.

aFurthermore, since it is so difficult to terminate them, the projects
may compete for scarce labor and materials just when the recovery of
the private economy is getting underway. This could slow down re-
covery and expansion. Upward cost and price pressures could stop
such recovery in its tracks.

"The full impact of a massive public-works program would not be
felt for, perhaps, as much as 2 years Then, according to numerous
prognostications, our military expenditures also will be rising still
higher. The two programs would compete against each other for
tax dollars and possibly for scarce resources. The Federal budget
would build up to unprecedentedly high levels. This would not be in
the public interest because it would generate inflation and defer further
tax cuts and tax reforms.

"It does not seem wise to use the current situation as a device to
promote long-range Government pro To give eyery public
spending proposal an 'antirecesion' oak,is an easy thing to do.
To do so, obscures the fundamental choices which Congress and the
voters must make-how the Nation's resources are to be allocated
among private and public uses. Government spending should be de-
termined on a long-range basis as to what services we really want
Government to provide. Each spending proposal should be judged
on its individual merits, and decisions mado on that basis.

"For these reasons, we hope that Congress will not embark on any
new, Keneral public-works program or other measures of doubtful
effectiveness, and that you will do what you can to encourage a sound
tax program and allow the other steps already mentioned to demon-
strate their effectiveness.

"Your reaction to this line of approach will be appreciated."
Sincerely yours, PHMW M. TwA, Pruew.



NATIONAL COAL ASSOCIATION,
Hon. HARRY F. By? Washingto, D. C., Marck U, 1968.

haia, Commttae on Financ,United Stata Senate, Wae k, on, D. .
DwAR M. CHAMMAN: By letter of February 17, 1958, you trans-mitted to Mr. L Newton Thomas, president National Coal Associa-tion, a series of questions incident to your committee's inquiry entitled"An Investigation of the Financial Condition of f he Uni States."I am directed by President Thomas to transmit to you the enclosurewhich res oInds to selected questions. No attempt has been made toanswer all of the subject matter inquired about.Trustmg these responses am of some benefit to you and the com-

mittee, I am
Yours very truly, ToM PICKET?, Ewecutive Vice President.

REPLS To SELFCTM QUEBTIoNs PnopouN)Dz To MR. L NEWTON
THOMAS, PRES NT, NATIONAL COAL ASSOCIATION, BY THE SENATEFINANCE Comxn-rzz INCIDENT To AN INQuiRY ENTmw "INvzsT-
GATION OF TuE FINANCIAL CoNDITION OF TIL UNITED STATE"

(For convenience in presenting this material, the questions as numbered in theinterrogatory are repeated and the answers follow)
1. Give a definition in your own words of deflation and inflation.Deflation is a period of generally fallmg prices, with growing unem-ployment which is spotty at first and which then tends to spreadthroughout most of the economy. Inventories are high and productionschedules ar cut, due to decreased demand. Fixed-income groupsbenefit, while wage earners tend to lose. Consumers dip into savingsand credit use generally is off, as debts are being liquidated. Taxesbecome increasingly burdensome to all.Inflation is the opposite of deflation, though not necessarily due tothe same factors. These developments characterize excessive ratherthan mild inflationary or deflationary movements.2. Exp lain how you believe the economy of the United States canbest avoid either inflation or deflation. If you think present lawsshould be changed or new laws are required, then make specie sug-

gestions.
The best way to avoid excessive inflation or deflation is to allowbusiness to operate with minimum restrictions. It is impossible toavoid completely all inflationary or deflationary movements, althoughit should be- possible to avoid excesses. Our economy is too complex toexpect neither. It is becoming micreasgly difficult to transmit orcommunicate the forces of demand and supply to all areas of theeonoflmy.So0me lag is Inevitable, one of the reasons why we can haveinflion and unemployment at the same time.
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In theory, it might be possible to achieve a complete absence of either
inflation or deflation, but this condition can be secured only through
vastly increased Government controls of industry, thus placing our
economy in a governmental straitjacket and just about bringing about
an end of free enterprise. Current business restrictions, such as excise
taxes, high corporate income taxes, and unequal tariff barriers, tend
to prolong periods of inflation or deflation before normal economic
adjustments can be effective.

Laws which are needed to improve the economic health and well-
being of this country will be referred to in my answers to certain of
your other questions. However, in connection with the overall eco-
nomic situation, it might be advisable for Congress to establish an
independent committee of economists, businessmen, and labor leaders
to determine danger signs in the economy; to recommend necessary
actions by Congress; and generally to exercise a type of economic
stewardship. This committee should be composed of outstanding in-
dividuals and should be independent of control by any branch of the
Federal Government. While the President's economic advisers and
the great number of economists now employed in Government permit
the Nation to acquire a cross section of the best economic thinking, a
committee such as that suggested could have more prestige and exer-
cise more influence than any agency constituted at present. There is
some doubt that economists now in Government can ever be completely
objective.

6. (a) Discuss in their relationship to one another and according to
your judgment of their relative importance, the following three objec-
tives of economic policy in the United States: (1) price stability;
(2) stability of production, demand, and employment; (3) economic
growth in production, demand, and employment.

(b) With respect to these three objectives, discuss and appraise the
significance of what you consider to be the most important trends
since World War II, during the most recent 2 or 3 years, and espe-
cially since 1957.

'With respect to the first part of this question, economic growth is
the most important of these three objectives, though for the best inter-
ests of the country such growth must be orderly. Price stability and
stability in production, demand, and employment are of course re-
quired; but "stable" should not mean static, but instead should mean
a steady and even rise. Upward swings of the business cycle with
rising prices and employment, as well as capital expenditures, are
healthy as long as they do not get out of bounds. This Nation, how-
ever, cannot continue indefinitely on an upward trend without an
occasional reversal. The role of Government should be to see that
such reversals are readjustments and not recessions or depressions.
Economic growth through expansion in demand creates new oppor-
tunities for investment and for capital expenditure generally. A cli-
mate of optimism exists and inflationary forces may or may not be
effective at the time. A healthy growth in our economy is essential
to meet the demands of growing population and our constant striving
for a higher standard of living. It is doubtful that economic growth
could develop without upward price movements. The danger of
course, is that inflationary forces may get out of hand. This ii where
the Government can be most useful to the economy.
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The most important postwar trend, particularly in the last year or
so, has been the narrowing of profit m Producers have had
to contend with continued high taxes, especially the corporate income
taxand with revenues which have not kept pae with costs. The
ndequacy of revenues has resulted from the mushrooming of com-

petition since the war and the holding down of prices because of this.
Suppose we take the bituminous coal industry as an example, the in-
dustry with which I am closely associated. Since the war the price
of coal at the mines has increased very little. Through mechaniza-
tion and economies we have managed to absorb increased wage and
other costs. Yet increased freight rates and growing competition
from other fuels has made it difficult to maintain profitable operation&

Undoubtedly a major factor in the present slowdown in capital ex-
penditure has been the discouragement to investors and manag.-
ments as a result of these same narrower margins. The business-
man wants some assuran(e that rising cost and lowered margins will
not become a permanent part of the business landscape.

An important characteristic of the postwar years has been the
transition in business from service competition to price competition.
The necessity for price competition has been an outgrowth of the
very rapid postwar expansion in the capacity for producing con-
suiner goods and durables. The rise of the discount house and the
breakdown of the various fair trade laws are symptoms rather than
causes of this new type of competition. Associated with it have
been such developments as the growth of establishments which cut
across many lines of distribution. Food stores in many cases are no
longer simply engaged in the sale of food products. The automobile
industry also has been increasingly characterized by price competi-
tion, as is evidenced by the discontinuance of many older agencies,
chronic overproduction, and longer and longer credit terms.

A phase of the entire issue is the increasing acceptance by consum-
ers of a multitude of credit plans for financing personal purchases.
One of the major problems of our economy today is that of the use of
credit. Increasing private debt, whether long-term or short-term, al-
ways presents a serious problem for the national economy when the
amount of personal obligation reaches a high point relative to in-
come. In inflationary periods, the consumer can expect his income
to increase considerably if he is a wage earner. On the other hand,
people with fixed incomes find it increasingly difficult to finance pur-
chases either on credit or otherwise. Yet personal credit facilitation
can become a boomerang, as in the case of the auto industry where a
combination of extraordinary selling activity, almost completely new
models, and easy credit, frequently running to 386 months, ha plagued
the auto industry and kept inventories 14h for the past years.
With so much of the economy depending upon the automobile indus-
try for support, such "cheap" credit not only postpones other pur-
chases during the time of its application to the individual, but merely
delays the inevitable day of ]udgment.

7. Give your opinion of the effect on our economy of current Fed-
eral, State, and local government spending.

I shall confine myself to answering the portion relating to Federal
Government spending, since this is obviously the most significant
factor. Large Federal spending for the most part does not result
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directly in the creation of consumer goods. Much of it is devoted to
national defense and foreign aid. F or thils reason I believe thatsuch spending creates a stro inflationary tendency hy withdrawingsarce resources, including lalir, from the production of goods which
the people of the United tatas need and want to buy. Tremendous
Government spring also is generally inflationary because it is com-mon knowledge that the Government is not a very good bargainerpricewise-that Ui in making contracts it is ver much inclined tooverpay the produces of goods. Incidentally, i, pump pruning m sused by the Government as a deliberate policy, I would aumet
along with it would go a calculated effort to keep the prices of goods
and services involve at high levels. Excessive Government spendingis,_in the long run bound to be ".mflafion.w., I believe, since it i's accom-

nied by ontinually in public debt, The point will finally
r e (and I think it shows signs of being reached right now)

whom the Government, as a larger debtor, simply cannot afford topay off the principal, or even the interest, in dollars having the samevalue which they-had when the money was borrowed. Finally, theGovenment, in the postwar period as well as earlier years, seems tohave adopted the view that continuing inflation itself is a good thing,or at least that it is preferable to a trend in the other direction. Eveif the latter and more conservative view is made the basis of Govern-
ment action, I think that inflation will result because of the tendencytoovereorrect deflationary elements. In this connection, I think thatthe sharp upward trend of the stock market during the past few days,in the fice of bad business news, clearly reflects a fear of inflationoutweighing the fear of lower profits-in other words, a flight fromthe dollar. By both inflation and deflation is meant to excessive orabnormal trends referred to in my answer to questions 1 and 2.8. Give your opinion of the effect on our economy of current Fed-
eral State, and local taxation.

ere again I will confine my answer to the effect of Federal taxa-tion. As between a rapidly increasing public debt and continuedhigh taxes, I would consider the latter the lesser of two evils. Atleast it would lack some of the more important inflationary aspects
mentioned above. At the present time, however, it appears that weunfortunately am going tohave both a continuation of_9hih tax ratesand a marked increase in the public debt. 'Thee may be some relief
in the form of an increased personal exemption, or even in the formof some s ht reduction in rates across the board, but I do not thinkthis will be of much significance in stimulating the economy to pro-duco more goods. The sdarly graduate tax on personal incomes isa very serious deterrent factor m the face of the obvious need for ex-pansion of our economy. People who have money to invest find that agooddead ofi t i s immed orby Federal taxes. Furthermore, thereare a good many tax-seltered investments, such as tax-free Stateand municipal bonds and funds of various types which can be takenadvantage of by the reaR wealthy taxpayer. Obviously, the invest-ment of money in these Lelds does not promote the growth of the

economy.
Our midust rimarfly interested in percentage depletion as atax relief device. Contz to popular opi percentane depletion

is by no means a loophole but ii a perfectly proper anl legitimate



tax deduction. This sort of deduction, in times of sharply rising costs,is in fact a g deal more eqtutable and realistic tha fie die uctionfor depreciaion. The latter has been under sharp, and quite juattack recent because it is based on cost. The result is that the dol-lan recovered tax-fre through the depreciation allowance are, inmost c gromly invade aq" to maintain the taxpayers capital in-vestment. Since depletion is measured by income there is at leasta rouoh adjustmnt of the amowit of the deduction as the generalprice level rises. In the long run the depreciation allowance will haveto be adjusted in somewhat the ane manner, if the inflationary trendcontinues. But here again mi a case where the Government simplycannot afford to do equity very quickly. The tax loss involvedinp cutting depreciation on a replacement basis would be tremendous.&gain; the matter of the effect of divergent trends on the economyis important, for under deflationary trends the tax gain here would
be hig-

the rporate tax rate is, of course, quite lage. I believe, however,tt this i not as serious a matter for the development of the economy
as a whole as are the very high Personal income tax rates. Theare iscert-ily a verygood argument for reducing the corporate tax rat to50 Percent smply on the rough justice theory that the Government
should be no more than an equal partner.11. (a) What is the explanation of the seeming paradox that attimes inflation and unemployment exist side by side in our economy I(b) Shall we accept, as some have sugetd a gradual inflationarytrend as desirable (or necessary) to achieve and maintain full employ-
imi t goals IInflation and unemployment can exist side by side. This is the re,suit of the failure of economic communication. The automobile in-dustry and certain other major businesses are experiencing unemploy-ment while prices in many other areas continue to edge upward. It ispossible to ave unemployment in durable goods and inflation else-where in the economy. Much of the responsibility for this lies in the"stickiness" in the movement of prices. The credit system tends tokeep prices because people are still paying for purchases made in1956and 195T, when business was better by most standards. Until un-emaploymentin the auto, steel, railroad, and other basic industries cantransmit its effects to consumer prices generally, creeping inflationwill continue to exist,. A major reason orthis discrepancy betweenprices and employment is the existence of easy consumer credit invirtually all lines of durable and soft xoods.

with wpspect to the second part of this question, some inflation, aswell. a deffiaion, is inevitable in a free economy, as i of course,that this is what we have today, a conclusion with which I disagree.Gradual inflation is not the same as excessive inflation. The former isa natural part of any noncontrolled economy. The Govermnt's roleshould be two-fold: To prevent excessive inflation, and to stand bywith Aistance, both direct financial and indirect through the reduc-tion of taxes and other devices, when excessive inflation has broughtabout (1) unemployment (2) a slowdown in capital expenditures, and
(8) a retrenchmentii in industrial expansion plas Capital oulylarey are due to expectation for increased demand for the productsand services of industry. Part of thi of courE is mildly inldation-
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s7. Again, as I have stated elsewhere, an increasingly dangerous
factor in the national economy is the growing size of Government ex-
penditures. The vast amount of public funs poured into the econo-
my through this door prevents the free operation of economic forces
which otherwise might bring about adjustments between inflation and
deflation.

15. Can full employment goals be attained while maintaing a dollar
that has relative stable purcian power I

The answer to this is "Yes," i what is meant is "relatively stable."
The American people certainly do not want instability. The Govern-
ment should use every device at its command to see that a relatively
stable dollar is maintained, curtailing unnecessary Government spen-
ing when times are good and increasing this when times are bad. This
goal, of course, fems easily attained-when defense needs are large.
It is impossible to expect a smoothly operating economy when defense
needs are as at present and in addition to this, large Government
funds are being expended for a multitude of purposes, many of which
should be carefully reviewed as to justification. The danger is, of
course, that curtailment of nondefense needs in order to maintain a
more balanced budget may mean postponement of such needs for a
considerable time, as at least in the foreseeable future, there appears to
be no chance for curtailment in defense expenditures.

17. List and briefly discuss what you consider the causes of the
present recession and what should be done to terminate it.

The major causes of the current recession are:
(1) Excessive use of consumer credit, bringing about curtail-

ineit of consumer expenditures until current obligations are
liquidated;

(2) Narrowing profit margins for producers and distributors,
brought about in large part by increasing wages and other costs
on the one hand and relatively fixed revenues on the other; and

(3) Heavy Government expenditures due in large part to de-
fense needs but which have the effect of preventing free commu-
nication of economic forces on the operation of factors which
would adjust our economy between excessive inflation and
deflation.

Among the steps which should be taken to remedy the situation
should be the following:

(1) Tax reduction--eecially in personal income taxes, al-.
though it is important to reduce business taxes, probably to 50
percent or perhaps less;

(2) Elimination of excise taxes and other taxes which are only
indirectly related to the basic purpose, or purposes, originally
underlying their imposition. For example, the transportation
tax should be drop. It no longer is needed to discourage trans-
portation either of passengers or of freight. If the tax on coal
were eliminated, for example, the amount saved would equal the
recent rate increase requested by the railroads;

(3) Adoption of a policy, publicly stated and fully imple-
mented for taking Government out of competition with business,
and reduction of the Federal budget wherever possible;

(4) Affirmative action on the recommendations of the Hoover
Commission on Economy in Government; and
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(5) Establishment. of a completely independent economic coin-mittee staffed with highly qualified business and academic leaderswho would recommend to the Government desirable action con-cerning consumer and industrial crmlit and ant i-inflation devices.The committee should establish an economic barometer, to be usedas a warning of excessive inflation or deflation.To summarize: The FederlI Government has become such an im-portant factor in our economy as a result of its spending pinogames,especially in connection with defense, that its actions tentl to obscurenornal trends in economic forces of demand and supply. Until Gov-ernment participation is reduced to a minimnn, private enterprisewill continue to experience artificial inflations and deflations.The bituminous-coal industry, representing the utilization of anatural resource, is particularly susceptible to such artificial stimula-tion, because coal, unlike many other industries, is a derived in-dustry--that is, its success or failure generally depends upon theeconomic health and well-being of its customers.
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I.

INVESTIGATION OF THE FINANCIAL CONDITION
OF THE UNITED STATES

THU A M.CAN BANKM ASSOCIATION,
DPARTM EN or MONETARY POUCY,

New York, N. Y, Api o, 1958.Senator HzARY F. BroiD,
Chairmn, Commi ee on Finance,

United States Senate, Washington, D. 0.
DEAR SENATOR Bme: You will find enclosed my answer to thequestionnaire enclosed with your letter of February 1. I hope it will

be helpful. Let me express my appreciation for the opportunity of
participating in this questionnaire and especially for your courtesy
m granting me an extension of time to finish my answer. It so hap-pened that my agenda was unusually full over the past 2 months and
it would have been impossible for me to finish my reply by April 1.

Would you be good enough to let me know whether or not yourcommittee plans to print my reply, and if so, what the publication
date will be?

Sincerely yours,

Enclosure.

How CAN Wz Acmn ENIUm O Pp rri I
Answer of Dr. E. Sherman Adams, Deputy Manager, American

Bankers Association, to the Senate Finance Committee's question-
naire of February 17,1958
(These comments reflect the personal opinions of the author and

should not be regarded as representing the official views of the Ameri-
can Bankers Association.)

There is broad agreement that our major economic goal is to achieve
enduring prosperity. This clearly implies the maintenance of high
levels of production and employment and a reasonably stable price
level. It also implies a satisfactory rate of economic gowth.

These elements of.economic stability are not in conflict but are in-
separably interdependent. No one of them can be achieved on a
sustainable basis without the other two.

Conflict would exist if we were to push any one of these objectives
to an extreme instead of aiming at good overall performance. If we
were to strive for maximum growth at all times, our economy wouldbe dangerously unstable. If-we were to try to maintain maximum
employment at all times., we would have inflation. Even the pursuit
of maximum price stability might at times interfere with satisfactory
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growth, employment, and production. Our aim, therefore, should be
a balanced mix of these ingredients of enduring prosperity.

NOT 1 PROBLEM, BUT 2

Most of us have long been accustomed to thinking of the problem
of economic instability as consisting of theproblem of the business
cycle, the problem of mitigating b6oms and recessions. But today
something new has been added. Indeed, economic instability now
consists not of 1 problem, but 2. In addition to the age-old problem
of the business cycle, we are now confronted with a new problem:
That of preventing a continuing depreciation of the dollar over the
years2 popularly known as creeping inflation.

This new problem has emerged because of the inflationary biases
that have developed in our economy over the past several decades.
ThcE_ biases constitute a new and serious problem not only because
they push up prices during good times but more especially because
they prevent prices from ever readjusting downward. In short, price
increases have tended to become irreversible.

This has never been the case before in the United States. We have
had periods of price inflation, to be sure, but they were invariably
followed by periods of deflation. Throughout our history, major wars
always caused inflation but prices always subsequently returned to
approximately prewar levels until World War II. The inflation of
World War II has become permanently imbedded in our economy.

And so has the inflation of the Korean war, and, for that matter,
most of the price inflation of 1954-57. In fact, even during the reces-
sion year of 1958, we are witnessing a further rise in the most impor-
tant price in our economy, the price of labor.

These inflationary biases have actually been at work in our economy
for several decades but until recent years their effects were somewhat
obscured, first by the wartime inflation and then by the unusual char-
acter of the postwar period. They became somewhat more apparent
during the Korean war period but it has only been over the past 4
years that they have emerged clearly to the general view.

The pattern of the past 4 years has been, in brief: A period of boom
aggravated by inflation, then a recession aggravated by high prices,
and for the period as a whole, further erosion it the purchasing power
of the dollar. The problem of economic stability for the future maybe essentially that of preventing a repetition of this pattern-or of
preventing it from becoming worse, if the people should lose confi-
dence in the long-run integrity of the dollar.

The new resistance of our economy to price declines has its bright
side, of course. Our past periods of price deflation have often been
extremely painful and it is certainly reassuring to know that we will
in all probability not experience such severe deflations in the future.
But this is no reason to minimize the dangers of inflation that loom
ahead.

The emergence of this long-run inflationary threat has funda-
mentally changed the whole problem of maintaining economic sta-
bility. We should try to come to grips with the fundamental elements
of this new problem and to think through its important implications
for public policy. We should no longer think in terms of anticyclical
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policy alone; we should think in terms of anticyclical plus anti-infla-
tion policy.

MX CATIONs FOR PUMLo POLICr

Let us consider some of the implications of this problem for public
Policy.

During a period of business expansion, prices normally tend to
rise. However, if public policymakers are aware that price increases
may never be reversed, they will naturally feel that it is highly impor-
tant to try to combat rising prices. The net result is likely to be that
some inflation will occur anyway but that economic growth will be
either retarded or interrupted by a recession.

Similarly, when a recession starts, there will be a strong reluctance
to adopt corrective measures promptly for fear of starting the infla-
tionary spiral again. The existence of the inflationary biases in our
economy give real justification to this reluctance. The net result, how-
ever, is likely to be that inflation will be merely retarded temporarily
and that recovery will be delayed.

There is urgent need, therefore, to do what we can to correct or
offset these inflationary biases in our economy-in addition to im-
proving our techniques for combating the business cycle itself. We
have already made great progress with respect to this latter problem,
but very little with respect to the former.

Before suggesting what might be done, however, let us examine the
nature of these two distinct, though related, problems: creeping in-
flation and the business cycle.

OUR INFLATIONARY BIASM

There is obviously ample room for debate as to whether our economy
really does have serious inflationary biases, and if so, what should be
done about them. Rather than attempting anything like a compre-
hensive treatment of these questions, I should like here simply to single
out four major aspects of this subject that deserve particular atten-
tion: (1) industrial wage and price policies, (2) Federal fiscal poli-
cies, (3) interest. ates, and (4) the Employment Act of 1946.

(1) Let us look first at the delicate and crucial area of industrial
wage and price policies. I use this inclusive phrase because although
some people are willing to talk about inflationary wage increases and
others to talk about inflationary pricing policies of business, I fear we
will continue to make little progress with this basic problem until
we recognize that these things are inextricably interrelated. Inter-
acting together, they have produced the ominous wage-price spiral.

The basic facts of this situation are too well known to require elab-
oration here When wages, including fringe benefits, rise more
rapidly than productivity, the result is bound to be higher prices.
And when business concerns follow pricing policies designed to pass
along to the public most or all of their added labor costs (and some-
times more), then the result is a formidable wage-price spiral. And
that, as is well known but not always acknowledged is just what has
been happening in this country in recent years. Indeed, this process
has become such a national habit that it has aptly been referred to as
institutionalized inflation.
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Your questionnaire contains only one reference to this basic prob-le; namely, the question regarding the effects of escalator clauses inwage contracts. It goes without saying that escalator clauses tend tobe inflationary-practically by deition. On the other hand, the
elimination of such clauses would not by any means solve the wage.
price spiraL

It has been suggested that one approach to this problem should beto try to speed up the improvement in industrial productivity. Thereare opportunities for doing this, of course. Featherbedding has be-come so imbedded in the railroad industry that we seldom even bother
to mention it any more. Another prize example, as everyone knows,
is the residential construction industry. Certainly these obvious
opportunities for improving productivity should not be ignored but,looking at the matter realistically, progress in these areas will not
solve the wage-price spiral either.

Since this is not my field of competence, I shall refrainfrom tryingto prescribe what should be done. Certainly we should be hesitant
to infringe the freedoms either of business management or of organ-ized labor.. On the other hand, when the combined actions of these twogroups seriously threaten the stability of the American economy atthis critical juncture of history, then they pose a problem that wecannot afford to ignore Mere exhortation and appeals for statesman-
ship are not likely to have much lasting effect. There is clearly needfor carefully thought-out modifications in the rules under whih this
game is played.

OUR TINOATIONARY BUDGEr
(2) Another major source of inflationary bias in our moderneconomy is the fiscal policies of the Federal Government.

One serious defect is our working philosophy with respect to the
Federal budget. Years ago, the goal of balancing the budget duringgood times was adequate. But this is not an adequate goal todaybecause of the enormously increased magnitude of the budget. Atpresent levels, a balanced Federal budget is inflationary. yet, al-
though this is true-for a number of reasons, most of which arequite familiar-most people are content merely to balance the budget,
or have it show a nominal surplus, even at the height of an inflationary
boom.

With a budget the size of ours, sound fiscal policy calls for a combi-nation of tax and expenditure policies that will produce substantial
budgetary surpluses for debt reduction during periods of active busi-ness. This will take a lot of educating, of course, and, also, political
courage, but the sooner we recognize the need the better.

Another inflationary aspect of the Federal budget is the existingsystem of high price supports for farm products. This, too, of court
is another complicated problem, but it is at least clear that we should
work toward a lower, less inflationary level of farm support price&

TMH CHEAP-MONY FAL-LACY

(3) Another inflationary factor I would like to mention is the wide-spread bias in favor of low interest rates. This is a very difficult thingto measure, and, since I am a monetary economist who has been con-nected with the banking business for a good many years, perhaps I

-4
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am inclined to exaggerate its importance. Nevertheless, this is cer-
tainly not a matter to be lightly dismissed by anyone who is seriously
interested in preventing inflation.

The main points here are quite simple, though they are not generally
appreciated. Many people, including some in public office, seem to
think that the one price that should be held down at all times is the
price of borrowing money. This may have highly inflationary con-
sequences. For one thing, monetary policy cannot combat inflation
effectively without restricting the supply of credit, and this cannot
be done unless interest rates are permitted to rise. Also, over a period
of years, if interest rates are kept at artificially low levels, this is
bound to agavate the inflationary imbalance between the supply of
savings and the demands for loanable funds.

This could become increasingly serious over the years ahead if in-
flationary tendencies are not kept in check. At some point, rising
prices can discourage people from saving money, especially if the
reward for saving is low. This danger may seem remote today, but
it is not something to be pooh-poohed. If such a psychology ever
should develop among the people of this country, we would- be in
serious trouble.

For these reasons, I believe that the existing bias in favor of low
interest rates is a threat to economic stability. Those in public life
who make a fetish of low interest rates at all times are doing great
disservice to the American people.

(4) Finally, there is the inflationary bias contained in the state-
ment of economic objectives in the Employment Act of 1946. This
could be easily corrected by an amendment making it clear that one
of the primary objectives of public economic policy in the United
States is to avoid inflation. I believe that such an amendment might
have a salutary effect over the years.

THE PROBLEM OF THE BUSINESS CYCLE

In addition to these inflationary biases, we have the venerable prob-
lem of the business cycle.

There is, of course, a vast literature about the business cycle, and
there would be little point in trying to summarize it here. There are
two points, however, that may be worth emphasizing.

First, despite the progress that has been mide, there is still a great
deal that we do not know about the business cycle and how to deal
with it. There is need for encouraging and stepping u the research
that is bein done in this area. It is almost unbelievable to contrast
the vast scat of our research in the physical sciences and in industry-
and the pride we take in such research-with the appalling paucity
of research being done on this vital problem of economic instability.
Perhaps this i-i something for your committee to ponder.

Second, although there is much we do not know about the business
cycle, there is one basic fact we do know; namely, that we cannot
achieve economic stability unless we curb inflationary booms Yes;
this sounds simple enough but, unfortunately, it is all too often ig-
nored-and that applies, o course, to public as well as private policy-
makers.

You ask the chief causes of the current recession. In oversimpified
terms, this recession is primarily an inevitable reaction from the inta-
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tionary boom that preceded it. In turn, the factors responsible for
the boom were the usual cyclical factors thatyou will find enumerated
in any economics textbook, aggravated by the inflationary biases al-
ready discussed, and, also, aggravated by certain governmental pol-
icies, chiefly:

(1) Excessive stimulation of residential construction. This caused
an enormous inflation in construction costs, and this, in turn, aggra-
vated inflation in other segments of the economy. It also contributed
to the speedup of industrial construction that featured the 1956-57
boom. Now that we really need an expansion of residential construc-
tion. many markets have been saturated and much of our ammunition
has been used up. Public policy with respect to housing has had a
destabilizing effect on our economy, whereas, if wisely conceived, it
could have an importAnt stabilizing influence over the course of the
business cycle.

(2) Unwise Government spending. The annual "pork barrel" bill,
for example. To say the least, Congress did not do an outstanding
job of curbing unnecessary or postponable Government expenditures.

The basic need, clearly, is for more widespread understanding of
the importance of restraint during the expansionary phase of the busi-
ness cycle--both on the part of the Congress, and also, of course, on
the part of the public generally.

TIE ROLE OF CRED COMRL
There is widespread agreement that financial measures--monetary

and credit policies, debt management, and fiscal policies-can make
an important contribution to economic stability. This view seems to
be reflected in your questionnaire, and it is one with which I am in
general accord, though with one reservation; namely, that as a prac-
ical matter, I doubt whether Federal debt management can ever oper-
ate as an important anticyclical technique.

Let us first consider the role of credit regulation-what its record
has been in recent years and what can be expected from it in the
future.

Prior to the Federal Reserve-Treasury "accord" of 1951, monetary
policy in its traditional role of an economic stabilizer was, of course,
practically inoperative. Since then, Federal Reserve policy has be-
come a highly flexible and useful weapon for helping to mitigate the
swings of the business cycle.

In general, the monetary authorities have exhibited great skill and
courage in administering monetary policy. There have been some
errors of judgment from time to time, naturally. That is to be ex-
pected. On the whole, however, allowing for the difficulties inherent
in this task, the record has been excellent. It seems clear that, on
balance, monetary policy has made a useful contribution to the
stability of the economy over this period.

On the other hand, experience since 1951 has also demonstrated
afresh the important limitations as to what the Federal Reserve can
be expected to accomplish with its existing powers-which consist
chiefly of its ability to regulate the availability of bank reserves.
For one thing, the policies of nonbank lenders and investors have
not always responded promptly to Federal Reserve policy-a case in
point being the progressive liberalizing of installment credit during
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1955. Also, even bank lending policies may not have been as respon-
sive to monetary policy as is generally supposed.

This, naturally, raises the question as to whether additional con-
trols over private credit may be needed to supplement the Federal
Reserve's existing powers. Various suggestions have, of court" been
made along these lines, and some of them may deserve considera-
tion. In general, we should avoid new controls unless they promise
to have important stabilizing results. It would certainly be foolish
to put credit in a straitjacket of excessive regulation and to leave un-
done other things that need urgently to be done. On the other hand,
if careful study indicates that additional credit controls are really
needed, then we should adopt them.

The most obvious weakness in the credit picture is the fact that
governmental credit agencies have at times pursued policies in direct
conflict with national monetary policy. A few years ago, for ex-
ample, when the Federal Reserve was tightening bank credit to curb
inflation, the Federal Government, through Fainie May, was simul-
taneously pumping new funds into the mort go market. At the
same time, the Federal home loan banks tly increased their ad-
vances to Federal savings and loan associations. Numerous examples
could be cited.

Plainly there is need for better coordination of the policies of
Government credit agencies with Federal Reserve policy-not vice
versa. This is obviously a complicated problem that cannot be cured
simply by passing a law. Nevertheless, it might do some good if the
Congress were to enact a law making it clear that it is a primary re-
sponsibility of every Government agency empowered to grant or
guarantee credit, to see to it that its credit policies are at all times
consistent with Federal Reserve policy.

Before leaving this subject of credit regulation, two additional
points deserve emphasis:

(1) It should be clear that economic stability cannot be achieved
by credit controls alone. They can make an important contribution
but we should not expect them somehow to offset the unstabilizin
effects of unwise policies in other areas. Indeed, it would be highly
dangerous to rely too heavily on what can be accomplished by mone-tar poI*y(2) f monetary management is to be permitted to make its full

potential contribution to economic stability, then it must have wide-
spread understanding and support-or at least toleration. This im-
poses on all of us, especially on men holding public office, an obliga-
tion to refrain from irresponsible criticism of the Federal Reserve
authorities and of their policies. There has been an ominous tend-
ency in som,. quarters in recentyears to attack credit restraint in a
highly irresponsible manner. If continued, this could eventually
have serious consequences for the stability of our economy.

TE ROL OF FISCAL POLICIES
So much has been said and written about the anticyclical use of

Federal fiscal policies that I shall confine my comments to a few
specific points:
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(1) It seems clear that fiscal policies could be used much more
effectively in combating economic instability than they have been in
the past. It should be possible to achieve a better scheduling of
Federal public works and ese ially to cut down on postponable
expenditures during periods of active business.

(2) There is need for establishing a tradition of greater responsi-
bility with respect to tax policy. This would make it possible to use
tax policy more effectively as an anticyclical weapon. Many who
oppose cutting taxes at the present time to combat the recession are
oppo0ed because they fear that the tax cut might not be sensible in
form and that it might not prove to be temporary. We should try to
work toward a rational policy of raising tax rates during booms and
lowering them during recessions.

(3) There is clearly a need for better budgetary procedures within
the Congress. Some progress has been made in this direction but tax
and appropriation bills are still enacted without adequate considera-
tion of their relationship to the overall budget situation. Another
item here is the matter of the item veto-one item that could be
enacted without the loss of a single vote.

(4) It may well be that our tax system needs to be thoroughly re-
formed. Indeed, a case could probably be made that our present tax
system tends to be inflationary. In any event, given the inflationary
bias our economy does have, it certainly does not make sense to have a
tax system that penalizes saving and encourages borrowing. If it
must lean in one direction or the other, it should be the opposite
direction.

FINANCIAL MEAURM WML NOT SUFFImc

Even if we strengthen our credit and fiscal policies, these will not
suffice to achieve economic stability. Notably, whether we like it or
not, there remains the wage-price spiral. Financial measures may
temper this spiral, slow it down at times, but they cannot, as a practical
matter keep it under control. Wage negotiations reset the valves that
contrd a substantial part of the money flow through our economy.
When these valves are opened too rapidly, their effects cannot be off-
set by tightening the financial valves without causing a business
recession and unemployment. .

As previously suggested, this problem of the wage-price spiral is
one that must be dealt with directly. Until we face up to this problem,
our economy will continue to be threatened with chronic initbility.

In addition, and in conclusion, there is one more matter to whih
I should like to invite your attention: namely, the matter of organiza-
tion for policymaking within the Federal Government. Here we are
today confronted wi th a problem of crucial importance: the problem
of maintaining a stable economy in a world where the very survival
of civilization will in all probability depend upon our success. The
question I ramie is whether we are adequately organized to deal with
this complex and momentous problem.

To be sure, the Federal Reserve System has a fine staff, and we now
have a Council of Economic Advisem also equipped with an excellent
staff. In addition, various individl are invited from time to time

to p resent their views to quite a variety of congressional committes,
and some of these committees in turn have good staffs of their own.

10M
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And of course, there are other agencies and groups that participate in
the formulation of public economic policies.

But do all of these groups and procedures add up to the most effec-
tive organization that we can possibly put together for dealing with
the vital problems with which we are confronted f You are obviously
in a much better position to answer this question than I am. From
this distance, however, it would seem to me that this may be a question
to which Congress should perhaps devote careful consideration.

Arm 80, 1958.
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CoLUMBI UNIVRSITY IN THE CITY oF NEW Yonx,DE WrmN OF ECONoMICS,
New York, N. Y., April 1,1968.

Senator H&ain F. BinD,
Chairman, Committee on Finance,

United St ate. Senate, Washington, D. C.
Dr.~u SENATOR BinD: Under separate cover, I am today mailing to

you the statement I have prepared in answer to your letter and ques-
tionnaire of February 17. 17 must again apologize for the fact that
unexpected pressures of university work and typing delays have*
prevented me from getting the statement into your hands by April 1,
the date you had suggested.

I found it most effective to group the questions you had posed into
three main sections, dealing with the causes of the post-1946 inflation;
the causes and cure of the present business recession; and longer run
economic goals. For your possible convenience, the central argument
of these sections is presented in a two-page summary at the beginning
of the statement.

It was a great pleasure to prepare this document for your committee.
Although it comes a little late, I hope it may still be of service to your
committee in their crucially important deliberations.

Sincerely yours,
JAMES W. ANrOELL,

•Pr'of essorof Economic.

THE FINANCIAL CONDITION OF THE UNIT D STATES: THE Post-
1946 INFLATION, THE CAUSES AND CURE OF THE PRESENT R~s-
sIoN, AND LONGER Rum GOALS

ReplY to a Questionnaire From the Cmmittee on Finance, the United
Sates Senate by James W. Angell, Professor of Economics, Colum-
bia University, April 8,1958. :

SUMMARY

1. Inflation and deflation are defined here in terms of the move-
ments of the prices of mass-consumption goods.

2. The chief cause of the inflation after 1946 was the excessive ex-
pansion of aggrgate monetary demand. This expansion was due
to a number of factors, chiefly the postwar readjustment in this country
and postwar reconstruction needs abroad, the cold war, the policies
of the Treasury and the Federal Reserve, the policies of Congress and
the Executive with respect to taxation and nondefense spending, and
State and local government spending. Greater restraint by Co,:gTess
with respect to nondefense spending, more powerful tax measures and
greater monetary restraint would, in combination, have prevented any
substantial inflation.
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3. The present recession is in p art a reaction from an overexpansion

beause an overexpansion of capacity may take years to work off. Thle

situation is rapidly becoming critical? and is beginning to look. like
1929-32, not 1953-54. It is critically important to our vital national
interests to stop the recession and start a recovery at the earliest pos-
sible moment, not only because of the suffering which a serious de-
pression would impose on our own people, but also because of the
severe damage it would do to the economies of our now-friendly trad-
ing partners abroad, and thus to our international political position.
It could easily lose us the cold war. Because time is required for
countermeasures to take hold, a number of steps should be begun at
once: first, personal and corporate income tax cuts, and possibly
excise tax cuts; second, a much greater easing of monetary policy; an d
third, increased government expenditures, especially on unemploy-
ment benefits, foreign aid, and assistance to State and local govern-
ment construction projects. No one of these three types of measures
will alone do the job, but the psychological impact and the direct
effects of the combination of the three will. The greater the initial
effort the sooner will recovery start, and, therefore, the shorter will
be the period for which the measure must be continued. They will
also be correspondingly less expensive. The postrecovery inflationary
danger can be entirely avoided if Congress and the Federal Reserve
later enforce sufficiently strong restraints, in the form of increased tag
rates, reduced government spending, and tight monetary policy.

4. The major long-run economic goals should be full employment,
price stability, and the maintenance of economic freedom. To
achieve them, price stability should be made an explicit objective of
monetary policy by amendments to the Employment Act and the
Federal Reserve Act; the Federal Reserve Act should be amended in
several ways, and a National Economic Commission should be estab-
lished to coordinate in the light of the goals just described, the opera-
tions of all the governmental and quasi-governmental agencies that
have financial or fiscal powers. The ultimate and only key to the real
achievement of these goals, however, is necessarily the will and self-
discipline of the Congress and the President.

INTRODUCTION

The letter addressed to me by Senator Byrd on Februar 17, 1958,
included a list of 17 suggested questions. For brevity and clarity, I
shall combine most of them into four main groups, which I propose
to take up in the following order:

I. The definition of inflation and deflation.
II. The causes of the United States inflation since 1946.

III. The causes and cure of the present recession.
IV. Longer run economic goals and means to achieve them.

A fifth group of questions,, concerning technical aspects of our
monetary and fisal system, is best handled for the present purposes
in connection with the discussion of the other groups.
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I shall not undertake any detailed statistical analyses. Such
analyses have been made many times, and at best tell us where we
have been in the past. As I understand it, the chief interest and
concern of the committee is rather with where we are now and where
we are going.

1. THE DEFINITION OF INFLATION AND DEFLATION

So many definitions of inflation and deflation have been used in the
past for so many different purposes, that no one definition can be re-
garded as necessarily "right." The terms have commonly been used
to describe the movements of one or more grouj, of prices that are
thought to be especially significant. They have also been used, how-
ever, to describe the effects and sometimes even the supposed causes
of such movements. Moreover, absolute and continued fixity of prices
is presumably impossible in a competitive individualistic society.,
Therefore, any definition must include some statement about how
great or how rapid a price change can be before it is described as
constituting inflation or deflation. All of tkese matters involve ques-
tions of judgment and preference, on which equally competent stu-
dents may disagree. •

Without further discussion, I shall define inflation and deflation in
terms of the movements of the prices of those kinds of goods and
services which are typically bought in some volume for their own
consumption by the great majority of the individuals and households
in the country. This means, m effect, bought by the lower and middle
income groups. Hamburgers and overcoats are in; diamonds and
caviar should not be. As to the permissible degree of fluctuation,
before inflation or deflation can be said to exist, I do not know what
the "right" maximum range is, but I suggest that it be set at not more
than 3 or 4 percent above and below the figure for some selected base
year or base period. Finally, since products and tastes change with
time, I suggest that the base period should never be more than per-
haps 10 years in the past.

To summarize, I shall define inflation as existing whenever an
appropriately constructed index of consumer prices rises more than 8
or 4 percent above an appropriately chosen base figure, which relates
to a period not more than aNut 10 years in the past.1 And so con-
versely for deflation.

H. THE CAUSES OF THE UNTED) STATES INFLATION SINCE 1946

The fact that the United States has suffered from a serious infla-
tion since 1946 is beyond dispute, no matter what measurements are
used. From the end of the Second World War in 1945 to March 1958,
consumer prices (Bureau of Labor Statistics) rose about 60 percent,
wholesale prices 73 percent. From the 1946 low to the 1957 peak the
money value of our gross national product-our total output-rose
some 50 percent more than the estimated physical quantity of the out-
put itself which implies an average price rise for the aggregate of all
goods ana services of about 50 percent. Whatever figure we take, the
fact that there has been a very substantial and injurious inflation in

1Tbo statistical problems involved in constructing an appropriate price Index are
substantial, but will not be explored here.

25420-4 t. 5-..



526 FINANOIAL CONDITION OF THE UNITED STATES

the last 12 years is incontestable. It is worth emphasizing, however,
that the inflation did not proceed at an even pace. Half of it took
place in the 3 years immediately after the end of the war. There-
after, price leveled off until the Korean War, which forced them up
by another 13 percent of the 1949 figure. Then they again leveled off
until early 1956, when a new "creeping" inflation began which is still
continuing, despite the current recession.

The damage which an inflation of this size does is familiar to every-
one. It eats away the real value of all incomes and all wealth thatare
fixed in dollar terms, notably bonds, mortgages, saving accounts, an-
nuities and life-insurance policies. Since 1946 these have lost a third
of their value, and since 1938 a half. This process of gradual invisible
confiscation is not so serious for the well-to-do, who usually have suffi-
cient knowledge and opportunities to protect themselves if they wish,
but for the lower income groups it can be catastrophic. It constitutes
an unplanned but powerful change in the distribution of wealth and
income, in favor of equity holders and debtors. There is no general
reason to think that this redistribution is socially desirable, nor to
think--as some allege-that without slow but fairly continuous infla-
tion the growth of real output would be seriously hampered.

The causes of the inflation since 1946 have been numerous, inter-
connected, and hotly debated, both among political leaders and among
professional economists. There has been a great temptation to single
out some one "cause," in order to attach the blame for inflation to a
particular group, policy, or political party. M purpose here, how-
ever, is not primarily to try to fix responsibility, but rather to examine
the past in the hope that it will suggest how to set up better arrange-
ments in the future.

It seems quite clear that three principal sets of factors either di-
rectly caused or at least powerfully contributed to the size and dura-
tion of the generally inflationary movement since 1946. They are:
(1) the great increase in aggregate monetary demand-in the total
volume of actual dollar spending on goods and services by individuals.
business firms, and governments; (2) the downward inflexibility of
many classes of money costs and money prices; and (3) the consid-
erable number of so-called cost-push forces, which have tended to
raise current monetary costs at each point in time relative to current
product prices, and have thus encouraged or even compelled business
firms to raise these prices further. It is worthwhile to look at the
more important of these factors, not in the expectation of discovering
some new and unheralded cause--on the contrary, they are all long
familiar-but because I think significant conclusions about future
policy will at once be forced to the front.
1. Increased aggregate monetary demand

The fact that aggregate monetary demand increased enormously
after the end of the Second World War is self-evident. From the
end of 1945 to the end of 1957 this aggregate demand, as measured by
the number of dollars' worth of gross national product which was
bought, more than doubled. In itself, this was fine. But over half
of the rise was due to the successive increases in prices; less than half
was due to increases in actual physical output itself. Why did money
demand run so far ahead of physical output? A series of factors

P
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were responsible, some operating only at certain times but others
throughout the post-war period. The chief ones were these:

(a) The financing methods and controls of the Second World
War.-The severe wartime restraints on consumer spending (chiefly
rationing, price controls and savings bond campaigns) created an
enormous backlog of potential demand while the fact that more than
half of the cost of the war was financed by floating salable or redeem-
able bonds meant that when the war was over and the controls were
abruptly removed, ample spending power would be available. Much
of the rice rise to 1948 was for all practical purposes inevitable, given
that the wartime controls were removed suddenly rather than
gra(duallv.._ .

b) T enormous foreign and eepecally European need for im-

ports of goods for relief rehabilitation and reconstruction after the
war-imports which couId come in the main only from the United
States.

(o) Treasury interest-rate policy to 1951, with the reluctant ac-
quiscence and support of the Federal Reserve. The result was, of
course, that the interest rates on all Federal securities, and also in
the short-term money markets at large, were kept low (even long-
term taxable governments never rose aove 2 percent).; the com-
mercial banks and the general public remained very liquid, and the
door was thrown open to a general expansion both of credit and of
aggregate spending in the private sector. This cast added fuel on
the fires started by the first two factors listed.

(d) The international policy of Soviet Russmia.-This compelled us
to resume gigantic defense spending of all sorts, with and ever since
the Korean war, in amounts which in recent years have exceeded 10
percent of our entire national product.

(e) Congressional policim.-The Congress, with the acquiescence
of the executive branch, has in general liked to spend, as on rivers
and harbors, housing highways, veterans' bonuses, farm-price sup-
port schemes, and subsidies to shipping and air transport. But it
has not been nearly so eager to rame taxes high enough to cover all
this and defense spending too, let alone enough to reduce the Gov-
ernment debt. Indeed tax rates have been substantially lowered;
and the gross Federal aebt, including business-type activities, is now
some $50 billion larger than at the postwar low, in 1948.2 More-
over, the total money volume of Federal Government expenditures
has more than doubled since 1948, and is now some $37 billion per
year higher than in 1948. Most of this, of course, is the increase
due to defense spending, but not all of it. Even had the budget
been kept balanced, thi great increase in Federal spending-an in-
crease which was an original or independent source of disturbance-
could not have been kept from having a tremendous expansionary cnd
even an inflationary effect.8

@But the direct gross debt of the Federal Government proper Increased only half as
much by roughly $20 billions.

'Even if the Increases In tax receipts keep pace with the increases In Government
spending, so that there Is no budget deficit, the effect of the spending is likely to be
expanslonary. In general. money which Is obtained from taxes Is spent, and is spent
quickly. If Government spending and tax receipts are balanced at much lower levels,
however, so that more money Is left In taxpayers' pockets, there Is no assurance that the
taxpayers will spend correspondinaly more than they did at higher tax levels: They may
decide to walt and see-to hoard. thus reducing total current sales and output. The
expansionary effect of higher Government taxes-plus-spending disappears when tax rates
get so high that they discourage private economic Incentives. but there Is no evidence that
this has happened on any large scale in this country, despite all the complaints.
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(f) State and local governmet 8pending.-=This is smaller in total
than the Federal spending, of course, but it has more than doubled
since 1945, and is now two-thirds as large as the Federal total. In
the same period the combined debt of the non-Federal government
bodies has nearly tripled. These operations, too, are an independent
expansionary force.

(g) The great waves of technological innovation and invention_-
In themselves, they need not have led to overall price increases, but
they greatly increased the short-run demands for capital goods.
Given the generally easy monetary and fiscal policy which has pre-
vailed most of the time since 1946, they inevitably increased the press
sures toward expansion and inflation.

(A) The postwar trans formation of the capital market.--Since
1945, the financial intermediaries other than the commercial banks--
chiefly the life-insurance companies, the mutual savings banks and
the savings-and-loan associations-have grown enormously, as is fa-
miliar. Their combined assets now exceed those of the whole com-
mercial banking, system. Their growth is in itself undoubtedly
desirable. But the institutions involved, which are now the biggest
collectors and investors of capital funds, can and do escape in appre-
ciable degree, at least for substantial periods, from the types of re-
strain which the Federal Reserve has sought to impose at intervals
since 1951. The effect has certainly been to retard and even prevent
contractions in the monetary demand of their customers for invest-
ment goods, which might otherwise have taken place; and I believe
the effect has also been positively expansionary.

( i) The great decrea, e in the liquidity demands of the general
puli.--Changes in this demand are most easily measured by changes

in the quantity of money which people wish to hold, relative to the
volume of business they are carrying on. Specifically, they can be
measured, at least roughly, by changes in the ratio between the gross
national product and the money stock (currency plus adjusted de-
mand deposits in the hands of the public). This ratio, or the income
velocity of money, was at an alltime low in 1945-46, but by the third
quarter of 1957 it had risen by 67 percent. This was nearly 3 times
as great as the percentage increase in the money stock itself in tho
same period (2.6 percent). In itself alone, it would have provided
more than enough additional spending power to buy all of the increase
in the country's physical output which actually took place after 1945,
at constant prices, even had the money stock remained unchanged at
the 194546 level. This rise in the velocity of money, or (relative)
dishoarding, was in large part simply a symptom of the effects of the
other factors listed earlier. But in some degree it can perhaps also
be regarded as an independent factor, reflecting a real change in atti-
tudes from the pessimism of the 1930's.

(j) To 8u mrise, the major independent or original factors in
the overexpansion of our monetary Semand since 1945 have been:
(1) To 1949, the immediate afi reffects of the Second World War,
and the policies of the Treasury and the Federal Reserve; and (2)
since 1949, Russia's international policy, congressional policies with
respect to nondefense expenditure and with respect to the relation be-
tween total expenditure and taxation, and State and local government
spending. In the last 3 years 27 percent of our national output has

U
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been sold directly to governments. This has been the great primary
or independent source of the expansion in our aggregate monetary
demand. The effects of technological innovation the transforma-
tion of the capital markets and the change in Eiuidity demands have
also been marked, but they were in the main either of secondary im-
portance, or were symptoms rather than independent causes, serving
primarily to reinforce the other factors. The question of whether
the Federal Reserve could or should have imposed more restraint than
it actually did will be considered later.

2. Downward inflxibility of many monetary costs and pries
These inflexibilities are familiar, and need only to be listed. They

include such things as rents, taxes, freight rates, and most interest
charges; legally set minimum-wage rates; union wages and fringe
benefits established under contracts (especially contracts containing
escalator clauses, which in large part seem to work only in the upward
direction) ; the customary prices charged for most personal services
and so on through a long list. The inflexibility is not absolute, oi
course; it is a function o time. In due course contract expire and
obligations are fulfilled, and can be renewed at different terms; and
even tax rates are sometimes lowered. In the short run, however,
these inflexibilities hinder or prevent price cuts, and hence hinder or

recent the correction of previous price increases that may themselves
vs been inflationary.
Another major type of inflexibility is that which results from

monopolistic or quasi-monopolistic business organization and practice.
The most common consequence is what are usually called administered
prices, familiar in many industries. The objection to them is not so
much that these prices are too high when business demand is booming,
but that they are frequently lowered only with a long lag, and grudg-
ingly, when business slackens--thus again hindering the correction of
any previous inflationary increases in the general price structure.
And outright monopolies, of course, are likely to set prices which ex-
ploit the monopoly position in boom times, but which are not lowered
much if at all in recession.
3. "Cost-Push? fadtrs

The so-called "cost-push" factors have been widely discussed, and
are regarded by a goo many students as being the primary cause of
the creeping inflation of recent years. A different view otheirna-
ture andof the part they play will be presented in a moment. Some
of them are genuine and important, however. The principal ones
among them are as follows:

(a) Union premsure, for higher money wages and fringe benefit.
So far as the increases m wages and benefits are matched by in-
creases in productivity, of course, there is no cost- ush. The evidence
here is incomplete and even contradictory, narally s different
conclusions for different sectors of the economy and Tlas been hotly
debated by both sides. What I have seen of itt however, suggests to

me that in general, in most manufacturing, mining, construction, and
retail trades, hourly money wage rates have risen somewhat more
rapidly since 1949 than has productivity. This is especially likely to
o ,cur where unions seriously restrict the admission of new members.
So far as wag rates have actually run ahead there has obviously been
a real upward push on costs, except to the limid extent that other
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factors of production voluntarily reduced their relative share of thenational output. So far as they did not, prices were forced up. If
aggregate monetary demand had remained unchanged, however, this
rise in prices would have resulted in a decrease in the physical quan-
tity of goods sold unemployment, and a fall in prices. This did not
happen on any substantial scale till the end of 1957, which means that
aggregate monetary demand was expanding-as was also shown in
earlier sections. How far the increase in monetary demand was itself
caused by this cost-push is hard to say, but I doubt if it was a major
factor.4

(b) The lag of productivity increaqea in mo8t 8erv ce inditmies,
espeially those providing personal services. These last typically use
relatively little capital and in most cases cannot make much use of
labor-saving devices. Yet their wages, while as a rule lower than
those in the unionized manufacturing industries, are strongly influ-
enced by the latter and tend to move in similar directions, if more
slowly. This provides a strong cost-push to the prices of the prod-
ucts. Again, however, if agggate monetary demand were not also
increasing the end result wouldbe not rising prices but falling output
and unemployment. That this has not happened, at least until the
end of 1957, is further proof that monetary demand was itself
expanding.

(o) Changes in the Composition of the popution.-(1) The severe
effect of the depression of the 1930's on the birthrate is just now be-
ginning to be fully felt. Perhaps 6 or 7 million fewer babies were
born in the 1930's than might normally have been expected, and the
additions to the work force in the 1950's have been correspondingly
smaller. This population gap has created an outright relative short-
age of workers in the younger age groups, has made the work force
grow much more slowly than it otherwise would, and has been an im-
portant factor in increasing the bargaining power of the unions.
This genuine cost-push factor is only partly offset by the resulting
stimulus to the introduction of labor-saving machinery. (2) Modern
medicine has greatly increased the duration of the average life.
Hence the proportion of older people in the population is higher
than ever before. Buf older people spend less on new houses and
consumer durables than the young, more on services-in which, as just
remarked, productivity usually lags. Also, older people as a group
contribute less than the young to current new output, and many of
course contribute nothing: They must be supported. This popula-
tion change too hence tends to push the unit costs of output upward.

(d) The effect of business monopolies and qua8i-monopolie.-
These effects, already mentioned, have been widely debated. Mono-
polistic practices obviously raise prices somewhat-that is what the
monopoly is for, in large part. That they have had a major effect on
prices at large, however, or have contributed much to the progressive
inflation since 1946, seems to me doubtful. Their chief adverse effect
here has probably been, rather, that they have hindered or prevented
price decreases in periods of slack business--as remarked earlier.

4 The measurement of changes In productivity In In any event ambiguous In a dynamic
economy. Few firns make a single product: products themselves change; and labor-saving
improvements In production techniques raise the ratio of physical output to man-hours.
without necessarily casting any light at all on the contribution of labor Itself to that
output.
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(e) To aummari , there have obviously been a number of genuine
"cost-push" factors at work. Of these the chief are union p ressure,
the growing relative importance of the service industries, and popu-
lation changes.

I do not think, however, that the cost-push factors have been an
important cause of the post-1946 inflation. First, some cost-push ele-
ments are almost always present, certainly in periods of generally
stable prices and probably even in price recessions. Second, the prices
of the things that one firm or individual sells in the market, whether
physical goods or personal services, are costs to the firm or individual
that buys them. H ence anything that results in increasing the prices
of products also increases, ipso facto, the costs of the buyer. It is,
in a sense, a vicious spiral. Third, therefore, a "cost-push" is not
itself an independent factor forcing product prices up We must look
further for the explanation of "inflation." Fourth, this ex-
planation must obviously lie in the expansion of aggregate monetary
demand. If sellers try to put up their prices but monetary demand
has not increased proportionately, either buyers will not pay the
higher prices, and prices will fall back again; or they will pay the
higher prices, but will buy smaller physical quantities. On a nation-
wvide scale, the latter alternative means falling output and unemploy-
ment. From 1946 to the end of 1957, however, this did not happen
more than temporarily and on a rather small degree. In general, that
is, buyers have been both willing and able to pay the higher prices
asked, and at the same time to buy the same or even larger physical
quantities of products. This was true because, and only because, ag-.
gregate monetary demand had expanded. This was the root cause of
the 1946-57 inflation.'
4. Summary : The CGU86 of the post -194 6 inflaion and "why they 'were

not overcome
The principal factors that contributed to the post-1946 inflation fall

thus into three main groups: Those operating to in a agregate
monetary demand, those operating to push up costs of. pouction,
and those operating to hinder or prevent downward adj~ustments ofx
prices. Of these, the root cause es of the inflation are to be found, I.
think, in the factors that have increasedaggregate monetary d emand.
Downward inflexibilities may retard deflation, but they cannot them-
selves cause its opposite, inflation, and the cost-push factor ca nnot
operate if the market for products--that is, monetary deman-ism
inadequate. Had aggrgate monetary demand expanded only in
rough proportion to the contemporary increases in physical output,
we would have had no inflation; but it obviously expanded much more

rpdythan that. Prices rose, depending on the measure used, some-
w iere between 50 and 70 percent or more.

This excessive expansion of monetary demand was not a simple
process, easily understood. On the contrary, it was highly complex.

• The economists and others who have blamed "cost-push" factor as th principal seure
of the Inflation have also usually assumed, tacitly or explicitly, that what we may cul the
"effective" money supply-money stock mlti plied by It. Income velocity-Ia highly
flexible. This Is the assumption that .either the size of the money stock Its, lt orlIt
velocity, or both, will always change In such fashion as to adjust to currentmarkt
demands at current prices. But this obviously need not be so. In a country lie ours,
the central monetary authorities and the central government in combination can alway s f
they wish, restrain or reduce aggregate monetary demand and .thus prevent Inflison.
They may think the price excessive. In terms of the possible precipitation of recession and
unemployment, but that Is a separate Issue.
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It was due to a number of different but in the main closely intercon-
nected elements. The first was the inevitable adjustment within the
United States after thle war and wartime controls had ended. Two
others "originated" outside of the United States. They were there
sponse of our Federal Government and of our private economy to,
first, thle postwar reconstruction needs of the rest of the world; and
second, aftr about 1949, to the ominously growing pressures of the
cold war. These factors were basic. But others that were almost as
important originated in the United States alone. They were prin-
cipally the policies of the Treasury and the Federal Reserve to 1951;
since about 1948 or 1949, the policies of Congress and thle Executive
with respect to taxation and nondefense spending; the spending pro-
grams of the State and local governments; and since 1951, the in-
ability or the unwillingness of the Federal Reserve to impose more
than (by hindsight) relatively mild restraints. Those last four
factors we can blame on no one but ourselves.

This interpretation of our recent history thus places the cief re-
sponsibility for the excessive ex pension of monetary demand in the
last decade--th~at is, after completion of the potwar adjustments of
1946--48 --on domestic and international factors that operated pri-
marily at the governmental level. It seems to me beyond debate thtt
had Congress and the Executive insisted on less nondefes spending
of all types, both governmental and quasi-governmental; .had they im-
posed higher rather than lower tax rates; and had the Federal Rteserve
enforced much greater monetary restraint T-had all this been done,
the burden of increased defense spendling could have been carried
without any inflation at all. This is not to ignore the other factors
working toward expansion in the purely private section of the econ-
omy. Technological advances and the consequent drive toward in-
crese business investment, cost-push factors, the general exuberaence
of "prosperity," all contributed to the governmental factors and rei-
forced them, but were far smaller in sheer size and force. If they
alone had been in operation we might instead have had, as in the
middle and late 1920's, stable or even declining prices. They were
certainly not, in themselves alone, the principal cause of the post-1946
or the post-1948 inflation.

It should also be emphasized that while combined congressional,
Executive, and Federal Reserve action could have prevented any
substantial inflation after 1948, no one of them could have done the
job alone. Fiscal policy and monetary policy must work together,
for either can wreck the other, as both European experience and our
own amply show.

' A substantial postwar price increase. of perhaps 20 to 25 percent. would have been~
inevitable even had the wartime controls been relaxed more gradually. The pressures
of foreign and pentu p domestlc demand. and the tremendous volume of liquidity. were
too great for any pltlally feasle ,ombination of monetary and fiscal poll to overcome.

VThe Federal Reserve did check the growth of the money supply (demand depo.sts ls
Currency) so that It increased only 26 percent from the end of the w ar to the e~nd Of 1957
whereas in that p eriod the gross national product more than doubled In dlilar ter.
But a net contraction of some 10 percent would have been necessary to offset the rise In
money velocity, to obtain the same Increase in real! output at constant prnce. But the
discount rate was net raised above 2 percent until mid-49oo,_nor aove.3 percent until

Augst195, henth bom asalready over. If the obethsrsy.wnto restrain
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M. THE CAUSES AND CM OF THE PRESENT RECESSION

1. The catise
The causes of the present recession, which may well turv "nto a

major depression, are numerous and will doubtless be widely aoated
for a long time. The one thing that is unequivocally clear is that the
recession cannot be blamed on either political party alone, or on other
nations.

A recession is a decline in 'aggregate monetary demand. It is there-
fore tempting to assert that the present decline is simply an "in-
evitable" consequence of the inflationary overexpansion of monetary
demand which has been going on most of the time since 1946, and
which was examined at length in part II above. But this is too easy,
and it really explains nothing. We need to know what kinds of things
it was the demand for whict fell off, and why the decline began in
late 1957 rather than at some other time or not at all.

Especially since the mild recession of 1953-54, rapid expansion
has been widespread through many parts of the American economy,
both in monetary terms and in terms of physical output. The most
conspicuous areas have been industrial plant and equi ment, high-
ways, other State and local governmental construction, housing, and
consumer durable goods, especially automobiles. Yet a number of
major areas, notably agriculture and the railroads, did not participate
in the general expansion or even declined; housing, though at quite
high levels even now, turned down after 1955; and some metal prices
began to drop as early as the spring of 1956. The expansion, and
"prosperity," were thus far from uniform through the economy--
as is indeed almost always true even in periods of high boom.

Moreover, it is natural in free-market economies not only that ex-
pansion should proceed unevenly, but also that some sectors should
at times move ahead too rapidly; that is, should increase their pro-
ductive capacity beyond the current power of the market to absorb
the products at prices that will cover costs and still leave a profit.
When that happens on a moderate scale, inventories pile up, prices
soften, the current output of finished goods falls, and a perioa of re-
adjustment follows. The recessions of 1948-49 and 1953-54 were of
this character: they were primarily "inventory recessions," did not
last long or go very deep, and were soon followed by new periods of

expansion. In both cases the recoveries 'began when inventories, es-
pecially of consumer goods, had fallen so low that dealers began to re-
order. That brought the desired increases in output, and the reces-
sions were over. The crucial factor was that in both cases the declines
in personal income during the recessions were almost, trivially small,
so that there was a firn base on which to start the recovery.

The present recession looks to be of a different and more serious
character. This is true chiefly because of the consequences, which are
only now beginning to appear, of the enormous increases in business
expenditure on plant and equipment which have been made in recent

years, especially in 1956 and 1057. Their volume then was more than
twice as hi gh as the average volume for 1946-47, 10 years earlier
though total real physical output had risen only 43 and 50 percent and
population hardly 18 percent. An excessive inventory of consumers'

oods can be worked off relatively quickly without doing much dam-
age, but to work off an excessive supply oi productive capacity, espe-
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cially in the so-called basic industries, may take years. That is, it may
take years for demand to catch up or for idle plant to rust away. But
until it does catch up, part of the people who formerly operated the
plants, and all of the people who built the additional plant and equip-
ment itself, may be out of work. If that happens, what started out as a
mild recession can swiftly turn into a major depression. It may well be
true that another inventory recession was "about due" in 1957-58
(they seem to come about every 3 to 4 years), but that the onset of this
one has also sparked the beginnings of a much larger and potentially
much more serious decline in business investment. The drastic cut-
backs in previous plans for expansion, which increasing numbers of
firms are now reporting, have most ominous implications, and make
it seem almost certain that just such a decline in business investment is
already under way. This sounds like the 1929-32 collapse, not like the
1948-49 or 1953-54 recessions.

If all this is true, incidentally, both the cuts in defense spending in
1957, and the increase in the Federal Reserve discount rates of last
August, will turn out to have been spectacularly badly timed (though
I think they were at most a trigger-mechanism, not the primary causes
of the initial downturn).
2. Identifwation of our current position

In order to decide what to do about combating the present down-
turn in activity, it is first necessary to make as accurate an estimate
as possible not only of what has happened in the recent past, but also
of what is now happening. The latter estimate determines judgments
of how serious the current situation will become in the immediate
future, before any corrective measures can take hold, and therefore of
how powerful the necessary countermeasures themselves must be.

Identification of the current position, however, is difficult because
there is almost always a lag, and often a prett big one, in reporting
current data. Some prices are reported weekly or even daily, but
many production figures come in only monthly, and others still more
slowly. Both the student and the statesman are therefore always
behind the actual procession. Wien things are moving rapidly in the
wrong direction, this reporting lag itself becomes serious, and must be
allowed for.
. I think nearly all of the current reports give bad news. There is
no point in citing many specific figures, since they will be different by
the time this is read. But steel output is down to below 50 percent
of capacity, automobile output nearly as much (something like 80 per-
cent of the first-quarter production of cars is still in inventory), car
loadings are down 23 percent below last year and still declining, unem-
ployment is at postwar highs, sales of consumer durables have begun to
fall sharply, and the hoped-for seasonal spring return in activity never
developed.. Still worse are the growing reports that the confidence of
consumers in any early recovery is beaning to falter as the unem-
ployment totals rise. Worst of all is the increasing evidence, already
referred to, that the plans of most business firms for plant and equip-
ment expansion are being slashed back drastically, and not merely
once but again and again as the situation gets worse.

The good signs are rather few. It is true that finished-goods inven-
tories are in general falling or already low, but this merely provides
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a good platform for recovery if something else starts it.. Product
prices are also holding up, and some are even rising a bit, which seems
paradoxical in a recession, but the end effect may only be to delay
the eventual fall of rices and thus delay the recovery. Consumer
spending on so-call soft goods and services is up a little, but this
is said to reflect merely a shift from purchasing durable goods, which
is caused by the declines in income that have already taken place. The
financial structure and the money and capital markets, however, show
no sign of strain.
3. A summary judgment: The situation is becoming critical

I see nothing as yet to justify the frequent optimistic assurances
that the bottom is in sight, and that business will turn up in the fall.

What seems to me especially ominous is the growing evidence of
& general loss of confidence, both among businessmen and among con-
sumers. The reason why this is so dangerous is that a general loss of
confidence in the short-run future automatically produces conditions
that vindicate the original pessimism. Businessmen spend less on
replenishing inventories and on maintaining or expanding plants; they
let workers go and pay out less as wages and salaries; consumers spend
less because their incomes have fallen; and then businessmen have to
cut back still farther because sales are down. It is a vicious down-
ward spiral.

But will not the downward spiral cure itself "automatically" and
fairly quickly, as some administration officials assert? Under the
present circumstances, the answer is clearly "No." Businessmen will
increase their current spending only if profit prospects improve, in
consequence of a fall in costs with expected sales constant; or in con-
sequence of an expected increase in actual sales themselves. But
many costs are still notoriously inflexible, and sales are still falling.
Consumers, on the other hand, will increase their purchases only if
prices drop (with their own incomes constant); or if they expect
their incomes to rise; or when their durable goods wear out. But
again none of this is happening. In other words, no "automatic"
increase in private spending can reasonably be expected in the near
future; and the collapse in business investment is making the current
situation steadily worse, not better. Only some powerful stimulus
originating outside the private economic sector can tI-ng any early
improvement.. . .

Moreover, to make things worse, even after a major decision to take

corrective action is reached it requires a considerable time for the
effects of the action to be felt. Meanwhile the general situation is
likely to deteriorate still farther, and the job of curing it then gets
still bigger and more expensive.

On aW1 these grounds, I am gravely concerned, and I urge the com-
mittee to propose action on a major scale at the earliest opportunity.
]Every day that passes both increases the danger of disaster, and
increases the cost of warding it off. I am unable to find any sub-
stantial body of facts that can justify the bland reassurances which
the administration has been doling out, and I deplore the administra-

I The fall in manufacturers' inventories began in the latter part of 1957, but sales began
to fall definitively after July 1, and are now falling substantially more rapidly than
Inventories (Department of Commerce, Business Statistics, April 4, 1958). This ti
extremely ominous.

0011
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tion's inertia. Its attitude has a horrid similarity to that of the
administration in 1930.
4 Why reversing the busine88 decline iu crdally 'important.

There are two great reasons why the business decline must be
stopped and reversed. One is obvious. A serious business decline,
in a society like ours, brings falling personal incomes, serious unem-
ployment, and in the end, grave human suffering. Tkhe scars of the
depression of the 1930's are still fresh in the memories of most of the
older generation of today. The apparent willingness of a leading
official of the administration to accept a condition of fairly serious
unemployment all through 1958's seems to me at once inept and
extraordin arily callous. 71t is not he who will be forced on to the
unemployment benefit and relief rolls.

The second is even more important. A serious business decline
here will drastically reduce our imports of goods and services from
other countries. They fell by more than one-third in the short
though sharp recession of 1937-38, and by 70 percent from 1929 to
1932. Any such collapse will have violently adverse effects not only
on the economies of our trading partners but also on our international
political position. This last is what is really grave about our own
business decline. If we cannot buy from our allies in the cold war
and from the so-called neutrals, they will in sheer self-defense turn
to the Iron Curtain countries; the psychological and political conse-
quences will be disastrous; and we can easily lose the cold war itself
without ever firing a shot.
5. Remedies for the busznes decline. A combination~ of measures

The decline is a decline in aggregate spending, and what is required
to cure it is a substantial and sustained increase in such spending-in
aggregate monetary demands. That much is obvious, The practical
problem is to select the measures or combination of measures which
will produce a really substantial effect in the shortest possible time.

Three main ty pes of measures have been proposed: Tax cuts, in-
creased Government spending, and monetary policy. Each has no-
table merits, but each also has serious defects.

Tax cuts can be instituted quickly, but from, the point of view of
their effect on aggregate spending are "permissive" only. They cre-
ate the possibility of increased spending, but cannot guarantee that
it will take place. The beneficiary of the cut may merely use his in-
crease in take-home pay or in after-tax profits to pay oif debts, or to
hoard against a rainier day. Also, the individual or firm with no cur-
rent tax liability (and that includes all the unemployed) gets no
benefits at all. Monetary policy is also permissive alone. Even at zero
interest rates, businessmen willInot borrow unless they see a prospect
for profit. Finally, increased Government expenditure is i pso facto
an increase in aggregate spending, but in most cases considerable time
is reuired to get te necsayarrangements set up, and still more
time before the full effects are felt. Meanwhile the business decline
gets worse 10

' Secretary Anderson as reported in the New York Times, April 6, 1958.
TMNote that the m-called automatic utabilizers, .f which m much was made In other

years, ol~rate to slow down a decline In business, and perhaps to limit it, but of them-
selves aloue are unlikely to start a recovery. Decreased tax liabilities do not encourage
expansion. If Income itself Is falling still more ; unemployment benefits and relief psymenbis
are usually smaller than the ncome previously earned; ania so on.
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As a practical matter, I think a combination of all three types of

measures is essential. No one typ~e alone will both do the job and do

it quickly enough. A combination of selected measures, however,

will enabe each to reinforce thle others and will also have a spectacular

effect on general confidence, and thus reduce the required strength of

the measures themselves. I shall therefore list briefly the particular

steps that seem to me most promising, and then consider how power-

fully they must be a applied. This last is most easily gaged by their

probable combined effect on the Federal budget.
(a) Taa, oad.-If tax cuts are to be effective in stimulating spend-

ing they must be substantial, and with no strings attached at the time.

That is, the duration of the cuts should not be specified in advance. To

do so would throw away most of their psychological impact value.

Not until recovery is wel underway should the question of revoking

the cuts be raised. I propose these steps:
(1) Personal income tax: (i) Cut the rate on the first $10,000 of

income heavily, say; by 60 percent; (i i) implement this cut^ by im-

mediately stopping all witholng of taxes on the first $10,000 of

income, leaving any tax due on thi first $10,000 to be paid by the indi

vidual with his quarterly or annual payment of estimated tax. . .

(2) Corporate income tax: (i) Riemove .allresritiuons on the rate

at which business firms may charge off against income those expenses,

which are actually incurred for repair and replacement (tis wil

provide a strong incentive to increase such expenditures) ; (ii) raise

the level of business income at which the full rate applies to $60,000:

(iii) cut all rates somewhat, say, by 10 percent-...,
(3) Excise taxes: cut heavily, by 50 or even 100 percent those taxes

on products whose output it may be especially important to stimulate,

such as automobiles, provided dealers or manufacturers can be pre-

vented from absorbing any of the cut. This is a discriminatory pro-

posal which may be hard to administer, but may be justified in the

present emergency..

have been taken to date are small at best. The Fral Rserv hould:

(i) Cut the discount rate heavily, perhaps to 1 percent t; (ii) cuit

member-bank reserve requirements to the statuto.ry minmums; (i)

buy both short- and long-term Giovernment securities in the open mar-

ket until the yield on 1ong term drops to around 2 percent, which

seems to be roughly the hitrical mini.um. . ....
(c)Inrea•n Govve$ wedtree-T hi is the one sure

way to bring about an increase in agreat spending. The Feeral

Government, it is true, has already taken a few small steps. Defense

and space programs have been somewhat expandled andI speedled up;

so has highway construction; and a new p ro~m of loans for com-

munity public works is now on the floor of tne [enate. These tota

perhaps $5.6 billion; but by no posbility will that money all be spent

in 1968. A new housing bill has also been enacted for some $1,850

millions, but this is chiefly for the purchase or guarantee of mortage

not for direct spending; private enterprise.must initiate each projects.

All ofthis isgoo( as far as it goe, bUtiti s on a jpretty sll .scale

relative to the size of our grs national product, whichn 1967 to ted.

$44billions. Much more is needed. I suggest the following addi-

tional steps:
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(1) Federal aid to the unemployed: Most State programs for paying
unemployment benefits run for between 26 and 39 weeks, and then
stop. In many individual cases, payments have already expired.
Thereafter the unemployed person can only turn to local relief pay-
ments, at a still lower level. As a powerful antirecession measure
the Federal Government should pick up the burden when State aid
stops, and should continue unemployment benefit payments until
the recession emergency is over. This is a particularly effective way
of stopping further contractions in aggregate spending, and can
be started at once. Proposals to this effect are already in the con-
gressional mill.

(2) Greatly increased aid to State and local governments for
schools, hospitals, slum clearance, highways, and other projects of
high social value. Such projects give relatively large employment in
the urban areas and to the basic industries where unemployment
is generally now most severe; the backlog of genuine need is enormous;
and in many cases the necessary plans are already largely drawn:
they would have been implemented long since had financing been
available. The aid should take the form of both: (i) Direct Federal
participation, up to 100 percent where local resources are currently in-
adequate" and (ii) the purchase of State and local government bonds,
where debt limtations permit, at nominal interest rates, thus giving
the Federal Government financial assets in return for its outlays.

(3) Greatly increased foreign aid, both loans and grants: This
will give a powerful direct stimulus to many types of American busi-
ness, will bring enormous international political gains, and will help
offset the effects of the impending decline in American imports. Large
additional programs can be put into action relatively rapidly.

(4) Increased defense spending: Both its merits as an anti-reces-
sion measure and its urgency for military reasons seem self-evident.
The only defect is that in the present state of military technology,
it is nd likely to produce spectacular and early increases in employ-
ment per dollar spent.

(5) Increased appropriations for harbors, river improvement and
the like: This is politically appealing, but as an anti-recession meas-
ure is at the bottom of the list., The resulting increases in employ-
ment usually appear only in limited areas far removed from the
present centers of unemployment, and are not large per dollar spent.

(d) Sumenry: How powerfully -should the preferred measure
isted above be appliedt--The best combination of measures is thus:
(1) a heavy cut in personal income taxes on incomes below $10,000
and a smaller cut in corporate income taxes, plus abolition of the
present restrictions on charges to business income for repair and re-
placement expenditures; (ii)as great easing of monetary policy; and
(iii) increased or new Federal expenditure on unemployment benefits,
on State and local projects of specified kinds, on foreign aid and on
deense. I do not believe that any one of these three sets of measures
will alone do the job, but the psychological impact and the direct
effects of the three in combination will. Moreover, the greater the
initial effect the sooner will recovery start, and therefore the shorter
will be the period for which the measures must be continued. They
will also be correspondingly less expensive.

This is powerful medicine. How strong the dose should be de-
pends, first, on how great the present danger and need are judged to
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be, and second, on more technical considerations of how much action
is required to overcome that danger. It is also necessary to keep in
mind the question of how severe and lasting the after-effects in later
years are likely to be.

(1) The present danger: I have argued above that the present
danger is already very grave and that il no adequate action is taken
we may soon find ourselves plunged into disasters like those of 1929-

32. Most serious citizens would agree, I think, that if that is really
the prospect, no price is too high to avoid it. It is my honest con-
viction that that is in fact the present prospect

(2) How much action? Limited and weak action is worse than
useless. It breeds a temporary and false sense of security, and when
the effects are past the basic situation is likely to be worse than ever.
Major emergencies require major counter-blows.

If the decline in our gross national product which developed be-
tween the third and the fourth quarter of 1957 continues at the same
rate (and it seems now to be falling more rather than less rapidly),
by the end of 1958 it will stand at an annual rate some $40 billions
below the 1957 peak-a fall of nearly 10 percent. This would be the
most severe peacetime fall since 1929-32, and might raise our unem-
ployment above 12 million. We should act at once, therefore, to off-
set the decreases in aggregate spending which are now taking place,
chiefly in private spending, by steps touring about other and at least
equal increases in Government and private spending combined, that
is, by increases in total spending at the rate of at least $35 to $40 bil-
lions a year. It may not actually be necessary to do all this, for if
recovery begins and gets well under way we can decrease or stop the
action taken, but we should start off with that goal, and at the earliest
possible moment.

Specifically, I propose that we should begin by increasing Federal
expenditures at the rate of as much as $15 billion to $20 billion a
year, and institute the proposed tax cuts and easier monetary policies
at once. It can then be expected that the direct and indirect effects
of these measures will produce additional increases in private spend-
ing at the rate of at least another $20 billion a year or more and that
would do it.

If these steps proved inadequate after some months of trial, it would
be necessary to make them stronger--to spend at a higher rate, and
cut taxes, further. The only alternative would be a collapse into the
disasters of a 1930-42 type of depression. If they succeeded, how-
ever, and a firmly based recovery began, they could be gradually re-
duced and eventually ended.

(6) The lokn-run cot: inflaion?-The effect of the proposed ta
cuts on actual tax receipts is hard to estimate, because the. receipt
will fall in any event as business activity and incomes decline. The
two factors together, however, might well produce a drop below 1957
levels of $10 billion to $15 billion-of which the tax cuts might be
responsible for perhaps a half. This plusi the proposed increases m
expenditures would entail a Federal deficit running at the rate of
perhaps $30 billion a year. This is a horrifying sum, at first glance.
But it is less than 7 percent of our present gross national product, and
it is only an annual rate, not necessarily a realized deficit. In any
event, it would be a cheap price to pay for avoiding another great
depression.
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The deficit, whatever its size, will have to be covered by floating

more Government bond& That is easy enough-the Federal Reserve

and the banking system can always insure their sale. It is argued

by some however, that the long-run effect will necessarily be inflation-

ary, anJ that this is an even greater evil than depression. The latter

assertion, I think, is simply not true. There is no economic catas-

trophe as bad as a major depression and in the present world situation

it would also bring us an incalculable international political disaster.

As to the first assertion, it too need not be true. It is entirely up to

Congress and the Federal Reserve. Between them, they have alf the

power required. After recovery has been effected and a new expan-

ion is well underway, it is only necessary to enforce fiscal and mone-

tary restraint: to cut nondefense expenditure, raise tax rates, tighten

credit and thus establish a substantial budget surplus. Then there

can and will be no inflation whatsoever."
To put the matter still more simply, if your house is on fire it would

obviously be stupid to limit the amount of water the firemen can use

because you fear water-damage to the house itself. Without enough

water, there may be no house left to worry about.

IV. LONGER UN ECONOMIC GOAI, AND MEANS TO ACHIEVE THEM

1. Ooali
Most people are fairly well agreed by now on the major goals at

which general economic police should aim. The goals are: (i) The

maintenance of reasonaby full employment, (ii) the maintenance of

substantial price stability-that is, the avoidance of both inflation

and deflation, more or less as defined in section I, above; and (iii) the

maintenance of economic freedom. The meaning of the first two is

clear enough, though precise technical definitions may differ some-

what, but the meaning of the last is less unequivocal. To avoid get-

ting into philosophical disputes, we may take economic freedom

to mean as much freedom for individuals and firms as is thought to be

consistent with other goals the society may also have set, and to which

it gives a higher priority--such as the protection of women and chil-

dren in factories, the maintenance of competition, and the like.

The three major goals themselves, however, may also not be mu-

tually consistent in all respects In a given country, and with a given

set of policies and control instruments, it may at times be impossible

as a. practical matter to achieve full employment without also in-

curring a measure of inflation (as in France at various times since

1946) o msible to achieve price and exchange rate stability

ihout also forcing serious unemplo yment (as in Great Britain in

the 19Ws). And it may be impossib wito achieve both full employ-

ment and price stabilit simultaneously, without trenching rather

heavily on economic freom .
In the United States our record in these respects over the last 30

years and even over the last 12-since the end of World War .-has

not been very good. The depression of the 193V' was a major dis_

asar. Even since 1946, we have had a 60 percent rise in consumer
-- - acrnto brims Ast M lek up to :oMm

A government demcit i t b odet te I Iba t Sou like

ftuleumloiuflt levels b not nBtIV at *It IsIcurd. Co03e, me
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prices, two medium-sized recessions, and now, I fear, the beginnings
of a real depression. Yet I think we can do a great deal better. I
think we can combine the maintenance of high employment and price
stability all or nearly all of the time, yet without making any sub-
stantial new inroads on economic freedom. To do this requires little
that is novel. Rather, it requires chiefly only the intelligent and
conscientious application of the knowledge and the instruments which
we already possess. Few new principles or new apparatus are neces-
sary. The argument is as follows.
2. Meatw to achieve the goal

The controls over the general level of operation of our economic
system are of two sorts, which may be described respectively as auto-
matic, and discretionary or optional. In a free-market economy, both
are necessary.

(a) "Automatic" co, rols.-Of these the most important are the tax
system. and the social security system. They are "built in" by exist-
ing legislation, and operate wit hout any further discretionary action
by anyone. As business and incomes expand, tax liabilities increase,
and exercise a restraining effect on further expansion. Social se-
curity payments also become larger. When business and incomes
contract the opposite happens, and in addition the burden of unem-
ployment is ligitened, though not removed, by the payment of unem-
ployment benefits. The defect of these automatic controls, however,
is that in themselves they only exercise a braking effect, important
though it may be. They alone can neither stop an overexpansion, nor
start a recovery after a recession. For this, discretionary controls
are also necessary.

(b)" Discetionary controls.--Of these, the most frequently dis-
cussed are those exercised by the Federal Reserve in the form of
monetary policy, and by the Treasury in the form of debt-manage-
ment po icy. By all odds the most important in the United States
today, however, is the control which Congress and the President
exercise, sometimes almost unconsciously, by varying the size of cur-
rent Federal appropriations and expenditures, an by varying the
coverage and rates of taxation. The average Congressman is likely
to think of appropriation bills in terms of their effects on the eco-
nomic interests or the political convictions of his constituency, not in
terms of their effects on aggregate spending; and to think of taxation
only as something that people dislike (except that tariffs are likely to
be popular). Yet Federal taxation and expenditure are now by far
the largest single independent or primary component of, and source
of change in, aggregate monetary demand. They are independent,
that is, in the sense that decisions about them do not necessarily de-
pend on what some other group decides to spend or not spend.12

(c) Sped/fc propo8al.-To make the discretionary and quasi-
discretionary controls work more effectively, I propose the following
simple steps, all or most of which require legislation.

u State and local government financial operations are also extremely important. but it
would be almost Impossible to vary them deliberately ID the aggregate with a view to
Influencing general economic conditions In advance-that is, to use them as a policy
inttrument.

25420-.-..-pt
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(1) Amend the Employment Act of 1946 and the Federal Reserve

Act to make price stability, appropriately defined, a major objective

both of the federal Government proper and of the Federal Reserve.

(2) Amend the Employment Act, or enact other legislation, to

recognize formally the desirability from the point of view of the na-

tional interest of having substantial budget surpluses in times of gen-

eral business expansion, and deficits in time of serious contraction.

Deficits are not a road to perdition, if they are offset by equal or

gter surpluses later. Congress must educate its own Xem rs on
both sides of this roposition, especially with reference to the need

for decreased sending and for budget surpluses in times of general

expansion.
(8) With respect to the Federal Reserve System, there are a num-

ber of measures which I think would substanially increase the effee-

tiveness of its policy decisions, as follows: (i) Require all com-

mercial a appropriately defined, to become members; ii) place
the Federal Dposit Insurance Corporation under the Federa Re-

serve1 and abolish the national banking systm as such (since the

note-issue privilege was abolished it has ceased to have any.rea rea-

son for existence); 1  (iii) revise the present reserve requirements,

as the Federal Reserve itself has now proposed, to include vault cash;

to arrange the assignment of particular banks to a particular reserve

category on a less irrational basis than that now in force; to abolish

the present discrimination against New York and Chicago; and to

ive the Federal Reserve more discretion in individual cases; (iv) re-

instate permanent discretionary control by the Federal Reserve o7er

consumer credit and real-estate financing; (v) authorize and instruct

the Federal Reserve to conduct open-market operations in the long-

term as well as the short-term markets, whenever the former fail to

respond adequately to measures of monetary policy " (for this it may

be necessary to increase the capital funds of the Federal Reserve

banks).
(4) Creato a National Economic Commission to coordinate, in the

light of the goals outlined above, the policies and actions of the Fed-

eral Reserve, the Treasury, the Budget Bureau, and other independ-

ent or quasi-independent agencies of the Federal Government that

have financial or fiscal power; and give the Commission the power

to enforce its decisions on these agencies and departments. Multiple

sovereignty in financial matters has become a luxury we can no longer

afford.
(5) Give the Commission the power, with the consent of the Pres-

ident, to raise or lower any Federal tax rate by say 10 percent each

way, as a countercyclical device.
6) Finally, a more venturesome suggestion, I think the proposed

National Economic Commission should be given a substantial andby

fund, perhaps as large as $20 billion, to ie used when needed, wit

the consent of the Prsident, as an antirecession measure. This fund

might be set up merely in the form of an authorization to the Treas-

urt sell bonds for the benefit of the Commission on its request.

The Commission should be required to keep an adequate stockpile of

3Tbis will also reduce the amber and expense of bank ezaminationL
w am Dot Impreosd by the contentithat this would Ilserese the uneertalutis and

g misr ofl .fredubest bond dealer. Nven If It would, the price em

relative to the probable galig
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plans and projects always ready for use. This would avoid the long
elay in taking the first important antirecession measures, which spe-

cial congressional action for such purposes necessarily entails.
(d) The key: The wu of Congres8 and the Pre8ident.-It cannot

be emphasized too strongly, however, that all of these proposals are
essentially no more than devices to help make our economic machin-
ery run well, provided the will to make it run well is there in the
first place. The Federal Government and its related agencies already
have ample power to make it run well, but they have not always had
the will, or perhaps have not always realized that they had the power.
No man can legislate his own virtue, and the Congress cannot compel
itself to do what it does not wish to do. The key to the achievement
of the economic goals described above lies in the Congress and the
President, and nowhere else. It is up to them.





UNVERsrr OF ILuxOIS,
BuIPMU oF EcoNoMno AND Business RESURCH,

Urbana, April 17, 1958.
Hon. H.&y F. BYR,

Committee on Finance, United State. Senate, Waahington D. G.

DmR SENATOR BYiD: In accordance with your request of February
17, I am enclosing a statement entitled "What Should Be Done
About the Recession."

Although complete answers to all your questions are not provided
in this statement, all of them are at least partially dealt with. I trust
you will find this a useful contribution to your "Investigation of the
Financial Condition of the United States."

Sincerely yours, V. L ws BAS , Direotor.

WHAT SHOuw BE, DoNE ABOUT THE- RECssION

The really critical question of the day concerns the causes of the
current recession and What should be done about it. A reneral essay
dealing with this problem in a comprehensive and orderly way seems
preferable to providing answers to a series of discrete questions.
Nevertheless, the relationship of the questions raised to the main
theme is clear, and at least partial answers to all of them can be

provided in an incidental manner, as indicated by the marginal num-
bers. It seems entirely appropriate to begin with an attempt to
clarify the difficulty of terminology existing in discussions of infla-
tion and deflation.

A certain amount of confusion arises from accepted definitions of
inflation and deflation. A period of inflation is usually defined by
the movement of prices; a period of deflation is usually defined by
other measures of economic activity. This makes it possible for both
to exist at the same time. In fact, insofar as prices tend to lag behind
activity at cyclical downturns, both must be expected to prevail tem-
porarily in such situations.

These definitions are arrived at negatively, by reference to the
"evils" they involve: The evils of deflation are described in terms of
unemployment and of losses of income from production, the evils of
inflation in terms of the losses in value of purchasing power imposed
on holders of fixed capital claims and others with fixed incomes. For
this reason, the terms as they are ordinarily used are not direct
antonyms, although many assume that they. should be. Various defi-
nitions could be set up to eliminate this difficulty, but none will be
attempted here.

BACKGROUND OF TIFE RECENT INFL fO%

In the normal course of economic developments, the price level
tends to be determined by the pace of overall activity. The broadest
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measures of activity, such as grs national product and national in-come, represent aggregate demand and aggregate cost; and these are
the primary determinants of p rices. However, the interactions are
such that price changes may themselves become determining at times
and induce changes m investment and in overall activity.

•There are, in other words, periods of exceptional speculative ac-
tivity when profits may be realized from the price movement and the
inducement to borrow as a way of realizing such profits is strong. In
such situations, prices are bid up more than would be justified by
the underlying, "real" conditions of the economy; thle pace of activity
is fast enough seemingly to justify the price movement; and optimistic
sychology feeds on both the price advance and the strength of

"trends" lin investment and output.
When such a movement occurs at the end of a long period of pros-

perity, it is usually accompanied by confidence that the boom will run
on forever, This infectious attitude seemingly justifies for everyone
the adoption of p rice policies designed to give each the most rapid
improvement in is position. In recent years, labor viewed the econ-
omy as capable of providing greater security and leisure for workers*
it pressed for wage increases large enough to give it all the gains of
increasing productivity, not only in money but in real wages._ In-
dustry felt that its markets were strong enough to p ass on all cost
increases through the application of pi-icing formulas that would
facilitate the financing of the new facilities it considered necessary.
Each blamed the other for fueling the fires of inflation. Both were
infected with the state of mind tiiat denies restraint in a "new era"
of optimistic fervor.

The movement began with recovery from the lows of the 1953-.54
recession. The stock market led the way, roughly doubling from the
fall of 1953 to the spring of 1956. Wage rates hesitated only briefly
in the recession and moved into new high ground by the end of 1954.
Consumers began to draw on available credit, which was more freely
offered, and on "easier" terms. Housing starts first reflected the
stimulus, and construction contracts moved to new highs in the latter
p art of 1954. Expenditures for consumer durable god also showed
firmness and began a strong upsurge to new highs at the end of that
year. The spri and" summer of 1955 recorded an unprecedented
spurt in auto buying. This touched off in the fall of the year an un-
restrained cycle in capacity expansion, which spread with some lag
to steel and to other industries. This cyclical upsurge in fixed invest-
ment was encouraged by high profits and by the moe rapid amortiza-
tion of facilities permitted in the tax revision of 1954.

It was this boom in all forms of private investment that provided
the real basis for the new advance in prices that got underway in the
spring of 1956.. It is more than a coincidenc that the spreading wave
of cost and price increases centered in the durable goods industries.
In convincing themselves that prosperity was enduring enough to ji.us
tify all-out expansion, businessmen also convinced themselves that the
market was strong enough to pick up the tab. Their attitude toward
wages and prices changed. Instead of asking, "How much of a wags
increase can we grant without making necessary price increases that
will upset the market? " they began to ask1 "How much will we have
to raise prices in order t~qnt the wags in creases necessary to_ keep
from getting shut downW The strike in steel was not avoided, but
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its main effect was to reduce inventory holdings that might otherwise
have had a restraining effect. This change in business attitudes in the
early part of 1956 roughly coincided with the reversal of the steady
decline in farm prices from the Korean war peak.

A minor contribution to the price advance, and to its lag behind
activity, was made by the cost-of-living adjustments in wage con-
tracts. The more widespread these escalator provisions become, the
more unstable the price level will become and the greater will be the
speculative component in the business cycle. At the extreme, when all
prices are subject to escalation, a high degree of instability might be
engndered by temporary, exogenous price changes, such as changes
in farm prices resulting from unusual weather.

Ca rr FACuATED TH OOM

Debt expansion placed a significant role in financing the boom. All
forms of private debt-mortgage, long-term business, bank loans,
and consumer installment credit-expended sharply through the post-
war period, and, in most cases, the movement accelerated in 1954 or
1955. This use of credit facilitated the reaching of extreme heights
during the boom, from which any reaction might be correspondingly
severe. It also threatens in the current recession to aggravate the
severity of the decline by diverting purchasing power from current
expenditures to liquidation of debt.

State and local government programs were also facilitated by debt
financing. During the mid-1950's, annual State and local security
issues reached a level about four times the peak rate of the 1920's.
Throughout the same period, State and local expenditures have moved
up at a rate of $3 billion a year. The continuation of this movement
into the current recession period represents a stabilizing force, though
one of limited magnitude in a $440 billion economy. Moreover, the
prospect that the advance cannot continue if declines in sales, incomes
and property values adversely affect State and local revenues--and,
more serious, that even the current rate of expenditures cannot be
maintained under such conditions-has ominous implications with
respect to the ultimate extent of the decline.

Federal Government debt, alone, did not rise substantially in the
postwar period. Modest liquidation in the early years was reversed
by the Korean outbreak and, after the cutbacks in military expendi-
tures in 1953, small budget surpluses were again realized. Cash sur-
pluses were substantially larger. The gross debt rose to a new high
only because of substantial accumulations in trust funds. There was,
in other words, no significant contribution of deficit spending since the
end of World War II to the boom or to the inflation experienced in
its course through 1957.

This does not mean either that Federal expenditures played no
role in the boom or that such expenditures financed by deficits can lay
no important role in the recession. They, like State and ocex-
penditures, are playing a stabilizing role in the current recession.
Unlike State and local, Federal expenditures may be expected to
continue rising as the decline progress. But it is unlikely that this
one segment can produce a total sufficiently large to offWs entirely the
downward phase of a major business contraction. Nor, as is indicated
below, sY-P'id it be expected to do so.
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The monetary-control policies of the Federal Reserve System had
no important effects on the overall economy during this period. In
the first flush of enthusiasm after the accord of 1951, monetary tight-
ness was permitted to prog. a little too far. This may have had
some mildly depressing effects, particularly on residential construc-
tion, and, thus, contributed iii a minor way to the recession of 1953-54.
But it was not important in comparison with the other depressing in-
fluences at work at the time, and the prompt reversal of policy in the
fall of 1953 corrected any such tendencies.

In the later period of "tight money," covering roughly the 2 years
to its culmination in the fall of 1957, the "controls' contributed
little to the results experienced. The impact of extraordinary demands
for credit to finance the investment boom produced what was, by
postdepression standards, an extreme stringency in money and capital
markets. The bidding up of interest rates to new highs for a quarter
century represented the operation of "natural" or "purely economic"
forces.

Contrary to popular impressions, Federal Reserve policy was ex-
tremely cautious. All it did was hold Federal Reserve credit stable. It
neither condoned the excessive borrowing and spending nor took away
any of the resources available to those engaging in such activities.
True, rediscount rates were raised in a series of steps, but in each
case the market rate on Treasury bills had come up to the level estab-
lished earlier before a new advance was made. A good case can be
made that a more restrictive policy should have been adopted in the
latter part of 1955, and pursued aggressively with the objective of
cutting the top off the investment boom. It must be admitted, how-
ever, that such a policy would have encoutered strong opposition.

It follows as a corollary of this view that Federal Reserve policy is
not significantly responsible for the current recession. Looking back-
ward, it might be said that earlier easing would have been desirable,
before the recession got underway in the fall of 1957. But this, too,
would have encountered strong opposition. The first actions toward
easier money were actually taken at a time when prices were still
rising and the economic and business consensus was still optimistic.

Ni TURE OF THE POSTWAR INVESTMENT CYCLE

The recession was not brought on by resistance to price increases
or by any conscious change in monetary or fiscal policy. Its direct
and eniy important cause was the collapse of the investment boon
The suddenness of this collapse and the speed of the decline to date
are d ie partly to the speculative elements that became so important in
1956. This is the typical conclusion of a long period of prosperity, as
was noted by Wesley Mitchell a generation ago.

During recent years, evidence has been piling up that the postwar
boom was approaching its culmination. Every major war has been
followed by high prosperity, and every postwar boom has been fol-
lowed by a severe depression. The recession now in progress is the
early phase of that kind of major contraction.

The forces that produce these results are not accidental. The cycles
in various components of private investment derive from a succession
of imbalances on two levels: First, there are imbalances in the position
of stocks-that is, stocks may be either excessive or deficient. Second,

-mod
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there are imbalances in the flows--that is, the rate of production
m0 exceed or fall short of the current rate of consumption.

ostwar cycles are the most vicious kind of cycle. The economy
inherits from the war imbalances on both these levels. Stocks and
production are both too low at the end of the war. Business needs
larger inventories. Backlogs of demand for consumers' durable goods
are high, and people have large accumulations of liquid assets to make
their demands effective. The stock of houses is inadequate in relation
to the need for living quarters. Business rushes in to take advantage
of this unusual opportunity. It needs new plant and equipment to
do the job. All these deficiencies bring on the boom, and each phase
of the cycle then follows as the logical conse'ience of that which
preceded it.

To remedy the initial deficiency of stocks, production must be lifted
above the level of current demand. This succeeds after the passage
of an appropriate period of time; the deficiency is made up, bringing
stocks to the desired level.

But note that the price paid for achieving this result has been the
unbalancing of the flows. Production is running well above con-
sumption and must be cut back to the level of demand to prevent
excesses from appearing. But making this adjustment brings on
the very excess it was intended to prevent. Stocks continue to ad-
vance until the excess of production is eliminated, but, by then, in-
comes and demand are lower, so that the existing stocks are excessive
in relation to the new level of demand.

This excess has to be eliminated by umbalancing the flows in the
opposite direction. That is, production has to be cut to a point below
consumption to work off the excess, and activity is thus forced down
into depression.

This mechanism works quite differently in the various segments,
depending primarily upon differences in the time periods required by
the rocesses of production and consumption. It is rather symetrical
in the case of business inventories as such, because periods of produc-
tion and consumption are short.. It is long drawn out in the case
of housing and productive facilities because the processes of produc-
tion are long drawn out and the processes of consumption are even
slower. Stocks of structures hardly ever decline. They just stop
rising for a while.

There is one point in the fixed investment cycle that tends to make
for extremely sharp changes. That is just after a downturn, when
the two kinds of imbalance are working together. Today we are in
such a situation. We have both excess capacity and a rate of new
investment too high to be, sustained. The excess capacity is not con-
fined to industries like steel where demand has declined; it has ap-
peared in other industries whose demand has remained stable at high
levels, because their capacity has expanded. Furthermore, the recent
rate of new investment at $37 billion is far above the requirements
for growth.

These imbalances are wkin together to depress new investment,
and the decline will probably be both severe and long drawn out.

Looking ahead, there can be no early adjustment. At the end of
1958, capacity will be higher and production lower. The imbalance
of position that is helping to force the current decline will be worse
at that time. It will tend to force a still larger decline in 1959.
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Moreover, business inventories have been in much the same position
in recent months. With the recent decline in sales-and this means
sales in physical volume terms, not in current dollars--inventories are
excessive and have to be liquidated. The rate of liquidation will tend
to increase in irregular steps as long as sales rec6de. All forms of
business investment will be driving the economy toward depression.

Can we hope that autos and housing will come to the rescue, as in
1949? This seems to be a futile hope. Those segments are governed
b the same kind of cyclical forces, and their position has basically
c anged since 1949. There are no longer any backlogs of unfilled
demand. On the contrary both have been approaching the point of
market saturation during dhe IVt 2 years.

It is evident from this that the current recession represents an un-
usual situation-the kind of conjuncture of deflationary forces that
is encountered onl~ in the downward phase of a major cycle. In
considering remedial action, the first thing to be recognized is that
the measures applied in unusual circumstances should not necessarily
be the same as those adopted on other occasions. To apply measures
that cannot succeed may merely discredit valid instruments of con-
trol whose use would suffice in situations to which they are appro-
priate

LET PRICES TAKE CARE OF THEMSELVES

In these particular circumstances the essential distinctions tend to
be overlooked. There is a seeming identity between goals of stability
and of growth; for the decline in employment and production has to
be halted before growth can be resumed.

Considering these two objectives in more general terms, it might
be said that the primary distinction between them lies in the time
perspective: Over the long run there is a strong desire for process;
in the short run, there should e sufficient stability to rule out inter-
ruptions to the steady gains by which progress is achieved. There
could be no justification for any kind of stabiity that would prevent
growth; but a temporary rate of growth so rapid that it must collapse
into instability is also undesirable.

To add price stability as a third objective is to confuse the issues.
There are situations in which rising prices cannot hold the implication
that anti-inflationary action is needed. We are in one of those situa-
tions at the present time; action to halt the decline is called for despite
the fact that prices continue high. Another such situation typically
arises during recovery from the depths of depression; then, prices
should be recovering long before unemployment has been reduced
sufficiently to render further Government action to stimulate the econ-
omy unnecessary.

There are many lag elements in the Consumer Price Index. Rents,
utility rates, andprices of many services do not adjust quickly to a
change in conditions. Seasonal effects on food prices such as the un-
favorable weather conditions of the last few months, hold few impli-
cations for stabilization policy. Differential price movements of this
"uncontrolled" character might be either retarding or stimulating.
Those of recent months call, if anything, for greater antirecessionary
action, because the high prices for necessities drain consumer pur-
chasing power from the industrial sectors of the economy in which
unemployment appears.

I



FINANCIAL CONDITION OF THE UNITED STATES

Price changes should be considered symptomatic of underlying con-
ditions rather than a basis for action in themselves. If there is a
margin of resources available--and throughout the recent period of
"inflation," unemployment continued at 4 percent--prices will be
taken care of by the undirected responses of the economy. The
increase over the past 2 years has been very moderate for the pre-
vailing situation and holds no threat of continuing or all-out infla-
tion. The most effective protection against inflation lies in the excess
capacity and the surplus labor now looking for customers.

Furthermore, mere price stability dose not indicate a satisfactory
state of affairs. Economic movements can get under way in either
direction, and even get out of hand, before tihe price indexes show a
definite response. The late 1920's comprised a period of exceptional
price stability. Price stability also persisted throughout 1955; and
finally we are now witnessing the false impression given by the
divergent movements of recent months. Thinking we have achieved
some dnd of millenium when prices are stable may merely be a way.
of ignoring underlying conditions that win make prices move, and
perhaps violently, at a future date.

From the longer term point of view it seems clear that the economy
can work well with prices, within limits, either rising or faing.
Perhaps the minor stimulus obtained from gradually rising prices
is to be preferred, since our resources and productivity are so high as
to engender a tendency toward chronic unemployment. Neverthe-
less, the most satisfactory results are likely to be obtained in the
absence of efforts consciously to steer prices in either direction.

As long as the economy shows a margin of unutilized productive
resources, therefore, the only action needed on the price Vont is to
insist on the maintenance of reasonably competitive conditions, mi-
cluding competition from abroad. Then prices may be permitted to
take care of themselves; the essential freedom of individual prices to
move will be preserved; and economic policy need not be contorted
by endless wrangling over contentions arising from conflicts in stated
objectives.

THE BASIC OBZCTVE OF ECONOMIC PoLICY

The real goal of all our efforts should be a system of control over
economic fluctuations. Only if there is control can we be assured of
both the progress implicit in the long-term goal of growth and the
avoidance of wide cyclical swings implicit in the short-term goal of
stabilization.

Unfortunately, the control mechanisms that have been developed to
date do not appear to be fully adequate to the task. The lack of
effectiveness of monetary policy for stopping recessions has been
amply demonstrated. The difficulty here is tat offering loans at
lower interest rates cannot expand borrowing at a time when poten-
tial borrowers see no way to profit by the use of the funds. Once
the reins are fully eased, pushing them out further doesn't necessarily
make the old horse go faster; and dropping them entirely may have
just the wrong effect. Other means of increasing the pace then have
to be applied.

The most widely held view of how to go about this holds that the
Federal Government has accepted the responsibility and now has to
live up to it. The presumption is that any necessary adjustment can
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be made by suitable applications of the powers of its fiscal policy
twins--tax reduction and increased expenditure. The former oper-
ates by leaving additional purchasing power in the hands of the
public, the latter by stepping up activity in the specific areas to which
the expenditure programs are directed. Both have 'the effect of in-
creasing the deficit, and to the extent that the newly created debt is
held by nks, of increasing the money supply.

Frequently overlooked is the fact that there are dangers in the use
of these powers. The dangers inhere not only in the evils of inflation
and deflation, but also in the changes that might be wrought in the
social and political structure of the economy by intemperate action.
It is hardly ever contemplated, for example, that the Government
should take over the entire function of investing in capital goods;
but to keep the economy completely stable might imply investing in
such goods to an extent that private industry would never regain this
function.

The effective use of any kind of controls requires knowledge, skill,
and a sense of timing. The pilot of the airplane has controls adequate
to make the plane do what he determines it should; but the novice
may crash the plane by overcorrecting in a situation that calls for a
delicate response. If his reactions are either panicky or delayed, he
may never make a good pilot. Even if he qualifies for a license, there
may still be circumstances in which it is unsafe for him to attem t a
trip. Adverse weather conditions keep many flights grounded. There
are certain analogous circumstances in the application of economic
controls.

5ust knowing when to act is important. The point is illustrated by
the recent shift, in a period of about 6 month from determined
efforts to combat inflation to all-out seeking for means of stopping
the recession. This veering about of attitudes and approach reflects
not only the reversal in business but the limitations of economic know-
how. It calls attention to the need for a policy determination as to
suitable control points for compensatory action. The best of our
stabilizing devices in other fields--thermostatic or mechanical-have
limits of tolerance within which controls do not operate. Unless we
can view the economic situation tranquilly within similar limits,
action may increase rather than moderate instability.

Perhaps the best indicator of the need for action is unemployment.
The first postwar decade indicated that unemployment may fluctuate
over a fairly considerable range without changing the basic situation.
During this period, the seasonally adjusted rate of unemployment
varied within a range of 3 to 6 percent of the labor force. it is not
unreasonable to regard this as an appropriate range of "no action" in
unemployment policy. This should prevent intemrate action that
could subsequently prove self-defeating. Some of the things that may
be done to prevent a decline can only be done once; and if they are
done at a time when unemployment is still moderate, part of the
ammunition that might be used to compensate a much more serious
setback will have been expended. Moves made in recent years to stim-
ulate home buying on minimum terms and business investment on
maximum writeols have precisely this unfortunate aspect at the pres-
ent time.
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When unemployment rises above 7 percent, as it has, there can be
no serious doubt that it is time to get busy. Unless preparations are
made for something still worse ahead action will not be speedy
enough to meet the need. Certainly by the time unemployment
rew.hes 10 percent, measures of an all-out character should have been
madt. operative; and as long as the rate remains above that level, ef-
forts to bring it down must be unremitting. Nevertheless, reasonable
care in the administration of stimulants is essential.

8oME FALLACIES ABOUT ECONOMIC CONTROL

The niost daugerous fallacy in current thinking about economic
control consists of the widely accepted notion that the Government
can and should do whatever is necessary to reverse the decline quickly
and bring activity back up to full employment levels. Looking at
the available controls in quantitative terms does not suggest that there
is any such easy solution. The quantities involved in the collapse
of the investment boom are much larger than any Government action
now contemplated. Following suct a downturn, the major contrac-
tions have always been severe and long drawn out. Compensatory
action on the scale now required might involve dangers of economic
breakdown more serious than those posed by the current recession.
The logical application of antirecession measures aims at mitigating
the extreme fluctuations between business cycle peaks and troughs
but not at inaintauling "maximumn levels" regardless of the conse-
quences for existing economic and political institutions.

Another fallacious view of the probleli consists in the idea that a
deficit automatically results in recovery and inflation. This line of
thinking overlooks the fact that a deficit may have no immediate
effect of this kind and only result in additional stimulation and in-
flation at a later date when such effects are no longer wanted. A deficit
per se tells little about the effects of Government policy on the econ-
omy. If it grows merely because receipts from established taxes are
falling, it cannot be a positive force for recovery. Its effects have
already been built into the multiplier, and all it can do is help moderate
the decline. If a deficit resulted from decreases both in taxes at given
rates anld in expenditures, with the former falling faster, the net
short-term effect would be deflationary rather than inflationary. In
any situation, the effects of a deficit may be analyzed only by consider-
ing the specific types of program and tax changes responsible for the
difference between expenditures and revenues.

A related misconception holds that a limited Government stim-
ulusi-say, a spending program or tax cut of $5 billion-will result in
a new upswing. Actually, $5 billion is just $5 billion. A public works
program of that amount will serve as a substitute for approximately
the same amount of private construction; if anything, the secondary
and subsequent effects will be less because it cannot be regarded as a
component of long-term growth. An equivalent tax cut would be
bound to produce an even smaller offst, since not all the funds left
with the taxpayers will be spent. Neither of these actions could com-
pensate for the projected $7 billion decline in business capital outlays
from last year's third quarter high to the corresponding period of thi
year.
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Another important fallacy is the analogy that compares the economy
with an inefficient old pump. If the pump is primed with a little water
it becomes operative, suggesting that a temporary stimulus will turn
the economy up. This analogy, however, is entirely inappropriate.
The forces that move the economy do not become inefficient during a
decline. Business is making its usual vigorous response to the con-
ditions that have been experienced, and activity will not come back up
again until the underlying difficulties are corrected. There is nothing
in our knowledge of economic processes to suggest that a temporary
stimulus can produce any enduri i~g change in the level of activity; it
might set in motion cyclical swings in the private sector, but even these
would probably soon "damp out." This applies equally to a tax re-
duction with a definite time limit and to a temporary s dup of
expenditure programs for which the total outlay is fixed. To be
effective in countering the recession, anything that is done should be
done with a view to keeping it in effect as long as it may be needed.

Also erroneous is the assumption that maintaining the overall
level of purchasing power in the hands of the public will solve the
problem. This conception of the problem persists despite an eco-
nomic commonplace which emphasizes the importance of the gap be-
tween purchasing power and purchases; current receipts may be
"hoarded" in various ways, for example, by being used for debt
reduction. But even if income and purchases were held stable at a
high level, the result would not be stability in business investment'at
a high level. The latter requires growth in demand, not merely
stabilit e

Finally, there is the fallacy that the economy operates on confi-
dence and can be stimulated by optimistic predictions or by promises
of future action. Most people are tough minded enough to make their
own judgments about what is taking place. False predictions are
quickly exposed anl then an adverse reaction sets in. Promises
not backed by deeds also result in disillusion. There are so many
real and financial determinants of business that psychological states
of mind ordinarily have little significance. Only in special situations
does confidence become important and then by going to an extreme.
We have just been through one of those perio at the peak of the
boom, and no amount *of idle talk can rekindle the excesses. Only
recovery and growth into new high ground could do that. Facing
facts and doing things can help promote recovery; but hoping that
exhortation will get somebody else to do the job is unlikely to accont-
plish anything at all.

TAX CUTTING HAS LIMITED USEFULNESS

With these brief comments to clarify certain aspects of the situa-
tion, the potential value of tax reduction as a tool of economic policy
may be considered. The economic stimulus to be obtained from any
change in tax rates depends entirely upon the kind of change made.
Since taxes come partly out of saving rather than spending, when
they are not collected, the proceeds go partly into savings rather than
expenditures. Reductions that increase the take-home pay of wage
earners are likely to reappear in relatively high proportion in con-
sulner purchases. Reductions that leave more income in the higher
income brackets or in corporate accounts are also likely to produce
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some additional expenditures, but in relatively small proportion.
These differences make it clear that if tax reductions are to be made
for stimulating the economy, they should be confined to those best
adapted to this end, and not just granted to all who would use the
recession as an excuse for getting their taxes down.

It is often asserted that reducing high-bracket taxes will make addi-
tional savings available for investment, meaning expansion of real
capital. This, however is very improbable in a recession. The kind
of "investment" most likely to be stimulated is investment in the
bonds issued by the Government to finance the deficit. A high level
of transfers ould be effected in this way without any significant
effect on activity.

One way to perceive the difficulty with any given total of tax
reductions is to assume that tax rates will be left unchanged and an
equivalent amount will be given away to those most likely to spend
the funds received for goods and services. On this basis, the bulk
of the funds would probably go to recipients whose position is such
as to exclude them from tax liability, namely, to the unemployed.
This line of reasoning leads to the conclusion that there is no tax cut
that "best" satisfies both the objective of stimulating the economy and
the Government's responsibility for the welfare of that segment of
the population whose needs are most pressing.

A limited tax cut will not solve the problem despite the emphasis
being placed on the role of such cuts in the recessions of 1949 and
1954. In both those situations, other factors were favorable, and
there is no evidence that tax reductions made greater than normal
contributions. The stimulating effect of any tax cut is bound to be
less than the reduction in Government revenues except as it may
tend to stimulate fears of inflation and a flight from the dollar. A
modest tax cut of, say, $5 billion could hardly produce the latter
response. If it were somewhat biased in favor of the lower income

groups it would probably expand expendit b $3 billion to m
ihon. If it had to be more general distribute in order to com-

mand sufficient support to be enacted, the stimulus would be less.
A large, temporary reduction would produce the least effect of all.

Experience indicates that "windfalls" are not spent to the same ex-
tent as regular income. A study of the veteran's insurance refunds
indicated that the additional expenditures from such payments dur-
ing the first year amounted to only half of the total received, even
though they were very widely distributed, in comparatively moder-
ate amounts. Additional evidence on this point is provided by the
"permanent income hypothesis," which specifies that transitory com-
ponents of income do not affect consumer expenditures to the same
extent as thepermanent components.

Perhaps the best argument for a tax cut is that once adopted it
has almost immediate effects. What the economy needs at this point,
however, is not just a quick stimulus, but a sustained effort on a
continuing basis, making the best use of available resources.

Another argument m- favor of tax cutting is that current tax rates
are too high and exemptions too low, having been set in wartime and
not subsequently modified to take account of inflation and other post-
war changes in economic conditions. The existing rateshowever, do
not produce inordinate surpluses in prosperity years. They are ap-
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parently high enough to cover existing programs if personal and
corporate incomes could be maintained near the peak rates. They
provide little if any margin for expansion of antirecession expendi-
tures. Furthermore, taxpayers have generally adjusted their ac-
tivities to the existing rates, so that there is no reason to think that
they have unduly depressing effect. Certainly, no such effect was
noticeable in the recent boom. A good case can be made for setting
rates that will produce a surplus in boom times and for keeping those
rates stable through recessions, when reduced yields will result in
deficits in any case.

Presumably any tax-rate reduction enacted at this time would re-
sult in aggravating the deficit that will have to be financed by bor-
rowing. Since there are substantial leakages in tax cutting, this
policy would add more to the problem of Government finance than
it contributed to economic activity. It may, therefore, be concluded
that tax reduction is the "weak sister" of the fiscal-policy team.

EXPENDITURES MUST BE Ai)JUSTI) TO NEEDS

In considering increased expenditures as the alternative, it is evi-
dent that a variety of considerations other than economic effects must
enter into program decisions. Some progrions that meet needs un-
related to the position of the economy may have to be undertaken
even though they will be unstabilizing, and at times such proganms
may have to be curtailed in a recession. It is impossible to deal with
the ramifications of this subject here. Hence, except for specific com-
ments in several instances, the noneconomic criteria for deciding pro-
grams are not considered.

Perhaps the one kind of expenditure that could be expanded suffi-
ciently to provide a substantial offset to the recession consists of the
military programs. The appeal of this "solution" is supported by
the fact that we are engagedin an armaments race with the Russians.
After the sputniks, several reports on national security were released
recommending program increases designed to give us a preponderance
of military power. However, this is also the one type of expenditure
for which the best case can be made that programs should be deter-
mined independently of. economic conditions. This case rests on
grounds of tnoral principles, good Government planning and inter-
national relations. Now that both sides are supplied with H-bombs,
there can no longer be any "security" in military power. Decisions
to wage all-out war have become in effect, international suicide pacts.

If the armaments race should be given a push by the desire to avoid
depression, the future of civilization may be endangered. The country
pursuing this course would be on the road that Hitler took. It is
hardly an agreeable experience to choose between war and depression.
But % clear. preference can readily be formulated: We may still live
well if our income is somewhat reduced; we may not live at all if the
forces:of the atom are loosed upon us.

The kind of antirecession program commanding most attention
since the 1930's consists of public works. These projects not only sus-
tain activity by replacing private investment with public but create
useful facilities to serve various community needs. The objection is
sometimes made that public-works programs are slow and inflexible.
However, slowness is relative to the timing of the need, that is, to the
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duration of the investment cycle. To the extent that this criticism
is based on the "pump priming" concept, it misconceives the problem.
The depression phase of the fixed investment cycle is long drawn out,
and it is therefore appropriate to utilize a remedy that operates over
equally long inter The main cause of delay up to this point
seems to be reluctance to decide that the program is needed.

A related objection holds that since projects once started have to
be completed, public-works programs cannot be curtailed quickly after
the need has passed. This, again, is a "month to month" version of
the problem which refuses to take the cycle seriously. The fact is
that public-works budgets are subject to annual review. The may
be curtailed far more readily than tax cuts could be rescinded; it is
hardly ever expedient to raise taxes, even during a boom period, when
restraint is desirable.

In attempting to meet specific depression needs, public-works pro-
grams rely upon a variant of the "'trickle down" approach. In the
case of tax cuts, the entire reliance is upon secondary and subsequent
effects. Public works create a certain amount of direct employment
but largely depend upon subsequent reactions to effect reemployment
of other workers. In other words, the jobs they create do not neces-
sarily meet the needs of the unemployed workers. Modem methods
of construction do not require large numbers of workers. A major
speedup of the highway program, or example, would put only a slnall
fraction of the unemployedback to work. Moreover, projects have
to be carried out on designated sites, often remote from the surplus
labor.

It was mainly for these masons that the work-relief program was
adopted in the 1930's. Project had to be "designed" to create the
maxjmi.unnumben of jobs, requiring the appropriate skills, and this
became a community fuMction in order to insure that projects would
be created in the localities where workers needed them. Even with
the "inefficiencies" resulting from this approach, many of the accom-
plishments of a true public-works program were achieved.

In times of high unemployment the Government is also called
upon to make direct payments for the relief of hardship experienced
by unemployed workers and their families. The welfare of the
community demands that a minimum standard of subsistence be
provided for those whose incomes are inadequate. Such direct relief
payments go as far as possible in preventing diversions into saving,
since the application of the means test confnes payments to actual
current need, but they are generally considered undesirable for reasons
of a personal and social character.

Part of the subsistence problem is taken care of automatically by the
social security programs. The old age program makes a contribution
by providing retirement income for older workers who are removed
from active duty, often involuntarily, at an earlier age than in fully
prosperous circumstances. More important, the unemployment com-
pensation program provides partial income over periods ranging up
to a half year. Originally it was contemplated that this income should
be about half of the worker's regular take-home pay, but rates of
compensation have not been raised in line with increasing wage in-
come, and in many cases reserves would not be sufficient for payments
of that magnitude if the rates had been stepped up. Both of these

25420-58-pt. 5--4

557



5 FINANCIAL CONDITION OF THE UNITED STATES

programs provide income, not as a form of charity, but as a rightearned in p revious employment..
The deficincies of unemployment compensation illustrate agi the

power of the desire to keep taxes low. It was this desire that led to
the adoption of the various experience rating schemes that have kept
benefits and reserves at a minimum. Efforts are now being made to
put the program on a basis more nearly adequate to the need for
income, by making Federal funds available to extend the period of
payment. However, any limited payment period, even one longer
than now proposed, will leave the basic difficulty. After the initial
upsurge in unemployment, benefits dwindle, and the power of the
program to counter further recession is lost. Furthermore, there is
considerable doubt that any program should confer benefits as a
matter of right over an indefinite period. The application of the
means test in relief derives from its ability to conserve resources;
transfers beyond actual needs are not desirable.

Hvow MUCH SHOULD TE OOVERNMZNT DO?

What emerges from this brief review of alternatives is that none of
the measures available to Government for compensating economic
fluctuations is wholly free of objectionable features, and these make
each the subject of controversy. This no doubt accounts in part for
delays and indecision in moving to head off a decline during its early
stages. Nevertheless, it seems clear that the Government can do much
an d that it should use its powers as effectively as possible to minimize
depression difficulties and promote recovery. This generally accepted
view, which was incorporated in the Employment Act of 1946, is
founded upon international as well as domestic considerations.

Agreent on these principles does not mean, however, that efforts
to reduce nep!yntand promote recovery can or should be ex-
panded without limit. To attempt unr-estricted compensatory action
would merely endanger the system with another kind of instability.

Even if a more effective system of controls had already been estab-
lished, situations might still be encountered from time to time in
which the controls proved inadequate. To fall back on an electrical
analogy, the economy may be regarded as placing a highly variable
demand on the Government powerhouse. At times the capacity-of the
generators may be exceeded, so that the circuit breakers are tripped.
The Government then finds itself in the predicament of being unable
to "pick up the load." The only way to avoid futility in endless
attempts to reset the circuit breakers is to restrict the demand for
power. By cutting off p art of the load, limiting it to capacity, power
can be rationed and utilized effectively for theet avantage of the
system as a whole.

In the major contractions following great postwar booms precisely
such a situation develops in the economy. Though it may be tin-
fortunate that the recession cannot then be quickly ended, it is no
council of despair to suggest that the Government should observe
appropriate limits on the use of its countercyclical powers. The
cyclical forces will work in later phases for recovery as well as they
do now for recession. In the course of time they would brine about
a resumption of growth even without Governmenit action. Since the
time would be too long and the depression too deep, the Government
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should acL But its action should neither inhibit the natural forces of
recovery nor engender a kind of recovery that cannot be sustained.

To use control mechanisms violently will not necessarily result in
control but may set up oscillations that are completely destructive of
stability. It is not difficult to illustrate this point by setting up
models of the multiplier-accelerator type. If compensatory Govern-
ment action is assumed to fill in for-declines in private investment
with a lag of two calendar quarters, any kind of cyclical misbehavior
can result. Explosive cycles can readil be portrayed by relatively
moderate adjustments of the postulated co efcients. If the oscilla-
tions should on even a single occasion, run to the extremes of all-out
inflation ttid deep depression, the misguided attempts at stabilization
would tend to discredit valid controls that could in less extraordinary
circumstances be made to work effectively.

Study of cyclical models brings out two main points: First, an
oscillatory system of this kind can only be stabilized by looking ahead.
There is no simple "after the fact" formula-such as filling in for
-declines in private investment or maintaining consumer purchasing
power-that can accomplish this result. It is necessary to anticipate
fluctuations in the private sectors and compensate them as they occur.

Second, control cannot be established in a major depression period.
In such a period, Government has to use its resources on a rather
massive scale just to meet pressing immediate needs, and interim cur-
tailments in the early stages of recovery, like that of 1937, will result
in disconcerting setbacks. After all forms of private investment have
progressed during the boom beyond the needs of long-term growth, it
is too late to hope that activity can be maintained. The resumption of
stable growth must then wait until the excesses are liquidated. But
if restraint can be applied during prosperity to hold private invest-
ment within a reasonable range above the rate required for growth,
the actual rate may in the course of time merge into the required rate
because the latter will be slowly advancing. Thus, it is in approach-
ing the, peak of prosperity that control must eventually be established.

WIDE LATITUDE WITIN THE LIMITS OF RESOURCES

Another way of looking at this problem is in terms of the size of
the Federal deficit. Deficits are implicit, of course in any of the
alternative lines of action that might be undertaken. Moderate

.deficits may be assumed to have no effects beyond those resulting
from the programs in which they originated. This would almost
-certainly be true of deficits up to $10 billion a year, and probably also
of somewhat higher deficits. Perhaps $20 billion deficits could be
taken in stride for a while if they were expected to be temporary and
actual reductions were not too long delayed. But somewhere along
the line, the breakaway would be violent.

If it should turn out that deficits of $50 billion were required to
hold the economy at the full employment level, incurring them would
not result in stability. It would merely replace one kind of instability
with another. The situation would tend to fly off into all-out infla-
tion, with Government credit failing in the flight from money, and
then collapse into panic when the inflationary boomlet lost its arti-
:ficial support.
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Barring such extreme developments, the management of the public
debt poses no major obstacle to effective action. In one sense, theproblem of debt management is no loner significant. It reaches
an acute phase in periods of high activity, when conflict between
monetary restraints and the desire for low charges on the public debt
develops. Now monetary policy must work with Government finance
to help ease the depression.

One fortunate factor in the current situation is the adequacy of the
monetary system to insure against the kind of financial panic that
in time past has resulted in banking insolvency. It is in fact,
difficult to .eparate in past de~ines the contributions of real and
financial factors to the pressure for liquidation. Attie moment only
the real factors are involved and the outcome should provide a test
of their relative importance in comparison with the financial factors.
No amount of financial security, however, could be adequate to pro-
vide stabilization of the economy against the other causes of varia-
tion. On the monetary front we should be concerned ody that
financial security be not undernined by efforts to overuse monetary
devices in an attempt to remedy economic illness for which they are
inappropriate.

In summinary, it. is suggested that the Government act on various
fronts to halt the recession as quickly as possible. In doing so, it
should be willing to incur deficits-moderate deficits over.eriod of
a decade, if nQcessary and substantial deficits during part $lax years
within that period. here could be no objection to mode ' t'' cuts,
as, for example, by raising exemptions somewhat; but on the whole,
tax cutting offers less promise of achieving the desired results than
expansion of expenditure programs. The objects of expenditure
should be selected in such a way as to use financial resources efficiently
and avoid interferences with the recovery of private spending. It
should be reFpgnized, however, that by the nature of the situation,
recovery may not come quickly despite everything that is undertaken.
The shortcomings of the specific measures adopted must not be per-
mitted, in other words, to lead to the abandomnent of sound principles
of government operation. If extreme fiscal adventures are entered
upon in the pursuit of apparent prosperity, the consequence may be
failure to achieve stability, ultimate breakdown, and the defeat of
efforts to establish effective controls. The Government, though play-
ing a role of substantial magnitude, must be patient with partial
results until a point is reached at which control can be established.
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NATIONAL Buit.r! oF ECONOMIC REEARCii', INC..
New York. N. Y., February 19, 1X8.

The Honorable HARRY F. BYrD,
Chairman, Committee on Finanwe,

Unid States Senate, Washington, D. C.
DAit SENATOR BinD: I have your kind invitation of February 17

to contribute to the investigation by the Senate Finance Conmittee of
the financial condition of the United States.

The economic and financial questions to which your committee is
addressing itself are vital to the future of America. The best contri-
bution that I can presently make to 'our committee's deliberations is
contained in a series of lectures that I recently grave at Fordham Uni-
versity on the subject of "Prosperity Without Inflation." I am send-
ing you a copy with this letter in the hope that it may prove sugges-
tive to thb'doimnittee. You will find specially interesting.' I think,
the last lecture of my little volume.

With best wishes and personal regards, I am,
Sincerely yours, AiiUR F. BURNS.

Enclosure.

CHApE FouR: PUBLic POLICIES FOR COPING WITH INFLATION

The economic future of America depends largely on what we make
of our opportunities. They have never been better than at present.
Research and development programs, which only a decade or two ago
werb'bnducted on a piecemeal basis, have become a highly systematic
and"rafidly expanding effort in which private industry, the universi-
ties, and the Government are actively joined. This effort is opening
up economic opportunities in numberless directions through a con-
stant flow of new products, new materials, and new processes. Our
population is increasing at a rate of 3 million per year, or about 3
times as fast as during the 1930's. A progressive shift from low paid
and unskilled occupations to better paid and more interesting work
is taking place in myriad industries. Inequalities of income such as
ruled in earlier periods of our history have been dramatically lessened.
Our growing national income is being shared widely and mass mar-
kets for consumer products now match our capacity for mass produc-
tion. The American people are more eager than ever to improve their
level of living and are willing to work bard to earn the incomes that
may enable them to live as they feel the should. The broad trend of
political thought in our country is also favorable to economic growth.
Governmental policies are mindful of the need to encourage private
enterprise, innovation, and investment, while they remain responsive
to the humanitarian impulses of our age. All these domestic factors,
as well as the economic revival of Western Europe and other parts
of the free world, are improving the long-run prospect of growing
markets for the workshops of our economy.
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We may, therefore, reasonably expect that our economy will con-
tinue to grow rapidly. Setbacks in economic activity will undoubtedly
occur from time to time. There will be declines as well as rises also
in the price level. But if my analysis in the preceding pages is not
too wide of the mark, the broad trend of the consumer price level
seems likely to be gradually upward across the decades unless we learn
how to manage our economic affairs better than we yet have. As far
as the immediate future is concerned the threat of inflation has defl-
nitely abated. But the problems oi inflation will return to haunt
us. There is no time to be lost in considering, realistically the ways
and means of checking the threat of creeping inflation. For if we
continue to tolerate the upward trend of prices, the lives of millions
of our people will surely be blighted and the strength of our entire
economy may be damaged.

I

As we look to the long future, there are choices before us. Not one
ath but many may advance us toward the goal of reasonable sta-

bility of the consumer price level. We could reduce Government ex-
penditures or restrain their expansion in times of gat economic
exuberance. We could raise taxes. We could restrain the expansion of
credit. We could modify the arrangements under which wages are
set. We could alter the price-making process. We could reduce tariffs
and abandon or modify other governmental devices for supporting
prices. We could work harder and produce more. We could remove
or reduce artificial obstacles to higher productivity. And, in princi-
ple, we could do any of these things or some combination of them in
a great variety of ways.

in practice, our choices are more limited. Some methodsof seeking
general price stability-such as the allocation of credit or wage and
price fixing-are ruled out by our traditions of freedom except under
conditions of grave national emergency. Other policies, which would
stress the expansion of supply rather than the restraint of demand,
may prove very helpful in the long run but quite ineffective in the
short run. That is a serious limitation if the advances that occur in
the consumer price level during cyclical expansions of economic activ-
ity tend to be partly or-largely irreversible. Still other methods,
such as an increase of taxes, could hardly serve as a useful prescrip-
tion at a time when the budget is already balanced. Some day in the
distant future it is possible that Americans will be willing to tax
themselves at iiigher rates just to enable the Government to accumu-
late a sizable surplus and thereby ease inflationary pressures. The
time for such a policy has not yet arrived.

Realism requires that we recognize also that governmental policies
for restraining inflation-whether they assume a monetary, fiscal,
or regulatory character-usually have the quality of austerity. It
requires an act of the imagination and some objectivity to under-
stand that, when the economy is already working at or close to its
practical capacity, unrestricted credit expansion or liberal Govern-
ment spending would result in a scramble for resources and a cumu-
lative bidding up of prices. The manufacturer who seeks to expand
his activities will not always accept with quiet understanding the
need to put up with a smaller loan than he requested from his bank.
Nor will the homebuilder or merchant or consumer. When a policy
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of credit restraint is being pursued by the monetary authorities,
many firms or individuals who feel that their opportunities are being
restricted will naturally blame the Government for their failure to
accomplish all that they had planned. And so it will be also if
the Government reduces its expenditures, since there is no way of
doing this without reducing the sales of some husincsses or forcing
some men and women to look for new jobs.

Clearly, governmental policies for checkillg inflation cannot be
expected to be as pol.ular as policies for m'educ.ng unenploymet.
However, popular enthusiasm for a policy is also iiot a Irerequisite
for its adoption. It is sufficient if the policy can gain broad support
and if it is viewed as an economiic or moral neces;itv. Public sen-
timent has been moving in the direction of acceptance of anti-
inflationary programs at a time of general exuberance. It is likely
to continue to do so, provided people retain confidence in the Nation's
ability to prevent serious economic slumps. The broad masses of
wage earners, as they look to the future of their families, have most
to gain from stopping the creeping advance of the price level and
increasing numbers among them know this. But they are not likely
to support the austere policies that are required to contain inflation
at one time, if they fear for the security of their jobs or for their
opportunities of advancement at a later time. Nor will many busi-
nessmen support anti-inflationary policies in such circumstances.

It would be a grave mistake to assume that the increasing concern
of people over the upward climb of the price level justifies or requires.
half measures in dealing with the problem of recession. Very many
of those who today are worried about the cost of living will be worried
still more about their jobs if unemployment should spread. If, there-
fore, we wish to create a climate of opinion that will support effective
policies at times when the stability of the dollar is threatened, we
can ill afford anything that at any time revives fear of a business
depression. This means, as we look to the long future, that, when-
ever the economy shows signs of faltering, the Government must
honor by its actions the broad principles of combating recession which
served us so well during the decline of 1953-54. It means, since no
two recessions are alike, that the scale of governmental measures, their
precise sequence, and the manner of their coordination must be skill-
fully adapted to the peculiarities of the individual case. And it also
means that it would be wise not to lose time in extending recent efforts
to strengthen the resistance of our economy to such rec ssionaI ten-
dencies as may develop from time to time.

Several steps in this direction can be usefully taken. One is to
amend the Highway Act of 1956 so as to permit some flexibility of
this tremendous program in the light of economic conditions. Another
is to extend the carryback of business losses for tax purposes beyond
2 years, which is the limit under present law. A third is to extend
the principle of deposit insurance to the share accounts of credit
unions, which are growing very rapidly althought they are still small
in relation to deposits in commercial or savings banks. A fourth,.
and perhaps the most constructive immediate step, would be to im-
prove our unemployment-insurance programs. Unemployment insur-
ance is the Nation's first line of defense against depression. When
business activity falls off, the payment of insurance benefits promptly
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rises and, thus, offsets in part the decline of incomes from productive
employment. Although unemployment insurance cannot, of itself,
prevent a decline of aggregate economic activity, it can siglificiaitly
check the rate of decline and thereby make it easier for both private
and public policies to be adjusted in a cahn atmosphere. Despite the
substantial reforms that have been made in our unemployment-insur-
ance system during the past 3 or 4 years, there is considerable room
foi' further improvement. About 12 million of the Nation's wage
earners are as yet entirely unprotected, and in numerous States boT
weekly benefits and their maximum duration still fall short of the
level that the President has repeatedly recommended.

As we move to strengthen the Nation's defenses against depression,
we should also move--and we could then do so with an enhanced basis
for hope of achieving permanent results-to strengthen our defenses
against the threat of creeping inflation. What wp need more than
anything elseat this juncture of our great experiment in the manage-
ment of prosperity is a national declaration of purpose with regard
to the level of prices that could have a moral force such as the Em-
ployment Act already exercises with regard to our levels of produc-
tion and employment. This can be simply accomplished by including
reasonable stability of the consumer price level among the objectives
of the Employment Act which "it is the continuing policy and re-
sponsibility of the Federal Government to use all practicable means"
to promote. It has been said that such an amendment of the act is
unnecessary, since it already covers the objective of general price
stability by implication. I would agree to this interpretation of the
law. Nevertheless, I believe that it would be a highly constructive
step if the Congress stated explicitly what the act appears to some of
its interpreters to state implicitly. One of the main factors in the in.
flation that we have had since the end of World War II is that many
consumers, businessmen, and trade-union leaders expected prices to rise
and, therefore, acted in ways that helped .to bring about this, result.
A declaration by the Conges that it is the continuing policy of the
Federal Government to promote reasonable stability of the consumer
price level, as well as "maximum employment, production, and pur-
chasing power," could ko a considerable distance in dissipating the
widespread belief that we are living in an age of inflation and that our
Government, despite official assertions and even actions to the con-
trary, is likely to pursue an inflationary course over the long run.

It is sometimes argued that a mere declaration of purpose con-
cerning the stability of the dollar would be futile in the absence of
some specification of how this objective is to be realized. That is a
possible result, but I am inclined toward greater optimism. The
language of the Employment Act, as it stands, is extremely general.
The act does not specify how the Government should "promote maxi-
mum employment, production, and purchasing power," beyond ob-
serving that it is to proceed "in a manner calculated to foster * * *
free competitive enterprise and the general welfare" Yet the general
language of the act bas not led to inaction or frustration. On the
contrary, it has in practice proved a source of strength, for it has
allowedGovernment officials the utmost freedom in devising means
to fit particular and unforeseeable circumstances.. The force of the
act derives entirely from its affirmation of basic policy, and this would
continue to be true if the act were amended.
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Broadening of the act, so as to include reasonable price stability
among its ojectives, would tend to make it a constant reference
point for public and private actions that bear on the level of prices.
One of the likely consequences of the suggested amendment would
be a greater emphasis inthe Presidents annual economic report
on the outlook for prices and on how- reaonable stability of the
price level is to be sought. The reports of the Joint Economic Com-
mitte of the Congress would naturally move in a similar direction.
Policies the promote stability of the price level woxld, therefore,
tend to gain in prestige and to exercise creasing power over the
thoughts and actions of both Government officials and private citizens.

I recognize, of course, that movements of the consumer price level
and.of the physical volume of economic activity may diverge for a
time and that Government officials may occasionally be uncertain
whether to give greater heed to the one or to the other. It is easy to
exaggerate the trouble that this difficulty, which inheres in the eco-
nonuc process, will cause in practice. Wat Goveniment officials.do
now' is to shape economic policy in the lght of emerging trends in
p-oduction, employment, and prices, as well as the man actors that
impinge one the movements of these m etudes. hey recognize
the tendency of cons baid wholesale prices and

industrial activi they allow as the can for.this lag. They
t "employwt in a pr sense is a zone rather

than Ii orline, and that the same inust lyto&stable rice
level. I uru licies th help to ma in the employed

Of the*1 force as we the cons er price level
neighbor, all ws for or mov ts in the one

and e other. do ot k tion in terms f any single.
yar tick, but a all- rinan The s ted amend--.
me of the Employme 0 em at es and pro-
ced -only to the of to ehat vigilance

wirqe t ric ds

this p a e had ineff t 5yea a o, Iam
mo ally ce that e rwe n check the reces-
si o 19 wo have less prompt or e ive. On
the other d, eve anti-inflaon policies
wo have dop ic as the cri caI ime to
check thenewy gathered of ation. tis useI expect

tn woul stren effo to deal with
'inflati while it d in no ay uce inch .iingrecesions,

that I the md ion o nable ility of the con-
sumer pri level among e jectives of the E oyknent Act as a
wiseand p step at this time.

The precise governmental policies that will need to be applied in
latr periods of vigorous expansion cannot be usefully delineated in ad-
vance. It seems clear, however, that fiscal policies will need to occupy
a more prominent place in an anti-inflationary program than they
have received of late. The forces that make -forhi.gh governmental
expenditures are and will remainpowerful. There is little likelihood

-that the sums needed for our national defense will soon dimiihish." On
the contrary, we may well be ept nding appreciably more in coming
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of itself suffice. Many other measures and reforms will be necessary.
In view of the constant pressure to add new governmental programs
better machinery than now exists will need to be devised for review
and reappraisal of existing programs. The planning of public works,
which has been pushed vigorously in recent ears to serve thi XNa-
ton at a time of possible depression, will needto be enlarged to deal
with the stretching out of goin pro ects at a time of inflationary
pressure. All new programs will need to be brought together in the
budget message, so that their cost--not only in the coming year but
. each of several succeeding years--may be readily crmined. Most
Important of all, the accounting and budgeting tecimiuee of the
Government will need to be reformed sott they may getter serve
the purpose of controlling expenditures. At the present time, gov-
ernmental expenditures can go a very considerable distance either
above or below the sums that are budgeted because the accounting
methods, particularly of the Department of Defense, make close

managerial control, impossible.

III

Although it will be necessary to lean heavily on fiscal policy in our
quest for reasonable stability of the consumer price level in the future,
it would be unwise to neglect monetary policy. The importance of
checking the growth of credit at a time of advancing prosperity,
whether or not excesses spill over into consumer markets, must never
be minimized. With all its limitations, monetary policy can also
make--and in fact recently has made-a useful contribution to curb-
ing the advance of consumer prices. This contribution can be greater
in the future if we learn how to deal with the obstacles presented to
an effective monetary policy by our economic and pol;'icalenviron-
ment.

It would be unrealistic to hope that credit restraints will be greetedwith great popular enthusiasm in any future that need concern us.
However, something can surely be done to improve the political cli-mate for carrying out such a policy when economic conditions require
it. As we have noticed, there appears to be some basis in experience
for the criticism that at a time of general credit restraint the economic
opportunities of smaller businesses are restricted more severely than
the opportunities of large farms. To the extent that this problem
exists, we should deal with it by opening a safety door for small busi-
nesses, not by abandonin or weakening general credit controls. One
way of proceeding wouli be to enlarge' the operations of the Small
Business Administration when general credit restraints are being
exercised. Such a solution maybe very useful as a stopgap, but as
a permanent policy it is objectionable for two reasons. In the first
p lace, it is doubtful whether the public interest will be well served
by having the Government get deeper into the banking business.
Second, the activities of the Small Business Administration could
grow large and be pursued in a manner which seriously interfered
with the policies of the Federal Reserve System. I believe that a
more constructive way of attending to the difficulties of the small busi-
ness community at a time of generally tight credit would be to draw
on the powers and facilities of the Federal Reserve System itself.
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Thun, when the Federal Reserve authorities embark on a policy
of credit restraint, they might simultaneously take steps to prevent
undue restraint of small business enterprises. They could do this
under existing law in at least two ways. First, they could favor at
the discount window those banks which were attending with spe-
cial solicitude to the requirements of their smaller customers. Sec-
ond, they- could breathe life into section 13b of the Federal Reserve
Act, which has been allowed to become virtually dormant in recent
years. Under this section of the law, the Federal Reserve banks
have the power to extend credit directly to a sound business that is
unable to meet its needs through regular commercial channels. The
law limits loans to established businesses, to the provision of work-
ing capital, and to a period not. exceeding 5 years. It would be
desirable to lift these restrictions by an amendment. But even under
existing law, much could be. done at a time of credit stringency to
relieve the financial difficulties of small businesses. In view of their
intimate .contacts with local financial institutions the Federal Re-
serve Inks should be able to refer many of the loan applicants to
commercial banks or to development corporations that could ac-
commodate them in whole or in part. It seems unlikely that the
Fedenl Reserve banks would need to assume very many of the
loans themselves. To the extent that they did, they could intensify
somewhat their general controls so as to approximate the overall
restriction that they took as their practical goal. In this manner the
Federal ReserTe authorities would be attending constructively to
the special problems of the small business community and at the
same time helping to create a political environment that would be
more salutary for their operations.

The financial handicaps of the home-building industry at a time
of credit shortage reqmre a different attack. Here the difficulty
stems largely from the unrealistic maxima that are imposed by law
or regulation on the interest rates of governmentally underwritten
mortgages. There is no way of getting private capital to flow abun-
dantly into such mortgages when it can earn more in other invest-
ments. Efforts by the Congress to protect the ceilings on interest
rates by regulating discounts only aggravate the rob lem. Unhap-
pily there are political obstacles to a solution that fully respects
market forces, and governmental adjustments of interest rates are
apt to come much too slowly. However experience even in this
area indicates that progress is not impossible. What we need to do
is to practice greater foresight and to make a determined effort at
reform of our housing laws, so that artificial interest rates cease
working as a selective control to the disadvantage of the home-
building industry when credit conditions are tight. Unless such a
reform is carried out, there is always a danger that general credit
controls may be weakened by the political unrest that distraught
home builders can stir up when they find their markets slipping
while other industries are booming.

The political environment for flexible monetary policies might
also be improved by removing or lifting statutory ceilings on the
interest rates that can be paid by some of our local governments.
It would surely be desirable to develop ways of broadening the
market for the securities of local governments, particularly of the

MM1h__ __
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smaller municipalities and school districts, so that they may hav
better opportunities to borrow at reasonable interest rates. Some.
experimentation along these lines has been under way and needs
encouragement. One contribution that the Federal Government
miglt make is to revise the tax laws so as to permit investment com-
panies to pass on to their stockholders the tax-exempt status of the
income derived from local securities.

Another and more important problem that requires attention in the
interest of improving the political and administrative basis of Federal
Reserve policy is the large short-term debt of the Federal Govern-
meait. The Treasury's need to refinance substantial blocks of securi-
ties every few weeks or months unavoidably hampers the Federal
Reserve authorities in pursuing a firm and consistent policy. This
difficulty will remain serious until a substantial part of the Treasury's
short-term debt is funded. Whatever may be said in favor of a cycli-
cally flexible policy of debt management, it has not worked out well in
practice. If it has proved difficult to carry out funding operations in
a period of economic boom such as we have recently experienced, it is
practically sure to seem still harder to do this when the Nation's busi-
ness turns sluggish. Since the ideal time for funding, from a business
cycle standpoint, is likely to elude us in the future as it has in the past,
it may be best to revise our methods of managig the public debt and
to try out a policy of putting out small blocks of medium- or long-
term issues at fairly regular and frequent intervals.

If systematic eforts to soften the uneven impact of general credit
controls and to lengthen the outstanding maturities of our public
debt are attended by success, the Federal Reserve authorities will
gia greater sense of freedom in conducting the Nation's monetary
policies. There is a serious question, however, whether the economic
power of the Federal Reserve System-that is, its ability to restrain
the expansion of credit with reasonable promptness and yet without
shock--may not have been eroded in some degree by the narrowing of
the economic base on which its policies impinge. Our financial system
has become far more complex ian it was at the time Federal Reserve
Act was framed or during the 1920's. Commercial banks, which once
dominated the entire financial system, have shrunk in importance
We have today not one banking system but several, each subject to
different regulations, different taxes, and different modes of super-
vision. By controlling the reserves of commercial banks, the Federal
Reserve System can still exercise close control over the growth of
bank assets and of the money supply. But the Federal Reserve au-
thorities have little influence, at least in the short run, over the volume
of credit extended by other financial intermediaries or over the crea-
tion of money substitutes Indeed, there is reason to believe that these
activities may for a time be stimulated by a policy of general credit
restraint.

Various ways have been suggested of reconstructing our financial
machinery so as to enhance the effectiveness of monetary policy. One
suggestion is to require various financial intermediaries to hold re-
serves against their abilities on a basis similar to the requirements ita-
posed on commercial banks. Another suggestion is to free commercial
banks from some of the regulations that may have impeded their
growth-in particular, to restore their power to pay interest, if they
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so choose, on demand deposits. A third suggestion is to give the Pres-
ident or the Federal Reserve Board standby authority to regulate the
terms of consumer installment credit and perhaps also the terms of
conventional housing mortgages. It is interesting to speculate about
these and other possibilities; but it would clearly be undesirable to
tinker with the delicate machinery of finance on which the workings
of the entire economy so largelydepend, until a comprehensive study
of our financial system and of the basis of monetary policy has been
carried out by men of wide knowledge and experience. With all of
its shortcomings, the financial system that we have evolved is wonder-
fully efficient, and it would be unwise to change it in any important
respect until the implications of the proposed change have been thor-
oughly studied and are well understood. Since the Congress has
taken a negative attitude toward the proposal for a National Monetary
and Financial Commission, it is fortunate that a citizens' commission
is now being privately organized to assume responsibility for a thor-
ough and objective reexamination of our financial system and of our
tools of monetary policy.

IV
It is hardly necessary to argue further that our monetary and fiscal

policies both should and can become a more effective weapon against
inflationary pressures than they have been in the recent past. Just as
we have done better in combating inflation in the last few years than
in the early postwar period, so it seems reasonable to. expect that effort,
persistence, and imagination will bring more striking success in the
future. There is room for doubt, however, whether the threat of creep-
ing inflation can be adequately met within the framework of business-
cycle policy alone. The smaller the burden that is imposed by our
complex of laws and the course of events on flexible monetary and fiscal
policies, the better are the chances that they will approximate what we
expect of them. That is why I have put so much stress on the need for
a declaration by the Congress that it is the continuing policy of the
Federal Government to promote reasonable stability of the consumer
price level, as well as maximum employment, production, and incomes.
Such a declaration of policy may be expected to have an influence that
is incomparably greater than exhortation by high officials, for it would
put private groups as well as public officials on notice that the Govern-
ment is determined to find a way to reasonable stability of the price
level

We must not blink the fact that big corporations and big trade unions
have made a difference in the workings of our price system. The
rivalries of the business world are nowadays as keen or keener than
ever. Competition with respect to quality of products and the services
associated with them has increased. However, less stress is being
placed by many of our larger businesses on price competition. Mean-
while, the growth of nationwide trade unions has introduced elements
of monopoly in many of our labor markets. It has also fostered active
rivalry among trade union leaders in pressing for higher wages and
more liberal fringe benefits, often with little regard to what is happen-
ing to the Nation's overall industrial productivity. Employers, on
their part, have often been willing to concede what is demanded by
trade unions, partly because of a feeling of helplessness, partly because
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of the comforting thought that their competitors would have to foot
the same bill, an partly because they have reckoned that any increase
in labor costs per unit of output could be passed on to their customers.
These practices of trade unions and business managements are not
likely to bechanged quickly. We must, however, keep in mind that the
threat of creeping inflation is a long-range pIoblem, and that the best
solution-all factors considered-is likely to be one which evolves
with a minimum of social and economic disturbance.

Although I believe that inclusion of reasonable stability of the
price level among the objectives of the Employment Act would help
to reshape the wage policies of our trade unions and both the wage
and price policies of business firms, it would be desirable for the
Government to go further at this time. Business monopoly is
prohibited by law, and the enforcement of our antitrust laws has of
late been very vigorous. Trade unions, however, enjoy immunities
under the law that are denied other groups or individuals. Our
antitrust laws need strengthening in their application to the business
world, as the President and many leaders in the Congress have re-
peatedly pointed out. The least that we can do with regard to trade
unions is to subject their finances, as well as the election of their offi-
cials, to standards defined by law. Such legislation would of itself
have no effect on what happens at the bargaining table; but it should
help to remind the leaders of our trade unions that unless they prac-
tice greater restraint and foresight, the Government may need to take
drastic steps to curb their power to push up costs and prices.

It is not too much to hope that the suggested amendment of the
Employment Act, besides stimulating private groups to reexamine
their policies, would foster a reappraisal of tile effects of many of
our public policies on industrial productivity and competition. 'Our
tariffs import quotas, agricultural price supports, stockpiles, and
multiform subsi ies-all require a new look. So, too, do our policies
with regard to education, research, taxes, patents, and depreciation,
on which the Nation's productivity so largely depends in the long
run. And so do the featherbedding practices that are sanctioned -
labor agreements to the detriment of costs and productivity. NeeW-
less to say, reasonable stability of the consumer price level can never
be more than one objective of governmental policy among others.
Nothing can compare in importance with a strong national defense.
A high and expanding level of employment, a prosperous agriculture,
conservation of natural resources, the vitality of small businesses, ex-
panding tiomeownership, and decent neighborhoods for our chil-
dren-these also are central objectives of national policy. The pur-
suit of these and other objectives that Americans hold dear is bound
at times to release forces that tend to drive prices higher. But once
we make reasonable stability of the price level one of the key objec-
tives of the Nation's economic policy, and do this so plainly that
there can be no mistaking the fact, it seems likely that public officials
will become more enterprising in seeking ways and means of offsetting
or containing the price-raising forces that some governmental ol-
icies-whether with regard to agriculture, foreign trade, trade unions,
or other areas of national interest-unavoidably release.
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V

There are several reasons why a broad approach to the problem of
inflation, such as I have tried to suggest, carries a greater promise
of success than concentration on any particular tool of policy. One
is that none of our tools is as yet sufficiently dependable by itself.
Another is that there are always limits to the extent to which any
specific policy, whether it be credit restraint or anything elsecan be
wisely Pushed in practice. Furthermore, unless the goal of stabilizing
the price level is simultaneously pursued by our leading governmental
agencies, there is always the danger that one agency or another will
be left to carry the burden of resisting inflation while the rest take an
independent course, with the probable result that any inflation that
may be underway is intensified.

The basis for effective planning and coordination of the economic
policies of the Federal Government was laid by the Employment Act,
which established a Council of Economic Advisers within the Execu-
tive Office of the President. Two major defects that soon became evi-
dent in the Council's orations were corrected in 1953. The first
stemmed from the fact that under the law the three Council members
not only had identical intellectual responsibilities which is as it should
be, but also had identical administrative powers, which can lead to con-
fusion. This difficulty was eliminated by a reorganization plan which
delegated to the Chairman of the Council the responsibility for ad-
ministering its affairs and for reporting to the President on its work.
At the time of this reorganization, the President also established an
Advisory Board on Economic Growth and Stability under the chair-
manship of the Chairman of the Council. This Board was designed
to overcome another difficulty in the Council's operations-namely,
the want of regular governmental machinery whereby the economic
thinking and planning of the Council could be broughtcontinuously
to bear on the work of the executive departments and agencies or
whereby their economic plans could be brought continuously to bear
on the work of the Council. To advance further an informed and
systematic approach to governmental economic policies, the President
later assigned a large role to the Council in Cabinet discussions of eco-
nomic matters.

As a result of these devices, and other procedures that have de-
veloped from them, very considerable strides have been taken toward
the improvement of economic policymaking within the Government.
Both the means and the experience now exist for another major
advance in the machinery of formulating and integrating the eco-
nomic policies of our farflung government. This can be simply and
effectively accomplished by lengthening the arm of the Advisory
Board on Economic Growth and Stability. The Board now meets
weekly. It includes representatives, usually at the Under Secretary
level, of 6 Departments (State, Treasury, Commerce, Labor, Agri-
culture, and Health, Education, and Welfare) and 4 agencies (ed-
eral Reserve Board, Bureau of the Budget, Council of Economic Ad-
visers, and the White House Office). The Board might continue to
function as it now does, except that its deliberations would be prepara-tory to periodi-say, monthly or semimonthly-meetings at te high-

est level of our Government. These climatic meetings of the Board
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would be conducted with the President in the chair and with the heads
of the departments and agencies represented on the Board, as well as
their deputies, in full attendance. Through this simple transfor-
mation of a device of government that has already been tested and
found useful, a consultative body would come into existence which
would carry a weight in decisions on basic economic policies that
would be fully comparable to that of the National Security Council
in its sphere. Any such change in the status of the Advisory Board
lies entirely within the President's discretion. I need only ad that
if the President saw fit to elevate the role of this Board, none of the
responsibilities of the participating officials or agencies under existing
law would require modification.

The Secretary of the Treasury has recently announced that in-
formal meetings are to be held from time to time with the President,
which will bring together the Chairman of the Federal Reserve
Board, the Chairman of the Council of Economic Advisers, the special
assistant to the President concerned with economic matters, and the
Secretary of the Treasury. I hope that this development, which
rightly recognizes the importance of the Federal Reserve System in
the economic scheme of government, will soon lead to the larger and
more formal Board that I think is required to cope with our major
and changing economic problems. The Nation needs greater assur-
ance than it now has that our Government is equipped to deal on a
consistent basis with the threat of inflation. It likewise needs assur-
ance that the Government or one of its central organs will not become
so in the long-run problem of creeping inflation that anymmeate problem of recession is neglected. Needless to say, the
reconstruction of the Board of Economic Growth and Stability, along
the lines that I have sketched, will not of itself prevent mistakes in
economic policymaking. It will, however, provide a maximum of
opportunity for balanced judgment and it will facilitate the early
correction of governmental policies that are found wanting.

Reasonably full employment and a reasonably stable price level
are not incompatible. We have often come close to this ideal in the
past, and we have done so ain recently during the years from
1952 to 1955. The matters tat I have stressed in these pages-
explicit recognition of reasonable price stability among the oljec-
tives of the Employment Act, improvement in the practical work-
ings of monetary and fiscal policies, the reduction of monopolistic
practices, and better organization of economic policymaking-will
not be attained without great and continuing effort. But if I am
right in thinking that these measures will significantly improve our
chances of maintaining a reasonably stable consumer price level as
well as reasonably ful employment over a long span of years, the
effort is surely worth making.

NOTs-Copyrght Fordham University Pros.
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NATIONAL PLANNiNo AasocuroN,

Hon.H~n F. nwWaakington, D. G., April18, JX~8.Hion. HaUY F. B~ao

Chairman, Commnitee on Finance,
United State Senate, Waslington, D. C.

DEAR SENATOR BYRD: You asked me on February 17th to answer
a number of questions by April 1. This deadline was extended by
members of your staff and I am submitting to you my answers today.
I have answered most, but not all, of the questions and combined in
a few cases my answer to several questions. I hope that you find this
material of some value for your purpoem.

Cordially yours, GEAR C.

Enclosure.

ANswIm To QUESTIONS OF SENATE COMMITTEE ON FINANCE BY D.
GUARD CoOLX'

1. DEFINITION OF DEFLATION AND INFLATION

I prop to call deflation and inflation conditions of economic
disequillbrium in which there is a general contraction or expansion of
purchasing power. The contraction or expansion may originate in
one sector but thereafter spread to other sectors of the economy. This
implies a change in the supply of money and/or a change in the
velocity of circulation of money.

DEFLATION AND INFLATION NOT MERELY CHANGES IN RI1CR LEVEL

Deflation and inflation are most commonly defined as decreases or in-
creases in the general price level. Indeed deflation and inflation as
defined above are usually but not always associated with price de-
clines and price increases. The price changes per se, however, are not
the essence of the phenomena which I wouldcall deflation and inflation.
Price declines and price rises may take place for reasons which have
no relationship to deflation or inflation; and there can be deflation and
inflation without price changes. During the boom period 1926-29, for
example, consumer prices were falling whereas during the current
recession prices have been rising in spite of the economic slack. Then,
too, we have "suppressed" inflation when Government price controls
prevent a price rise in spite of the creation of excess purchasing
power (e. g. during World War II). We can also have deflation as
defined above whzen business price policy prevents or slows down price
declines in spite of a contraction in purchasing power.

I Chief economist, National Planning Assoiation.
The views expressed are those of the author and not necessarily those of the National

Planning Assoiation. Manuel Helmner hu anated me in the preparation o the answer
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Price changes which in the meaning of the proposed economic defini-
tion would not be inflation or deftion may be illustrated by the
following examples:

Assume a country had an excellent harvest; food supply increase
and food prices drop. The drop in food prices stimulates consulmtption
so that the market is cleared of the large harvest. Farmers sell and
consumers buy a larger quantity at lower prices. In this case, the
initial disequilibrium between supply and demand resulted from a

physical event rather than froin a monetary change. The drop in
fod prices helle to restore the equilibrium between supply and de-
mand. Even if the drop in food prices should cause a drop in the
general price level, I would not regard this situation as a case of
deflation.

The reverse would be true in case of a poor h%rvest and a consequent
price rise. If the price rise results directly in a curtailment of con-
sumption again no monetary injection of purchasing power is required
and the price rise serves as an equilbrating force. Farnes would sell
and consumers buy a lower quantity at higher prices. What we observe
is a remedial and not a pathological process.

Assume, however, that in the last example the price rise does not
result directly in a curtailment of consumption but that many income
receivers succeed in increasing their incomes. Then prices will rise
still further until the consumption of those income does not keep
up with rising prices is curtailed sufficiently to equate supply anddemand at thehigher price. This price spiral, however, would require

an injection of money or increased velocity of circulation of money to
finance transactions on a higher price and cost level. The inflation
process in this instance is pathological because the initial price rise
does not directly fulfill the remedial functions of equilibrating supply
and demand. (See also answer to question 16.)

In the modern economy severe demand inflation has been typically
the result of war finance. However, milder forms of demand inflation
can also be caused by large increases in investments or consumer spend-
ing. Conversely, deflation is typically caused by contracting Govern-
ment finance or a contraction in private credit-financed purchases. If,
for example, in case of & curtailment in Government activities (e. g.
curtailment in armament expenditures) the price of labor or steel, etc.,
would drop and stimulate the use of labor and steel in private use, the
price drop again would simply play an equilibrating role. If, how-

ever, these prices fail to drop or if the price drop fails to stimulate a
ompensating increase in the private use of these materials, the drop

in Government activities would result in unemployment and curtail-
ment in production; private incomes and private spending would
fall. Instead of a compensatory increase in private activities we ex-
p rence then a cumulative destruction of purchasing power-a process,
which we call demand deflation.

It is an important fact that in the modem economy the price elastic.
ity of demand for basic factors of production is relatively low. De-
mand for many basic industrial commodities does not respond readily
or significantly to moderate changes in price (within the lmits of sub-
stitution). For this reason fluctuations often occur in employment and
production rather than in prices in response to changes in demand.

'A
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To summarized deflation and inflation are processes which involve
either the excessive destruction or excessive ' creation of purchasing
power. They are process which result fromt the failure to restore
equilibrium through the direct. working of the price mechanism.
Therefore, they ar patholoy'ea processes. As deflation and inflation
are not just decreases or increases in the price level, it is not paradoxical
if it is observed that at times we have had inflation without price rim
and deflation without price declines or even with creeping price rises.

DEMAND INFLATION AND COST INFLATION

With respect to inflation a distinction has recently been made be-
tween a demand-pull inflation and a cost-push inflation. Although
this distinction has often been presented in considerable oversimpli-
fication, there is a good deal of validity in it and it has important
consequences for policy measures.

Inflation always involves cumulative processes which require the
injection of additional purchasing power (additional money created
by credit or an increase in the velocity of circulation). The infla-
tionary process however may originate either through excessive de-
mands being generated by government, business, or consumers, or
through increases in the price of materials or labor. Both types of
inflation are typically intertwined. If inflation is sparked by exces-
sive demand, increases in the prices of labor and material will rise
and lift the whole income and cost structure of the economy. If the
primary increase should take place in the prices of labor and material,
the injection of additional credit would be needed to make transactions
at the higherr cost level possible.

The term "cost push" inflation has often been interpreted as sug-
gesting that price rises typically originate in excessive wage increases
(that is, in excess of productivity gains). This is, however, not the
only possibility. It may be that some business finm are able to charge
higher prices in spite of slack demand and that wage increases merely
keep up with the price rise. Gardiner Means speaks of this situation as
"administered" inflation-that is inflation resulting from "admin-
istered" price or wage determination. I fear, however, that some
people will think that an "administered" inflation is an inflation
brought about by action of the Government administration, which
would be a compete misunderstanding. Also the term "excess capac-
ity" inflation has been proposed in order to indicate that this kind of
inflation may occur even when there is no excess demand. The dis-
advantage of this term is that we may have the same causal factors at
work even when there is no excess capacity in which case both types
of inflation processes--cost and demand pressures-may be operative
at the same time.

The relationship between demand and cost inflation may extend
over a period of time. Assume a demand inflation results in high

prices in period "t." Assume further that in period "t2" excess
demand has disappeared. However, in some industries increases in
wage rates to compensate for the price rise will take place only in
this period "t2." This increase in wage rates in some industries starts
a wave of wage-rate increases not directly related to demand infla-
tion. Thus, the aftermath of demand inflation may become the begin.

*,Dieedve" Is meant In relation to the potential production.
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ning of a cost inflation. The "inflation" of the year 1957 may show
some similarity with the "t2" period of our example. This example
demonstrate that it is not meaningful to ask whether wage increases
or price rimse are responsible for inflation. They are interlocked.

People trained in classical economic theory may deny that a cost
or excess capacity inflation is possible. For them it is difficult to
understand why prices should be raised except in response to an in-
creae in demand. Even a monopolist who presumably ways charges
what "the traffic will bear" cannot expect to gain by a price rie except
when consumers are willing to pay more for the same quantity of
products. The theory of "administered" prices is based on the belief
hat the producers for a variety of reasons normally do not charge the

very maximum price which the traffic will bear. Therefore, they have
a margin for price rise which they can use at a time which appears
opportune to them. A producer may have been satisfied with a price
well below the "peril point" of substitution as long as profits made
possible a satisfactory level of dividend distribution and adequate
internal accrual of funds for replacement, modernization, and exlpa.-
sion of plant and equipment. If, however, gross profits become umt-
isfactory because of a rise in costs (e. g., wage rates) or a contraction
of sales, the producer may be inclined to puil his prices more nearly
to the limit of what the traffic will bear. A rise in wage rates and
prices in industries in such a situation may be advantageous from the
aspect of that particular group of producers, but it may be undesir-
able from the aspect of the economy as a whole. This may hel)
explain why prices do not drop so readily in a period of recession.

DEMAND AND 006?8T DFTION
Is thee a condition of cost deflation corresponding to the condition

of cost inflation which we have discussed above! We could imagine,
for example, a situation in which demand is adequate or even excessive
but in which because of technological advances there is some unem-

loyment and a downward pressure on wages rates If the reduction
nwage rates merely stimulates a more laor intensive type of pro.

duction it would be of the remedial nature which we would not call
deflation. More likely, the wage reduction may become general thereby
resulting in more and quickei curtailment of mass purclsing power
than is added to mass purchasing power by the hiring stimulated
through the wage reduction. In this case a generm deflation may
ensure, originating by reduction in the price of one cost factor, namely,
labor.

2. POLICIES TO AVOID INFLATION AND DEFLATION

A. Poli Ms to avoid in/a* ion
(a) Demamd inlation.-In ca of demand inflation there are log-

ically two remedies, namely, either to step up supplies or to curtail
demand. Obviously the positive measure of promoting an increasein production has advantages over the restrictive policies of curbing
demand. An economy usually has some production reserves whicfi
can be mobilized. However, such measures as working overtime,
offering full time or part-time jobe to the retired (e. g., bY modifica-
tion of provisions in the social -security laws), facilitating work of

578



FINANCIAL CONDITION OF TH9 UNITED STATES 579
women and similar measures not only add to ttal production but
also add to incomes and consumer demand. Thus only a fraction of
the increase in total production can actually be regarded as an anti-
inflationary measure. Also a lowering of import duties would increase
the supply of goods and would serve as an antiinflationary nature.

In appraising the contribution which increasing supply can make
to remedy a situation of excessive demand, it is important not only to
evaluate the conditions of supply and demand as they exist at the
moment but to protect them over the period of time during which
countermeasures could become effective. One should not forget in
such appraisals that we are living in an economy in which potential
production is increasing year after year by 3 to 4 percent or about
$115 billion. Of course, the other side of the coin should not be for.
gotten either; namely, that, if production increases bT, these amounts,
the income and demand of the producers will also rise.

In case of excessive demand it will first have to be examined what
kind of demand has been increased and may be regarded as the cause
of inflation. If it is, for example, a demand for gre.Aer national secu-
rity, it may be assumed that the increase is taking place for com-
pelling reasons of foreign r)icy. Then increases in other demand
categories (e. g., other Government programs, business investment,
conswner demand) may have to be limited or resource utilization may
have to be expanded. If the increase in demand is of a nature of lesser
national urgency (e. g., speculative demand for consumers or business
as in the period of scare buying ini the second half of 1950), then it
would be most desirable to cur that particular kind of demand by
countermeasures.

Policies available for curtailing demand include credit policy. tax
policy sometimes persuasion, and, in extreme situations, direct
controls.

The anti-inflationary policies to be recommended will depend in each
case on the reason for the creation of excess demand. A war, or a
business investment bmom, or a consumer buying spree call for very
different policies. These policies will inclu& different combinations
and doses of the same inedients mentioned above. There is general
agreement on the ingredients but room for controversy about the com-
binations to be used'in each situation.

(b) Not in$afion.-In contrast to the case of demand inflation
there is disagreemnt as (a whether or not there exists such a phe-
nomenon as cost inflation und if it exists how it can be avoided or
counteracted.

The orthodox view is that if cost inflation exists it does not re-
quire any other countermeasures than the old-fashioned demand in-
flation. As pointed out in respnse to question 1, cost inflation requires
an injection of money in order to become effective. Representatives
of the orthodox view, therefore, conclude that to avoid cost inflation
the creation of the credit needed to finance transactions at the higher
cost level should be prevented. There is some logic to this aLment.
If in the light of cot and price rism credit expansion is denied by the
monetary authorities, then business activity will contract and if the
policy is pursued drastically enough prices will eventually come down.
We Vt a relatively mild dose of that medicine in 1957. It contributed
to the recession but not enough to bring prices down. A restrictive
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credit policy which is an appropriate policy in case of demand in-
flation can effectively counteract a cost inflation only if it is drastic
enough to cause a severe recession. However, the use of that policy
in such a situation is not compatible with a policy designed to pro-
mote "maximum employment and production?' We must, therefore,
seek other more suitable policy devices to restrain cost inflation.

The various economic reports of the President and many other
policy statements have employed persuasion; they have appealed to
business and labor to refrain from wage and price increases which
would force the price level up. Persuasion can be effective if it is
backed up by a strong public opinion. It has not been, however, ef-
fective or not effective enough in the present instance. Many pro-
posals have been made for Government measures which would help
to restrain excessive price and wage increases. None of these pro-
posals, however, has found serious legislative consideration.

I do not pretend to know the answer to this problem. In spite of
all the research done on prices, wages, and productivity in relation to
the general price level and the level of employment, production, and
economic growth, more facts and a better understanding of these facts
are needed as guide for policy decisions. Nevertheless, better facts
will often be forthcomin only when some operational use requires
that they be developed. Therefore, it would appear desirable that on
an experimental basis procedures should be evaluated and initiated for
implementing the price stabilization. objective of the Employment Act.
The following two interrelated proposals may deserve consideration:

1. There should be an annual conference in which representa-
tives of business and labor, with the aid of research economists
discuss general lines of such price and wage policy which would
give support to high and rising employment and production with-
out causing inflation or deflation. Statements which could be
formulatedregarding a desirable general price and wage policy
would be used as guidance for price and wpge determination in
individual industries. Regardless of whether or not agreement
on price and wage policies can be reached between business and
labor, the results of such a discussion should be informative for
public opinion and actually may lead at least to a clearer under-
standing of the areas of disagreement. A better informed public
opinion in itself will exert a restraining influence on price and
wage policy. Actually both business and labor, for a variety of
reasons cannot disregard for long the judgment of public opinion.

2. Consideration should be given to the creation of a special
Government commisison on prices and wage policy. The follow-
ing specific proposal is meant only as an illustration of the kind of
procedure which might be considered.

The commission would be authorized to undertake an examination
of a select number of industries in which producers would be obliged
to inform the commission of contemplated price increases and new
collective bargaining agreements a short period before they become
effective. The designation of those major industries would be made
by the President in consultation with the Council of Economic Advis-
ers and other Government officials. The commission in studying the
proposed changes in prices or wage rates (and related benefits) would
report the results of its factual investigation to the President. The

8
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Council of Economic Advisers would then review these reports for the
President who would be authorized to suspend the effective date of the
change in prices and wages for a specified period of time (e. g., 60
days if such changes were deemed to be contrary to the public inter-

est. During this time the previous prices and wages would continue.
After the end of the period the producers have the right to proceed
with the price or wage change if no modification has been worked out

in the meantime. A proedure similar to this is already in operation

as regards the activities of the NLRB in the matter of iabor-inanage-
ment disputes. Adoption of this relatively mild procedure might

have a wholesome effect because it will put the parties on notice that

the Government is seriously concerned with the task of price stabili-

zation. This might greatly increase the chances of a success in a
voluntary effort.
B. Policies to avoid deflation

The policies designed to avoid deflation are to a large extent simply
the reverse of the policies designed to combat inflation, particularly
demand inflation. In discussing present policies in response to a

later question I will deal with policies to avoid demand deflation.
Here I will add only a brief comment on cost deflation.

Why should a cost deflation be avoidedI According to classical
economic thinking nothing can be wrong if costs and then also prices
drop. Classical economics regards a drop in costs and prices merely
as a remedial process. If unemployment is prevalent, wage rates and

prices drop and real purchasing power will rise,; demand, production,
and employment will increase as a result. In reality it is more likely
that a general curtailment of wage rates will result in a drop of

incomes in excess of the rise in real purchasing power which would
follow from the drop in prices. This would lead to a further curtail-
ment of employment. A general drop in prices to the extent that it

would follow from a curtailment of wage rates may even have a de-
pressing effect because it vould discourage inventory holding. There-
fore, a general cost and price deflation would not be desirable.

A reduction in prices of specific products may be bneficial and re-
sult in increasing sales of these commodities. is, however, differs
from a cost and price decline spreading through the economy as a
whole.

A SPECIAL NOTE ON A LEGISLATIVE PROPOSAL

As this question specifically calls for suggestions about legislative
proposals, I would like to add a comment on the roposed amendment
to the Employment Act which would specifically identify price sta-

bilization as an objective of equal importance as "maximum employ-
ment and production". In my opinion no such amendment is needed.
The Employment Act specifica ly calls for "maximum purchasing
power" which implies price stabilization and has been interpreted this

way from 1947 to 1958. This interpretation is reflected in the Pres-

ident's Economic Report and in statements by the Joint Economic
Committee during the whole period. Price stabilization considera-
tions have at times received even more attention in these reports than

employment and production problems.
The amendment would not only be unnecessary; it would, moreover,

be undesirable. It would suggest a change in the legislative mandate,
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and might be interpreted as saying that, from now on, the high-en-ploment objective should be pursued only to the extent that it is com-patible with the objectives of price stabilization. People who believethat prices can be stabilized only if there is some substantial perma-nent unemployment may claim that the amendment sanctions theirview. While this is probably not the intent of those who propose theamendment, it wouldbe open to this kind of interpretation.What is needed, in my view, is not a new declaration of the objec-tive of price stabilization, but a legislative backing of an effort bybusiness and labor to effectuate price stabilization. A proposal to-ward that end has been made above.
3. MONETARY-CONTROL POLICIES OF THE FEDERAL RESERVE

SYSTEM, 1942 TO 1957
Mon etary policies in peacetime have the objective-(a) of supplying the economy with the money needed for sus-tained economic growth;

(b) of helping to channel credit in such a manner that variousprivate and ublic sectors of the economy grow in balanced pro-portion, ardthat speculative excesses are prevented, as far as
possible-(c) of contributing to a price policy which supports economicgrowth and maintains the purchasing power of the dollar;(d) of cooperating with the Treasury in the management ofthe public debt.

In emergency periods, the objective of aiding in financing Govern-ment operations (e.g., for war) may become so dominant that mone-tary policies must be used to restrict growth in other public andprivate sectors of the economy. Demand for other than war pur-was restrict by direct controls and prices were kept withinlimitsby price controls. This was the situation from 1942 to 1946,when the problem of financing the war had higher priority than pre-ventig current or future price inflation.In thie early postwar period, backlog demand of business, consumers,State and local government, and foreigners was so large that no par-ticular stimulus for economic growth was needed. The main objectivesof monetary policy in that situation were limiting the pressures forinflation arising from excessive demand and cooperating in the Gov-ernment's debt management. With regard to the latter objective,the wartime policy of ancing the Government's debt at low interestrates was the main policy objective until the so-called Federal Reserve-
Treasury accord of March 1951.With the end of World War II, the problem facing monetarypolicymakers was: Is it preferable to give first priority to higherinterest rates as an anti-ififlationary restrictive credit policy or to apolicy of holding down the interest rate on Government securities inorder to prevent a sharp rise in interest charges on the public debt?The decision to maintain Government long-term interest rates at alow level was based, in large measure, on the ground that a restrictivemonetary policy could have made only a relatively small contributionto price stabilization, but would have cost a great deal in terms ofmuch hi her interest charges on the Government's war debt. Thispolicy of pegging the price of long-term Government securities was
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continued from 1946 to the beginning of 1951. While the policy did
prevent a substantial rise in budget expenditures for interest charges,
it also had the effect of paralyzing monetary policy as an anti-inflation
device.

Other considerations, probably, contributed to the continuation of
that policy as well. The experiences of the great depression had some-
what diminished the belief in the importance of credit policy as an
effective economic stabilization policy device. Also, some economists
believed that the early postwar inflation was only a short-run phe-
nomenon and that low interest rates would be needed in the long run
as a stimulus to development. Therefore, it was regarded unwise
to permit a steep rise in long-term interest rates if there soon would
be a need to lower them again. Finally Government security hold-
ings constituted such a large segment of the asset holdings of most
financial institutions that a steep rise in interest rates and, hene a
steep drop in Government security prices would have had serious
implications for the financial soundness of these institutions.

In retrospect, some of these arguments still appear justified; others
were exaggerated.

For reasons which were not foreseeable at the end of World War 11,
the period of dominant inflationary pressure lasted longer than was
anticipated. As a result, it was unwise to cripple monetary policy
by the rigid pegging policy. It probably remains true, however, that
in these first postwar years a truly restrictive credit policy would
have forced up interest rates and budget charges on the national debt
so much that the cost for a limited gain in price stability would have
been very high. This evaluation takes into account that at war's
end the banks were so liquid (holdings of short-term securities) that
none of the conventional credit policies really could have prevented a
considerable postwar inflation.

The Council of Economic Advisers in 1951 suggested, in an answer
to a questionnaire from the Joint Committee on the Economic Report,
that, in lieu of a pegged market, a "stable" market which permits
some fluctuations would have been preferable. (See Joint Committee
on the Economic Report: Monetary Policy and the Management of the
Public Debtpt. 2, p. 882 ff.) It would certainly have been undesirable
to continue the rigid policy indefinitely. Basically, I believe that the
policy adopted under the March 1951 accord of Treasury and Federal
Reserve was an improvement compared with the previous policy of
rigid "pegging."

There were times during the period from 1951 to 1957 when the low-
interest-rate principle of the previous period was substituted by a bias
in favor of high interest rates. A restrictive credit policy probably
contributed to the recession of 1953, when a sharp curtailment in
defense expenditures should have called for simultaneous policies
stimulating expansion in other Government and nongovernment
outlays. Such a policy of credit ease was adopted only after the reces-
sion had actually developed. The switch, however, may have been
too drastic as an inflationary boom followed in 1955 and 1956. The
monetary authorities applied the credit brakes again, but probably
did not take them off prohlptly enough when indications appeared
early in 1957 that economic -xpansion was falling short of the growth
potential and .that a downturn in business investments was in the
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making. Credit restrictions were actually relaxed early in 1958 when
the recession was well underway and business in general no longer
responded well to ample credit at easier terms. (This should not
suggest thaL the credit policy of 1958 was without effect-it probably
had an effect on such areas as housing and local-government under-
takings.)

4 FACTORS CONTRIBUTING TO THE DECLINE IN THE VALUE OF THE
DOLLAR (CONSUMER PRICE INDEX FROM AUGUST 195 TO SEP-
TEMBER 1957)

This was a period during which production capacity was gradually
rising and no indications of an excess demand existed. Therefore, this
period cannot be characterized as a period of demand inflation.

I would mention the following factors which may have contributed
to the price rise:

L There was some demand inflation in the years 1955-56, due
to the high and rising rate of business investment (general price
indexes did not fully reflect this inflation because of the simul-
taneous decline in farm prices). Demand inflation, as was pointed
out in response to question 1, affects the cost structure in some
instances quickly, in other instances with considerable delay (e. g.,
in the wages of some industries, in the rates of regulated public
utilities). These rising costs, which originated in the inflation
of 1955 and 1956, exerted an influence on prices in 1957 even
though the conditions of demand inflation had actually disap-
peared. One might say that the aftereffects of the demand infla-
tion of one period contributed to a cost inflation in the following
period.

2. The wage-rate increases in 1957 exceeded productivity gains.
In part, they were designed to compensate for price rises of the
past; in part, they led to price rises in 1958 or were taken by
business as an occasion to increase prices.

This, I would explain the price rise of 1957, in part, as a delayed
aftermath of the preceding demand inflation; in part, as a cost inflation
resulting from the rise in administered prices and increase in wage
rates in excess of productivity gains.

RELATIVE IMPORTANCE OF-
1. PRICE STABILITY
2. STABILITY OF PRODUCTION, DEMAND, AND EMPLOYMENT
8. ECONOMIC GROWTH IN PRODUCTION, DEMAND, AND EM-

PLOYMENT

1. Economic growth is, in my opinion, the most comprehensive eco-
nomic objective. In an economy with a rising labor force and rising
output per man-hour, the basic choice is between an increase in pro-
duction and an increase in leisure. Under present national and inter-
national conditions, it seems to me that increased leisure has lower
priority than increased production. This does not exclude some short-
ening in the workweek, particularly through longer paid vacations,
opportunities for advanced training, and similar arrangements.

2. Stability of production demand, and employment is desirable to
the extent that growth should not be accomplished by fits and starts
but, as far as possible, by sustained expansion. Nevertheless, in an
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economy of substantial growth, certain sectors will at times grow faster
than other sectors. Also, some sectors of the economy may actually
be contracting while others are expanding. Such fluctuations have to
be accepted. Widespread and prolonged contractions (recessions or
depressions) or excessively rapid expansion (inflation) are undesirable.
Thus, for example, when business investments slow down or decline,
public investments should be accelerated or consumption promoted, if
economic growth is to be maintained.

3. Price stability is desirable because a general downward movement
in prices usually has a depressing effect and hinders economic growth.
A general increase in prices leas to a change in the distribution of
income-to the detriment of receivers of relatively fixed incomes (e. q.
pension receivers). Also, a substantial general increase in prices, If
continued over a period of time, leads to speculative movements and
malallocation of resources. Therefore, price stability may be regarded
as a corollary objective of economic growth, if understood as balanced
economic growth, which means growth in proper proportion to the
various elements of growth.

6b. TRENDS SINCE WORLD WAR II IN RELATION TO THESE THREE
OBJECTIVES

At the end of World War II, most economists expected a period of
postwar inflation (substantial backlog demand financed by ample funds
before civilian production could get back in full swing) followed, pos-
sibly, by the threat of another depression. This appraisal of the eco-
nomic outlook-which assumed an expected lasting demobilization of
the Armed Forces-formed the background for the consideration of
the full-employment bill of 1945. Broadly speaking, this concern with

& inflation and depression still dominated economic thinking until the
outbreak of the Korean war.

During the period 1947 to 1952, the executive branch of the Govern-
ment, under the leadership of the Council of Economic Advisers, while
primarily concerned with anti-inflation programs, nevertheless, pre-
pared plans for antirecession programs, should their use become
necessary.

Beginning with the year 1951, it seems to me, the emphasis of eco.
nomic policy shifted from economic fluctuations to economic growth.
There was a growing realization that the United States probably
would need to support large national security projects for a long time.
During the preceding years many nondefense programs (e. g. school
and hospital construction, development of natural resources) were held
down on the ground that we could catch up with those programs as
soon as the period of the postwar inflation was over. Wit e advent
of hostilities in Korea it became clear that these nondefense programs
could not possibly be postponed until some other demand pressures
had subsided. The need to proceed on the most urgent nondefense
programs had become pressing even while national security programs
were still high and possibly rising. As a result, greater emphasis
came to be placed on the increase m total production, and there was
less concern with the threat of depression.

Some economists have gone so far as to express their belief that all
emphasis should be on economic growth that we need no longer be
concerned with serious instability in production and employment, and
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that some continued rise of prices had to be accepted as an unavoid-
able consequence of economic growth.

The economic policy of the administration in 1957 and 1958 has
given at least equal consideration to the concern for current and future
increases in prices as to the concern for current recession and unem-
ployment. Monetary policy has been eased only reluctantly and
piecemeal; expenditure programs even for such high priority objec-
tives as national defense and education have been increased only within
narrow limits, and tax reduction has been postponed.

It is difficult to judge whether the antirecession program up to now
has been limited primarily because the economic advisers expect an
early upturn in business conditions or because they fear that any
larger size program, while halting and reversing the recession, may
brig us back into inflation. It can only be guessed that a combination
of these two factors explains the limited character of the current anti-
recession program. So long as prices are rising, Government de-
cisionmakers may feel that no broad policy of credit or fiscal expansion
is called for; if prices move sidewise, a policy of waiting and caution
might be adopted. Thus, the fear of inflation may have led to a re-
luctancy to pursue a policy designed first to prevent, and then to stop,
the recession, and to promote the resumption of economic growth.

If the threat of rising prices is fought exclusively with a restrictive
credit and fiscal policy, then we cannot be certain that we can achieve
the objective of sustained economic growth. The specific proposal for
price and wage policies submitted in response to question 2 is intended
to bring together and to reconcile at the same time the objectives of
economic growth and price stability. It is my conviction that one of
the most important tasks of economic policy is to devise methods by
which the objectives mentioned in this question can be reconciled.

7. THE EFFECT ON THE ECONOMY OF CURRENT FEDERAL, STATE, AND
LOCAL GOVERNMENT SPENDING

In 1957, total expenditures of Governments in the United States
amounted to $114.1 billion, or about 26 percent of all production of
goods and services (GNP). Of this, $86.6 billion, or 20 percent of
GNP, was spent directly by the Governments for goods and services;
$27.5 billion, or 6 percent of GNP, were transfer, interest, and subsidy
payments to individuals and business, and reflected in their spending
for goods and services. The size of Government has been rising both
in absolute and relative terms as the following table shows.
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Gopvr~u! ! ,tent mpsudura, OuoaI years 199-7
(Billions ol dollars excpt where rated as peromt]

1939 1 l50 19 lOB?

Expeditures of-
FedeMl Goverment ......................................... 7.8 886 77 75.4

For goods and srvre .................................. & I I 5 50.5For tranean, etr ........................................ 2.7 16.6 1&2 24.0
State and local government .................................. .6 2L 6 27.1 87

For goods and eries ................................... & 2 19.9 K 9 86.0Fo tr nsers, etc ......................................... 1.4 2.7 22 2.7
Government total for goods and services:

In billions of dollars ................................ 13.3 42.0 s 4 88In percent of gross national product ................ 15 15 23 2
Government total for transfers, etc.:

In billions of dollars ................................ 2 19.2 17.5 27.5In percent of omr national product ................ 5 7 5 6Gros national product .......................................... 01.1 25. I & 2 4344

NoTi.-Detalls may not add to totals due to rounding.Source: Economic Report of the Preddent, January 1958 Survey of Current Business, July 1967. Surveyof Current Bunes, 1954 National Income Supplement.

This ver large and rising amount of Government spending is of
great significance for the current economic development. This is one
of the several factors which makes a downward spiraling depression
of the 1930-33 variety very unlikely.

The large military demand, on the other hand, absorbs about 10
percent of the gross national product which otherwise could be devoted
to productive purposes. Not only is manpower in the most productive
age groups being taken out of the productive process, but especially a
large number of scientists and engineers are allocating their energies
to the defense effort.

The effect of this absorption should, however, not be examrated.
Total production in the United States is so enormous anhas in-
creased so much over the years that the rise in Government expendi-
tures (e. g. compared with 1939) has taken place at the same time as
consumer expenditures and business investments have increased. A
significant restriction in expenditure programs, however, has taken
place with respect to nondefense Government expenditures for such
purposes as schools, hospitals, resource development, urban redevelop-
ment, and so forth. These programs, too, have risen in dollar terms,
but not in proportion to total production and certainly not in rela-
tion to the needs of a rising population.

It might well be that the coming phase of development will see
both an absolute and a percentage rise of these nondefense programs.
If, however a very substantial increase in national security expendi-
tures shoulA become necessary, some of the improvements in these
nondefense programs may have to be postponed in spite of their
great need and urgency.

& THE EFFECT ON THE ECONOMY OF CURRENT FEDERAL, STATE,
AND LOCAL TAXATION

The aggregate tax burden in the United States-Federal, State,
and local -is heavy, amounting to approximately 25 percent of na-
tional income in 1957 in contrast with 11 percent in 1929 and 17
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percent in 1939. Taxes affect the economy in two basically different
ways. First, taxes affect the flow of funds. If used for financing
the purchase of goods and services for public purposes, taxes transfer
funds from the private to the public sector of the economy. Thus, an
increase in taxes, as a general rule, reduces the share of private con-
sumption or investment in the economy as a whole. (Whether the
share of consumption or investment is reduced depends on the kind
and incidence of the specific taxes.) If, however, the Government
spends tax funds for making transfer payments (e. g. benefits to
veterans), no reduction in aggregate private spending takes place but
rather a shift in spending power from taxpayers to benefit receivers.
These examples are concerned with the effects of taxes on the flow of
funds and on spending throughout the economy.

Second, taxes have an effect on the attitudes and the economic
behavior of people. Taxes influence incentives and thus affect the
decisions of individuals and corporations. To appraise the effect of
taxes on incentives and economic decisions is much more difficult than
to estimate the effect of taxes on the flow of funds. Looking at the
last decade, there is little evidence that the tax burden has had a
generally harmful effect on work incentives. In spite of a few exam-
ples of film stars who were not interested in making more than a few
pictures or of some participants in prize contests who because of tax
considerations were satisfied to stop playing the game short of the
final payoff, there is no evidence that individual income tax rates, in
general, have discouraged productive efforts. Nor is there rividence
that the high corporate tax rates have significantly reduced the will-
ingness of corporations or curtailed the availability of funds to invest
in new plant and equipment particularly for the larger corporation.
Rather, part of the corporate taxes have more than likely entered
the cost and price structure with the possible result that profits after
taxes are not much lower than they would be with lower corporate
taxes.

Nevertheless, individual tax rates, particularly in the upper income
brackets are so heavy that tax provisions become an important in-
fluence in making decisions.. Taxpayers in the higher income brackets
try to arrange their investments in such a mannar that part of their
income is received in the form of tax-exempt income (State and local
securities) or in form of income subject to lower tax rates (e. g., long-
term capital gains).

Businessmen are conscious of the fact that outlays for research and
development may be treated aw business expenses and need not be
treated as capital outlays. This fact has encouraged many firms to
spend more on research and development programs than they would
do without that tax incentive. Other influences of the tax system
on business management have induced less constructive results, such
as the incentive of profitable corporations to acquire deficit corpora-
tions. In some instances, such tax provisions have been the motiva-
tion for increasing business mergers.

The tax system as a whole has probably not impeded but more likely
has added incentives for economic growth. In other respects tax-
benefit considerations were decisive enough to lead to less desirable
results. However, the latter, in general, have not been of overwhelm-
tng importance. (For a discussion of Federal, State, and local tax
relationships,.see answer to question 10b).

dw
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9. FISCAL POLICY AND MoNErA1Y AND CREDIT POLICY
It is generally recognized that a budget surplus tends to have a

deflationary effect and a budget deficit an inflationary effect. Never-
theless, three qualifications to that simple statement are needed.

1. An appraisal of the economic impact of the Government's budget
should include not only the expenditures and taxes incorporated in
what has been called the administrative budget but also those in the
consolidated cash budget. The latter includes such items as the
benefit payments and tax receipts of the social-security trust accounts
and the income and expenditures transactions of other trust funds.
Also, a praising the effect of Government policy there should be
considered the effects of debt guaranties, insurance, and other pro-
grams which are reflected in private credit transactions but are, in
part, actually attributable to measures of public policy.

2. A budget deficit or surplus which results from a change in eco-
nomic conditions (i. e., the automatic increase in taxes resulting from
an increase in production and incomes, or the automatic decline in
taxes resulting from a drop in production and incomes) does not have
the same economic effect as a budget deficit which results from a
deliberate increase in expenditures or a deliberate cut in tax rate
The former may help to mitigate an inflationary or deflationary move-
ment; the latter, however, would be more effective in reversing such
movements.

3. The inflationary or deflationary effect of a budget deficit or sur-
plus respectively also depends on the debt management and monetary
policy which are used. A budget deficit financed by the issue of sav-
ings bonds, for example, has a less inflationary effect than if financed
by the issue of short-term bills placed with the banking system, par-
ticularly if the central bank provides the member banks at the same
time with additional reserves so that they can buy the bills without
reducing their liquidity. Conversely, a budget surplus has a limited
deflationary effect if used for redemption of bonds in the hands of
investors who are likely to use the funds immediately for other in-
vestments (e. g. mortgages). A budget surplus if used for the re-
demption of bank-held debts, exerts its strongest deflationary influ-
ence if the central bank at the same time increases reserve requirements
so that the redemption does not increase the liquidity of the banks.
This example demonstrates that fiscal and credit policies are most
effective as devices to combat inflation or deflation if they are used
in combination.

Fiscal policy and monetary and credit policy are devices of the same
character insofar as both may effect the flow of funds and private

pending. Nevertheless, in some situations the predominant use of
the one or the other device is more effective.

In a situation of demand inflation (see answer to qeustion 1) a
-restrictive credit policy may be effective in curtailing demand for
investments, particularly in housing and local government outlays.
As far as business is concerned, however, the effect is uneven because
smaller businesses which depend more on credit are affected more
severely than the larger firms which usually finance a sizable portion
of their investments out of their own internal funds. In answer to
question 2, it was pointed out that neither fiscal nor credit measures
are effective policy devices for countering a cost inflation.

25420-8--pt. 5-
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A policy of credit relaxation is particularly effective when private
demand begins to slacken but before a general economic downturn has
set in. However, once a recession is underway the easy money policywill have an effect only in specific cases-business investments and
consumer purchases in general are heavily influenced by market ex-pectations and employment prospects rather than by the availability
or terms of financing. Therefore, in a recessionary period. greater
reliance should be placed on fiscal measures, specifically on an increase
in expenditure programs and/or a reduction in tax rates. Neverthe-
less, fiscal antirecession measures can be most effective if supported
by an appropriate monetary policy.

10b. ADEQUACY OR INADEQUACY OF TH8 UNITED STATES FISCAL
SYSTEM

If we look at current trends in Federal, State, and local government
taxation in contrast to trends in Federal, State, and local expenditures
a serious problem becomes apparent.

The Federal Government larizely relies upon the most productive
kinds of taxes, particularly the individual and corporate income taxeswhich have a tendency to increase at least in proportion to the increase
in total production and income. State and local governments finance
the largest portion of their expenditures by sales, real estate, and
other property taxes, which are regressive in character and respondto rising production, and incomes, in general, only with a time lag.
Greater reliance by State and local governments on income taxes is
limited because if significant State or local differences in tax rates
occur, taxpayers may choose residences where taxes are lower.

If we assume that expenditures for national security need not be in-
creased substantially during the next decade, we can expect that the
greatest future growth in Government activities will be in those func-
tions (particularly education, health, development of water resources,
urban redevelopment) which traditionally have been State and local
responsibilities. Under the existing fiscal system two alternatives
would be readily available, namely either an increase in State and local
taxes, or Federal grants-in-aid on a much enlarged basis. Neither of
these alternatives appears very desirable. An increase in the State
and local sales and property taxes with a relative decline in the impor-
tance of Federal income taxes would make the tax system as a whole
more regressive. A larger use of the grants-in-aid program for
specified purposes would mnignify the problems of establishing and
enforcing standards of performance. It would appear desirable toexplore other possibilities, such as a Federal income tax with shares
going to the States. Also the question of borrowing by State and local
governments needs reexamination. Such borrowing is at present
heavily subsidized by the Federal Government through the tax ex-
emption of interest on State and local bonds. Much can be said in
favor of Federal support for State and local borrowing, but the tax-
exemption provision may be questioned as the best way ofdoing it. Itis my impression that recent committees set up to examine the Feral,
State, local fiscal system of the United States have made significant
contributions to our knowledge of the basic facts, but have not come
to grips with some of the immediate problems which are likely to
attain dimensions in the future.
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11. INFLATION, FULL EMPLOYMENT, AND UNEMPLOYMENT

As discussed in response to question 1, rising prices and unemploy-
ment can at times exist side by side. Such a price rise however, is not
likely to be of the character which we calle demand inflation.

The price rise in 1957 may in part be explained as a delayed actionarising from the inflationary situation of the years 1955 and 1956. A
demand inflation in an earlier period sets in motion forces whichamay
make for a cost inflation in a subsequent period.

I do not agree with those who suggest that we should accept a grad-
ual inflationary trend as desirable (or necessary) to achieve and main-
tain full employment goals.

A small continuing price rise if accepted as a part of general eco-
nomic policy may easily develop into a larger price rise. A continuinglarger price rise is undesirable both on economic and social grounds.
This should not lead to the conclusion, however, that in order to avoid
a future price rise the Government should not pursue a vigorous
policy designed to halt and reverse the recession and to promote bal-
anced economic growth. The objectives of promoting balanced eco-
nomic growth and price stability come into conflict only if rising
prices, originating on the cost side of production, are combated by a
restrictive credit and fiscal policy. One of the most important eco-
nomic tasks before the country is to initiate private and public policies
which are designed to limit price fluctuations without interfering with,
but rather support, policies designed to promote economic growth.

13 AND 17. CAUSES OF TIlE RECESSION, AND TIlE ANTI-RECE88ION PROGRAM

CAUSES OF TH PSE RECESSION

1. The present recession is primarily the result of an increase in pro-
ductive capacity which exceeled the increase in active demand in
recent years. During most of the last decade, but particularly in the
years 1955 and 1956, very large increases in productive capacity took
place. At the same time price rises limited the increase in active de-
mand. This discrepancy laid the ground for a decline in business
investments which is characteristic of the present recession.

2. In addition to this basic cause, there '-ere a number of contribut-
ing factors, such as the curtailment in defense contracts in the second
part of the calendar year 1957; the decline in exports due to dollar
shortages in foreign countries; the continuation of a restrictive credit
policy through most of 1957 even though excess capacity began to
make itself felt earlier in that year.

3. Furthermore, there were secondary factors aggravating the re-
cession. Once sales did not rise, business began to cut back inven-
tories; consumers became concerned with the job outlook and became
more reluctant to buy durable goods, particularly on installment.
Also, the expectation of a price decline probably induced some con-
sumers to postpone purchases. In recent month, the recession has
been reflected in a decline in personal increases (not fully offset by
rising transfer payments), which had a depressing effect in addition
to the psychological effects.

0-
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TISE PRESENT OUTIOK (IE(IINNINO AIMRIL 195L) AND TIlE NU) FOR AN
EXLAIUED I'IWIRAM

Several of the factors matking for tile rem sion have in recent
nmontls been reversed, particularly tine cutback inl defense contracts
and the restrictive credit policy. The reversal of credit policy coining
at a time when tile recession wins well under winy, hans conttribtte tolower interest rates and has facilitatedl Governient finance opera-
tions but ias not res cited in any significant increase in business bor-
owing. Credit policy Ineasures create a potential Supply of credit

but in tnenselves do not assure that business will actual use tine
additional credit made available. The decline in manufacturers' in-ventories is still continuing although at a reduced rate. In relation
to the current rate of sales, inventories are not, low, in spite of tine
reduction which has taken place. All in ill, tine intae of the decline
in economic activities appears to have slowed down hut indications
of tin upturn and a resunption of economic expaiion art, not yet
assured.

Do tie ineasunres adopted by the governmentt or most likely to beadopted in tine next. few weeks promise to bring about. such an up-
turnt These nieasures include a moderate inceniase in defense work,
the step-tip in the highway prograin, the facilitation of housing creditand, the supplenents to unemnploymnent. insurance benefits. These
measures may bring about an increase in Goverminent expenditures
of about $3 billion in tile fiscal year 1959 and, in addition, may in-
crease private residential housing outlays by about. $1 to $1.5 billion.It seems reasonable to expect that these mensunr will suffice to bring
the downswing to a halt. There is a real question, however, as to
whether or not these lneasures will be adequate to turn tine tide and to
restore a satisfactory rate of economic growth.

Federal Governnent tax revenues could fall $5 billion short of thefiscal 1959 budget (of January 1958), assuming that the economy will
continue through the fiscal year 1959 at. the eve of production of
the first quarter of the year 1958. Thus a deficit of about $8 billion
could be expected for the 1959 fiscal year.

A deficit which is largely the result of shrinking revenue is only of
limited effectiveness as an antirecession force. BroadlT sPeaking, it
helps to mitigate a downswing but does not assure the initiation of tileupswing. The increase in defense work, in road buildin and resi-
dential cost nation, however, should make for some additional ac-
tivity. We do not know to what extent this increase in Government
expemnditure programs is likely to stimulate private activities (i. e.
consumption and business investments). Nor are we assured that
this additional activity will do more than check a further decline.
Thus, under the programs as they are now fornnlated there is a dis-
tinct possibility, if not probability, that with some ips and downs theeconomy may move sidewise at tie present relatively low level for
some time to cone.

In stch a situation tho.s responsible for tile govennent's economic
policy must decide whether it is more pndent to nin the risk of doing
too much or the risk of doing too little. If we do too much we
might have to adopt anti-inflationary measures at a future time. If
-wee do too little we are wasting productive resources through idleness
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and we are bearing a heavy cost in human fnistrations, lost, oppor-
tunities, and damage to our international good will and prestige.

It has been suggested tlat a holder antirecession program wouldbe fiscally irresponsible if undertaken in the face of an exllcted largebudget deficit. A large r.ctmmiotn deficit niiust indehd be expected forthe next fisal year and Ixxsibly for several years if effective anti.rgcxssion iteasires are not adopted. At the present time, the choice
is not between budget deficits and a balantced budget but betweena recession deficit. anid an anlt irec.sion deficit. An increase in expen-dituires in excess of those now .-lopted and a reduction in taxation amlikely to increase economic activities and thereby lead to increasing
tax yields. nietm effects of an antirecession program will developover tune. With a greatly enlarged antirece-ssion j)rogrant the deficitin the next fiscal year may be 2ionewhat larger than it would be other-wise. Over 2 or :i years. however, the aggregate deficit and tie in-crease in tle national debt resulting front a prolonged recession islikely to be substantially larger than the deficit. and the increase inthe national debt resulting front an antirecession irogratn. (If ithld prograni had been adopted, say, in .lanuarv 1958, a deficit. for
the fiscal year 19.59 might piosibly have beein avoided altogether.)

A budget deficit and raise in the national debt resulting from a re-cesion is a liability with no as.,zts to show on the other side of theledger. An antircession deficit creates very important asets-rc-duced frust rat ion front unemployment, mu 4 needed schools, hos-
)itals, and raids, consumer welfare, added capacity to Ioduce, andt greatly enhanced international posit ion.

E.LEMENTs IN AN EXI.,WIR.D ATRTECESSIN I'I VtoRM

Propx)sals have been made for expaltding a number of expenditureProgratns which ne(d to be exl)anded anyway. Besides the field ofnational security, there are programs in the ed of education, includ-ing school construction, school equipment, and higher salaries in orderto attract a higher quality teacling staff. Larger progranis are alsoneeded in health, conservation and develoivnent ef water returces,and urban redeveloptnent. in ituost of these fields arrangements mustbe worked out with the Slate and local governments. These programscal be fully justified on their own merit as well as on the ground of)roinotin# sustained econoinic growth. But even with prompt legis-ative initatton it will take some time before these l)rogratus call
make a substantial contribution.

Tax reduction as an antirecession device can take effect more quickly.The exact aniount of needed tax reduction, however, should dependon the increase in exp)en~itures which appear likely during the nextfew fisel years. Tax reductions which (a) add to consumers' dis-posable income and (b) support price reduce tions will exert an inuedi-ate impact. A reduction in the personal income tax, with ellphasison taxpayers in the lower income brackets is particularly effective forincrease ng consumer nucome anti encouraging consumer expenditures.
From the ipint of view of both the immediate impact and the longerrun strengthening of the tax system. consideration should be givento the proposal for splitting the present first $2,000 income tax bracketand lowering the tax rate of the first $1,000 taxable income. A reduc-tion from the present 20 percent to 16 percent on the first $1,000 tax-
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able income, for example, would reduce tax revenues by about $2.8
billion (although part of the reduction may be offset by rising tax
yields as production and incomes increase). While this tax reduction
would emphasize reduction in lower bracket incomes, nevertheless,
60 percent of the benefit from the rate changes would accrue to tax-
payers with more than $5,000 incomes. An increase in exemptions
by $100 would have a similar impact on the economy. However, the
latter measure would take about 4 million taxpayers off the tax rolls.
In the present international situation of uncertainty, much can be
said in favor of leaving the tax base as broad as possible.

The elimination of some excise taxes could be recommended as a
tax measure which would facilitate price reduction and thereby stimu-
late private consumption. Consideration should be given to a reduc-
tion in excise taxes amounting to perhaps between $2Y and $4
billion. The National Planning Association has specifically recom-
mended elimination of excises on transportation and communications
and on a variety of miscellaneous products, excluding taxes on alcoho
and tobacco, a few regulatory excise taxes, and excluding those tax
sources which are largely allocated to the highway trust fund. The
National Planning Association's proposal to eliminate these miscel-
laneous excise taxes would cause a loss in revenue of about $4.5 bil-
lion-again not counting the offset in other revenues which would fol-
low from an increase in sales of these commodities. (A copy of the
NPA statements on Cost of Unemployment and Priorities in Tax
Reduction as an Anti-Recession Measure is attached.)

In summary, brief comments should be made regarding what fiscal
measures can and cannot achieve. As was pointed out above, the basic
cause of the recession probably lies in the fact that the increase in

roductive capacity has temporarily exceeded the increase in active
demand. This explains primarily the downswing in business invest-
ments in plant and equipment and the depressed conditions in the tool
and machine industries. Other contributing factors are the low level
of activity in the automobile and certain export industries.

In general antirecession measures cannot be pinpointed so as to di-
rectly lift activities in industries particularly hit by the recession.
Some speedup in placement of orders for automotive equipment by
Government agencies or for school buses could be initiated as has al-
ready been done with military vehicles. But these can only be minor
aspects of an antirecession program. The objective of an antirecession
program for the general economy is to lift the level of activities in a
widely dispersed number of industries and services and thereby make
the solution of the particular problems of specific industries more
feasible. No fiscal policy can (or should) immunize a specific industry
from the effects of a miscalculation. Fiscal measures can stimulate
private business investments by promoting a growing demand in the
economy in general and thereby restore the markets which will again
make investment in plant and equipment promising. Private busi-
ness investments can be stimulated by such measures as corporate tax
reduction only if the prospect for expanding markets make business
expansion attractive. For this reason, the fiscal measures which have
been recommended are suitable primarily for counteracting the second-
ary effects of the recession; namely, the general decline in consumer
buying and business confidence. They cannot (and should not) re-
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lieve business management of the job of making adjustments in their
investments, production, and pricing policies.

16 ESCAL&TOR PROVISIONS IN WAGE AND OTHERR CONTRACTS

Escalator clauses provide for an adjustment of wage rates or otherayments usually in response to changes in the consumer price indexometimes they are related to productivity increases. Some contractsprovide for an annual increase in wage rates so that labor shares inthe benefit derived from technological and managerial advances. Pro-ductivity-related wage increases are meant to result in higher realwages, as distinct from. increases which merely offset price increases.In the face of rising prices, however, productivity increases which donot provide for wage adjustments based on price increases would not
accomplish their purpose.

Productivity increases have much to recommend them as a featurein wage contracts. They provide an element of flexibility for agree-ments extending over a number of years they permit managementto do a better long-range planning job ;and they function as a spur toinduce constant improvements, This assumes, however, that the auto-matic productivity- *increases are of a realistic magnitude and not ofa magnitude which the firm can only pay by raising the prices for itsproduct. To the extent that automatic productivity increases inwage contracts are desirable the use of the escalator clause is probably
unavoidable.

There is still another argument against a wholesale condemnationof escalator clauses. Business management can protect their firms(and management incomes to a considerable extent) by their pricingpolicies. Private investors, particularly in the high income brackets,can obtain some measure of protection against price rises by investingin selected securities. In this situation it would be difficult to main-tain that labor groups should not seek protection against price rises ifthe arein a position legally to do so.
nd yet, wth these arguments in mind. a realistic approach to theproblem would also examine what the consequences of widespreadescalation are for economic and fiscal policy.

Widespread escalation may weaken the resistance to price inflationon the part of those who are protected by escalation; and at the same.time it deprives price inflation of the function which it used to havein emergency periods (particularly during wars). A price rise result-ing from an extraordinary increase in some demand factor (e. g., asresult of a large Government war program) has the function or cur-tailing some types of demand and of helping to restore equilibriumbetween demand and supply at a somewhat higher price level. Ifthe demand of some part of the population is protected against theeffect of the price rie through automatic wage increases, a greaterprice rise wil ensue and will hit with enlarged impact upon thosereceivers of relatively fixed incomes who do not enjoy any protection
against the price rime.

In a situation.of demand inflation, therefore, it is preferable bothfrom an economic and a social aspect to curtail demand by tax andother financial measures where the impact at least in a broad way canbe distributed in a manner compatible with social justice, rather than

595



FINANCIAL CONDITION OF THE UNITED STATES

to rely on the price spiral which results in the least justifiable distri-
bution of the burden. The existence of escalator clauses is a strong
argument for all unprotected groups of the population to demand the
use of tax and other financial measures for curtailing demand, when
necessary.

In this connection, it is an oversimplification to talk about the inter-
est of labor in contrast to the interests of fixed income receivers. In
this respect labor is not a unified group. Only some unions will tuc-
ceed in obtaining escalator provisions and even where they are ob-
tained they may not all be uniform and usually become effective only
with a considerable timelag. A majority of labor is more likely hurt
by price rises and have an interest in an economic and fiscal policy
designed to keep price changes within narrow limits. Thus, in sum-
mary in our economic and social system there seems to be no justifica-
tion or preventing one group-namely, labor-from seeking protec-
tion against price rises. However, the spreading of escalator clauses
makes general price changes as an equilibrating force less effective and
therefore strengthens the reasons for pursuing a general policy of
price stablization.
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UmvEarrr OF CALFRxNIA,
DFPARTFNT OF EOoNOMIJc

Mrs. EumzvArH B. SPwanoEI,,
Chief Clrk, Senate Committee on Finance,

Wa~in~onD.C.
DEAR MADAM: Please find enclosed my response to the questions

sent me on February 17.
Very truly yours,

Howzm S. EiuS.
RFPsoxsEs To Tnz QunsioNs OF TUz SENATE CoMxrrrzz ON FINANCE

(SENAToR Hamy F. Bw, CAIRAN) ar HowARD S. Es, Pao-
FssoR OF EcoNoMcs, UNwvEsIrry OF CALmORNIA, BERNZr, Ca.
1. I would define inflation as a general rise in prices, and deflation

as a general fall of prices.
2. I do not believe that the economy of the United States couldcompletely avoid inflation and deflation except by so much directcontrol as to jeopardize the free-enterprise system. Economic prog-

ress in a free-enterprise system engenders waves, and we must accept
some fluctuations up and down as the price of progress and freedom.But we need to accept neither chronic inflation nor chronic under-
employment, nor do we need to experience disastrous periods of boom
and bust as the price of progress and freedom. It is my conviction
that, for the most part, excessive fluctuations and undesirable secular
developments in prices and employment can be avoided by wise and
vigorous use of fiscal and monetary controls.

For the effective use of fiscal and monetary controls, we need twochanges in our laws and practices. The fir t is the ending of thevirtual exemption of labor unions from antitrust laws. (See answers
to questions 9 10,11, and 15). The second is the establishment of somesort of coordinating authority or council to secure unified policyamong the Federal Reserve, Treasury, and the various Federal lend-ing or credit-guaranteeing agencies. A mild measure, which would
be enough if all goes welt, would be a sort of interdepartmental ad-visory committee in the field of domestic finance, somewhat after thepattern of the National Advisory Council in the international finance
field. I would be in favor of trying this measure before resorting tosuggestions which have been made for a supreme monetary authorit
We can probably make do with existing institutions with a littlemore attention to coordinating Federal lending and credit-guaran-
teeing activities with Federal Reserve policy. The Federal Reserveand Treasury seem to have established a practical modus vivendisince the accord of March 1951. The moral responsibility of securing
effective general coordination lies, in the last analysis, with the administration. But a special coordinating committee or council would,
probably, be useful.
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8. Prior to the accord of March 1951, the Federal Reserve System
was too much dominated by the objective of maintaining the prices
of Government securities to be able to exercise effective monetary
control. Of course, during the war years, monetary control was (and
probably had to be) superseded by direct controls, such as price ceil-
:ings, rationing, and production priorities. The war was too little
financed by taxation, and part of the postwar inflation could scarcely
have been avoided in view of the large increase in demand deposits and
currency already produced by wartime deficits in the budget. But in
the potwar period the inflation was intensified unnecessarily by un-
junstified fears of higher interest rates and of a freer market for
Government securities. Federal Reserve support of Government
security prices unnecessarily expanded the credit base through open-
market purchases and the creation of commercial-bank reserves.
Prior to the accord, the Federal Reserve had taken some steps toward
restoring monetary control, but they were much too mild.

Since the accord of March 1951, Federal Reserve policy has on the
whole, been very ably and correctly conducted. Itihas been flexible
and, until recently, rewarded with a fairly high degree of stability of
prices, production, and employment. In retrospect, monetary policy
should have been somewhat more restrictive during 1955, 1956, and
the first half of 1957, but there were other factors in the inflation of
those years, and Federal Reserve policy was not seriously lax.

4. The factors contributing to the rise of prices from August 1956
through September 1957 were partly monetary and partly non-
monetary.

On the monetary side was the extensive expansion of loans by com-
mercial banks. The course of these funds was the sale of securities
by banks to private persons and nonfinancial firms, and, more ulti-
mately, the high liquidity of these persons and firms which was a
leftover from wartime money creation and the postwar years. Loans
expanded while demand deposits scarcely increased. Thus, in one
sense, the Federal Reserve could say that there had been no increase
of money. But the sale of securities.by the banks and the making of
loans transferred deposits from the idle or relatively inactive to the
quite active cate o and Velocity (as measured by debits to account)
rose substantial y from 1955 to mid-1957. Federal Reserve policy
should have been still more restrictive in order to offset the increase
of velocity.

On the other hand, fiscal policy-in the form of a higher budgetary
surplus--should also have been stiffer during these months.

Another factor, perhaps secoiid to none other, was the wage increases
which, fairly clearly during 1955, 1956, and 1957, exceeded increases
of productivity and, hence, were inflationary.

5. Although there are other aspects of debt management, the two
most important are (1) the height and structure of interest rates and
(2) the division of debt into short term and long term. The higher
are the coupon rates on Government securities, the more attractive
they are to lenders in comparison with corporate securities, mortgages,
and other forms of lending. Thus, higher interest rates are a brake on
inflation by restricting private investment. Mortgage and other types
of long-term borrowing, particularly speculative and consumer bor-
rowing, are less sensitive. Higher coupon rates also have a tendency
to restrict consumption, but this is a milder influence.
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Short-dated securities, being highly liquid from the angle of theowner, do not inhibit spending as much as longer matuHties. Inthe situation in which short-term rates are lower than long-term rates

(and this is normal), there is a correct proportion of short-term
(cheap) and long-term (expensive) debt to achieve the needed degreeof restraint upon investmen consumption, and inflation. Interest
is the necessary cost of limiting the potential inflationary influence
of public liquidity resulting from holdings of Government securities.
The public must be ruaded to continue to hold the securities.

6 (a). All three of'the objectives are important for the economicpolicy of the United States- all three have, in my judgment, quite
correctly, been so designated in the Employment Act of 1946.If we were talking of the objectives of monetary policy, it would
suffice to mention the first two objectives only. And, indeed, for
monetary policy, I would make rice stability the primary objectiveStability in production is chiefly obtained by monetary policy
means of its contribution to price stability. And the primary and,
perhaps, exclusive contribution which monetary policy can make to
economic growth is the securing of price and output stability. This
combination is the best setting for avoiding speculative wastes andthe wastes of idle plant and manpower. Monetary policy does not-
and should not-include the direct control of the use of capital, and,
therefore, if monetary policy makes a contribution to progressm it
does so by affording an auspicious setting for the efficient operation
of the price system and private enterprise.

6 (b). The United States economy has fared well, with respect to
all these objectives, since World War II, when compared to mostcountries. Its least impressive record has been made with respect to
price stability. Our largest amount of inflation came between 1945
and 1948, chiefly in consequence of wartime finance. But the record
of 1955-57 was not good. (Please see answer 4.)

7. I have no criticism of the general character or present level of
Government spending. If unemployment increases much over its
present level, Government spending should be increased.

8. In view of present levels of unemployment, I would favor re-
ductions in Federal income taxes, of rapidly increasing magnitude,
if unemployment shows a tendency to increase&

9. Under fiscal policy, I would include the magnitude and specific
composition of revenue and expenditures, the way deficits are fi-nanced (by borrowing or by money issue), and the way surpluses are
used, and the management of the public debt. Under monetary pol-icy, I would include all measures directed toward controlling the
amount of money in the economy. It is obvious that monetary and
fiscal policies overlap i my definitions and in fact.

To control inflation Government receipts should be increased and
expenditures decreased; taxes which discourage expenditure, partic-
ularly consumption expenditure, should be increased; coupon rates
on Government securities should be raised; short-term debt should be
funded into long-term debt; and the lending and debt-guaranteeing
activities of the Federal lending agencies should be curtailed.

To control inflation through monetary channels, the Federal Re-
serve should raise its rate of discount increase reserve requirements
for the commercial banks, and sell securities on the open market.

I.-
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Through the combined effects of fiscal and monetary policies it
should be possible to control effectively the volume of demand deposits
and currency in circulation. It is not possible for fiscal and monetary
measures to control the velocity of circulation of money, since tills
is determined by private spending decisions. But if the volume of
money is stabilized, this will operate powerfully toward stabilizing
private spending decisions and hence velocity and prices.

10 (a). Except for inflation induced by monopoly pricing (see
question 11), the monetary system of the United States seems to me
generally adequate to cope with inflation, if properly supported by
appropriate fisal measures. Nevertheless the monetary system would
be strengthened by the founding of a coordinating council to assure
that Treasury, Federal Reserve, and Federal lending agency policies
are mutually consistent. A recent study of the National Bureau of
Economic Research has found that the magnitude of Federal agency
loans and loan guarantee approaches the magnitude of compensatory
budget changes, and that, over the two decades since the lending
agencies came into prominence in the thirties, the size of these loans
and guaranties has as frequently changed in a direction opposed to
Federal Reserve policy as conformably to it.1 Thus the coordination
of all Federal monetary activities is a matter of first rate importance.

Two other reforms are long overdue, though the Federal Reserve
and the commercial banking system have been able to function despite
these shortcomings. One major reform would be the requirement
that all commercial banks, whether or not they are member banks
of the Federal Reserve System, should be subject to the reserve re-
quirements of the Federal Reserve. Another reform is an over-
hauling and simplification of the reserve requirements. Differential
requirements as among central reserve, reserve city, and country banks
are no longer significant; other improvements are probably needed.
Detailed reforms can be worked out in consultation with officers of
the Federal Reserve. These two reforms would tighten up the opera-
tion of the monetary system and afforded a more equitable distribution
of the financial burden of maintaining reserves.

10 (b). I shall not attempt an answer to this question since I do
not consider myself a qualified expert in public finance.

11 (a). In my judgment, the main explanation of the existence
of this paradoxical phenomenon is monopoly wages and monopoly
profits. Monetary policy and fiscal policy may somewhat restrain
the inflationary force of monopoly but in the final analysis is incapable
of dealing with it. In my own judgment, wage advances secured by
monopoly labor organizations in excess of increases of productivity
chiefly account for the inflation of the years 1955-57. But it is also
true that monopoly profits are a fertile background for wage demands,
since employers can yield and still retain adequate profits. Thus, in-
dustrial monopoly also contributes to inflation. The inflation problem
will not ultimately be licked unless public policy can cope with
monopoly restriction of entry and of output by both labor and in-
dustry.

11 (b). No only is a gradual inflationary trend neither necessary
nor desirable in the attempt to achieve full employment; it is a serious

I3. Saulnler, Harold 0. Hallcrow, and Nell H. Jacoby, Federal Lending: Its Growth
and Impact, National Bureau of Economie Resareh. New York 1957.
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obstacle to achieving it. Any such policy, as soon as it was reallythought to be settle policy, would result in inflation which would bemuch more than gradual. Rational action will discount the futureinflation into the present and cause (as it has in South American Re-publics practicing chronic inflation) a rapid acceleration of the proc-ess. This inevitably leads to speculative excesses, misdirected pro-duction, pathological boom conditions, and the inevitable aftermath
of recession and unemployment.

12. In general, if either private or public debt does not grow morerapidly than gross national product it does not seem dangerous to thestability or vitality of the economy. However, there are particularcategories of private debt which can be dangerous. I refer to install-ment credit, the growth of which, I believe, has been excessive, andwhich helps to account for overexpansion in the automobile and someother consumer durable industries in 1956 and 1957. Also this exces-sive volume of installment debt now overhangs the consumer marketsand will have to be worked down before there can be a revival of con-
sumer demand.

13. This, of course, is a question of anyone's judgment. In my own,tax reduction should begin if unemployment exceeds 4 or 4.5 millionand public works should be considerably increased at the level of 6
or 7 million.

14. Negligibly. Budgetary deficits since World War II have notbeen sufficient to account for inflation.
15. "lease see my urswer to question 11.16. No. In general, they exacerbate the problem.17. The causes of the present recession are partly monetary (pleasesee questions 10 and 11) and partly nonmonetary. On the side of realfactors there has been the growth of capacity and output in consumerdurables, including automobiles, at a somewhat too rapid rate priorto mid-1957. The same may have been true of residential construc-tion. A contributing cause to the downturn was the reduction of de-fense orders in the middle of last year. I agree with what is a rathergeneral view that we reached the end in 1957 of a long-term invest-ment boom, and that it may take longr than in 1953-54 to overcomemaladjustments and oversupplie As for remedies, I have already

repied in previous answers.

I.
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NATIONALASSOCITION OF MUTUAL SAVINGs BANKS,
Neto York, N. Y., Marck 31,1968.

The Honorable HxAny F. BYre
Carmtan, Commntee on Fina .,

UnitedStates Senate, Waskington, D. 0.
DzA SzNAToR Bin: In reply to your letter of February 17, at-

tached are my views on the 17 questions that you have posed. You willnote the views expressed are the author's and do not represent, neces-sarily, those of the National Association of Mutual Savings Banks or
the Association's individual members.

If I can be of further help to you, please let me know.
Sincerely yours,

GRovER W. ENSLy,
Ath nEecutive Vice Pre.ident.Attachment.

RrnzsTo QUsTooNs oF T SENATz FRNANc CoxmHIrE By GRovzR
W. ENSLEY, EXRcuTvE VICE P ENT, NATIONAL ASSOCIATION Or
MUTUAL SAvINGs BANKS, NEw YoR 17, N. V
1. Give a definition, in your own words,, of deflation and inflation.
Inflation means a general increase in prices of goods and services,while deflation means general decrease in prices. This definition isbroad in scope; in practice, the terms are often confined to substantial

and persistent trends, and the definition also takes no account of theintecedent forces at work. Nevertheless, the definition of inflation anddeflation is a good deal easier than their measurement. Which pricemovements should be measured I Our economic history is replete with
instances in which consumer prices moved at different rates and,indeed, ppite directions from wholesale prices. In the postwar
period, an index which attempts to measure the price movements of allgoods and services produced, i. e., the gross national product, implicit
price deflators, has risen every year without exception. During the
same period, however, the Consumer Price Index rose nine times, fellonce, and remained virtually unchanged twice. The Wholesale Price
Index rose in 7 years, fell in 3 years, and remained substantially stablein 2 years. Measurement of general price movements, i. e. inflation
and deflation, is also complicated by the fact that the specific articles
the prices of which are included in the indexes, do not remain un-changed from year to year. Automobiles are a frequently cited illus-tration. While the price indexes attempt to make adjustments for
changes in the product, there, nevertheless, remains considerable un-certainty about the significance of price measurements where product
changes are frequent and significant.

2.Explain how you believe the economy of the United States canbest avoid either inflation or deflation. If you think present laws
$The views expressed are the authoruand do not necessarily represent thoae of the

National Associaton of Mutual Savings Banks or the usoclatlon's Individual members.
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should be changed or new laws are required, then make specific sug-
gestions.

In general, the control of inflation or deflation depends primarily on
the proper exercise of public policies, particularly monetary and fiscal
policies. Those invested with responsibility for formulating and
executing public policies must be alert to changing economic condi-
tions and adjust policies in line with such changes rather than merely
on the basis of some arbitrary rules. Thus, during a period of eco-
nomic expansion, fiscal, and monetary restraints should be applied with
such vigor as may be needed to keep the expansion of total spending
in line with the increasing availabity of g and services. This
very well may require keeping taxes at rates high enough to provide
substantial budget surpluses and restraints on expansion of the supply
of money and credit. By the same token, in a period of recession it
well may be necessary to increase the availability of credit at reduced
rates of interest and to reduce tax rates and, therefore, tax revenues
relative to Government spending. If the objective is to moderate fluc-
tuations in the rates at which the economy's productive capacity is used
and in the general price level, Government surpluses and deficits well
maybe required. They should not be eschewed on the basis of false
and inappropriate analogies to private households or businesses.

On the whole, therefore, avoiding inflation or deflation depends on
the alertness and responsiveness of public policies. This does not
mean that such policies must be changed in response to every minor
change in economic conditions. Flexibility in public policies should
provide for some tolerance of minor fluctuations, up and down, in
unemployment and prices.

The argument has been offered with increasing frequency in the
past few years that general fiscal and monetary controls are inadequate
to prevent inflation because of the control which some business and
labor groups can exert over- prices and wages even in the face of
changing demand conditions. There is little evidence as yet to sup-
port the contention that such power, in fact, exists or is exercised
effectively. If this contention can be supported, however, antitrust
policy should be carefully reappraised to determine how this power can
be eliminated or reduced Wvithout sacrificing basic institutions of a free,
private-enterprise economy.

3. Comment generally on the monetary-control policies of the Fed-
eral Reserve System as exercised within the following years: 1942 to
1957. (You may wish to divide the period into two parts, 1942-50,
prior to the accord, and 1951-57.)

Prior to the March 1951 "accord," Federal Reserve monetary and
credit policies were based partly on fear that removal of the peg of
Federal bond prices might have serious economic consequences and
partly on accommodating Treasury debt management. As a result,
monetary-control policies were of limited usefulness as instruments for
economic and price-level stabilization. For example, during the high-
employmentpostwar years prior to 1951, fiscal policy efforts to restrain
total demand to noninflationary levels could have been expected to
result in increasing liquidity pressures and a rising interest-rate struc-
ture. Efforts by the Federal Reserve to prevent any significant in-
crease in Treasury financing costs, however, necessarily involved mak-
ing additional reserves and funds available in the money market for
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support of Treasury bond prices. The desired pressure on credit
availability and costs to restrain total expenditures to noninflationary
levels, therefore, was weakened rather than enhanced by the Federal
Reserve's credit policies.

Following the "accord," the Federal Rese-rve System exercised con-
siderably greater freedom to adjust its policies to meet economic sta-
bilization requirements. Through its self-imposed strictures to con-
duct open-market operations solely in Treasury bills, its limited use
of its power over reserve requirements, and its extensive use of redis-
count-rate changes, the Federal Reserve has sought to restrict its
discretionary authority over the money supply to relatively modest
changes at the margin, i. e., "to lean against the wind." Some experts
in monetary policy believe that the monetary authorities have, on
the whole, been too cautious, too much inclined to defer action until
its need has been clearly established. Others, particularly those who
feel that monetary policy ought to play a relatively minor role, at
best, secondary to fiscal policy, in economic stabilization believe that
the Federal Reserve has been excessively restrictive in its general
policy position and, on the whole, unduly concerned with the prospects
of inflation.

4. Beginning in August 1956, there was an increase in the Consumer
Price Index each month through September 1957, thereby causing a
decline in the value of the dollar. What factors contributed most
to this decline in the value of the dollar I

The statement that the decline in the value of the dollar between
August 1956 and September 1957 was caused by the continuous increase
in the Consumer Price Index should be qualified along the lines sug-
gested in response to question No. 1, above. Considerable reservations
attach to measuring the value of our money in terms merely of con-
sumer prices. While, admittedly, this is the relevant index from the
consumer s viewpoint, it is not necessarily so relevant from the point
of view of the producer. As noted above, divergence in the movement
of various indexes is not an extraordinary phenomenon in our economy.
Rising capital-goods prices or rising industrial raw-material prices
well may bespeak inflation, from a number of relevant viewpoints, even
if the Consumer Price Index is at the same time stable or even falling.

In very general terms, the rise in consumer prices in August 1956-
September 1957 (and in subsequent months, as a matter of fact) may
be attributed to the fact that, at the close of 1955, the economy was
operating at, or very nearly at, full capacity. Further expansion of
production to meet additional demands of business, Government, and
consumers necessarily was limited by increases in productive capacity.
Preventing a rise in prices of a wide range of goods and services,
therefore, required limitations on the expansion of total spending.

Moreover, the rapid rate of expansion of economic activity in 1955
had inevitably resulted in bottlenecks in several important lines, in
the sense that quick and substantial increases in the resources required
to meet anticipated demands could come only by bidding them away
from other uses. Rising costs of resources would show up in rising
prices of final products, unless total demand were limited sufficiently
to mitigate the incentives for bidding up resource prices and, therefore,
production costs. In retrospect, therefore, it appears that a somewhat
larger increase in tax revenues relative to Government expenditures

25420-8--pt. 5-7
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and/or somewhat greater restraint on the expansion of credit would
have been advisable in 1955 and early 1956.

5. What effect does the management of the current public debt have
upon the national credit structure and the economy of the United
States

I infer this question refers to management of the debt now in exist-
ence, rather than to Imlicies detennining levels of expenditures and
receipts which will affect the amount of debt. In this context, debt
management is concerned primarily with problems of maturity and
yields of Federal obligations. From a parochial viewpoint, the objec-
tive of debt mianagement is ats for as practicable, to minimize the cost
to the Treasury of maintaining any given volume of debt. If this
objective were ruling, changes in the Federal debt would be guided
very largely by estimates of the effective yields which would have to be
p~aid on any specified volume of various types and maturities of debt
instruments.

Whether following such a guide would necessarily be in the best
interests of economic stability, however, is doubtful. Minimizing the
interest charges on any given volume of Federal debt well might
involve demands upon the money markets which would impair the
financing prospects of private and State and local government bor-
rower . Such demands might be regarfded as at least as important to
the Nation's economic progress as those of the Federal Government.
Avoiding disruptive changes in the money markets, therefore, must
also be an important consideration in Federal debt management.

On a soimmewhat broader level, debt management must recognize that
the total demand for and supply of loanable funds in time money
markets reflect a wide variety of financial requirements. Different
groups of lenders may seek (different objectives in their investments,
while the demands of various grou psof borrowers also must be ex-
pected to differ. The interaction of the sum of these varying supply
and demand factors determines, in effect, the structure of total public
and private debt in terms of volume, interest rates, maturities, etc.
The total money market, therefore, may be viewed as consisting of a
number of compartments.. Ideally, changes in the conditions in any
one conlipartment quickly would affect those in other compartments.
In fact, however, this interaction may be slow or sluggish, so that the
consequence of any prospective change in Federal debt management
for overall credit conditions may be difficult to discern in advance.
Imlerfect knowledge may result in debt-management actions which
significantly change the relative advantages enjoyed by different
groups of borrowers and lenders.

At the present time, the Treasury faces the need to refinance about
$41 billion of maturing obligations, apart from bills, before tile end
of fiscal 1959. In addition, continuation of present economic and
budgetary trends might add some $4 billion t,. $5 billion to the
Treasury s total financing requirements during the last quarter of
fiscal 1958 through fiscal 1959. These demands can, to some extent,
be met through the decrease in business demands for funds, which is
one of the major aspects of the current recession. Thus, in the fourth
quarter of 1957, business loans fell by $'.'2 billion in contrast with
fourth-quarter increase of more than $1.5 billion in 1955, 1956, and
1957. Apart from this shift. in loans from private business to Govern-
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niont, however, some net additional demand for weidit is to be ex-
pected. So long as these demands coincide wit i continuation of reces-
8111 conditions, expansion of bank reserves should be provided to
minimize upward pressure on interest rates and diversion of credit
!tway from tion-Fedendl borrowers. On the other hand, should these
inwa'easilg demands coincide witi strong economic recovery trends,
some restraint on cidit expansion will be required if inflttionary
forms incipient in such expansionary circuinstances (see No. 4, above,
andti No. 12, below) are to be held in check. Some rise ;n interest
rates and decrease in availability of credit, at least relative to what
might be anticipated if recesionary tendencies predominate, wouldbe exl)ected.6. (a)xD lise in their relationshi) to one amotlher and, according

to your judgment of their relative inlrtame, the following thi.
objectives of economic policy in the United States:

1. Price stability.
2. Stability of production, demand, and employment.
3. Economic growth in production, demand, and employment.

(b) With respect to these three objectives, discuss and appraise the
significance of what you consider to be the most important trends
since Worlh War 11--during the most recent 2 or 3 years-and es-pecially during 195T.

(a) These objectives have been considered in detail and on a con-
tinuing basis in the studies of the Joint Econonc Conunittee and its
subcommittees. (Cf. Monetary, Credit, and Fiscal Policies, Subcom-
_mittee on Monetary, Credit, and Fiscal Policies, 81st Cong., 2d sems.;
Monetary Policy and Management of the Public Debt, Subcommittee
on General Credit Control and Debt Management, 82d Cong., 2d sees.,
Federal Tax Policy for Economic Growth and Stability, papers sub-
mitted by panelists appearing before the Subcommittee on Tax Policy,
84th Cong 1st sees.; Federal Expenditure Policy for Economic
Growth and Stability, papers submitted by panelists appearing before
the Subcommittee on Fiscai Policy, 85th Cong., 1st sees.; and hearings
on 1957 Economic Report of the President, 85th Cong., 1st sess.)

One of the most significant considerations emerging from these in-
quiries, I believe, is that no one of these objectives can be considered
in isolation from the others. Public econonc policy, therefore, is not
called upon to rank one objective, in any absolute sense, ahead of or
behind any other. The priorities to be determined, rather, refer to
the extent to which gains in achieving any one objective should be put
ahead of gains with respect to any other objective. Such priorities
must be expected to change quite frequently in a dynamic environment.
It seems clear, for example, that most policymakers were persuaded
in 1956 and 1957 that i increasing restraints on inflationary pressures
were well worth sacrificing some of the expansion of production that,
otherwise, might have been achieved. On the other hand, one can
visualize circumstances in which a faster rate of growth in productive
capacity might be regarded as sufficiently compelling to warrant some-
what less concern with price-level stability. At the begiim'ng of
World War II, for example, the need to expand, quickly, capacity forproducing certain strategic products was generallyregarded as suffi-
ciently great to tolerate te upward price pressures which the resulting
bottlenecks produced. In addition, the adverse effects on the desired
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expansion of the labor force which were anticipated in any effort to
offset increases in some prices by decreases in others through the use
of general fiscal restraints were regarded as sufficiently serious as to
warrant tolerating some (preferably modest) buildup of inflationary
pressures.

No hard-and-fast rule, therefore, can be offered for determining the
relative importance of various economic-policy objectives.

(b) With the benefit of hindsight, it now appears that inadequate
emphasis was given to price-level stabilization in 1955 and 1956. The
current recession, apparently, has weakened the inflationary impetus
which developed during 1955, 1956, and the first several months of
1957, particularly if adjustment is made for the effect on food prices
of normal seasonal movements and the exceptionally hard winter.
Since changes in the Consumer Price Index typically lag several
months behind broad changes in levels of economic activity, it well
may be that consumer prices will be moving downward as the economy
begins recovery. In t e interests of price-level stability for the long
run, public policy should seek to keep the pace of expansion of total
demand within proportions consistent with avoiding further bottle-
neck pressures on resources, production costs, and, consequently,
prices.

In this connection, it should be noted that the economic-policy ob-
jective of stability in the rate of use of our human and material pro-
ductive capacity does not preclude some fluctuation in unemployment
rates. Such fluctuations, of course, must be kept within bounds which
are tolerable to the American people. It is clear that, if no fluctuations
in employment rates were tolerated, general fiscal and monetary poli-
cies would hold little hope for stabilizing the general level of prices.

7. Give your opinion of the effect on our economy of current Federal,
State, and local government spending.

Many of the numerous questions and issues concerning the impact of
present Federal spending programs on the economy were explored
itensively bY the Fiscal Policy Subcommittee of the Joint Economic

Committee i its study in the fall of 1957 of Federal expenditure policy
for economic growth and stability. The papers submitted by panelists
appearing before the subcommittee, the subcommittee hearings, and the
subcommittee report provide a wealth of information and analysis
concerning the relationship of Federal expenditure policies to the
Nation's economic development. The general policy guides offered by
the subcommittee in its report warrant careful consideration. A copy
of this report is appended hereto.

It is clear from this study that no simple generalization about the
effects of Federal expenditures on the economy can be offered. In-
creases in Federal expenditures, by adding to total demand, stimulate
economic activity just as any other category of spending. Similarly,
Federal expenditures take up resources and therefore, limit their
availability to other sectors of the economy. 5ne cannot say whether
the net effect of these stimuli and limitations will be "good" or "bad"
except in terms of one's own judgments concerning the "right" com-
position of the total product of the economy. No absolute standards
are available, therefore, upon which to base general evaluations of
total Federal spending or major components thereof. Essentially the
same observations may be made with respect to State and local govern-
ment outlays.
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Each of us is free to assert that Government spending is too high(or too low) and to try to persuade others of thle correctness of our.viewpoint. The assertion may be directed primarily against waste and
ineffciency (see answer to 10 (b)), although on the whole, it is ex-
tremely difficult for anyone to demonstrate the extent of such waste
without a more intensive investigation of specific spending programs
than most of us can undertake. But, apart from this, thle assertion
that G~overnment spending is too high (or too low) merely reflects
the individual's feeling that some other mix of the total prouuct of the
economy would more closely conform to his own preferences.

8. Give your opinion of the effect on our economy of current Fed-
eral, State, and local taxation.

For the most extended and one of the best studies of the economic
effects of Federal taxation, let me commend to the committee's atten-
tion the study, Federal tax policy for economic growth and stability,
undertaken in 1955 by the Subcommittee on Tax Policy of the Joint
i2conoinic Committee. The comnpendim of papers submitted by
panelists appearing before the subcommittee in this study presents
careful andl well-balanced analyses of all the major features of the
Federal tax system with respect to their economic effects. The sub-
committee's report, Senate Report No. 1310, 84th Congress, 2d session,
offers important guides for formulating tax policies consistent with
steady growth of a free-enterprise economy. A. copy of the report is
attached herewith.

In the current situation, the subcommittee's recommendation that
the level of tax revenues should be related to the level of Government
expenditures by the need for full utilization of expanding productive
resources is particularly topical. Following this principle would call
for reduction of taxes relative to Government outlays if the basic
sources of the current reeson are thought to be not merely temporary
and minor adjustments.

It has been very widely maintained, that present levels of tax rates
are too high for the economy's long-run growth requirements if the
rate of increase in Federal Government expenditures is confined to
that of the post-Korean war years. For example, the Joint Economic
Committee staff's projections of the Nation's economic growth to 1965
assumed reductions in Federal tax rates sufficient to reduce combined
Federal, State, and local revenues 15 to 20 percent below the hypotheti-
cal. yield that could be expected from present rates at income levels
estimated for 1965 (Potential Economic Growth of the United States
During the Next Decade,.materials prepared for the Joint Committee
onthe Economico Report by the committee staff, 83d Cong., 2d sess.).
The boasic policy problem during the past 2 or 3 years according to thisview has not been whether: but when taxes should be reduced. During
1955, 1956, and most of 195w,.the strength of inflationary pressures
appeared so strong as to preclude tax reduction relative to Govern-ment outlays unless the Naion was prepared to accept much more
rig oro us monetary restraints than were actually imp~osed.The present
indcations of abatement, ofr inflationary.forces during the current
recession suggests that this .is the appropriate time for tax reductions
u~esi slificant increse in Government outlays are anticipated.

9,. Wil you distiguish between fiscal policy (embracing expend-itures, taxes, and debt) and monetary and credit policy, and then
2 42O----pt. 5-
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relate them, one to the other. Please discuss these policies stating
how they may be used in restrain inflationary trends and otherwise
aid in preserving a stable economy.

Fiscal policy is concerned with management of the Government's
receipts and expenditures (and consequently debt or surplus) while
monetary and credit policy is concerned with the supply of money
and credit, in relation to the demands therefor. Both seek to achieve
certain objectives. The two sets of policies most obviously come
together in connection with debt management. The extent and basic
character of debt-management problems depend primarily on the
receipts and expenditures results of the Government's budget, but
these problems have obvious consequences for monetary po icy (see
No. 5, above). The immediate objectives of the two sets of policies
may, of course, differ markedly, but in the present setting, their broad
objectives are the same: contributing to the steady browth of the
economy without price-level instability

Fiscal policy, in addition, has long been concerned with the overall
impact of Government spending, taxing, and borrowing activities on
the distribution of income and wealth. Without passing judgment
on the appropriateness of this concern, it is evident that fiscl policy
cannot ignore whatever may be the wishes of the American people in
this respect. Thus, fiscal measures w hich well might contribute to
achieving the economic stabilization and growth objectives of public
economic policies will, nevertheless, be regarded as unacceptable if
they significantly conflict with the wishes of most Americans regard-
ingthe distribution of expenditure benefits and tax burdens.

One of the most provocative suggestions concerning the use and
relationship of fiscal and monetary policies to achieve the Nation's
economic objectives has been set forth succinctly by Prof. Paul Sam-
uelson, in Federal Tax Policy for Economic Growth and Stability
(papers submitted by panelists appearing before the Subcommittee
on Tax Policy, Joint Economic Committee, November 1955, pp.
229-234). Professor Samuelson points out that given the expenditure
by the Federal Government, the restraints on total spending necessary
to prevent inflation may be provided either by monetary or tax meas-
ures. These measures may be combined in alternative ways to satisfy
alternative desires with respect to the influences on levels of invest-
ment and consumption, and income and wealth distribution. As an
example, the monetary authorities may provide relativel "easy"
money, and as a consequence, a relatively low structure of interest
rates, as a means of encouraging investment while those responsible
for fiscal policies provide a relatively progressive tax structure at
rates high enough to produce the budget surplus necessary torestrict
total demand to noninflationary levels. Alternative combinations
to meet alternative priorities among objectives similarly are feasible.

While public policymakers seldom, if ever, discuss these matters
in such explicit terms, it is clear that fiscal and monetary policies
in fact do reflect the type of combination Professor Samuelson dis-
cusses. Since the Revenue Act of 1954, for example, one may con-
clude that tax policies have sought, more than in the preceding post-
war years, to encourage investment while monetary policies, until
November 1957, were increasingly relied upon to check the expansion
of total demand and, therefore, to restrain inflationary pressures.
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Relying on hindsight, some maintain that a more restrictive tax
policy and a less restrictive monetary policy might have proved more
effective in moderating excessively expansionary forces in 1955 and
1956, and consequently in curbing inflationary forces. Others might
well argue that since an even higher priority should have been placed
on encouraging expansion of the Nation's production facilities, tax
and monetary measures should have been more closely oriented to
encouraging a higher overall rate of savings and somewhat lower
levels of consumption. In any case, it is evident that alternative sets
of priorities among objectives call for different combinations of
fiscal and monetary policies.

Given the desied- "mix" of objectives, the overall restrictiveness
of any combination of fiscal and monetary policies should b2 related
to aggregate supply and demand conditions and consequent pressures
on stability of resource use and of the price level. For example, a
prospective expansion of total demand at a faster rate than the ex-
pansion of productive capacit generally will call for increasing fiscal
and monetary restraints. I relatively easy credit conditions are
desired relatively greater stringency will have to be provided by the
net budget operations of the Government. On the other hand, if
a smaller budget surplus (or larger deficit) is to be accepted, greater
restraint will have to be exerted on the expansion of the lending
power of the commercial banking system and other financial
institutions.

10. (a) Comment generally on the adequacy or inadequacy of the
United States monetary system. (For the purpose of this question
consider that the monetary system includes bank deposits and bank
credits.) Also please furnish your ideas for the correction of any
inadequacies that you feel now exists in our monetary system.

(b) Comment briefly on the adequacy or inadequacy of the United
States fiscal system.

(a) The broadness of this question precludes a concise reply. A
number of factors, including the rise of new institutions like pension
funds and the rapid growth of sales finance companies, suggest the
desirability of a full-dress study of our monetary system. Last year
when the President proposed formation of a National Monetary
Commission he further emphasized its value in seeking an answer
to the question: Are savings adequate for long-run growth I A
number of alternative proposals have been offered concerning the
appropriate vehicle for such a study. Without discussing the rela-
tive merits of any of these proposals, I would point out that since
the Constitution explicitly invests responsibility for control over
the Nation's mone tary system in the Congress, any inquiry should
reflect this responsibility and facilitate, to the greatest possible ex-
tent, congressional action on such recommendations and findings as

2a e Produced.is study by the Committee on Finance already has helped to

point up some of the major issues in monetary policy emerging from
the post-Korean war experience. Major insights into the strength
and limitations of monetary policy were provided by the Joint
Economic Committee studies: Monetary Credit, and Fiscal Policies
by the Subcommittee on Monetary, Credit, and Fiscal Policies, 81st
Congress, 2d session, and Monetary Policy and the Management of
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the Public Debt, Subcommittee on General Credit Control and Debt
Management, 82d Congress, 2d session. Further inquiry in this area
should fully exploit these past contributions.

(b) In general, the reports of the Joint Economic Committee's
Tax Policy Subcommittee (on Federal Tax Policy for Economic
Growth and Stability) and Fiscal Policy Subcommittee (on Fed-
eral Expenditure Policy for Economic Growth and Stability )t taken
together, provide a valuable set of standards for evaluating t ederal
fiscal policies and practices. Referring to these criteria,- believe
considerable mi proveiuents can be made in a number of Federal
expenditure and tax programs to conform them more closely with
basic principles of economy in government.

11. (a) What is the explaiiation of the seeming paradox that at
times inflation and unemployment exist side by side in our economy.

(b) Shall we accept, as some have suggested, a gradual inflationary
trend as desirable (or necessary) to achieve and maintain full em-
ployment goals?

(a) For a long time past, many economists and others concerned
with public economic policy assumed that economic stability in the
sense of limited fluctuations in the rate of resource use, and price-
level stability were equivalent. During much of the postwar period
this assumption coincided closely with observable developments.
Since 1955, however, it has been apparent that some divergence be-
tween the two is quite possible.

The principal explanation of this divergence lies, I believe, in
the strength of restraints within the private sector of the economy
on the free movement of resources. A dynamic economy, in which
mass production of industrial products is a major type of activity,
will necessarily experience some unemployment, usually called
"frictional," as people move from one job to another, even where
overt restraints on such mobility is at a minimum. Similarly, in a
dynamic environment, some idleness of production facilities is to be
expected, since these, too, will be shifted among alternative uses.
Such shifts cannot, of course, be made instantaneously so that any
periodic measure of labor force and capacity use is almost certain
to show some unemployment. The more dynamic the economy, i. e.,
the more frequent and the greater the changes in technology,
demands, methods of production, the larger will be unemployment of
this type. Moreover, bottleneck situations are likely to arise with
considerable frequency exerting upward pressures on the prices of
productive resources. If efforts are made to reduce unemployment
substantially in this type of situation, these upward price pressures
will be strengthened. Thus, even in a highly competitive substan-
tially free-market economy, some unemployment and upwarA pressure
on prices are likely to exist side by side. If the Nation is willing to
accept some fluctuation in rates of employment, a system of fiscal
and monetary policies which keeps expansion of demand in line with
expansion of capacity will provide substantial price-level stability
in an economic setting free from overt constraints on the movement
of resources.

If, however, significant monopoly elements are present in product
and resource markets and if public policy does not rigorously limit
the exercise of monopoly power, the problem of simultaneous sta-
bilization of the price level and of rates of resource use are likely to
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be more severe. Under these circumstances, the relative price
changes required to induce a cliange in resource use in response to
changes in demand or supply conditions are likely to be reflected in
general price movements. C'Irbing a general price rise under these
conditions will require more rigorous restraints of total demand than
would be necessary in a free-market situation, with a consequently
greater impact on the rate of resource use. Considering the lag in
the response of prices to changes in demand conditions, therefore, one
might well expect to observe rising prices and flagging rates of em-
ployment and capacity utilization at the top of a boom and in the
early stages of a downturn.

(b) As indicated above (in the last paragraph of my response to
question No. 2) if the situation described in the preceding paragraph
in fact prevails, it seems to me that it calls not for passive acceptance
of continued erosion of the value of the dollar but for vigorous public
action to minimize the source of creeping inflationary pressures. If
such action cannot or will not be taken, those responsible for formu-
lating public policies will have to determine the Nation's relative
priorities with respect to price-level stability as compared with sta-
bility in employment and capacity use. I submit that, since inflation
cannot of itself increase the volume of real resources available under
the conditions described, one must be hesitant in proposing a policy
of continuing mild inflation as a solution to the problem posed. If
such a policy were adopted, it is problematical that inflation could
long be kept mild. The expectation of continuing erosion of the
dollar's value as a deliberate policy result might well destroy present
thrift patterns and increase the difficulty of providing the real sav-
ings needed to finance expansion of productive capacity.

12. To what extent and in what way do you believe that the growth
of private debt in recent years may have become a threat to the
stability and vitality of the American economy.

The growth of private debt, per se, has no necessary implications
for the stability of the economy. Since, it must be remembered, debt
is the basis of our money supply, the relevant consideration is the
rate of its increase relative to the total real saving of the economy
(assuming no change in preferences concerning the composition of
liquid assets). It is possible, therefore, that debt will not increase
rapidly enough, just as it is possible that it will increase too rapidly
for economic stability.

Regardless of the specific form of the legal contract, a debt is cre-
ated when one economic entity acquires the use of some resources or
current product from another on tie promise of making some sort of
payment for its use. At full-employment levels of incomes it is
obvious that the resources or products proposed to be acquired in this
manner cannot exceed the amount of such resources or products the use
of which others are willing to forego at the current payment rate.
In other words, at any given rate of payment, an additional dollar of
debt-financed spending must be matched by an additional dollar of
resal savings (again assuming no change m, preferences concerning
the composition of liquid mots). It is this relationship which was
the basis of monetary action during the recent boom to restrict the
creation of new debt through bank lending while at the same time
encouraging higher levels of real savings. In the absence of such
restrictions, the growth of debt financed expenditures in excess of
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real current savings will produce a greater increase in total demand
than can be met at existing prices with available productive capacity.
The result is inflation.

On the other hand, if starting with a full-employment stable price
level situation, the growth in debt-financed demand is less than current
real savings, total demand will not be adequate to make full use of
available human and material productive capacity. Either employ-
ment will be curtailed or prices will fall or both.

As indicated above, public-policy devices can influence both the sav-
ings and debt-creating decisions of individuals, businesses, and govern-
mental bodies, made in free markets. In fact, it is virtually impossi-
ble to think of any public policy which would not exert some influence
on these decisions. In view of the Nation's long-run growth Ii prospect%
a particularly heavy responsibility is placed on public policies to pro-
vide those influences which will match the growth of debt with a level
of real savings adequate to minimize economic and price-level insta-bi it.Withi the benefit of hindsight, again, it is possible that public poli-

cies did not provide sufficiently rigorous restraints to achieve this re-
sult in 1955 and in 1956. The rate of expansion of consumer debt in
1955 and of business debt in 1956, despite the restraints imposed by the
Federal Reserve, incidentally, is one of the factors which have led to
demands for a thorough investigation of our monetary institutions and
policies.

13. Considering the financial condition of the United States, at
what point, if any, in terms of unemployment, production, and con-
sumer demand, should the Federal Government move in major ways,
such as a tax cut and/or large increases in public works, to counteract
a downturn in the economy.

As my previous replies indicate, I do not believe that any specific
volume of unemployment, production, or consumer demand should
necessarily be regarded as calling for expansionary action by the Fed-
eral Government. Any such point designated as appropriate at any
one time for any given set of conditions is more likely than not to be in-
appropriate at another time. Flexibility in public policies, based on
alertness to major changes in economic conditions, is essential to
achieving our major economic objections. These policies should not
be circumscribed by any fixed rules.

14. How much of a factor in your opinion has deficit spending by
the Federal Government since the end of World War II been in con-
tributing to or producing inflation I

In the 12 calendar years 1946-57, cash receipts of the Federal Gov-
ernment exceeded cash payments in 6 years, were less than payments
in 5 years and were equal in 1 year. For the full period, cash receipts
exceeded cash payments by $11.3 billion. The total cash deficit in the
deficit years 1949 and 1952-55 amounted to $10.8 billion. In current
prices, total gross national product for these 12 calendar years aggre-
gated $3,880 billion. Deficits, therefore, represented less than 0.3
percent of income over the entire period. The deficits, per se, there-
fore, hardly represent a major factor in the postwar inflation.

More to the point is the question whether in view of the postwar
demands upon the economy the net cash surplus for these 12 years
was large enough or alternatively whether monetary policy was re-
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strictive enough to provide the total real savings which were required
to prevent inflation. On the whole the answer I believe, is "No."
For the future, therefore, we would & well to be less concerned about
whether there is a surplus or a deficit and more concerned about
whether the amount of that surplus or deficit in relation to increases
or decreases in total demand is large enough to provide reasonable
stability in the price level and in resource use.

15. Can full employment goals be attained while maintaining a
dollar that has relative stable purchasing power I

My answers to previous questions set forth my conviction that full
employment and price-level stability are compatible objectives of
public policies. Tiese objectives wil not be automatically realized.
Their realization will require continuing alertness and flexibility in
public policies.

16. Are escalator provisions in wage or other contracts compatible
with achieving economic stability?

If public policies are appiopriately directed to economic stabili-
zation, the present system and extent of escalator provisions in wage
contracts may be regarded as relatively insignificant. If, on the other
hand, public policy accepts continuing inflation, these provisions may
be expected to enhlance inflationary pressures.

17. List and briefly discuss what you consider the causes of the
present recession, and what should be done to terminate it.

No simple or categorical listing of factors categorically or satis-
factorily explain recessionary movements in an economy as large and
as complicated as that of the United States. I shall confine my list
and discussion to some factors which I believe contributed to the
recession, without attempting to evaluate their relative importance.

One factor is the current decline in plant and equipment outlays.
According to the most recent Commerce Depar'ment-SEC survey
(Friday, March 14, 1958), business reduced capc- l outlays from
the $iT billion seasonally adjusted annual rate in the thirdquarter
of 1957 to a fourth quarter adjusted annual rate of $361/ billion.
These outlays are expected to fall to seasonally adjusted annual rates
of 34 billion in the first quarter of 1958 and to $3212 billion in the
second quarter. Since the expected total for 1958 is $32 billion, fur-
ther declines in the third and last quarters of the year are expected.
If these expectations are confirmed the fourth quarter seasonally
adjusted annual rate of about $30 billion will be 20 percent below the
third quarter 1957 peak.

The reasons for this decline cannot be definitively specified. One
very general explanation is that the 40-percent increase in plant and
equipment expenditures in 1955-57 added more to the Nation's pro-
ductive capacity than to effective demand. The result was a falling
rate of plant and equipment utilization which signaled a reduction in
the rate of further additions to capacity.

Another factor often cited is the cutback in placement of defense
contracts during the third quarter of 1957. These cutbacks, it is
averred, had adverse effects on contractors' expectations about the
volume of future defense demands as well as, more immediately, on
their activity in securing materials and supplies and labor force use.

Disappointing automobile sales are also identified as a contributing
factor in the current decline. Whether this is properly attributable
to poor consumer acceptance of style and engineering changes, to
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price increases, or to a falling rate of increase in the first half of 1957
in personal disposable income is difficult to ascertain.

Tie income and employment effects of these developments were
reflected in the very modest increase in sales in 1957 (as a whole) over
1956, and in the downturn in manufacturing sales during the latter
part of the year. Reductions in new orders and inventory liquidation
contributed to the downturn in total economic activity and employ-
ment since the third quarter of 1957. The decline in net foreign in-
vestment during the year also added to recessionary pressures.

Action to terminate the recession must depend on the most careful
appraisal possible of the strength and likely duration of recessionary
factors. On the whole, the prospective continuation of the decline in
plant and equipment outlay suggests that even if further reduction in
gross national product is arrested in the near future, some stimulus
will be needed to provide an expansion of total demand adequate to
provide job opportunities for the recently unemployed and for ex-
pected additions to the labor force.

One of the first actions to be taken is substantial easing of monetary
restraints. As the Joint Economic Committee stated in its report on
the January 1958 Economic Report of the President (H. Rept. No.
1409, 85th Cong., 2d sess., February 27, 1958), "monetary action should
be used without hesitation and in such degree as the situation re-
quires if, as a flexible instrument of public policy, it is to make its con-
tribution to recovery. From the testimony presented at the hearings
we find no reason why the monetary authority should under today a
conditions hold back in supplying additional reserves to the monetary
system. It is well recognized that such monetary action may not
succeed in reversing the present economic downturn but the absence of
such further action might perpetuate monetary stringency and lack
of liquidity for consumers, business and Government."

If such action proves inadequate, tax reduction would be called
for. The character of this reduction and its magnitude should depend
on prospects concerning Federal Government expenditures. Indeed
if such expenditures are expected to increase significantly tax reduc-
tion may not be warranted.

Increases (or decreases in Federal expenditures at this time should
be determined primarily on the basis of considerations other than that
of economic stabilization. For example, whether defense outlays
should be increased should be determined on the basis of the require-
ments "growing out of our own accomplishments and those of a
potential aggressr"-to quote the Fiscal Policy Subcommittee of the
Joint Economic Committee (op. cit. p 4)-rather than on the basis of
the effect of such increases on total levels of economic activity. Of
course, the fact of an increasing amount of idle resources serves to
reduce the real cost of various Federal spending programs, so that
some acceleration of or increase in Federal expenditures will be in
the interests of economy in Government.

In any case, it should be recognized that the larger the increase in
Government outlays, the less need be the reduction in tax rates to
achieve full employment. As a corollary, reductions in Federal ex-
penditures at this time will require larger tax reductions than would
otherwise be consistent with attaining high levels of employment.
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GRADUATE SCHOOL OF PUBLIC ADMINISTRATION,

Cambridge, Mass., April 17,1958.
Hon. HARRY F. ByD,

Chairman, Committee on Finance,
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DLn SENATOR BYRD: This is the revised version of my answer to
our questionnaire, which you wish to include in the compendium.
think it is now ready for printing.
May I ask whether it would be possible to get a number of prints I

Very sincerely yours, G07MUMI H U im

FINANCIAL CoNDITIONS OF THE UMTE STATES

Reply to the letter of Senator Harry F. ByrdI chairman, Senate
Finance Committee, of Februray 17, 1958, by Gottfried Haberler,
professor of economics, Harvard Umversity

I shall organize my remarks along the list of questions attached to
the above-mentioned letter, but shall not attempt to comment on every
question in the list.

Question 1. Give a definition in your own words of "deflation" and
"inflation."

I define inflation as a rise in the price level more precisely of the
level of consumer prices. This is, Ibelieve, what most people under-
stand by inflation. Sometimes, however, a more exacting definition
is proposed-namely, a mere rise in aggregate expenditure. The dif-
ference is this2 that under the second definition we would have to
speak of inflation when in a growing economy prices fail to decline.
For example, from 1954 to 1956 consumer prices were very stable while
total output (GNP) was rising. Hence total expenditure rose, and
under the second definition this was a period of (mild) inflation.

I think a good case can be made for the proposition that in a rapidly
growing economy the price level should be allowed to fall a little (how
much I shall not attempt to determine). I shall nevertheless stick
to the definition of inflation in terms of prices for the following rea-
sons: (1) This is what most people seem to mean by inflation. (2)
Although a gently falling, long-run trend in prices has certain ad-
vantages, long-run stability of prices is not incompatible with long-
run growth in production and employment. (3) We shall be lucky
if we prevent the long-run trend of prices from rising. There seems
to be no use to set up superstandards (a gently falling p rice level
which would be the implication of the more exacting definition of
inflation) which cannot be attained in practice

It should be observed, however, that if we want to succeed in keep-
ing the long-run price level approximately stable, it will be necessary
tolhave periods of falling price, because it would be unrealistic to
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assume that we can avoid periods of rising prices. (This is a theme
to which I shall return again below.)

It would seem to be natural to define deflation as the opposite of in-
flation-that is to say, as a fall in the price level. If we do that, thlen
by' definition we canl never have inflation and deflation at thle same
time. On the other hand, it is clear that we can have inflation and
depression (or recession) 1 at the same time. That is to say, it is
posible that rising unemployment and falling output are associated
with rising prices. This somewhat unusual situation we are ex-
periencing right now in the early months of 1958. (On the explana-
tion of tins phenomenon see question 11 (a) below.) We have here
a choice. We can define "deflation" either synonymous with "dep res-
sion" (or "recession"), or as the opp1 osite of inflation. If we define
its as synonymous with depression, it is not the opposite of inflation;
we c".n then have inflation and deflation at the same time--as, for
example, at the p resent time.

A third possibility is to define deflation as a fall in the quantity of
money or, better, as a contraction in aggregate expenditure. (Tlhe
latter definition is preferable to a definition in terms of the quantity
of money because it allows for changes in the velocity of circulation
of money.) Deflation in this sense is the opposite of what I called
above "inflation in the second sense"--expansion of aggregate ex-
penditure.

•The three things called "deflation"--(1) drop in real. output and
rise of unemployment, ('2) falling p rices, (3) contraction in aggregate
expenditure--usually go together, but not always Hence it is neces-
sary to distinguish the three meanings, if confusion is to be avoided.

mentioned above, there are good reasons to hope that in periods of

rapid growth of output per head, not only the price of in dividual
comunodiities (namely, of those whose cos of production is falling be-
cause of technological progress), but also the general price level will
be allowed to dec line. The reasons are partly considerations of social
justice, patythe prevention of a secular rise in p rices. A decline
in the price level allows fixed income receivers to share in the fruits
of economic progress. And since it often will be impossible to pre-
vent a rise in the price level, there should be periods of falling prices--
or else we shall have a secular tendency of prices to go up, which in
the long run may have serious consequences. (For more on that see
question 11 (b).)

Man y economists would argue that just as it is often desirable that
prices in general should be a lowed to fall, it is often desirable that
they should be allowed to rise. In my opinion, these cases are com-
paratively rare except in the sense that a price rise often appears, at
least in the short run, as the lesser of two evils. The most important

example of that sort is the familiar one that wages are pushed up by

I do not think that It i. possible to make a sharp distinction between recession and
depresmion. "Recession" is simply a mild case of. "depressIon." . .. .

UEverybody is, of course, f ree to choose the definition be prefer provided be sticks to
It and is aware of Its implicatuons. Moreover. It would not be a good Idea. to choosee a
definition which runs clearly counter to general accepted usaie The trouble with the
word "dleflation" (to a luser extent with the word "inflation") is that there does not
exist a fir, general usage.
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powerful trade unions. Then the dilemma arises for the monetary
and fiscal authorities either to let the price level go up or, if they
control aggregate effective demand and thus hold down prices, to
permit a certain amount of unemployment to develop. Apart from
this dilemma, on which I shall elaborate below (see question 11),I
cannot see many cases in which a general price rise can be justified. In
an earlier period (let me say before the 1940's) when depressions with
sharply failing price levels used to occur, it could be argued that after
such a prolonged or steep price decline prices should be allowed to
rise somewhat. But today such price declines are not likely to occur.
Hence there does not seem to be any justification for a compensating
price rise.

In other countries such as Great Britain where international trade
plays a much greater role than in the United States, a general price
rise may be necessary when world market prices go up. (This is the
case of "imported inflation.") In an economy like the American.
which largely dominates the world economy, this cannot be regarded
as a valid justification for allowing inflation to develop.

Question 2. Explain how you believe the economy of the United
States can best avoid either inflation or deflation. If you think present
laws should be changed or new laws are required, then make specific
suggestions.

Iroadly speaking, three types of policies must be relied on to avoid
undesirable inflation and deflation: (1) monetary policy, (2) fiscal
policy, and (3) wage and possibly price policy.

Monetary policy (including credit and baking policy) must be the
first line of defense, but monetary policy cannot always do the whole
job alone.

I do not believe that any major new legislation is required in the
area of monetary and banking policy, except that it may perhaps be-
come advisable, in the event that we enter a period of inflationary
prosperity (which I would expect in the not too distant future), to
give authority to the Federal Reserve System to regulate consumer
credit, nothwithstanding the fact that the Federal Reserve Board
has expressed unwillingness to be vested with such authority. But
this is surely not a pressing problem at the present time.

Fiscal policy (in the sense of Question 9 below) is a very powerful
but rather unwieldly weapon. In periods of depression like the
present or periods of fast inflation, this weapon has to be used. Its use
will require ad hoc legislation. But unless Congress be willing to
give the executive branch of the Government authority to vary taxes,
within limits, I cannot think of any major legislative reform in that
area. What is required in the area of monetary, banking and credit
policy as well as in the field of fiscal policy, is good judgment, courage
to apply existing weapons of policies, coordination of the farfiung
economic activities of the Government or, to state the same idea nega-
tively, avoidance of contradictory policies to help special interests
(for example, the shutting out of unports which necessarily raises the
price of the imported commodities and so adds to the inflation pres-
sure)-not new legislation, new agencies, and new bureaus.

Wage policy may well become a crucial factor. The long prod of
intermittent inflation and other factors have accustomed the labor
uions to expect every year large wage increases (in the form of higher
wage rates or of fringe benefits) which greatly exceed the annual
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increase in labor productivity (output per man or man-hour). If
aggregate demand is controlled by monetary and fiscal policies so as
to prevent inflation, a rise in the wage level of more than, say, 2 percent
(or 21/2 percent at the most) a year must lead to unemployment.

On the other hand, if aggregate demand is so regulated (by money
tar), and fiscal policies) as to maintain a high level of employment,
a rise in the average wage level in excess of the normal annual increase
of average labor productivity, which can hardly be more than 2 or,
at the most, 2 percent, must lead to inflation. (For further elabora-
tions on this point, see questions 6 and 11, below.)

Dr. Arthur Burns, the former Chairman of the Council of Eco-
nomic Advisers, has made the proposal that the Employment Act of
1946 be amended so as to make stabilization of the price level a basic
objective along with the maintenance of a high level of employment
and growth of production. This seems to me an excellent sugges-
tion. (For further discussion of various objectives of policy and
their mutual compatibility, see question 6, below.) --

Price policy in the sense of price control, "freezing of prices," "price
stop," and the like, which have been recommended in certain quarters,seems to me entirely inappropriate, at least, in peacetime. Such
policies are incompatible with the American free-enterprise system.
They would lead to black or gray markets, corruption favoritism,
redtape, implying wastes, and inefficiency, which could only make
things worse.

It goes without saying that this indictment does not include enforce-
ment of the Sherman Act or an attempt to reduce certain prices by
liberalizing import policies.

Question 3. Comment generally on the monetary control policies of
the Federal Reserve System as exercised within the following years:
1942 to 1957. (You may wish to divide the period into two parts,
1942-50, prior to the accord, and 1951-57.)

Prior to the accord (before 1951), the hands of the Federal Reserve
System were bound. It could not help but finance inflation.

After it regained freedom of action in 1951, the monetary control
policies of the Federal Reserve System have been well designed and
skillfully conducted on the whole, in my opinion, although the credit
relaxation after 1953 may have been pressed a little too far, as Chair-
man Martin himself suggested.

Major criticism has been leveled against the Federal Reserve Sys-
tem's policy of credit restraint in 1957. In my opinion, these criti-
cisms have been largely unjustified. The System was caught in a
dilemma. It was confronted (and is still confronted) with creeping
inflation. The price level was firstpulled up by brisk demand, then
pushed up by rising wage costs. With the benefit of hindsight, it is
now easy to see that from a narrow cyclical standpoint credit should
have been relaxed earlier. But, viewed from a broader standpoint,
that is to say, taking cognizance of the fact that prices had been
going up intermittent y ever since the outbreak of World War II and
continuously since the middle of 1956, and that a long-run inflation
psychology had begun to develop, the policy of restraint was neces-
sary, in my opinion, even though it undoubtedly contributed to bring-
ing about the present depression.

S1e kin remarkable book, Prosperity Without Inflation. New York, 1iST, p. T1.
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Question 4. Beginning in August 1956 there was in increase in the

Consumer Price Index each month through September 1957, thereby
causing a decline in the value of the dollar. What factors contributed
most to this decline in the value of the dollar I

There are two broad factors that are responsible for the persistent
rise in prices-deinand pull and cost push.

The period from 1954 to earlX' 1957has been one of an old-fashioned
peacetime investment boom. 'I hat meus that during the first part of
the period demand pull has been the dominant factor. In a certain
sense, demand pull is always more fundamental than cost push, i. e
wage push. Even if wares are pushed up (in excess of the genel
rise in overall labor productivity), prices could not rise if demand
was sufficiently controlled by monetary and fiscal policies. It could
therefore be said that cost push by itself without expansible de-
mand cannot push up prices. However, if in the face of wage push
demand (lid not expand, the immediate result would be unemploy-
ment; and since we are more or less committed to maintaining overall
demand at such a level as to maintain a high level of employment,
the wage push draws the demand pull in its wake.

Broadly speaking, I should say that during the earlier part of the
period, let me say, until the second quarter of 1957, the demand pull
has been dominant. Since then, and especially at present, the wage
push has become the dominant factor causing the rise in prices. (See
also Question 11 (a) below.)

Question 6. (a) l)iscuss in their relationship to one another and ac-
cording to your judgment of their relative importance, the follow-
ing three objectives of economic policy in the United States.

1. Price stability.
2. Stability of production, demand, and employment.
3. Economic growth in production, demand, and employment.

There is no doubt in my mind that growth of production and main-
tenance of a high level of employment (avoidance of mass unemploy-
ment) is and should be the basic objective of economic policy of the
United States.
' Maximum growth of overall production is however, not compatible

in the long run with hundred percent stability of employment at or
near the full employment level. By that I mean that mild fluctuations
in output and employment of the order of magnitude of those which
we had so far in 194849 and again in 1953-54 during the postwar
period, or maybe somewhat larger fluctuations, cannot be prevented
except by drastic interventions which would threaten the efficiency of
the free enterprise system and thus slow down long-run growth of
production and long-run improvement of economic welfare of thepeople.While it is probably neither possible nor desirable to prevent the

mild ups and downs in output and employment being accompanied
by similarly mild fluctuations in the price level, I am convinced that
it is possible and necessary for attaining maximum long-run growth
to maintain long-run stability of the price level. A slight downward
trend might be even better, but I would not press this point very
much. It will, however, be a very difficult task to maintain stability
in the price level. The principal obstacle is the incessant and ex-
cessive wage push exerted by powerful labor unions.
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Question 6. (b) With respect to these three objectives (1) price

stabilityr, (2) stability of production, demand, and employment, (3)

economic growth in production, demand, and employment, discuss

and appraise the significance of what you consider to be thle most

important trends since World War UI-d-uring the most recent 2 or

3 years-and especially during 1957. .. .
I think we have done quite well during the postwar period with

respect to objectives 2 and 3, that is to say, with respect to gr-owth and

stability of production and employment. This was true, at least until
recently. (It should be kept in mind that this was written in March

1958). As far as stability and growth of production and employment
are concerned, the record since the end of World War II has been

better than after World War I.
But with respect to objective 1-price stability-we have not done

so well. If we do not want to endanger long-run growth of pro-

duction and stability of employment, we shal U have to do better in

the future in that respect than we have done so far since World

War II. (For further elaborations see question 11 below.) .
Question 7. Give your opinion of the effect on our economy of cur-

rent Federal, State, and local government spending.
I confine myself to asserting that from the point of view of cushion-

ing a depression the high leveleof public spending is a favorable factor,

for at least three reasons: (a) Public expenditure is a stable item not

subject to cyclical declines in depression. (b) The leverage of the
so-called "built-in stabilizers" operating through variations in tax

receipts and certain types of expenditures is greater in a large than

in a small budget. (c) When it comes to counteracting a decline in

private expenditure and alleviating a depression, it is easier to in-

crease public expenditure by a certain amount when starting from a

high budget level than when starting from a low level.
From the standpoint of long-run growth, however, the level is cer-

tainly much higher than one would wish. But since substantially

more than half of Federal expenditures are for national security it

is difficult to see what can be done about it, so long as the international
tension lasts.

In view of the high and unhealthy level of public expenditures I

would favor, when it comes to alleviating a depression either by in-
creased public works or by a cut in taxes, the latter method over the

former.
For other considerations on that choice see question 9 below.
Question 9. Will you distinguish between fiscal policy (embracing

expenditures, taxes, and debt) and monetary and credit policy, and

then relate them one to the other. Please discuss these policies start-
ing how they may be used to restrain inflationary trends and other-

wise aid in preserving a stable economy.. tio 2 abve moetr (in
As I have remarked earlier (see quesio aov mntr -

cluding credit) policy is the more flexible weapon for purposes of

stabilizing the economy. But on the downswing of the cycle, as at

present, monetary policy cannot do the job alone and has to be sup-

plemented by fiscal policy. Here the basic choice is between (a) tax

cuts and (b) a rise of expenditures.
In principle, I would favor the former method-tax cuts-_for two

main reasons: (a) It does not add to the already overextended activ-
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ities of the Government; (b) it is easier to apply and acts quickly,
while most types of public works require time-consuming prepara-
tions. There are, of course, exceptions to this last consideration and
I would certainly not exclude an increase in expenditures altogether
especially not in the form of speeding up expenditures which will
have to be made anyway later on, and-such expenditures which rise
automatically in a depression, such as increased unemployment relief.

It is sometimes claimed that tax cuts have the disadvantage that
they cannot be easily and romptly restored once the depression is
over. This objection coullbe overcome by limiting the tax cut to
a certain period, 1 year for example, with the proviso that the old
rates will come in force again automatically unless Congress voted to
maintain the lower rates.' It should also be observed that many of
the expenditures that have been proposed are of such a nature that
they cannot be quickly discontinued or reduced in volume when no
longer needed. Some will even involve permanent commitments.

Increases in expenditures, it is sometimes said, have the advantage
that they can be better pinpointed on areas of labor surplus. This
may be true to a limited extent, but it should be pointed out that to
a certain extent this cbjective can be achieved without increasing the
total level of expenditure by redirection of expenditures already
scheduled. Moreover, most depressions, especially if they are severe
enough to warrant the application of the heavy artillery of fiscal
policy, are fairly widespread over the whole economy. If that is the
case, pinpointing is not necessary.

During periods of inflationaryprosperity monetary policy should
be aidedby fiscal policy. If the Government runs a deficit and adds
to the public debt in depressions, it should aim at a surplus in pros-
perous years.

Question 11 (a). What is the explanation of the seeming paradox
that at times inflation and unemployment exist side by side in our
economy?

The unusual phenomenon of rising unemployment and sagging
production combined with rising prices, which we are experiencing
at the present time (early 1958), is a very dangerous development.
It means that we have the worst of two worlds.

The main reason for this disquieting innovation must be sought in
the downward rigidity of, and upward pressure on, wages.

It is one of the most pernicious fallacies that a boost to wages is
an effective method of increasing purchasing power and thus alleviates
depression. A tax cut or increase in public expenditures strengthens
purchasing power. On the other hand, a rise in wages may or may
not increase purchasing power of the workers (depending on what
it does to eirployment). But in any case, whether it does or does not
raise the purchasing. power of the workers concerned, it boosts cost
of production, it pushes up prices (or prevents prices from falling)
and so reduces the real purchasing power of all consumers, including
labor itself, adds to the fires of inflation and thus makes it more diffi-
cult for the monetary authorities to relax credit restrictions.

' However, a tax cut that is limited to a period of a year or less than a year may not

be a sufficient Inducement to increase expenditure. In other words, a temporary tax cut
Is more likely than a permanent one to result in larger saving rather than In increased
consumption expenditure. I would therefore be Inclined to recommend a permanent tax
cut.
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Question 6. (b) With respect to these three objectives (1) price
stability, (2) stability of production, demand, and employment, (3)
economic growth in production, demand, and employment, discuss
and appraise the significance of what you consider to be the most
important trends since World War 11--during the most recent 2 or
3 years-and especially during 1957.

I think we have done quite well during the postwar period with
respect to objectives 2 and 3, that is to say, with respect to growth and
stability of production and employment. This was true, at least until
recently. (It should be kept in mind that this was written in March
1958). As far as stability and growth of production and employment
are concerned, the record since the end of World War II has been
better than after World War I.

But with respect to objective 1-price stability-we have not done
so well. If we do not want to endanger long-run growth of pro-
duction and stability of employment, we shall have to do better in
the future in that respect than we have done so far since World
War II. (For further elaborations see question 11 below.)

Question 7. Give your opinion of the effect on our economy of cur-
rent Federal, State, and local government spending.

I confine myself to asserting that from the point of view of cushion-
ing a depression the high levelof public spending is a favorable factor,
for at least three reasons: (a) Public expenditure is a stable item not
subject to cyclical declines in depression. (b) The leverage of the
so-called "built-in stabilizers" operating through variations in tax
receipts and certain types of expenditures is greater in a large than
in a small budget. (e) When it comes to counteracting a decline in
private expenditure and alleviating a depression, it is easier to in-
crease public expenditure by a certain amount when starting from a
high budget level than when starting from a low level.

From the standpoint of long-run growth, however, the level is cer-
tainly much higher than one would wish. But since substantially
more than half of Federal expenditures are for national security it
is difficult to see what can be done about it, so long as the international
tension lasts.

In view of the high and. unhealthy level of public expenditures I
would favor, when it comes to alleviating a depression either by in-
creased public works or by a cut in taxes, the latter method over the
former.

For other considerations on that choice see question 9 below.
Question 9. Will you distinguish between fiscal policy (embracing

expenditures, taxes, and debt) and monetary and credit policy, an
then relate them one to the other. Please discuss these policies start-
ing how they may be used to restrain inflationary trends and other-
wise aid in preserving a stable economy.

As I have remarked earlier (see question 2 above) monetary (in-
cluding credit) policy is the more flexible weapon for purposes of
stabilizing the economy. But on the downswing of the cycle, as at
present, monetary policy cannot do the job alone and has to be sup-
plemented by fiscal policy. Here the basic choice is between (a) tax
cuts and (b) a rise of expenditures.

In principle, I would favor the former method-tax cuts-for two
main reasons: (a) It does not add to the already overextended activ-
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ities of the Government; (b) it is easier to apply and acts quickly,
while most types of public works require time-consuming prepara-
tions. There are, of course, exceptions to this last consideration and
I would certainly not exclude an increase in expenditures altogether
especially not in the form of speeding up expenditures which will
have tobe made anyway later on, and such expenditures which rise
automatically in a depression, such as increased unemployment relief.

It is sometimes claimed that tax cuts have the disadvantage that
they cannot be easily and promptly restored once the depression is
over. This objection could be overcome by limiting the tax cut to
a certain period, 1 year for example, with the proviso that the old
rates will come in force again automatically unless Congress voted to
maintain the lower rates.4 It should also be observed that many of
the expenditures that have been proposed are of such a nature that
they cannot be quickly discontinued or reduced in volume when no
longer needed. Some will even involve permanent commitments.

Increases in expenditures, it is sometimes said have the advantage
that they can be better pinpointed on areas of labor surplus. This
may be true to a limited extent, but it should be pointed out that to
a certain extent this objective can be achieved without increasing the
total level of expenditure by redirection of expenditures already
scheduled. Moreover, most depressions, especially if they are severe
enough to warrant the application of the heavy artillery of fiscal
policy, are fairly widespread over the whole economy. If that is the
case, pinpointing is not necessary.

During periods of inflationary prosperity monetary policy should
be aidedby fiscal policy. If the Government runs a deficit and adds
to the public debt in depressions, it should aim at a surplus in pros-
perous years.

Question 11 (a). What is the explanation of the seeming paradox
that at times inflation and unemployment exist side by side in our
economy?

The unusual phenomenon of rising unemployment and sagging
production combined with rising prices, which we are experiencing
at the present time (early 1958), is a very dangerous development.
It means that we have the worst of two worlds.

The main reason for this disquieting innovation must be sought in
the downward rigidity of, and upward pressure on, wages.

It is one of the most pernicious fallacies that a boost to wages is
an effective method of increasing purchasing power and thus alleviates
depression. A tax cut or increase in public expenditures strengthens
purchasing power. On the other hand, a rise in wages may or may
not increase purchasing power of the workers (depending on what
it does to employment). But in any case, whether it does or does not
raise the purchasing power of the workers concerned, it boosts cost
of production, it pushes up prices (or prevents prices from falling)
and so reduces the real purchasing power of all consumers, including
labor itself, adds to the fires of inflation and thus makes it more diffi.
cult for the monetary authorities to relax credit restrictions.

' However, a tax cut that is limited to a period of a year or less than a year may not
be a sufflclent Inducement to Increase expenditure. In other words, a temporary tax cut
is more likely than a permanent one to result in larger saving rather than in increased
consumption expenditure. I would therefore be Inclined to recommend a permanent tax
cut.
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Question 11 (b). Shall we accept, as some have suggested, a gradual
inflationary trend as desirable (or necessary) to achieve and maintain
full employment goals ?

In my, -pinion, the idea that a continuous creeping inflation of 2 or 3
percent a year is unavoidable and innocuous is a dangerous fallacy
which must be rejected.

I adnit that the present method of wage fixing and the attitude of
the powerful trade unions, which expect every year a large wage rise
exceeding the average annual increase of labor productivity, poses a
serious dilemma. But the problem cannot be solved by acquiescing
in a continuous rise in prices. The trouble is that when prices rise
by only 2 or 3 percent per year for a few years in succession, more and
more people become alarmed and take steps to protect themselves.
The Iaor unions themselves, whose policy is largely responsible for
the continuing rise in prices, will ask for larger wage increases (or
insist on escalator clauses) when they see that their wage rises are
swallowed up by rising prices. Hence soon the price creep will bo-
come a trot and the trot a gallop. This is simply an application of
the homely truth that while you may fool all people some of the time
and some (though not the same) people all the time, you cannot fool
all people all the time.

It has been objected to that argument that a galloping inflation
is impossible in the United States. I am inclined to accept this
proposition, but I submit that it misses the point. Why is galloping
inflation impossible? Because the Federal Reserve will keep money
sufficiently tight to prevent inflation from galloping away. But what
the advocates of creeping inflation overlook is iat after a while
the mere attempt to keep inflation at a creeping pace (to prevent
the creep from becoming a trot or a canter) will be suffering to bring
about unemployment and depression." This is after all what hap-
pened last year. The advocates of creeping inflation themselves
blame the tight-money policy for the present depression. I personally
would say that it was a contributing factor-but let me, for argiu-
ment's sake, accept the proposition that it was the main cause. Then
it is indeniable that a policy which held the inflation at a creep-
it did not do more than that-brought on unemployment and depres-
sion. If money had been less tight, prices would obviously have risen
even faster. Sooner or later the price rise had to be stopped or slowed
down. It should be observed that if it had been stopped by fiscal
measures (tax increases or lower Government expenditures) as some
experts had recommended, the reaction would have been the same.
In that respect monetary and fiscal policies are not different in their
operation. If demand is controlled either by monetary or fiscal
measures and wages continue to be pushed up, the consequence must
be unemployment.

Some experts are optimistic and believe that if overall demand is
controlled by monetary and fiscal policy, a little unemployment or

5 Another very dangerous possibility Is that attempts will be made to suppress the
symptoms of Inflation by direct control of prices and similar measures. There are not
many who recommend that line of approach at the present time. But suppose we spend
our way out of the depression and strong Inflationary pressure builds up again-will the
monetary authorities again have the courage and the power to call a halt at the rilk of
once more causing unemployment? I am afraid we shall hear more and more voices calling
for direct controls, the totalitarian methods of a war or siege economy. This in yet
another reason why It is imperative that creeping inflation be avoided. And It can be
avoided without creating mass unemployment provided wages are not allowed to ris
faster than the gradual rise In labor productivity.
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the mere threat of unemployment will induce labor unions to relax
their pressure for higher wages.

I wish and hope that this view is right. It is true that when
overall demand is controlled and employers cannot easily pass on
higher wages to the consumer in the form of higher prices, their resist-
ance to wage demands will be stiffened. But I very much doubt
whether a little unemployment, let alone the mere threat of unemploy-
ment, will do the job. T he next few months will probably provide
the answer.

One thing is certain. If price stability is to be maintained and
a high level of employment preserved, money wages cannot rise on the
average faster than output per man-hour-which is hardly more than
2 percent a year.

I should like to point out one important implication of this fact.
Technological progress and the rise in output per man-hour is, of
course not uniform over the whole economy. Some industries, let
me say, certain branches of manufacturing and perhaps agriculture
display faster technological advances than some others-let me sy
most service industries. Hence, if the overall price level is to remain
stable, the prices of the products of the more progressive industries
must fall and the prices of the less progressive industries must rise.
This presupposes, however, that wages in the more progressive in-
dustries cannot rise as fast as productivity in those industries. If
stability of the price level and full employment are to be maintained,
wages in these industries cannot be allowed to rise faster than average
productivity of labor in the whole economy.6

Suppose that labor in the progressive industries is organized in
powerful unions which force up wages in proportion to the rise in
productivity in those particular industries-an assumption which does
not seem unrealistic-then, it is true, prices of the products of these
industries need not rise. But since the American economy is suffi-
ciently competitive to generalize, sooner or later, such a wage rise,
if not fully then at least to a large extent, over most of the economy,
including the less progressive industries which cannot absorb the
higher wage cost without a rise of prices at which they sell, the overall
price level will go up.

It follows that the policy of wage increases in proportion to (let
alone those in excess of) the rise in productivity in each particular
industry is highly inflationary.

Question 13. Considering the financial condition of the United
States, at what point, if any, in terms of unemployment, production,
and consumer demand, should the Federal Government move in major
ways, such as a tax cut and/or large increases in public works, to
counteract a downturn in the economy ?

The formulation of this question suggests that there may exist some
doubt as to whether the financial condition of the United States would
permit the Federal Government to move at all "in major ways" to
counteract a downward movement in the economy, whatever the level
of unemployment. In my opinion, no such doubt should exist. At some
level of unemployment action must be taken either by cutting taxes or

$Or If wages in the progressive Industries are allowed to rise a little faster (In order
to attract labor from elsewhere), overall price stability requires that wages In the less
progressive industries be reduced.

25420-58-pt. 5-9
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raising expenditures and the necessary rise in the debt limit will have
to be voted by Congress. To make an extreme assumption, a level of,
say, 10 million unemployed would constitute a major calamity which
would necessitate a major move in the above sense.

It is, on the other hand, very difficult to specify a definite level
of unemployment at which major steps have to be taken. The decision
must surely depend not only on the absolute level of unemployment but
also on the speed of the movement, on how long a given level of un-
employment has persisted, on the distribution of unemployment
(whether it is highly concentrated in particular areas or widely spread
over the economy), on the turnover of unemployment (that is to say,
the length of time individual workers remain on the average unem-
ployed), and also on the prospects that a change for the better or for
the worse is in the offing.

In all thee respects there is plenty of room for honest doubt and
disagreement. If I were pressed to make a quick judgment (and there-
fore a tentative and superficial one subject to revision in the light of
further study and better information), I would say that when unem-
ployment reaches the 6 million mark and there are no clear signs of
an early reversal of the trend, the time for a major move has arrived.
There would then still remain the question on the precise nature of the
move and of the dosage, that is to say, by how much taxes ought to be
cut or expenditures be increased.

But let me repeat and emphasize once more that all these decisions
would be much easier to make, because it would not matter so much
how they are made, if ours were not a period of chronic inflation.
If prices had not risen so much over the last 20 years, and if the upward
pressure on wages were less intense than it is, and if therefore there
was less danger that by overshooting the mark the flames of inflation
will be rekindled, the authorities could with good conscience take the
chance of acting too soon and too drastically. Ours being a period of
chronic inflation and of intense wage push, they have to watch their
steps much more carefully, which increases the danger of acting too
late and too little.

Question 14. How much of a factor in your opinion has deficit
spending by the Federal Government since the end of World War II
been in contributing to or producing inflation?

I do not think that deficit spending by the Federal Government
since the end of the war has been an important inflationary factor.
But it cannot be denied that the large size of the budget (even if bal-
anced) and the fact that the Government is ready to incur a deficit
in periods of depression so as to counteract the decline in output and
employment is, at least from the long-run standpoint, a highly infla-
tionary factor. This is the price we have to pay for a high level of
employment. But it should be stressed again that, if it were not for
the excessive wage push, it would be possible to maintain a high level
of employment and a large budget without creeping inflation.

Question 15. Can full employment goals be attained while main-
taining a dollar that has relative stable purchasing power?

It follows from what has been said above (especially in answer to
question 11) that full employment can be maintained without infla-
tion (i. e., while maintaining the purchasing power of the dollar
reasonably stable) only if the wage level is prevented from outrun-
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ning the gradual rise in average labor productivity (output per man
or man-hour).

Question 16. Are escalator provisions in wage or other contracts
compatible with achieving economic stability I

Escalator clauses in wage and other contracts are detrimental to
economic stability. They tend to speed up the process of inflation
and if generalized would lead to an intolerable instability of the price
level.

Question 17. List and briefly discuss what you consider the causes
of the present recession, and what should be done to terminate it.

As Have mentioned above, the present recession or depression is
often blamed on the tight-money policy pursued by the Federal Re-
serve System or on its continuance beyond the time when it was really
necessary.

In my opinion, this accusation is based on a very shortsighted view.
The American economy-in fact the world economy as a whole-went
from 1954 until 1957 through an ordinary investment boom as it has
done many times before. True, the vigor and magnitude of the boom
has been enhanced by the fact that a backlog of demand was still left
over from the war. The disappearance of this backlog also aggravates
the reaction. The last prosperity period has nevertheless come closer
to being a regular prewar boom than any period we have had so far
since the war.

It is true also that the price rise which took place during that period
(wholesale prices started to climb about the middle of 1955 and con-
sumer prces a year later) was not at all excessive by earlier standards
even when disregarding war booms and immediate postwar booms.
But the great difference, compared with price rises in earlier boom
periods, is that these 3 boom years with rising prices are embedded in
a period of almost 20 years during which there has never been any
substantial price fall; in other words, the boom period in question
came during an age of chronic inflation. This make a great deal of
difference and as far as the United States is concerned it is an entirely
new phenomenon.

Now this investment boom had to come to an end sooner or later,
as an earlier boom has. Presumably, the Federal Reserve could have
kept it going somewhat longer by relaxing its tight-money policy.
But there is always the danger that the subsequent reaction would be
stronger, if the boom is allowed to go on longer. However, I would
not press this point too much.

More important, in my opinion, is the consideration that this boom-
which, to repeat, was not out of the ordinary by historical standards-
occurred during a period of chronic inflation. If that had not been
the case, the Federal Reserve might have been justified in taking a
chance in prolonging it a little bit. Moreover, and that is even more
important in my opinion, if the boom had not occurred in a period
.of chronic inflation, the Federal Reserve could have afforded to act
more promptly and more vigorously once it became clear that the back
of the boom had been broken. This condition, of course, still exists.
If the present slump were situated at a valley of the price curve in-
stead of happening at a high plateau (which is not even horizontal but
has an upward though gentle inclination) monetary and fiscal policy
could be applied with better conscience and hence more vigorously
to end the slump.
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Probably they will be applied anyway with greater vigor in thenear future. Then we shall soon be back where we were: at an infla,tionary prosperity. That may be better than a depression with 6 mil-lion unemployed or more. But it is not a stable situation.The chronic inflation simply has to be stopped and it can be stoppedwithout perpetuating or creating an intolerable amount of unemploy-ment provided wages are prevented somehow from outrunning tMgradual rise of output per man-hour.
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DEAR SENATOR Bnw: In accordance with your request I have com-pleted the questionnaire with respect to the investigation of the finan-cial condition of the United States conducted by the Senate Finance
Committee. My reply has been confined to the questions submittedand it is hoped that you will find them helpful in formulating sound
recommendations to the Senate.

Very sincerely yours,

Enclosure.

Question 1. Give a definition in your own words of deflation and
inflation.

Answer 1. Inflation (as applied to money) is the reduction of the
purchasing power of money; deflation, on the other hand, is the exact
opposite; namely, an increase in the purchasing power of money interms of goods or services. Inflation occurs when the demand forgoods exceeds by a considerable margin the supply of goods. Infla-tion has been mistakenly defined by some as rising prices and defla-

tionce asd faeflga-tion oras fatingprices. Changes in price levels are only one result ofnation or aeffation.
Question 2. Explain how you believe the economy of the United

States can best avoid either inflation or deflation. If you think pres-ent laws should be changed or new laws are required, then make spe-
cific suggestions.

Answer 2. It is doubtful if there is a control which would be prac-
tical and effective in curbing inflation and at the same time fall
within the democratic concept of government. Resort to nondeino-
cratic controls cannot be justified in any period other than that of war.It would seem that the only practical way of avoiding inflation would
lie in complete Government control of all production, additions top lant capacity, prices, and ivages. This, of course, is unthinkable.
Governmental action to restrain inflation will usually involve some
form of compulsory austerity which will be difficult to justify politi-cally when the economic situation is prosperous. People will accept
control of inflation only when they can be assured that the alterna-
tive is not serious unemployment and a fall in the standard of living
and that it will not result m stagnation of the economy. Those peo-ple who are out of work today may have been worrying about the
high cost of living last year but undoubtedly the y would be willing to
accept even higher costs of living rather than be out of work. Tosummarize, inflation or deflation probably can be prevented but thecure is one requiring governmental control which would probably be
more dangerous than the disease.
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Question 3. Comment generally on the monetary control policies
of the Federal Reserve System as exercised within the following years:
1942-57. (You may wish to divide the period into two parts, 1942-50
prior to the accord, and 1951-57.)

Answer 3. 1942-50: This question assumes differing answers in
point of time; to limit all excesses on both the upside and downside
in general economic trends one could almost say that monetary con-
trol, in the sense that the term is used today, did not exist in 1942-50.
The bond market during this period was stabilized by the Treasury
in order to permit financing World War II and the Korean war as
cheaply as possible. Direct controls (regulation W, etc.) were in-
troduced to contain consumer competition for goods. This form of
monetary control has its place within the proper objectives of the
Federal Reserve Board. Even though desirable, it is doubtful the
Nation would have been willing to finance a much larger portion of
the wartime expenses by way of taxes relative to that raised by the
sale of bonds which leaves an aftermath of swollen money supply and
continuing debt-service charges. It would take political courage of
the highest degree to ask the American public to do things the hard,
even though better way.

1951-57: Hindsight would permit one to be critical of some of the
actions of the Federal Reserve Board and/or the timing of these
actions during this period. The increase of the discount rate in
August 1957 was unfortunate. On the other hand, the pronounce-
ment in 1953 that central bank policy would, in the future, accom-
modate long-term economic growth via a commensurate increase in
the money supply was an unprecedented advance in sophisticated
money management. The 1954 shot in the arm under the influence
of the same kind of downward pressures that we see today, fostered
the 1955-56 excesses which, in turn, were largely responsible for the
current recession. Certainly the Federal Reserve Board has made
some mistakes but its operations by and large merit public com-
mendation and admiration that the Board has accomplished as much
as it did in keeping us out of serious trouble in areas where there
were no controls.

Question 4. Begi nning in August 1956 there was an increase in the
Consumer Price Index each *month through September 1957, thereby
causing a decline in the value of the dollar. What factors contributed
most to this decline in the value of the dollarI

Answer 4. Except for farm products and food prices, which had
been declining from 1952 through the first half of 1956, other com-
ponents of the Consumer Price-Index had been increasing steadily.
The decline in food prices tended to hide this rise. About the mid-
dle of 1956, the trend of farm and food prices reversed and started
moving upward along with virtually all other prices. The main
reason for the increase in food prices since the middle of 1956 has
been the Federal Government's farm price support program coupled
with vagaries of nature in certain instances which reduced available
supplies.

One of the most important factors contributing to the increase in
consumer prices was the continuing increase of labor costs which.
could not be absorbed by employers and had to be reflected, at least
in part, in increased consumer prices.
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Question 5. What effect does the management of the current public
debt have upon the national credit structure and the economy of the
United States?

Answer 5. Management of the public debt with a view to issuing
and refunding Government bonds at the most opportune time of the
business cycle has not been and could not be expected to be very suc-
cessful. Attempts to time such flotations appear to have missed the
mark. One result of this practice is that too much short-term debt is
outstanding. From a practical viewpoint it would probably be better
to float medium- and long-term issues at periodic intervals regard-
less of the stage of the business cycle.

Question 6. (a) Discuss in tieir relationship to one another and
according to your judgment of their relative importance, the follow-
ing three objectives of economic policy in the United States:

1. Price stability.
2. Stability of production, demand, and. employment.
3. Economic growth in production, demand, and employment.

(b) With respect to these 3 objectives, discuss and appraise the sig-
nificance of what you consider to be the most important trends since
World War II-during the most recent 2 or 3 years-and especially
during 1957.

Answer 6. (a) If the country is to progress and the Nation's econ-
omy is not to stagnate there must be some economic growth which, in
turn, would provide for increased employment and production.
Maintenance of stability of demand by economic growth would seem
to be essential. It is my opinion that, of the 3 objectives set forth,
the following is clearly the order of importance.

1. Economic growth in demand, followed by stepped up em-
ployment and production.

2. Stability of demand, employment, and production (again
the three components have been stated in relative order of
importance).

3. Price stability (not a policy basically; rather a result).
(b) The most important trend since WorldWar II with respect

to the three objectives covered by this question has been the economic
growth. This economic growth has been at a higher sustained
rate than in any comparable period in recent history. Brief leveling
periods occurred during the 1937-38 and 1947-48 periods and we are
presently in the midst or nearing the end of another period of adjust-.
ment. One of the most important trends was the endeavor imme-
diately after the war to meet pent-up demand for all sorts of goods
and services by expanding physical facilities. Demand for goods
leveled off somewhat in 1954 and then was given another boost with
the relaxing of consumer credit restrictions. This was followed by
further extensive expenditures for facilities which brought about the
boom in capital expansion in 1955-57.

It seems that he underlying cause of the postwar inflation has been
the conviction on the part of labor, businessmen, and consumers that
inflation was going to be with us for a long time and that all phases of
the economy had to move faster in order to avoid losing ground.

Question 7. Give your opinion on the effect on our economy of cur-
rent Federal, State, and local government spending.

Answer" 7. There can be little question that Federal, State, and local
spending has been a major factor in contributing to inflation during
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the postwar period by competing with private sources for available
materials and labor. Additionally, Government spending is probably
more inflationary than private because of the reduced efficiencies of
Government as contrasted with private business in the expenditure of
Government funds during periods when both are competing for
limited supplies of goods and/or labor.

It is felt that here are many activities in governmental areas which
could be reduced or eliminated particularly during periods of normal
business activities. During the present period, however, Federal,
State, and local spending undoubtedly will prove to be one of the
stabilizing factors in the economy. The anticipated increase of
$4 billion in such spending between 1957 and 1958 should offset, to a
large degree, the anticipated reduction in expenditures by business.

Question 8. Give your opinion of the effect on our economy of cur-
rent Federal, State, and local taxation.

Answer 8. The solution to this question can contribute more in my
opinion to the economic well-being of the Nation than any other
phase of legislation. Present Federal, State, and local taxes, un-
doubtedly, divert money into public channels that could be used more
constructively in private economic activities. This is one of the chief
reasons why thinking people are advocating tax reductions and
reforms as the foremost method of easing the current recession.

It is my firm belief that both individual and corporate income taxes
are unreasonably high. Individual income taxes are so high as to be
eonfiscatory in nature and incentives to invest, expand, and advance
exist only to the extent that one finds incentive in the satisfaction of
accomplishment. A tax system providing incentives could bring
about the formulation of more businesses which, in turn, would build
far greater opportunities for the constructive employment of a bigger
segment of our population. Such employment would curtail mate-
rially the need for continuing heavy governmental expenditures and
make-shift economic devices which sometimes render relief in a tem-
porary fashion but undoubtedly tend to further increase the Federal
debt and intensify the problems of inflation. It is felt that under a
tax reform that would limit personal income taxes to, say 25 percent,
the taxes raised from the income generated by the additional private
employment and related busifiess activities would more than offset the
decline in revenues attributable to reduced tax rates. To this im-
provement should be added savings brought about through the reduc-
tion of governmental activities which in many instances created jobs
for the sake of jobs. The same tax problems which apply to the in-
dividual are also present in the corporate tax structure, particularly in
an inflationary period, because under the tax burden today a young
business has little chance of existing, let alone growing.

Our economy can be strong only if both corporate and individual
incentives are such that people will build new enterprises and expand
existing ones, thus broadening in a material way the Nation's pros-
perity. It is recognized that the type of tax reform and revision that
is, in my opinion, needed for the future welfare of this country will
require great political courage on the part of our legislators.

Question 9. Will you distinguish between fiscal policy (embracing
expenditures, taxes, and debt) and monetary and credit policy, and
then relate them, one to the other. Please discuss these policies stat-
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ing how they may be used to restrain inflationary trends and other-
wise aid in preserving a stable economy.

Answer 9. Fiscal policy is financial policy; it is the obtaining and
expenditure of Government funds. Government fiscal policy is evi-
denced by the financial planning currently being attempted to offset
the adverse effects of the business cycle. When private expenditures
are high and Federal, State, and local expenditures are increasing,
some budget surplus should be set aside for use when economic condi-
tions are ss favorable. The most successful governmental use of this
theory that can be recalled was the public works fund in New York
during the governorship of Thomas E. Dewey. This fund subse-
quently was used to finance the New York State Thruway and other
projects. Fiscal policy probably does more in controlling inflation
than monetary and credit policies. In practice, however, there are
usually strong political pressures to expend budgetary surpluses
which may have accumulated so that, when economic conditions de-
teriorate, the Government is faced with the necessity, as at present,
of increasing Government expenditures in the face of falling Gov-
ernment revenues.

Monetary and credit policies relate to the supply of money and the
conditions under which it is used or made available. Such policies
have an effect on the degree of inflation and likewise they can be ex-
tremely dangerous in their long-range effect on the economy. The
effects of such policies and controls as those exercised by the Federal
Reserve Board on the reserve position of member banks tend to be
temporary and do not, in the long run, prevent inflation.

Tie Federal Reserve Board's control over inflation is considerably
less than when the Federal Reserve System was established. At that
time commercial banks dominated the financial system. Through
them the Federal Reserve was in a position to exercise effective control.
Since that time2 however, commercial banks have become relatively
less important in the overall financial system which includes such
activities as insurance companies, sales finance companies, saving
banks, building and loan associations, etc. These large segments of
the financial system are controllable only in an indirect manner by
the Federal Reserve Board.

Another difficulty with control through monetary and credit policies
lies in the inevitable lag between the controls imposed and the time
they take effect. A pertinent illustration was the increase in the
discount rate by the Federal Reserve Board in Aurust 1957. This
increase was intended as a check on inflation but, by the time its effect
was felt, the economy was already showing signs of recession. An-
other difficulty with monetary and credit controls is that they have in
Vnany instances disproportionally restricted the activities of indi-
viduals and small businesses.

Question 10. (a) Comment generally on the adequacy or inadequacy
of the United States monetary system. (For the purpose of this
question consider that the monetary system includes bank deposits and
bank credits.) Also please furnish your ideas for the correction of
any inadequacies that you feel now exist in our monetary system.

(b) Comment briefly on the adequacy or inadequacy of the United
States fiscal system.

Answer 10. (a) Everything that occurs in the economic sphere i.r-
volving production, distribution, consumption and services ultimately
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reflects itself in the supply of money. The supply of funds coupledwith the general economic outlook is more important in resolvingwhether or not to borrow funds for some form of acquisition or ex-pansion than is the cost of borrowing. One of the major causes of thecurrent recession is the limited supply of money in the face of theinflationary trend that has been in existence since the war and seemslikely to continue for many years to come. The problem with ourmoney supply probably lies in the fact that production of goods andservices has not kept pace with inflation; also, there has been an over-expansion of p]ant facilities coupled with excessive accumulation ofinventories. Unquestionably, these excesses must be brought intobalance and the period during which it takes place is certain to bea disturbing one for many segments of our economy.It is common knowledge that savings have grown materially duringthe recent period of recession so that some improvement in the supplyof money and in the movement of money can be stimulated by soundtax reforms and tax reductions. I believe strongly that tax reformand tax reduction would be the greatest single stimulant to a con-
tinuing healthy economic climate.

(b) The problems regarding the United States fiscal system havebeen built up over a period of years so that the amount of money nowrequired to service the funded debt represents a substantial part ofthe annual revenue. Many of the services, agencies and functions ofthe Government are doi'g a good and necessary iob. The degree towhich others are essential and significantly contributing to the wel-fare of the Nation is open to question. The report of the HooverCommission is one of the most constructive contributions availableas a guide to increased efficiency and cost reduction in governmental
functions.

Question 11. (a) What is the explanation of the seeming paradox
that at times inflation and unemployment exist side by side in our
economy?

(b) Shall we accept, as some have suggested, a gradual inflationarytrend as desirable or necessary) to achieve and maintain full em-
ployment goals?

Answer 11. (a) It appears that inflation and unemployment existside by side because of the rise in the consumer price index despiteunemployment in durable goods and certain other segments of theeconomy. As a result of the wage contracts between employers andunions in recent years, 60 million employed can be receiving wageincreases while 5 million unemployed remain out of work. Some timeelapses between the slackening of demand and resultant reductions ofemployment; also unemployment insurance, separation pay, pay-ments from union iunds and savings provide funds for some time afteremployment begins declining. In addition, the unions have negoti-ated to spread the work over the largest possible number of membersso that, while family income is reduced, disposable income does notfall as rapidly as the rate of employment.
(b) If economic growth is accepted as desirable, a modest inflationeach year may be concomitant to such growth. The only alternativeto such inflation may be what we are experiencing at present-unem-ployment and retrenchment in industrial activities. Some inflationappears unavoidable in economic growth. Continuing inflation is
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expected in this country because of the burdensome problem of servic-
ing the Federal debt which will probably continue to rise in the years
ahead. The inflationary effect upon the economy of reducing the
Federal debt is well recognized and it is doubtful that any Congress
would be willing to face the political hazards which would be attend-
ant thereto.

Question 12. To what extent and in what way do you believe that
the growth of private debt in recent years may have become a threat
to the stability and vitality of the American economy ?

Answer 12. The growth of private debt in recent years undoubtedly
has been one of the chief factors contributing to the economic growth
of the country since World War II. Consumers and businessmen have
shown their confidence in the Nation's future by incurring debt to
increase output and introduce new products and services through
costly research and development programs. The resultant expendi-
tures have been a stimulus to economic activity and have improved the
general standard of living. Private debt to finance installment sales
has been one of the mainstays of our economy. It is difficult to
imagine how the automotive, appliance and other consumer durable
goods industries could have prospered as they have and provided em-
ployment and disposable income to a huge segment of the domestic
economy had the consumer not resorted to private debt. Actually,
private debt has grown at a lesser rate than the economy. In fact,
as stated earlier, there is considerable evidence that one of the factors
contributing to the current recession has been the increase in personal
savings. Consumer savings are now at an all time high for normal
peacetime. In the past 6 months to a year repayments on consumer
installment debt have exceeded new debt incurred and some consumer
credit authorities estimate that 1958 may be the first year in a decade
or more in which the volume of consumer borrowings may show a
decline from the preceding year. Many businesses have released
sufficient cash through the reduction of inventories to repay or sub-
stantially reduce short-term debt.

Question 13. Considering the financial condition of the United
States, at what point, if any, in terms of unemployment, production,
and consumer demand, should the Federal Government move in ma-
jor ways, such as a tax cut and/or large increases in public works, to
counteract a downturn in the economy.

Answer 13. As indications of economic recession appear, the Gov-
ernment should take steps to ease the supply of money. My earlier
comments regarding revisions in the approach to income taxes should
not be deferred until we find ourselves in depressed economic condi-
tions. During the course of a recession some step-up in purchasing
power would b encouraged if there was some abatement in withhold.
ing taxes coupled with tax reductions. In the present business climate
tax reductions are viewed as the soundest and most rapid way of
correcting a recessionary trend in the economy. Public works pro-
grams ma be effective in the long run but considerable time is re-
qured before they can be put into effect and, in periods of recession,
the time factor is exceedingly important. Furthermore, public works
are inflationary because they increase the public debt and eventually
reduce the purchasing power of money.

I.
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Question 14. How much of a factor in your opinion has deficitspending by the Federal Government since the end of World War IIbeen in contributing to or producing inflation IAnswer 14. Increased Government spending is inflationary irrespec.tive of whether the budgt is balanced or unbalanced. Deficit spend-mg merely postpones he ultimate adjustment since it has the effect
of running presses to print money.Our experience since the Korean war has demonstrated the fallacyof believing that there is any correlation between inflation and de-flation and between budgt surpluses and deficits. In the so-calledconstant-dollar period of 1951-55 there was a budget deficit everyyear with a total deficit for the 4 years of approximately $21 billion.Actually there was continuing inflation throughout the period, which
was hidden by the decline in farm prices because of changes in farmsupport programs. In the years 1956 and 1957 the country experi-enced the sharpest inflation of the postwar period even though budget
surpluses were shown in both years.

Question 15. Can full employment goals be attained while main-taining a dollar that has relative stable purchasing power ?Answer 15. It is believed that full employment goals can be main-tained while maintaining the dollar with relatively stable purchasingpower only if orp.nized labor is willing to forgo wage increasesgreatly in excess of improvements in productivity, and if businessmen
are willing to forgo unreasonable profits. The latter presents nogreat probe m since the highly competitive nature of our economy isa most effective protection against unreasonable profits because of itspressure on price structures.. Organized labor, however, has exercisedstrong political and economic pressures over the years for increasedwages (whether direct or in the fringe benefits areas). Sme seg-ments of organized labor and pertinent labor legislation continue tobe the "old man of the sea" to American industry. The vast amountof improvement in productivity is attributable to more efficient equip-ment which has been purchased and installed by the industries of thNation, and not to any market improvement in the skill or outputof individual workers. The rapid growth of imports of automobiles,watches, cameras, radios, office machines, textiles, apparel, etc. isevidence that the American worker is gradually pricing himself outof employment not only in the domestic market but also in foreignmarkets which had been a major factor in our economy.Question 16. Are escalator provisions in wage or other contracts
compatible with achieving economic stability IAnswer 16. Escalator *rovisions in wage and similar contracts arecompatible with economic stability only if they do not greatly exceedunprovements in productivity which are currently estimated at about
2 percent per annum.

Question 17. List and briefly discuss whatyou consider the catmesof the present recession, and what should be done to terminate it.Answer 17. In my opinion the preqnt recession is attributable to
the following major causes:

(a) The release of pent-up consumer demand following the diver,-sion to military production during World War II and the Koreanwar of productive facilities which, otherwise, could have been used
for the production of civilian goods.
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(b) The effect of this heavy demand and the accompanying limited
labor supply (due to low marriage and birth rates during the 1930's)
resulted in an upward pressure on price and wages.

(c) Overexpansion of productive facilities to meet the rapidly
growing demand which placed undue pressure on the capital goods
and buiding industries.

(d) In light of the above there is a probability the Federal Govern-
ment contributed directly to the inflationary boom through increased
Federal expenditures. There can be little doubt that some govern-
mental authorities contributed directly to the current recession by the
sudden sharp cutbacks in defer' e contracts during the latter part of
1957. It is also probable that the Federal monetary authorities, in
their zeal to check inflation, may have checked the boom too abruptly
and thus brought on the recession sooner than may otherwise have
been the case; in any event this probably aggravated the decline.

The most immediate problem appears to be the restoration of con-
sumer confidence. Such restoration requires the clear demonstration
by the Government that it is genuinely interested in restoring confi-
dence. It can probably be done best as follows:

1. A significant modification of the tax laws and a material reduc-
tion of taxes for individuals and businesses in order to stimulate pur-
chasing for investment, expansion and current consumption.

2. A more orderly procedure for placement of defense orders. This
does not mean more orders-it does mean elimination of any marked
hiatus in placement of orders such as occurred in 1957.

3. Accelerated programing of already scheduled public works (par-
ticularly the interstate highway program which is far behind sched-
ule) and projects of the Army Corps of Engineer&s

4. Credit policies which will stimulate the supply and flow of money
which, in turn, should improve the demand for products and bring
about significant increases in employment.

0
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UNExvmIiTr OF NoRTH CAROUNA,
Scnooi1 or Busnm ADm RTIoN,

Hon. HARy F. Bnw, Chapel Hill, N. C., April 8, 1968.

Chai n, Committee on Fna,
Senate O/we Building, WasIlingtON 1. C.

DEAR SENATOR BYD: In response to your request of February 17
I have prepared answers to the series of questions you have raised
in connection with the inquiry of the Finance Committee entitled
"Investigation of the Financial Condition of the United States."

This 38-page response to your inquiry is of necessity, an abbreviated
treatment of the several questions you raised. You and the members
of the committee staff are to be congratulated for the penetrating
quality and appropriateness of the questions you have raised. They
are the right questions and your committee is performing a real pub-
lic service by asking them.

I shall of course, be happy to appear before the committee in
further elaboration of my statement if that should be your subsequent
wish. If you need additional copies of the statement, please let me
know.

Very truly yours, MAuRCE W. Lz, Dean,

Attachment.

INVESTIGATION OF THE FINANCIAL CONDiTION OF THE UNITED STATK.1

By Maurice W. Lee, Dean, School of Business Administration,
University of North Carolina, Chapel Hill, N. C.

1. Give a definition of deflation and inflation.
The simplest statement is also the most useful. Deflation involves

a decline in prices-inflation an increase in prices. The matter of
defining these terms may, of course, be made much more complex.
What of the case when consumer prices are rising and wholesale
prices are dclini Here there are broad inflationary and defla-
tionary trends coexistent in the economy. If it is assumed that the
ultimate objective of an economy is to place a maximum amount of
goods and services in the hands of final consumers then the more sig-
nificant measure of inflation and deflation is the price index of final
consumer purchases. With this in mind the mixed trend cited above
would be characterized as inflationary.

Although the matter of defining deflation and inflation may be
complicated endlessly the most useful concept remains, as
the simplest. Deflation is a condition of falling prices. Infngion ii
present when the value of money is falling and the prices of goods
and services is rising.

2. How can the ecunwny of the United States best avoid either
inflation or deflation Should present laws be changed or new laws
enacted!
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bStated simply price level movements are the product of disparitiesbtween the flow of money" into the market and the flow of goods and
services. An expansion of the effective money flow, if not accompanied
by a correspnding expansion in the flow of goods and services wil

lead to an upward-movement of prices. Conversely an expansion in
the flow of goods and services not matched by a corresponding in-
crease in the effective money stream will lead to falling prices. The
avoidance of either inflation or deflation requires that there be a con-
tiung balance between the money supply and the supply of goods
and services.

In our mature western economies goods and services are exchanged
for money and money is then used to purchase other goods and serv-
ices. we rely upon the profit system to provide the stimulus for
maximizing the output of goods and services. We rely upon the
banking system to provide appropriate expansions and contractions
in the money flow commensurate with the flow of goods and services.
We .assign to the Federal Reserve System responsibility for super-
vising the operations of our banking s stem, for control ing thefo
of credit through the ecnomy. nd (Government through its tax and
expenditure.programs can draw money out of the economy or push
money inot.

The ultimate responsibility for avoiding either inflation or deflation
must rest with the Federal Reserve System and the Treasury. Today
it appears that economic thought in this country has progressed.
from a strong conviction that the economy should be left to run its
own course, to a general and nonpartisan acceptance of the need for
a stabilization policy which will prevent excessive fluctuations in the
private economy. Both inflation and deflation must be contained.
Hlowevr, this does not mean that the economy should be held at some
fixed static level. Some degree of economic fluctuation is essential.

In a free-enter p rise economy progress and economic fluctuations
are associated. Nlew ventures are launched, grow and develop. Oth-
ers, unable to meet the standards of the competitive system fail and
disappear from. the economic scene. The evolutionary processes of
economic growth and development flourish in an atmosphere of free-
dom and moderate ebb and flow. Also, however, they may be destroyed
if these economic fluctuations become too violent. This, then, is the
essential problem of economic stabilization--to develop a program
which will avoid excessive economic fluctuations while, at the same
time, permitting the more moderate movements which are essential
to the ongoing of a healthy, expandin g economic system.

From this certain general principles emerge as guideposts for a
program of economic stabilization. Such a program should meet
the following tests:

1. Limit excessive economic fluctuations but not interfere with
appropriate fluctuations which are required for sustained long-
run economic growth.

2. Avoid, so far as possible, interference with the operation, of
the fre market. Only where free-market forces gi~ve indication
of producing continuing excessive deflationary or inflationary
results will a program of economic stabilization be invoked.

3. Whenever possible, in choosing among different stabiliza-
tion devices those which least inter re wit i the detailed oper-
ation of the free-market mechanism will be given preference.
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4. Maintain a due regard, in the evolution of the stabilization
program, for the dangers of producing excessive fluctuations in
the economic systems of other nations.

The machinery of economic stabilization is now generally under-
stood. It consists of monetary, fiscal, and debt poicy-all indirect
forms of control-and a panoply of direct controls. Among these
latter which have either been widely used or widely considered for
use are direct credit controls, price, wage, and rent ceilings--all aimed
at the excesses of an inflationary situation--or agricultural price sup-
ports, deposit insurance, portions of social security and mortgage
credit legislation-all relevant to periods of threatening deflation.
Since subsequent questions of the committee call for detailed consider-
ation of these matters only a brief summary comment about each will
be presented at this point.

In terms of the four yardsticks noted above it is clear that direct
controls such as price or wage ceilings should be regarded as weapons
of last resort in the fight for economic stability. Controls of this sort
involve a serious interference with the detailed operation of the free-
market system. Once inaugurated they invite an in fact almost com-
pel the adoption of other direct interferences with the free economy
such as rationing of consumer goods and-materials allocation programs
for producer goods.

Principal reliance must be placed upon the direct tools of economic
stabilization-upon monetary, fiscal and debt policy. These are gen-
eral controls in the sense that they affect the total money flow avail-
able for the purchase of goods and services and allow the competitive
system to continue its function of allocating economic effort and eco-
nomic rewards.

Monetary policy is the most flexible of these general controls. It
operates through variations in the discount rate, through open-market
purchases and sales and through alterations in the reserve ratios
required of member banks. It attempts to relate the total effective
money flow to the flow of goods and services produced for sale in the
economy. By seeking a balance between money and goods (and serv-
ices) price stability is maintained. If the economy appears to be
expanding too rapidly the Federal Reserve System can raise the
discount rate thereby increasin i Ae cost of member bank borrowing
and thus dampening the expai.,.on in credit money. In support o3
this rate action it may also sell some of its holdings of Government
issues on the open market, thus additionally mopping up a portion
of the purchasing power of the economy. It may, in addition, raise
the reserve rates required of member banks thus reducing the amount
of credit such banks can issue. These different tools of monetary policy
will be closely coordinated.

Monetary policy has the great virtue of flexibility. It may be varied
from moment to moment. But it is more effective in periods of threat-
ening inflation than it is when an economic decline is underway. In
times of deflation about all that monetary policy can do is make certain
that there are funds available--it cannot compel that they be spent.

Fiscal policy, which may be subdivided into expenditure policy and
tax policy, is much less flexible, much less quick on its feet than mone-
tary policy. If Government spending is increased, more money will
be pushed into the economy. If it is reduced, less money flows out into
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private hands. But changes in the rate of Government spending arenot ordinarily made on short notice. A whole apparatus of executiveand legislative decisionmaking must ordinarily be brought into opera-
tion before such a change cane realized.

On the tax side of fiscal policy much the same thing may be said.Changes in the tax rate structure may only be accomplished after deci-sions have been made in the executive branch and deliberations havebeen undertaken in the legislative branch of the Government. Taxrattes appropriate to an economic expansion may thus be continued withfull deflationary impact many months into a period of recession. Orconversely, a low tax rate structure may be prolonged into a periodof expansion thus aggravating the inflationary pressures of such aperiod.
Government deficits and surpluses have great impact upon thenational economy and could be a vital force for economic stabilization.Too often in the past fiscal impacts have been counterstabilizing intheir effect. This is perhaps not surprising since Government expendi-ture programs and tax programs are undertaken with an eye to manythings other than economic stabilization. But if governmental fiscalimpacts are to contribute to economic stability rather than instabilitymore attention will have to be paid to the stabilization consequencesof fiscal policy than has been the case heretofore. More will be said ofthis in the detailed evaluation of fiscal policy below.Debt policy which involves questions of type, interest rates, andmaturity distribution of Government issues should be closely relatedto matters of economic stabilization. Such has not been the case onmany occasions in the past. The Treasury has generally been underpressure or has thought it was under pressure to minimize the cost ofservicing the debt. This it could most conspicuously do.by seekingthe lowest possible interest rate upon its 'ssues and by weighting thematurity spread of the debt heavy into the low interest bearing cate-gories. This has caused the Treasury to become committed to a lowinterest rate as though that were the primary objective of debt policy.The tendency to ignore or place only minor emphasis upon the stabili-zation conse quences of debt policy has, in theat and particularlyin the period p recedig the accord placed the Treasu 7 in opj . ition

to the federal Reserve §ystem--placed the Treasury in a position of
stimulating inflation m times of inflation.

In conclusion at this point experience with stabilization efforts upto the present tine suggests that monetary policy is more effective incurbing an inflationary.development than it is in coping with prob-lemns of deflation. And in practice most of the burden of dealing withinflation has been placed upon the monetary authorities. Fiscal pol-icy, where it has not been a positive destabilizig force, has provedslow and ponderous in stabilization affairs. New legislation, bymeans of which the Congress might set basic tax rates gut allow theexecutive branch to move the effective rates up or down within amoderate range could add to theflexibihty of fiscal policy and pro-duce a greater awareness of stabilization responsibilities among fiscal
authorities.

Although caution is urged before resorting to direct controls onepossible I'me of exception may be found ime case of direct creditcontrols. There is a great deal more to be said for such controls than
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for most of the direct. types of regulation. If the monetary authori-ties were given power to vary the downpayments, interest rates, andlength of payment periods on consumer and real estate credit thiswould be only a moderate intrusion upon the private economy andwould still be in p art a quasi-indirect form of control.
3. You have asked for an evaluation of the monetary policies of theFederal Reserve System in the period 1942 to the present.During the war and early postwar years the primary )ob assignedto the monetary authorities was that of providing an orderly market

for the large quantity of Government securities then outstanding.The decision had been made earlier to finance the war on as low aninterest rate basis as possible. Once that decision was made there waslittle the Federal Reserve System could do except provide a plentifulsupply of funds for the economy to use in purchasing Government
issues bearing low rates of interest. Open-market policies were deter-mined for Reserve officers by the requirement that they maintain amarket for Government issues. Variations in the discount rate werenot allowed since that rate had to be kept frozen in relation to theyield rate on governments. Thus monetary policy was made outsidethe Reserve System during this period and b me, at best, a passivesupporter of inflation. The impossible (under these conditions) taskof reventing inflation was assigned to the direct wartime controls.The year 1946 was a benchmark year in many ways. It markedthe adoption of the so-called Full Employment Act. It also saw thetermination of most of the direct wartime controls. The 1941-46increase in money supply, held in check temporarily by direct con-trols, now burst upon the market as these restrictions were with-drawn. Wholesale prices jumped by more than 50 percent andconsumer prices rose by more than a third between 1945 and 1948.

The tangled skein of Treasury-Federal Reserve relations continuedin the postwar years. As early as 1945 the Federal Reserve Systemhad expressed concern to the Treasury over the continuance of thepreferential rate of 0.5 percent and suggested that both it and the fixediate on Treasury bills be abolished so that an effective monetary
policy might be devised. In the spring of 1946 the Federal ReserveSystem discontinued the preferential rate but agreed, in line withTreasury insistence, to continue its general support of the Governmentissues market. In the absence of restraining monetary policy the
inflation continued.

In July 1947, following prolonged Treasury-Federal Reserve dis-
lussion? thea rate on 1-year Treasury certificates was moved fromseven-eig htls of 1 percent to 1 percent, but the Federal Reservewas still connitted to the support of Government securities. In
June of 1950, with the outbreak of the Korean war, the Federal Re-
serve System argued that the renewed inflationary pressures whichahead made further inaction on the monetary front intolerable.Tfie Treasury, confronted by prospects of material deficit financing,
insisted that the Federal Reserve System continue to support Gov-ernment issues at the prevaing low rates. In August 1950 the Fedbroke away and the New York Federal Reserve Rank increased itsdiscount rate from the frozen 1-percent level to 1% percent. Forthe first time in nearly two decades monetary policy was moving
toward a more active role on the stabilization front.

I MMM
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The accord of March 1951 was in the nature of a declaration of
independence for the Federal Reserve System. By the terms of
this arrangement the Treasury agreed to begin the issue of a new
seriess of nonmarketable long-term issues at 23 percent, a rate which
.approximately fitted the new pattern being established by the Federal
Reserve System. The Fed bIgan to withdraw from active support
Of the Government bond market. As a consequence, Government
issues, left to the free play of competitive market pressures, were
(,ff more than 3 percent by the end of 1951, and by the end of the
following year were selling at a 3 -percent discount. On short
terms the yield rose to the 1%-percent discount-rate level and by the
end of 19-51 was running slightly ahead of the discount rate. For
the first time in many fears the discount rate was beginning to take
hold as a stabilization device.

Banks, in need of funds, found it expedient to borrow from the
Federal Reserve System rather than to liquidate their holdings of
shorts. By the end of 1952 the yield on Government shorts stood
above 2 percent and, with the discount rate still at 1/ percent, bank
indebtedness to the System was climbing steadily. In January of
1953 the Fed raised the discount rate to 2 percent and member bank
borrowings began to decline thereafter.

Simultaneously with the increase in the discount rate, the System
applied further pressure upon bank reserves by selling off nearly
I'1 billion of Government securities in the open market. Reserve
ratios required of member banks were held at effective maximum
levels. As the expansion progressed in 1952 and 1953 the Federal
Reserve System was applying appropriate restraining influence. The
conclusion seems justified that in this early postaccord period mone-
tary policy was effectively developed and applied. The Federal Re-
serve System has been criticized for tightening credit too severely in
this upswing and thus precipitating the downturn of 1953-54. The
criticism seems wholly unjustified. In fact, there is reason to suggest
that a failure of the Fed to so act at that time might well have led
to a serious inflation leading ultimately to a decline of much greater
severity.

The cycle turn in midstjmmer of 1953-54 found the Federal Reserve
System moving to ease the turn and support the economy as it moved
down. By May central bank officials appear to have concluded that
the inflationary pressures had been held and that the power of mone-
tary policy should be brought to neutral and then shifted into re-
verse to ease the problems of the transition from expansion to
,ontraction. in May the System began to purchase governments on
the open market, thus releasing funds to the economy. In July re-
,erve ratios were reduced, thus providing a material easing of money-
market conditions. It appears that monetary policy anticipated the
turn and then as the economy, settled into decline reserve ratios were
further reduced and the rediscount rate was lowered.

It was suggested earlier that monetary policy is less effective in a
'ontraction than it is in time of expansion. The 1953-54 recession
was primarily a time of inventory liquidation and the easy availability
of (redit permitted consumers to maintain high level expenditures
which shortened the period of liquidation and speeded the end of the
(leeline.
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From late summer of 1954 until midsummer of 1957 the economy
was expanding. What of monetary policy during this period of
cyclical upswing I Stated briefly monetary policy was shifted from
a condition of active ease to a gradual hardening of the money market
and, in the late stages of the upswing, to a condition of strong re-
straint. To illustrate-the New York bank discount rate which sood
at 1% percent in the 1954 trough was moved steadily up by 1A percent
amounts through 1955 and 1956 and was increased percent to
3% percent in Augst of 1957 at the approximate time o he cycle
peak. The general tightening of credit terms was apparent in the
pattern of yields on Government bills which moved from a 1955
average of 1.73 percent to 2.62 in 1956 and a peak of 3.58 percent in
October of 1957.

Consumer prices which, on an overall basis, had held remarkably
stable from 1953 through 1955 began to move up in 1956 and had
risen more than 51/2 percent by the end of the summer of 1957. (The
increase has continued since that time with consumer prices reaching
record levels in the early months of 1958.) Here was a developing
inflation. How did monetary policy attempt to cope with it? As
indicated above discount rates were increased, reserve ratios required
of member banks were held at high levels. Excess reserves were held
at minimal levels and, in fact, were forced down slightly from an
approximate three-quarter billion dollars in 1954 to approximately
one-half billion in 1957. Free reserves (excess reserves less borrow-
ings) were generally negative for the period after mid-1955. And
the total money supply (currency outstanding plus adjusted demand
deposits) did not increase and was, in fact, forced to contract some-
what in 1957.

Clearly monetary policy was being used strongly to offset the in-
flationary tendencies within the economy. And still in spite of the
contraction in the rate of growth in money supply inflation con-
tinued to develop. The answer here is evident, in part, in the figures
which show an accelerating income velocity of money.

This table indicates that the growth in money supply was held in
check effectively and in 1956 and 1957 was below long-term trends
and throughout the period held at levels below the rate of growth in
gross national product. Money was turning over more rapidly. And
tis trend could not be controlled by monetary policy.

Th income velocity of money, 1953-7

Grow national product Money supply Velocity Index

Period Percent Percent
Total Change Total Chang% (ONP+M) (1964-100)

previous previous
year year

1953 ........................... $W 2 ............--- 0 .......- 1.81 1052
1954 ........................... 2 -0.0 2 .7 4.4 1.72 100.0

& ........................ 414.7 &9 = 0 1,0 1.87 106.7
19 .......................... 439 4.6 1.9 i 2 111.6
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In conclusion, it appears that the monetary authorities were using
monetary policy about as effectively as it coldd be used to counteract
the inflationary pressures of this last expansion. But the lack of
fiscal discipline, the unwillingness or inability of the Treasury to press
for higher taxes and larger surpluses during the expansion offset a
well managed monetary policy program.

5. The committee has asked about the effect of debt management
policies upon the national credit structure and the economy of theUnited States.

Clearly a Government debt equal to more than 0 percent of the
national product will have impact upon the economy and thQ1 0aiful
management of that debt is esential to the maintenance of a stable
economic system. The following table may be useful in carrying this
discussion forward:

Di.trib tto of Publio Debt, 1955-57

June 195 June 1937 December
1957

Orn debt ................... 74.4M rea ldet........................ .................. $..::2::::::::SRI:
Percent of g ................................................. A6 7. 690change, June 1low .............................................. 5, ....... . 5 U .0

C&1 eJun $L14 SK $46 $5a
Manekgb duneIn I y r tota...........................4.? $71.0 $74.4pemnt change fm lane IU..................................4.9 49.7Paent, totalmarketble ................................... ".. 4L 3e

te economic expansion of 1955-57 provided opportunity for re-
duction of the gross debt but the total of marketable issues increased
between June of 1955 and the same month in 1957 and rose very
sharply i the last half of 1957. At the same time savings bond
totals, the principal item in the nonmarketable category fell con-
sistentl during this period. A sharp increase occurred in the category
of market bonds due within a year. Maturities of a year or less
constituted 32 percent of total marketables in June of 1955 but had
risen to more than 45 percent in 1957.

This sharp rise in marketables maturing within a year means that
the Treasury had to refinance some $70 billion of Government issues
within the year. Refinancing of this magnitude means, inevitably, a
ve 7 real .mact upon the money market. Such an operation must
seriously iuene the terms of credit and impose special burdens
upon the monetary authorities. Thus for example, the failure of the
Treasury to take a realistic view of the savings bond market caused
material net redemptions of these issues, as shown in the table above.
As holders of such bonds redeemed their portfolios the Treasury was
forced to go into the open market for funds needed to finance such
redemptions. The monetary authorities, in turn, felt compelled to
provide sufflient funds to the banks to permit the absorption of the
new issues. Thus again deficiencies in debt management policy im-
peded the effective operation of monetary policy in its attempt to curb

the expansionist tendencies of the economy.
6. The committee has requested a discussion of three objectives of

economic policy: (1) Price stability, (2). stability in production,
demand, and employment, and (8) economic growth in production,
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demand, and employment. It has also requested some comment con-
cerning recent trends with respect to these objectives.

This line of inquiry is an excellent singling out and focussing of
significant points. In reality it seems clear that all three of these
objectives must be kept constantly in mind in the development of
national economic policy. Economic stability was never intended to
imply a freezing at any given level. It was meant to infer stability
centering around a rate of sustainable economic growth.

There is for an economy at each moment in time a certain rate
of growth which can be sustained without producing either con-
ditions of under or over employment. It should be the objective
of economic policy to hold the economy as nearly on course as pos-
sible. If the economy is allowed to fall below this growth line wasted
resources appear, plant and equipment are not full utilized and
manpower is idle. Alternatively, if the economy pushes beyond the
rate of sustainable growth, overfull employment appears with ex-
pensive bidding for materials, manpower, and managerial talent.
The scramble for short supplies of all these factors of production
produces wasteful cross-hauings of materials, u bidding of wage
and salary levels and declines in relative productivity. These over-
full employment levels are not sustainable because they carry the
economy to cost levels which are not sustainable.

It is not possible to mark precisely that rate of growth which is
best suited to provide sustained employment of all factors of pro-
duction at levels which are neither overfull nor underfull employ-
ment levels. Perhaps something approximating 3 percent per annum,
in real terms, comes close to being the sustainable rate of growth in
our present economy.

There is reason for believing that the great burst of capital for-
mation in 1955 and 1956 carried the economy to higher than sus-
tainable levels, that conditions of overfull employment prevailed as
this investment boom matured. In late 1956 and early 1957 the econ-
omy was beginning to feel the consequences of this too-rapid accelera-
tion. Costs began to push up aggressively, prices started to climb
and, in real terms, the output of the economy ceased to grow. As the
economy shifted from an extraordinary rate of growth to growth at
a declining rate and then no growth at all the consequences began
to a) appear after mid-1957. The reaction to a nonsustainable, exces-
sively large rate of growth in 1955-56 is now evident.

There are those who profess to believe that the economy cannot
be held to an appropriate growth rate without a calculated and
planned inflation. This point is discussed in detail in answer to
question 11 (b) as posed by the committee. Here it may suffice to
suggest only that a planned and publicized depreciation of the cur-
rency might, for a time, give a lift and seeming buoyancy to the
economy sufficient to carry it above the sustainable growth leveL To
the extent that such a price-induced excessive growth was attained
so then would the reaction to such an artificial and excessive level
be the more severe.

The appropriate rate of growth is associated with the pattern of
investment. Capital formation expenditures are undertaken in order
to increase the output capacity of our resources, manpower, facilities,
and managerial talent. Appropriate capital formation thus increases
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the productivity of the economy, thereby permitting a greater dis-
tribution of profits, and wages without increasing prices. Price
stability, in short, is quite compatible with economic growth and
rising real standards of living. And price stability introduces an
element of uncertainty, a speculative one, which complicates rational
economic decisionmaking.

7. What is the effect of current Federal, State, and local government
spending?

The following table covers the five quarters starting with the last
quarter of 1956. If this is taken as "current" spending as that term
is used in the committee's query then it can be seen that Government
spending rose moderately in the first part of 1957 then held at com-
paratively stable levels through the rest of the year.

Government spending-5 quarters

Federal
State and All govern-

Period local mental
Total National combined

security

9 6: 4th ................................................ 49.0 44.2 33.9 82.8
IM5: 14 .............................................. . 0.3 455 35.3 8&

2d ................................................ 51.1 46.3 35.8 6.9
3d .......................................... 50.6 45.8 361 867
4th ............................................. 49.7 45.0 37.3 87.0

The following table shows the changes from quarter to quarter
and makes it easier to note differences in spending.

Change in Government spending from pr .ious quarter
(Billions of dollars]

Federal
Stateand Aulibvern-

Perlol local mental
Total National oombined

security

1957:
1st ............................................... 1.3 1.3 1.4 2.8
24 ................................................... 8 .8 .5 1.
3dI ................................................ -. 5 -. 5 .3 -. 2
4th ............................................... -. 9 -. 8 1.2 .3

Total Government expenditures increased by $2.8 billion during the
first quarter of 1957 and by $1.3 billion in the second quarter. But
in the third quarter, as the economy turned down, Government spend-
ing also contracted, thereby aggravating the downturn. It is when
we turn to Federal Government expenditures that we note the real
sources of the destabilizing trend of expenditures. Federal outlays
contracted by one-half billion dollars in the third quarter and almost
another billion in the final quarter of the year. Almost the entire
change, quarter by quarter, can be explained in terms of variations
in national security expenditures.

Only the increase in State and loc'al government expenditures served
to offset the magnitude of the Federal spending decline, counteract-
ing three-fifths of the Federal reduction in thie third quarter and
more than offsetting all of the Federal level decline in the final quar-
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ter. IL concise answer to the committee's inquiry, Federal spending
patterns in the past year have been a constant unstabilizing influ-
ence, expanding when the economy was expanding and contracting
when the economy was declining. In the last half of the year State
and local government expenditures have had a moderately stabilizing
influence as they continue to expand.

8. What is the effect on the economy of current Federal, State, and
local taxation?

Only rough approximations can be given in answer to this question
since full data on State and local taxation in 1957 are not avail-
able. We may use the principal sources of State and local govern-
ment revenue of 1956 to present the following array indicating the
principal sources of State, local, and Federal tax revenues.

Percent Percent
distribution distributionType of tax State and Federal tax

local tax revenue by
revenue by type of tax
type of tax

Property ............................................... 37 ..............Sales, receipts . ..................................................... 28 14.5Individual increases ................................................... 473t orpo cat e ........na................................................3 30.7Orber ........................................................... ... . 7.6
Toa .................... .......................................... .. tool 10.0

Total Federal tax receipts run about double those of the State and
local governments. The Feeral system relies primarily upon income
taxes, personal and corporate, with receipts from the former running
half again as large as those from the corporate levy. State and local
governments place their primary reliance upon the proprty tax (local
governments) and sales and other excise taxes (State and this sug-
gests the difference in effect. Because of the progressive nature of
Federal receipts, tax income tends to rise or fall more than the rise
or fall in general economic activity. State and local taxes tend to
move, with a lag, in accord with economic activity.

The Federal tax system is much better suited to the purposes of
economic stabilization than are the State and local systems which
tend to lag behind changes in the economy. They will extract from
the private income stream reducing portions of the total income dur-
ing times of expansion and greater portions in times of economic
contraction. They, therefore, tend to aggravate cyclical fluctuations
in the economy. Conversely, the more progressive Federal system
tends to take a greater share of total national income during expan-
sions and take smaller portions during times of decline thereby serv-
ing, in part, to offset the fluctuations of the economy.9. The committee has requested a discussion of fiscal, moneta 7 , and
credit policies with consideration of their use to restrain inflationary
trends and otherwise help in preserving a stable economy.

The concept of fiscal policy ranges over the areas of expenditure,
tax, and debt policy. Each of these relates in varying ways to the
matter of stabilization policy and it is the relation between each of
these three and stabilization which will now be explored.

Following the pattern noted earlier we hold that economic stability
depends upon the balance struck between the two flows: (1) The flow
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of goods and services and (2) the flow of money or purchasing power.
ixpenditure, tax, and debt policy act directly upon the mony flow

and indirectly upon the flow of goods and services.
Tax policy considerations relate to the level of taxes and the type

of taxes to be imposed upon the private economy. Broadly consid-
ered, increases iII taxes work directly to reduce the supply of money
in private hands. And in similar fashion, decreases in the level of
taxation leave greater amounts of money in the private flow. Accord-
ingly, it has becme customary to speak of increased taxes as defla-
tionary and decreased taxes as in ationary in their consequences.
This is a useful view of the matter and a generally accurate one al-
thoughp-some reservations may be held in abeyance for the moment
and will be considered subsequently.

Viewed in this manner it follows that tax policy in a period of
threatening inflation should be steered in the direction of higher taxes
designed to sop up a portion of the excessi: a money supply. A re-
versed pattern of reduced taxes would be appropriate in times of defla-
tion. But tax considerations may never be dismissed so easily. Those
responsible for tax policy decisions cannot decide broadly to raise or
lower the level of taxation-they must make their decisions with
respect to specific types of taxes. Is an increase in the income tax
more appropriate than an increase in excise taxes? If an increase in
income taxes is decided upon shall this be done by raising all steps in
the progressive structure, or perhaps by introducing increases only at
certain parts of the tax rang or, alternatively, by simply lowering
minimum exemption levels. Although each of these actions may be
generally deflationary in the sense that they will withdraw purclas-
ing power from the private economy the different proposals will have
varying impacts upon different class of income recipients.

We know generally that those with lower incomes spend a higher
portion of their income on consumption and those at higher levels save
and invest a greater portion of their income. If the inflationary pres-
sures in the economy are believed to stem largely from high level con-
sumption tax increases which bear more heavily upon those with higher
propensities to consume will be considered. If, on the contrary, the
inflationary bulge is believed to have its origin primarily in an extraor-
dinary level of investment spending then the tax increase will be made
so as to fall most heavily upon the flow of investment.

However, it should be noted that serious practical difficulties stand in
the way of an effective stabilization effort through the channel of fiscal
policy. Taxes cannot be changed either up or down with great ra id-
ity. Suggestions may be made through the executive branch which
will be referred to appropriate leislative committees. Hearings will
be announced and conducted. Committees will submit their reports
to the Congress which may then act and refer the tax bill to the Presi-
dent for signature. This process may extend over months. Ordi-
narily stabilization actions must be taken with special regard to the
importance of timing.

A peculiarly discouraging aspect of this matter is the perverse im-
act of the tax procedure. In times of threatening deflation the normal

line of tax action involves a proposal for tax reduction. But the leg-
islative co isideration of a tax reduction may, in fact, seriously dampen
both conFumption and investment as those with purchasing power
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refrain from committing their funds in anticipation of tax-reduced
lower prices in the future. The procedural steps involved in making
effective a lower level of taxes tends to further deflate the economy.
And, in a similar manner, the process of moving from a given level
of taxation to a higher level intended to combat inflationary trends
may touch off added bursts of new spending thus further aggravating
the very situation the proposed tax action was intended to correct.

Monetary policy may now be considered briefly as it relates to the
problem of economic stabilization. The great virtue of monetary
policy lies in its flexibility, as was noted above. Monetary policy is
quick where fiscal policy is slow. It has real limitations but this is one
of its strengths. The great bulk of our money supply is credit money,
created by the operations of our private banking system. The banks,
in conformance with requirements of law and the dictates of sound
bank management, maintain an appropriate minimum level of reserves
against their deposits. In recent years the legal reserve requirements
have moved, on the average, in a range of 18-20 percent. While main-
taining reserves of at least these amounts the banks have conducted
their business affairs for profit as any other business does.

Basically there are only two things a bank may do with its excess
reserves, either (1) invest them at going rates of interest, or (2) lend
them to borrowers at market rates of interest for such lines of credit.
Banks move their funds between loans and investments as the advan-
tages of each rise or fall in relation to the other.

The Federal Reserve System exercises 'a general control over the
money sup ply through:

I Changes in the discount rates.
2) pen market operations.
() Changes i minimum reserve ratio requirements.

The discount rate is the rate of interest charged banks when they
borrow from the Reserve System in order to replenish their reserves.
Open market operations involve the purchase or sale of Government
securities by the Federal Reserve System. As the System buys secu-
rities it puts added amounts of money back into the private economy,
pushes up the price of Governments and thus depresses their yield.
When it sells it depresses the price, raises the yield, and draws money
out of the private economy.

The Federal Reserve System also has power to change the minimum
reserve ratios required of member banks with discretion to move
these rates from an average minimum level of 10 percent to a maxi-
mum of 20 percent. These three tools are used in harmony and are
carefully coordinated. Used in this manner they permit fine grada-
tions of impact. The full weight of an increase in the discount rate
may be softened by limited amounts of open market buying to ease
a part of the strain placed on the money markets by the reserve ratio
action. The easing effect of a downward adustment of required re-
serve ratios may be offset in part by open-mar et purchases. In short,
monetary policy may be aminstered with considerable finesse to
p reduce delicate changes in the conditions surrounding the money
flow through the economy.

But there are also definite limitations on the capacity of monetary
policy to.cope with economic fluctuations. In periods of develop-
ing inflation monetary policy can be invoked to stem the growth or
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even reduce the total money supply(although at times the constric-
tion of the quantity of money wi Ibe offset by increases in the rate at
which it is used). But in periods of economic contraction monetary
policy is forced into a more passive stabilization role. Then it may
ease money-market conditions but even though banks may thereby
acquire additional loan potential monetary policy cannot induce con-
sumers and investors to undertake borrowings to expand their pur-
chases The brakes on an automobile may be used to stop the move-
ment of the car; releasing the bnkes will not nake it move again but
only make movement possible if the impetus is provided from some
other source.

In periods of economic contraction greAter reliance must be placed
upon fiscal policy to induce new spending in the economy. But fiscal
policy actions normally come in "blocks." Tax levels are changed or
items formerly taxed are removed from the tax rolls. Expenditure
programs are approved-they are not partially approved-a new dam
is authorized, not half a dam. These indivisible h iips in fiscal policy
may be smoothed through the use of monetary policy, easing some-
what the the impact of higher taxes and making the shift to the new
tax level a smooth one.

In periods of excessive economic expansion monetary policy must
be applied firmly but should also be supported by appropriate fiscal
policy actions with Government surpluses designed to withdraw funds
from the private economy and ease the pressure upon monetary policy.

Further consideration of deficiencies in operation with respect to
both monetary and fiscal policy will now be noted in answer to the
committee's next query.

10. This question called for an appraisal of the adequacy or inade-
quacy of the monetary system in the United States and then asked
for similar comments wi'h respect to the fiscal system. The two
.seem inseparable and will be considered together at this point.

If this 9uestion having to do with the monetary and fiscal systems
of the United States is taken quite literally to mean the "systems," in
the sense of an organizational structure, it may be observedthat there
do not appear to be serious deficiencies in either system, so defined.
There are some who feel that the Federal Reserve System should be
given more direct control over the variety of nonbank financial inter-
mediaries. This would include insurance companies, mortgage com-
)anies, investment houses, and sales and personal finance companies.
It is clear that these nonbank institutions do handle a growing pro-
portion of the national savings and direct such savings into investment
channels. But it is by no means clear that they are not already suffi-
ciently influenced by monetary policy actions which go first at the
banks and through them have an ultimate impact upon all financial
intermediaries, including the nonbank ones noted.

But there is no reason to assume that your committee intended to
limit this question so sharply. If the question is conceived as aninquiry into the adequacy of monetary and fiscal policy approaches to
economic stabilization a number of relevant matters deserve comment.
There are clear and evident weaknesses in the operation of monetary
fiscal policy for stabilization purposes.

Timing is of the essence when dealing with the question of economic
countercyclical measures. Changes in private investment multiply
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out through the economy quickly and in magnified form. Changes
in consumption produce magnified changes in investment and na-
tional income. These changes must be prevented from producing
excessive multiplied reactions in the economy and action to contain
them must be taken quickly. It is here that the great weakness of
fiscal policy lies. Changed levels of either Government expenditure
or taxation can now be realized only after weeks or months of delib-
eration. By the time action is attained minor changes of the sort
noted above have produced major reactions and the corrective action
originally planned is quite inadequate.

Knowledge of this laggard characteristic of fiscal policy has in-
dueed too great a reliance upon monetary policy. This seems a clear
characterization of the upswing, 1954-57, where inadequate fiscal
policy action placed almost impossible burdens upon the monetary
authorities. Similarly in the downturn of 1953-M failure to move
promptly and effectively on the fiscal front placed excessive pressure
upon the Federal Reserve System which then responded by making
sizable reductions in reserve ratio requirements. The large quanti-
ties of money set free by this action undoubtedly sparked much of
the great capital formation boom which characterized the upswing
from the 1954 cycle trough. Other examples could be provided in
quantity. These will perhaps suffice to make the point that a general
awareness of the ponderous process of effecting changes in fiscal
policy has forced too great a reliance upon monetary policy.

And, to repeat a point made earlier, the process of debating ap-
propriate changes in tax policy is self-defeating. Public notice that
the Congress is debating tax reductions will cause consumers to defer
postponable expenditures, thereby aggravating the decline which
tax ieduction was intended to counteract. And the reverse case is
nlso true. If the Congress, attempting to enact appropriate tax legis-
lation in a time of threatening inflation begins debate on a bill to
increase levels of taxation this itself will tend to induce a wave of
consumer and investor expenditures to "beat" the tax increase.

Two major difficulties arise in the attempt to use fiscal policy for
stabilization purposes: (1) The delay incident to the adoption of
either tax or expenditure programs, and (2) the tendency of con-
sumption and investment expenditures to move perversely thus
weakening or even more than offsetting the proposed tax changes.
And still the fact remains that monetary policy, alone, is simply unable
to cope with the full forces of destabilization and must be supported
by and at times yield the active role to tax and expenditure policy.
One proposal might overcome these indicated deficiencies of fiscal
policy.

If the Congress would authorize the executive branch to move effec-
tive tax rates up or down within carefully defined limits as set by the
Congress the needed flexibility, the quick and undebated alterations in
tax levels would permit tax policy to be brought quickly into play at
the early and critical stages in an incipient expansion or contraction.
Clearly the Congrem shoulId retain basic jurisdiction over the general
broad levels of taxation, but the authorization for minor variations in
current levels would add flexibility not now possible.

To use the phrase to which the committee directed inquiry, the
greatest "inadequacy" of monetary fiscal policy for stabilization pui-
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poes stems from the procedural delays incident to the inauguration
of changes in fiscal policy. Until this is corrected there will be too great
a reliance upon monetary policy and danger that public consideration
of fiscal policy changes will worsen rather than improve the stabiliza-
tion effort.

11. (a) The committee has a Aked for an explanation of the seeming
paradox that at times inflation and unemployment have existed side
by side in our economy.

There is nothing really paradoxical about this once it is realized that
our economy is something less than perfectly competitive. It is the
function of the price system to allocate resources, capital, and man-
power to their most efficient uses. Under a competitive situation, as
particular types of goods pile up unsold, the producers of these goods
would disemploy workers, reduce their demands for raw materials
and euipment, and lou, er their prices to clear the market. Resources
would flow out of such industries and toward others where such con-
ditions did not prevail. If surpluses were accumulating generally in
the economy prices and costs would decline generally to restore the
balance.

In practice our economy, of course, is not perfectly competitive.
Prices are set for contract periods, set by custom by common under-
standings among "competitors." Costs are similarly set by contractual
arrangement, by regulatory commissions, by contracts negotiated
with suppliers and with unions. In those parts of the economy where
such conditions prevail costs remain high even though sales are falling
and, in fact, the reduction in volume may have the effect of raising net
unit costs so that sellers are loathe to reduce their prices even though
their output is piling up unsold inventories and workers are being laid
off.

A second line of explanation takes into account the sources of cur-
rent expenditures on consumption and investment goods in the
economy.' The fact that the committee has pointed to the simultaneous
rise of unemployment and prices as a paradox implies that current
spending is wholly related to current levels of income. But today's
spending is not only a function of today's income, it is also influenced
by the liquid reserves of spenders. And in 1957-58 both consumers and
business firms have had moderately strong liquid reserve positions. In
the initial stages of rising unemployment spenders will continue to
spend to maintain their previous living standards even though this
may cause them to draw down their reserves.

A third line of explanation makes simple note of the fact that unem-
ployment may be concentrated primarily in a few industries, particu-
larly in the early stages of a contraction, whereas employment levels
may remain strong elsewhere in the economy. Likewise, the condi-
tions of supply will be uneven throughout the economy so that critical
areas of the economic system may remain, for a time, more in the grips
of a sellers' market atmosphere than others. If the markets in rela-
tive tight supply are important segments of the total cost of living the
weight of these limited parts of the economy which are still producing
rising price trends miy swamp the price declines shown elsewhere in
the economy. In the first several months of the decline which started
in the summer of 1957 food prices have risen strogly and since this is
a dominant part of the total cost of living this more than offset de-
clines elsewhere.

M
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11. (b) The committee asked whether we should accept, as some havesuggested, a gradual inflationary trend as desirable (or necessary) to
achieve and maintain full employment.

Governments have always made strong efforts to protect the integ-
rity of their coinage. In L.t in colonial times the death penalty was
impose upon individuals who clipp" the coins of the government.
Siularly our Government works diligently to prevent thle swindling
of the people by adulteration of products, misrepiiesentation, or false
labeling. Iln a democracy the people place their faith in the govern-
iuezt to protect then from an adultei~ition of the money. It, there-
fore, a ppears to be the height of i r.responsibility to suggest, as some
have done, that the Governent nows adopt as a matter of cold calcu-
lation the regular and scientific debasement of the currency by pro-
jecting a gradual 2- or 3-percent per annum destruction of monetary

Inflation and deflation are simply proese by which thle wealth and
income of thle economy are redistrbuted. A proposal to have thle
Government assure a steady rate of inflation is simply a proposal to
have the Government take income and wealth away from certain
classes of the population, in favor of others, through a p rcess which
is particularly miscievous because it is seldom presented to the publi,.
debate on such grounds.

It is sometimes argued that a 2- to 3-percent price increase per an-
num, dangled before the businessman will serve as a carrot to make him
run harder in the pursuit of dollar profits. This is not only a false hy-
pothesis but an insolent one. It assumes that the businessman will no)t
tsoon learn that the larger dollars of profit may be smaller real profits,
tht the fixed plants and equipment which he is writing off against
current earnings are being written off on a cost basis such that the

.reserves he is accumulating will be inadequate to permit replacement
of such plant and equipment, or that his workers will not soon learn
to discount future price increases in their current collective bargaining
negotiations.
hEven though the businessman was so stupid, and he is not, the whole

hypothesis would still be a false one. It assumes that the projected
price increase will compel a greater rate of capital formation than
would a stable p rice level or, in other words, would induce a greater
rate of capital formation than isejustified by normal cost-price rela-
tions. If the proposition worked as its advocates posit it would1
then it follows that the economy would be induced to a level of capital
formation it could not sustain-an artificially stimulated boom would
followed by the bust the inflation made inevitable.

In specific a nswer to the comrmittee's query, we should not accept
a gramdual inflationary trend-we should, on the contrary, do all
within our power to resist efforts made to have the Government estab-
lish either upward or downward price trends. To the best of our
ability, we should attempt to maintain stable prices so that decisions
by businessmen, by consumers, by farners,im short all economic deci-
sions will be.based upon inherent cost-price relations and not upon
the destabilizing force of a Government-reduced inflation or deflation.

18. At what p o'mt should the Federal Government move to counter-
act a downturn mn the economy !
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There is, of course no simple arithmetic answer to this question
which can be defended under all circumstances. Without in any
sense attempting to limit the matter to questions of labor force em-
ployment and unemployment but, instead, having reference to the
unemployment of plant, equipment, resources, and the labor force, a

int where unemplo ment moves into the range of 6 percent may
suggested as a rough htr gr point" for the inauguration of serious

counteracting moves by the Federal Government.
It appears that unemployment did not exceed this 6-percent level

in the troughs of 1948-49, 1953-54, or back in 1924 or 1927 but did
move across this line in the contraction of 1929"3 and 193748. Con-
tractions which do not cross over the approximate 6-percent line have
been largely self-correcting whereas those which moved much beyond
that point may gather momentum and call for deliberate intervention
by the Federal Government. The declines which bottomed in 1924,
1927 1949, and 1954 were essentially inventory recessions and did not
involve thA bulk of economic activities. In 1924 some 35 percent of
all economic indexes were expanding. In 1927 the figure was even
higher. In 1949 apparently some 40 percent of the series still showed
expansion at the time of the cycle trough and the figure was only a
little below that in 1954. In 1933 nearly 90 percent of all economic
activities were contracting and the figure was approximately 80 per-
cent in 1937. Our contraction which began in the summer of 1957
appears to be involving a larger portion of all economic activities than
did these minor declines.

14. How much of a factor has deficit spending by the Government
been in contributing to or producing inflation since World War III

For information which will throw light upon the degree to which
the Federal Government actually operated on a deficit basis during
the postwar years the following table has been prepared. It shows
Government cash receipts and cash payments from and to the public.

Federal Government cash receipts and payments, 1946-5
(Billions of dollars)

Etess of Federal Ezxoo of Federal
Government- Government-

Year Year

Receipts Payments Receipts Payments

1946 ...................... (1) ............. 1932 .................................. 1.6
1947 ...................... $ 7 ............. 1953 .................................. 6.1
14 .............. &0 ............. 1954 .................................. 1.1
1949 ................. ......... $1.3 19 -5 ............ -----........ .. 7
190 ...................... .4--19M ..............- ---- 5 ........
1961 ...................... 1.2- 1957 .................... 1. ........

SReceipts, his than $0 million.

Through the peak year 1948 the Federal Government obtained net
cash receipts from the public and the effect of Government balanceswas therefore deflationary. The year 1949 which marked the trough
of the minor recession of the late forties produced a moderate deficit
of $1.3, a minor inflationary offset to the economic recession. As the
economic expansion resumed the Government cash position shifted to
produce a deflationary effect until 1952 when the impact of the Korean
war expenditures produced net payments to the economy. These pay-
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ments became larger in 1958 as the economy reached its cycle peak in
late summer and then began to decline. The sharp decline of net pay-
ments to the public from $6.1 billion in 1953 to $1.1 billion in 1954
meait a sharp drop in Government contributions to the declining
private economy just at a time when this could be ill afforded.

As the economy began to move strongly up in late 1954 and 1955
the Government net cash payments added to the upward momentum.
In 1956 net cash receipts grew rapidly to $5.5 billion, thereby counter-
acting, in part, the buoyancy of the private economy. But in 1957
net cash receipts fell sharply.

In the period since World War II there is little evidence that Gov-
ernment deficits, per se, have contributed in material ways to inflation.
In 1953 when the Government made its largest net cash payments to
the public these were equal to only 1.7 percent of the gross national
product (and the last half of this year was a time of economic recession
when deficits would have been appropriate). It is rather that Gov-
ernment surpluses have been reduced i times of inflation when Gov-
ernment surpluses should, in fact, have been increased-as witness the
situation between 1956 and 1957. A rising and presumably necessary
tide of defense expenditures was not matched by an aggressive drive
for increased taxes so that net cash receipts of the Government con-
tracted. The mounting inflation was aided by a reduction in the
amount of cash receipts which the Government was taking from the
private economy.

15. Can full employment goals be attaied while maintaining a dol-
lar which has relative stable purchasing powerI

This question of the committee's appears to be closely related to
11 (b) which raised the question of the desirability of gradual planned
inflation. There is nothing incompatible between price stability and
full employment. The decade of the 1920's is illustrative. There
prices were either stable or drifting moderately down while the econ-
omy remained at essential full employment levels.

16. Are escalator provisions in wage or other contracts compatible
with achieving economic instability ?

What invites the use of escalator clauses is the very thing discussed
in detail under question 11 (b), the commitment to planned inflation.
It is not such much that escalator clauses are objectionable as that
the conditions which breed escalator clauses are, in themselves in-
compatible with achieving economic stability. A fear that the Gov-
ermnent is either unwilling or unable to prevent inflation is the situa-
tion which leads workers and others to insist upon the inclusion of
escalator clauses in contracts.

Until there is a general acceptance of the importance of price stabil-
ity and an aggressive effort on the part of the Government to maintain
such stability there will be no reason to expect that those who now
insist upon escalator clauses will reduce their insistence and, in fact,
there will be reason to anticipate that the practice will spread.

One clear step which might be taken at the governmental level to
make clear the Government's intention to address its efforts toward
stable prices would be an amendment to the Stabilization Act of 1946
making it clear and explicit that economic stabilization includes, by
specific reference, the stability of prices. The Government should be
given the mandate to maintain stable prices and such an amendment
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to the 1946 statute would be an aplprolpriat place to make such a decla-
ration of policy.

17. What are the causes of the present recesion I What should be
done to terminate it

No simple answer will explain the complex and interlocking forces
which produced the downturn in the summer of 1957. As this is
being written at the end of March 1968 it is becoming evident that
tl'is is a different kind of decline than the inventory adjustments of
1948-49 and 1958-4. Much more of the economy is involved. The
decline in capital formation is assuming serious proportions. And
ineniployinent, although heavily concentrated in a limited number of
industries, is involving a greater portion of the labor force than tim
earlier declines did.

A search for the causes of this decline iust give close attention to
the tremendous capital formation boom which was underway as early
its 1)55 and.continued at high level well into 1957; It mut also take
into amount the slow decline in productivity figures over this same
span of years. And it must note the gradual emergence of strong
inflationary tendencies, which obscured the decline in the rate of
growth and of the national product. It must also note the fact that
residential construction reached a peak early in 1955 and began to
slide thereafter. It may also note how total investment figures were
concealed by the sharp rise in exports incident to the Suez crisis at
the same time that a sharp rise in inve itory liquidation was taking
place at ti end of 1956 and in early 1057. It will oite how consumerexpenditures which had moved strongly u) in W54-*i5 bei n to level
ffin 1956 and, when discounted for price inflation, faileyto grow at

all in the first half of 1957. It will also take into countt the fict that
average weekly earnings of manufacturing workers, which had edged
steadily upward from 1954 to the end of 1956, thereafter began to
decline while average hours per week were declining steadily after
mid-1955.

It may also be noted that the increase in debt was less in 1957 than
in 1956 and that in 1956 was, in turn less than the increase in 1055
and that this was true of mortgage debt, consumer debt, and business
loans from commercial banks7 It will also be seen that the banks
increased their indebtedness to the Federal Reserve System in 1955
and remained in debt in 1956 and 1957 and that their free reserves
(excess reserves less borrowings) were negative during most of this
period.

What caused the present recessions Primarily it was caused by
the expansion which preceded it. In the early stages of the expansion
from the trough in 1954 consumption expenditures moved out strongly.
Investment expenditures responded and easy money market con di-
tions facilitated a tremendous wave of capital formation. It now
appears that business anticipations were excessively optimistic--that
a good part of this optimism was based on the strength of cosumer
demand.

Much of the explanation for the strength of consumer demand may
be found in the figures on consumer credit. During 1955 consumer
debt increased by more than $6 billion; in 1956 it increased by another
$4 billion. Consumer debt jxoitions were not critical but conumers
by 1957 were catching their breath, were repaying past debt, and
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reducing the rate lit whi'di they a-.mi.d nioae. They were iending
more on maintenance and u)keep of lIonies they had aicquirtil earlierand were b*9eginning to postpone the I rchase of new mlodel durables.
The rate of growth of consumption, which had stii,'latcd business
investmezt, was slowing and it now apltears that b)y 19.57 capacityhad been built to excessive levels in manmy industries. The demandfor new plant and equipment began to bear the brunt of this changedsituation. And inventories which had been built up substantially toaccompany the rate of growth in coIsbiIlpljtion after 1i4 began. to
appear excessive by the end of 1 56 and new orders were heglmzaminjto fall as attempts were made to get inventories back into line witIsales. In the early months of 1951 a major reduction in inventory
investment took pace.

What caused the recession of 1957-581 In brief, and in an attemptto offer a generalized answer, the recesion was brought on by too rampi
a growth of investment, including inventories, construction, and plantand equipment expenilitums. Tiffs growth in investment wits gearito the rate of owth in conumption and not to the levels of consump-
tion and could not be sustained. The final straw which broke tfeback of the expansion was the untexpected and extremely sharp cut-back in Government outlays in mid-1957. But the economy was
already overextended al Ebullient optimism changedto cautious consejeattsm. Stock prik broke down in August and
by year end haAieclined by more than lOperlvit.
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PmNCETON UNIVELM8TY,
I NDUSThAI1 RELATIONS SETIoN,

I on. J Xy F. 1Printdon, N. J., April 8, 1958.

chairman , Committrc on Fintutr,.
United Statcs Sctudtc, Washington, D. C.

DE.a S:NAOra lI ': Ihis is in ivsponse to your letter of 1ebrutary
17 enclosing a list. of questions iII connection with the .Snate Finance
Conninittee s 1n(iry entitled "Investigation of the Financial Condi-
tion of tie United States."

Rather than attem pting to answer all 17 questions, which for ade-quate response would reljuire a document of 40 or 50 pages, I have
concentrated on 4 questions and ain giving fairly brief answers to
them.

The answers are enclosed, numbered according to the ily.liber (if the
question in the submitted list.

Very sincerely yours,

Prof/eaor of Econouics.

RE'LY OF PoVtEsMoR RIcHARD A. LSTER, PRINCTION UNIRSITY

12. The economy of this country could best avoid either inflation
or deflation (1) if the Federal administration were more. acute in its
perception of econloiC changes, (2) if the Federal Reserve authori-
ties made fewer mistakes of diugnosiw :'ud were more concerned with
production than with the Consumer Price Index, (3) if the monetarysystem were less directly tied iIp with the expansion and contraction
of bank credit, (4) if iRederal authorities had more control of con-sumner credit? and (5) if built-in stabilizers were made more effective.

I shall briefly explain each of these points. Before doing so itshould be stressed that, since World War I, practically every country
has been experiencing almost a continuous upward rise in its pricelevel. This country appears prone to have some sort of slump oreconomy readjustment about every 4 years-1949-.50, 1958-54, and
1957-58. Some of these "recessions" are largely inventory in charac-
ter; others also affect capital-goods investment significantly. Con-sumption usually falls off only slightly but a slight drop in con-
sumption has a magnified effect on induced investment, including
inventories.

The Eisenhower administration is clearly misjudged economic
developments during 1957 and the first quarter of 1958. The Presi-dent in September 1957, after the Federal Reserve index of industrial
production had been falling for over 8 months, reconunended thatpeople be more cautious in their buying for consumption. The Jan-
uary 1958 Economic Report was out of date before it was issued..rust before the President's i.port was released I wrote the enclosed
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letter, indicating how many economists were diagnosing the situation
(letter to Tyroler).

The Federal te.'erve authorities were raising the rediscount rate
as lI'te as August 195T and pursued a tight-money policy far too long
ind with too touch vi ror in the latterIalf of 1957 and early 1958.
They apparently had their attention too much on the Consumer Price
Index and not enough on basic changes in the economy-industrial
)ro,(luction, planned investment, and consumers' outlook and plans.

The Consumer Price Index is a misleading guide for Federal Reserve
policy . Not only is it too influenced by temporary factors (such as
lie weather destroying fresh fruits), but services account for one-

third of the weight, and they lag in their inovements--public utility
rate cases take a long time to settle. Also, the index does not take
sifitient account of chaliges in quality.

lletwecn July 15T7 and January 1958 the total of demand delsits
and currency (seasonally adjusted) declined from $136 billion to
$182.1 billion. Most of the $4-billion contraction was in demand
delosits. A money supply that fluctuates that way helps to aggTa-
vate cyclical movements of business. A program of 100-percent
reserve money would be desirable from the point of view of economic
stability, but, of course, has no possibility of adoption in the fore-
seeable future.

Consumer cr-dit, especially installment credit, suffers from marked
fluctuation--expanding more percentagewise than disposable income
in booms (as between 1854 and 1957). In a recession the large con-
sumer debt has an unfortunate effect on the consumption of new con-
stimer durable goods and, therefore, on industrial production and
investment. How the Federal authorities could or should exercise
more control over consumer debt is a problem, but adjustments in the
amount of downpayments and length of them, as in hotising and stock-
market margins, is a type of measure that might be possible.

The Federal Government has permitted some of the States to destroy
in part the effectiveness of one of the most significant built-in stabi-
lizers, naumely, unemployment compensation. Unemployment benefits
in 1957 met a mnaller fraction of the wage loss from unemployment
in covered employment than was the case in 1939, when benefits were
first paid. This is because the States, in competing for low unem-
ployment taxes, have kept their benefits low-a much lower percent-
age of average earnings that waF originally contemplated or provided.
A prime case in point is the State of Virginia, which has had about
the lowest tax rate of any State in recent years (averaging 0.5 percent
of payrolls in 1957), and also has perhaps the most inadequate benefits
(providing only 8 to 18 weeks of benefits for total unemployment,
which is the lowest maximum of any State).

Interstate competition in low unemployment taxes and benefits has
reduced the effectiveness of unemployment compensation as a business
stabilizer, not only on the consumption side, by compensating for no
more than about 20 percent of wage loss, but also on the tax side, by
causing the employer payroll tax to drop in prosperous times and rise
in percentage terms in slumps.

The Federal Government, which was reponsible for the nationwide
adoption of unemployment compensation has an obligation to put a
stop to the cyclical-aggravating effects o unemployment compensa-
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tion and to make its benefits sufficiently adequate so that they will helplo stabilize business on downswing

13. One cannot tnd should not T; upon a percentage of unemploy-mnot or of decline in industrial production or some other index, atwhose occurience automatically the Federal Govermient would makemajor moves to counteract a downturn in the economy. The circum-stances vary too much from onel downswing to another to substitute
a mechanical calculator for expert judgment and wisdom.One important area in which the Eisenhower administration todate has failed badly in the current recession is that it has tried tofool the public by rosy predictions and to talk as though it would do8o0e1thig without, however, making definite plans and preparinga definite program. The announcement of intentions and a programof steps that will be taken if and when circumstances become such andsuch, provides businessmen and consumers with a basis for makingtheir plans. In contrast, the confusion, the fluctuation, and thepatently foolish statements of the administration, particularly thePresident, have served to shake confidence in the leadership at thetop and have thus aggravated the downswing.

16. Escalator provisions in wage and other contracts are compati-ble with the achievement of economic stability. They do, however,when providing adjustment on a quarterly basis, mean a quickercatching up wit price rises than under annual changes. However,annual negotiations can be just. as inflationary if they anticil)ate future
increases in the price level.

tLong-term contracts can however, help to give an upward bias tothe price level where the bulk of long -term agreements are not re-negotiated during a short recession and there are important orbits ofcompulsory comparison between unions and com panies whose agree-meits expire in 1 year (say autos in 1958) and some of those notexpiring until a year or two later (as steel and electrical equipmentin 1958). The result can be that the pattern of considerably reducedwage increases or of no increase in periods of recession (as in 1949-Oand, to some extent 19584) may be upset and the average of wageincreases in recessionary periods may not be much below those mmore prosperous prods.. This matter is briefly discussed in thearticle I published in the New Republic for January 6, 1958, page 10.17. The causes of the present recession are many in the sense thatwhat occurs is influenced by numerous preceding events. Certainly,aa exlamed in the answer under 2 above, the Federal authorities-the Eisenhower administration and the Federal Reserve authorities-are partly responsible in view of their mistaken judgments and mis-taken actions The sharp cutting of military expenditures in thethird quarter of 1957 in order to keep under the $275 billion debt
ceiling was a contributing factor.

As for action that should be taken to terminate the recession atthis fairly advanced stage, the most effective measure would be a re-fund of say 10 percent of 1957 taxes. This would have a numberof advantage over most of the proposals for a tax cut and over most
increased expenditure programs

It would not involve any change in present tax rates or in currentwithholdig. It would provide taxpayers with a significant sum atonce and not in driblets that surveys indicate would be either savedor used for nondurable item& It would provide money for people who
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were working in 1957 but became unemployed late in 1957 or in 1958.
Such a tax refund ought also probably toCe accompanied by a reduc-

tion in the taxes on consumer durables, providing that the tax cut was
passed on in the form of a corresponding reduction in price.

The trouble with expanding public-works expenditures on a large
scale is that it takes a year or two to make the plans, buy the land,
let the contract, excavate, and get to peak employment on the project,
and most of the big projects are outside the centers' of unemployment.

With a prospective deficit of perhaps $5 billion in the Federal budget
for 19589, assuming no additional expansion in expenditures or cut
in taxes, the great threat is of a bunching of Government expendi-
tures in late 1959 and 1960 at the same time that businses is experienc-
ing a rapid recovery. The consequence may well be a significant rise
in the price level that can hardly be avoided because of commitments
made in 1958. A 1957 tax refund of say, 10 percent has the advantage
that its effect would largely be conned to 1958 if it occurred before
July 1.

In order to indicate the basis for my belief that some such measure
as a tax cut like that proposed above is necessary-indeed is long
overdue--I enclose a copy of a letter I wrote February 24 to the New
York Times (published March 2) and a copy of a statement I pre-
pared upon request, which appeared in the N~ew Republic for March
17,1958, page 16. JANUARY 16, 1958.

Mr. Ciiwius TmoLn II,
Executive Director, the Advisory Coui, il of the Denwocratic

National Committee, Vashington, D. (.
DEAR CHARLS: Since I will only arrive just before noon tomorrow

and could not get in touch with Ken Galbraith today, I am writing
this letter to indicate my point of view on the item scheduled for the
morning session, namely, the economic outlook for 1958.

In my judgment, the administration is altogether too optimistic
about the outlook for 1958, and the reasons that President Eisenhower
has given in his budget message for expecting an expansion "soon"
are mostly long-term reasons, such as rapid technological advance
and growing population, or they are reasons which rest on some weak
reeds such as the increase in State and local spending.

My pessimism about 1958 arises out of a number of considerations:
7 Employment has declined very rapidly in the last month and

business confidence is rather significantly shaken.
(2) The economy now has a great deal of overcapacity so that easy

money is less effective as a stimulant to investment.
(8) The recession appears to be much more widespread throughout

our economy than was true in 1953-54 and also much more widespread
internationally so that our exports are falling off.

(4) Al information is that the survey of consumer spending plans
which will be released in the near future is much more pessimistic than
the preceding one.

(5) No development is on the horizon which would be a significant
updraft to our economy, unless it is Federal spending. The areas of
capital investment, housing, and even consumer expectations cannot
belooked to for much help.

664



FINANCIAL CONDITION OF THE UNITED STATES 665

(6) Arthur F. Burns talked to our seminar last night and he ana-
lyzed the situation and gave it as his opinion that the recession this
year is likely to be more severe than the one in 1958-54 and he saw no
good groTuns for the general consensus that things would pick up by
the middle of the year, although he was not denying that that was
a possibility.

(7) Yesterday the employment security division in New Jersey
estimated that we have 200,000 unemployed in New Jersey, which
would be almost 10 percent of the work force and their reports
from employers on employment over the next few months indicate
some additional decline until the end of January and then a leveling
off.

Under all these circumstances, it would seem to me that this meet-
ing is the most important one that our committee is likely to have
in the first years of its existence and it seems to me incumbent upon
us to provide a strong antirecession program which the present admin-
istration has not done and is not likely to do if the comments of the
president in his press conference yesterday and in the budget message
are an indication of the administration's sentiment.

Any such antirecession program should have among its elements
the following:

(1) Clear-cut assurance that the Federal Government is prepared
to take action quickly if the recession becomes any more severe or
continues any length of time. This kind of assurance is necessary in
order to restore business and consumer confidence.

(2) An increase in Federal spending for much-needed items, in-
cluding defense, basic research (which today's paper indicates it is
proposed to cut in half), education, health, and State aid.

(3) A drive to improve the level of unemployment bu u fits in the
States and old-age benefits.

(4) Consideration of a tax-reduction program.
It seems to me that we face a real serious situation in the free

world if we permit a continuation of a large volume of unemployment
in this country and a spreading recession in the economies of our allies.
In the cold war, economic recession in the economies of the Western
World would constitute a major defeat.

I look forward to seeing you tomorrow.
Sincerely yours,

RICHARD A. LEFIr ,
Professor of REoomvnnira.

[The Times]

To COmBAT RFmiSsoN

PROSPEOTS OF EARLY UPTURN DOIJIMrID, SPECIFIC PR(ORAM URGED

(The writer of the following letter is professor of economies at Prince-
ton University)

To the EDrroR OF THiE NEw Yom TnmF,:
We are threatened with sharp political division on the course of the

current recession and the proper way to restore prosperit. It would
be unfortunate if the Eisenhower administration shouldrigidify its
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defensive position on the diagnosis and treatment of our economic dif-
ficulties in disregard of the calculations and advice of experts.

Actually, prominent Republicans and administration advisers, as
well as business and academic economists, have recently expressed
conclusions varying significantly from the economic pronouncements
of administration spokesmen.

GOVERNMENT INTERVENTION

A week ago Prof. Arthur F. Burns, of Columbia, former Chairman
of the President's Council of Economic Advisers, declared that there
was ins ffiTcient evidence to justify any prediction of an early end to
the recession and that it would not be terminated by private expansion,
but only by massive Government intervention. Those who have heard
Professor Burns recently know that he is more pessimistic about the
prospects for a pickup by the usual means than are administration
statements.

Among experts there seems to be rather general agreement that,
without aggressive Federal action to counteract the contraction, this
recession will, be more severe and protracted than those of 1949 and
1953; the upswing, when it comes, is likely to be less vigorous and less
unemployment aborbing than the upswings that followed the two
previous recessions, and international conditions have deteriorated so
that it is dangerous now to gamble with a program of rosy predictions
and halfhearted action that will be too lttle and too late.

Those opinions rest on such facts as the following: Compared with
the previous two postwar slumps, this one has been more extensive.
with all major private sectors, including exports, contracting.

Corporation and consumer liquidity have declined. The recent in-
vestment boom has produced large and widespread excess capacity,
thus reducing the stimulating effectiveness of monetary policy. Also,
the economic situation internationally has worsened and is weaker
than during our two preceding downswings.

PRESENT PLANS

Consequently, in the absence of more vigorous Federal spending or
tax-reduction measures, no development on the horizon promises a
strong economic updraft over the next year or so. Plans for capital
investment, housing consumer, or State and local government ex-
penditures offer little hope of strong pressure to bring about a sig-
nificant early upturn.

Under the circumstances, this country can hardly afford the waste,
the loss of prestige, and the disruption to international economic and
political relations that a protracted recession here would create. In
the cold war, economic recession and restrictive policies in the West
would constitute a major defeat for this country,both materially and
morally.

It is high time that this whole matter was given more serious non-
partisan consideration. The Janupry Economic Report of the Presi-
dent is already completely out of date. Not only should the Council
of Economic Advisers be requested to update that report, but a group
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of experts should be called to Washington to help prepare a fresh
analysis and a specific program.

RICHARD A. lESTER.

PIcON, N. J., Februry £4, 1958.

In support of his prediction of last November that "the present
decline in business will be shorter and milder than the contraction of
1953-54," Professor Slichter now offers an analysis that seems deficient
on two scores: insufficient account is taken of expenditure plans and
some important factors are neglected.

With respect to plans, the.November-December Michigan survey of
consumer buying intentions and outlook showed the most gloomy ex-
pectations in 5 years, even among the higher income consumers, and
the surveys of planned business expenditures for plant and equipment
have forecast a marked downward shift. The consumer forecasts have
since been confirmed by the sharp drop in new auto sales and a con-
siderable reduction in department store sales, and the declines in the
past 6 months in disposable personal income and in security prices
wilI depress spending over the near futtu e.

As for the neglected factors, they include the reduced liquidity of
business firms, the large and widespread excess of industrial capacity
built up in the recent investment boom, the continued decline in our
exports in the past year, more unfavorable international conditions
than prevailed in 1953-54, and a slump in business confidence in the
Eisenhower leadership so that "chinsup" pronouncements are followed
by declines in stock prices.

Professor Slichter's rather optimistic prognosis not only rests on
somewhat questionable analysis but, in part, on hopes that Congress
"will wisely insist on spending more" on constructive programs than
the President has recommended and that the Federal Resrve authori-
ties will engage in an "aggressive easing of credit."

What is needed, however, is a definite program for action that will
restore confidence by indicating a determination to take specific steps
over the next few months, including measures unmentionedby Slichter,
such as the Kennedy-McCarthy bill to provide decent benefits for the
jobless. Such a program should not be hampered by worries about th,
Consumer Price Index, which suffers from temporary developments
like the weather and has a short-run upward bias now because of
various lags. Rxom w A.

Prlemor of Eoonomiw.PwzINCwrON, N. J.

25420-8--pt. 6----8
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Senatr H~uiy F.Bmnksky, Calif., March 27,19568.Senator H-ARRY F. B ,
-- OiG w n, Gommitts on Finano,

United State.m Seate, Washington, D. .
DEAR SENAToR BYR: I was very flattered by your letter of Febru-

ary 17, in which you request that I submit answers to a set of ques-
tions concerning the state of our economy. I did not write to you
earlier because I fully intended to have my answers prepared by
April 1-the deadline suggested in your letter.

Unfortunately, an emergency trip to the East and a long bout with
the flu have thrown me completely off schedule, and I find now that
I shall be unable to prepare a complete report in the near future
without seriously neglecting my duties at Berkeley.

I shall be happy in any case to offer a diagnosis of the present situ-
ation and to suggest in broad outline certain policies which might be
effective in dealing with it.

The present recession should have come as no surprise to econo-
mists. To be sure, both its timing and its depth had not been antici-
pated. Currently available tools of analysis and prediction make
it unlikely that reliable professional forecasts can be made either of
the timing of a downturn (upturn), or of the depth (height) of
a recession (boom). What can be predicted reliably is that the growth
of our economy will exhibit ups and downs of a nonperiodical cyclical
sort. To put it bluntly, we can't have our cake and eat it too. Our
decentralized economy has been performing impressively well over
the long run. The very fact, however, that it is decentralized means
that we cannot expect it to perform without significant fluctuations.
Spontaneous high rates of growth as we have been experiencing can-
not be expected to be completely painless. In a sense, then, recessions
and booms are the price of a high rate of growth in a decentralized
economy.

It may be worth while to make a distinction between cyclical fluc-
tuations which reflect inventory adjustments and cyclical fluctuations
which reflect equipment adjustments. The former are of short dura-
tion, and are relatively superficial. The latter are of longer duration
aind have greater depth. I am convinced that we are experiencing an
equipment adjustment. Capacity in certain sectors of our economy
has outgrown current demand for output (given the present price-
wage structure). Efficiency, improving technological developments,
and new products may be expected eventually to turn the tide. It
seems to me, however, that the recession may be expected to deepen
before an upturn takes place.

It is unlikely that we will be successful in dealing with the current
recession by relying exclusively on monetary policy. The monetary
authority is doing what is required, but it surely is not enough.
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Turning to fiscal measures, one may consider separately tax cuts
and public expenditures. Tax cuts will be effective in increasing the
aggregate flow of spending, but it is not clear that this will provide
the answer. A personal income tax cut will provide a boost in con-
sumer product markets. These markets, however, have not been seri-
ously affected by the recession, and the tax cut might easily contribute
to already present inflationary pressures in the midst of widespread
unemployment. A reduction in the corporate income tax miht lead
to the undertaking of marginal investment programs by Tusiness
firms, but unless the whole atmosphere is right these may not amount
to a great deal. Also, a tax cut isliard to reverse.

I am much more impressed by the likelihood of success (success in
the sense of cushioning the recession) of public expenditures. Public
expenditures can be structured along regional lines in a fashion which

pl rovide relief exactly where it is needed. Admittedly it takes
time to ein spending appropriated money, but if my guess is cor-
rect that the recession will have depth and length this should not be
a serious obstacle. It is not necessary for me to detail the ature of
public expenditures which might be undertaken. Military projects,
highway construction, and school-building programs should provide
the major outlets. So far as the magnitude of the required expendi-
tures is concerned, one can only guess. It seems to me that additional
expenditures of between 5 and 8 billion dollars over the next 2 years
will be adequate in providing a high floor to the current recession.

Please accept m sincere apologies for not sending you a more com-
plete document. y personal circumstances have rendered this im-
possible.

Sincerely yours, ANDms G. PANDwn,

Chairman, Depar'tmnt of Economic.



MASSACHUSETT8 INSTITUTE OF TECI NOIA)XY,
DEPARTMENT OF ECONOII[CS AND SOCIAL SCIENCE.

.Senator' HARRY F. Bmn, Cam bridge, Mass., March 5, 1958.

Chairman, Jommittee on Finance,
sSe&nte Offlee Building, Washington, D. (.

I)D.AR SENATOR BinD: Your questionnaire reached me at a very busy
time. So I have been forced to reply to it briefly, conicentratiug on
those questions where my specialized knowledge is greatest.

If you should want expert testimony, I would be glad to appear
at an agreed upon time.inerely,

PAul A. SAMUELSON.
Enclosure.

ANSWER TO QUESTIONNAIRE OF Co mirrEE ON FINANCE BY PAUL A.
SAMUELSON, PROFESSOR OF EcoNoMICs, MAfssAcJm1uuE-'rrs INSTITUTE
OF TECHNOLOGY

Because of limitation on time. I am conlfing my replies to those
questions where my views are likely to be most helpf uil.
Question 4

Last fall I attempted a diagnosis of the basic causes of the "new
inflation" for the Sydney (Australia) Morning Herald financial sup-
lplenient, and I enclose that analysis.

This was prepared at the request of the financial editor of the Syd-ney Morning Herald for its annual financial supplement, fall, 1957.

"WAGES AND PRICES IN TIlE UNITED STATES: FALL, 19 57
"For a year and a half now the American Consumers Price Index

has been steadily rising. There is much concern over this fact-in
Congress, in the press, and in the public at large. The increase in
prices has made labor anxious for further increases in wages. And
it has started talk about the 'new inflation'--which is allegedly a new
kind of price spiral not covered by the classic economics textbook
analysis ot inflation.

"I must confess that I was one of the economists testifying beforeCongres who can be held responsible for launching the notion of a
new ind of inflation. Yet I am not sure the new inflation is really
new, and I welcome the opportunity to review recent American prico
and wage trends.

"CTHE WAR'S AFTERMATH[

"From 1945 to 1948 prices rose mightily in American markets. Re-
moval of direct controls on wages and prices was, of course, the imme-
diate occasion for the rise. But at the time most of us economists
were inclined to speak of the wage-price spiral, using the words'wage' and 'price' in that order.
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"~e tenided to re .ard trade-uiion leather: suti ;is t h' iiiui.worke."rs
John I. Ie is am the autoworkers' Walter el, iher as the caulsal
lliover$ in this sieitrio. Maliy Aiiit'ai evoiioiiists theli t0aiel If)
:tt'ilile tte Iti prie inlra-e It a 1u,,ilual'rul Im~h frol wage s 14, pri'e.-.

'KORIuA AND IT8 AfrITIMATH

"ly 1.148 prices generally began to level o1l. 'l'hen came the 19503
Korweni war, sending staple prices skyward and unleashing a re l deal
(if forward buvin g by cotisuniers and businessmen who eered ti
shortages of Woid War 1I. To the great surprise of most ecolllist.s,
after 1951 wholesale prices began to decline. And for the next 4 years
we witne-ssed the satisfying spectacle of generally high Ainericall
i)rsl erity :Lccollanied by little concern with an inflationary price
spiral. While staple prices and other wholesale prices fell, our cost of
living I-gan to level off.

"11y the middle 1950*s niany economists began to reconsider their
wage-ptish diagnosis of the iiiniediate postwar price rise. They began
swing over to a quite dithtivnt view: Namely to attribute the 19-t-48
pri, iiirea.le it) lie swollen dollar demand that. einerged as a resuh
of t he vast wart tie acCumulation of noney and other liquid assets.

"Il short, there was something of a flip-flop by economists from a
• wage-puslI to a deuand-l i' diagnosis of inlflation. The wage rise
was felt to follow oi and reflect the price rise attributable to the pull of
demand. And one group of economists, far from attributing that in-
flat ion to unions, began to argue that union lags in contract negotiation
actually slowed down the wage ris,.

"RcFNT RUMSlIOI'N fr INFIOI,,rT'N

'( hi I lie whole l) to 1956 Alllerican econoniists ceased to talk inlUch
Kiout the ol'l dileinnia of whether you can have simultameously free

liltrk.ets, very high cnployinent, atnd J stable prices. Fron 1951 to 195-5
Anerican had for the iiost part all 3 of these good things.

"liut all good1 things must come to an end, and since late 1955 prices
have been rising. rie rise showed up first in whol..sale prices. The
prices of industrial goods particularly showed a steady rise. Then by
1956 the Consumers Price Index began the steady increase which has
continued up to the present day.

"Indeed 1ust in t-ha spring of 1956 when Arthur F. Burns, Eisen-
hower's eminent economiic adviser up to last year, was making an im-
l)ortait speech in which he argued that inflation was far from in-
evitable, actual prices were beginning their upward drift. This drift
in conuluiers prices, the ones thfat figure in the cost of living, has been
all the inore remarkable in that by late 1956 American production had
leveled off. And consumers prices have this year been rising in the face
of declining nietal and other wholesale prices.

"We have been in the paradoxical situation of having inflation at a
time when nanufacturiiig capacity has been in many industries above
actual demand. Exam pIes are the paper, auto, ana steel industries;
or TV and other consunmer appliance lines.

"Or take the case of resident ial housing. l'le, 1905 teak of 1.4
million housing starts per year has been followed by a fairly steady
decline to the present level of about I million. Yet despite this redue-
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tion in %'oluane, costs of housebuilding have continued to rise at arapidly rate.
"To s1n1 tip. If one ticks if in turn the isual factors that nteaull8 i

st rengtlh of 'deniuiu Ipiti' on prices, one finds in the last year that they
-ec1t1 nither on the weak than o)1 the strong side. (The main exception
to this ,iay be in the held of durable equipment where 1956--57 demand
has 64-11 quite strong inanl where there has also been a significant rise
i, prices.)

'M .lW ,NIATiON1

"It was t lid it 'Ie fiictls that at ,illnher (f it1 ecOliOIniIm|s tetstilie to
klef.imo (lie (l Joinit Eeitlli(' (ouuijuittee of ('onigr 8s early this June.
The lililnciil reporters picked ip this paradox of rising prices in the
fit'c of alia)t lt" weak (leiiallid d( I( tlIed ul) the t'coitct of "the
new intlation." Since then, Senator Byrd inad several ot i'er public
figures have also eiphasizml the eoniept of a new inflation.

"Now exact ly what i-; the terln stuplpmsed to nean ? To sole analysts,
fhre can Ie but two kinds of inflation: denaiu(I-lull and wage-cost
pIsh. If you have ehiuiinted the former, then by elimination yoll callp'-ve tllii' we niust le in the litter. This the must be i wage-cost-
lnish inflat ion. So goes the syllogism."A.,l(l inlpOtnt. lnew policy injli)ations tare (iawn from the pren-
ise that this is a new inflation. Conventional Federal Reserve mone-
lar'y lpoicy-such as contractionary open-market sales of Governl-
ilent securities, raising of the discount. rate, amd raising of legal re-
SerVe re4luIMremieilts that the cu'lMmIercial banks immst keep ag ainst their
demian(l. delimits--is usually thought of as operating oil demand. So,if the inflation is not due to deniuain-pull, some juiip to the conclusion
that conventional central bank monetary policy is not the proper way
to i gflit the inflation.

.,id it similar inferen'e is (liwn its to (lie advisability of c4-oiveln-
tiomal fiscal policy-of increasing the budget surplus by raishig tax
rates and ctittin g government. exp)endittire. If the new inflation is not
caused by excessive demand, fiscal measures to curb demand are deemed
by 4soie not, to be il order.

"480ie10 DOLLrT

"WIat are we to think of these views? First, note that two dif-
fernmIt i.suies are involved-an issue of diagnosis amd an issue of
t her:tpy.

"11 ith resl ct to diagnosis, we have to question that inflations callWe simply divided into the two mutually exclusive categories of
demanid-pull or wage-puh. Actually there are all sorts of inbetween
situations where the exact direction oi causation is hard to determine
and is certainly not one-directional.

"6And wi th respect to therapy, it is not necessarily valid to argue
that ali inflation that one could identify as caused by wage-push can
never be controlled by monetary aiid fiscal policies aimed to affectdemand factors. For it eight Lethe case that the push of wage i-creases can prevail only because demand factors happen to be per-
isive. Ths, if the "Federal Reserve makes money very tiit, apush of wages may have to result in unemployment and cuts in pro-
uction. In th~e face of growing unemployment and declining pro-

now
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duction, thle forces working toward an upward push of wages mayfind themselves overcome by counterforces. 1-enee, one way of 1)lt-

ting out a fire caused by wage-pindi might be to uw t he ehemwa is of

denmnd-depressants.

"tTll FEDERAL RESERVE'S DILE MMA

"I suspect that something like this philosophy must be in the nield
of Win.'McChesney Martin, *ir., Chairman of the Federal Reserve
Board, wlhose frequent testifyings before Congrt ,s this summer have
been alarniin some Wall Street speculators. The Fed acts as if

it feels that it has demonstrated its ability to end recessions of the
1953454 type and is out to show that it can also succeed in curtailing

inflation.
"If this is its goal, it has its work cut out for it. To curb by de-

immiud depressants an inflation that is due solely to wag-p~ush an'd not

at all to excess-demand could mea n you sunceed only by engineering at

least a mild slump. Political ly, this is a risky business. The Fedz
could win a lpyrrhic victory that all friends of central banking knight

later regret.
"STROJNG WAUGE-PU~ll SINCEt 1950 ?

'"lhis makes it all the more important to try to decide how much
of our recent inflation has been due to unilateral wage pressures.
Certainly if one clips thes newspapers systematically, one does not get

thme iml~ression that thme great trade union leade rs have been acting
up unusually much in the last year. Except for the midsummer
steel strike, 1956 seemed a year of less-than-normnal strikes..Collective
bargaining seems to be these days conducted in a less warlike mood

than was true some years ago.
"Yet it has been the period since 1950 in which money wages have

been advancing most rapidly relative to prices. The fall in farm

prce long hid this fact.
"If the indexes of fireworks in collective bargaining do not seem to

indicate strong unilateral pressure from the wage side, how can I ac-
count for the inflation, wevye had ? Can it be due to the automatic
escalator cost-of-living clauses that have been increasingly written
into wage contracts since the famous 1950 General Motors-United
Auto Workers' agreement ?

"REAL WAGES SURPASSING PRODUCTIVITY GAINS

"tiindoubtedly, once the price index beg ins to move, thus es~a-
latr clauses do become a reinforcing factor making for infla-

tion. Statistically, though, this seems as yet to have been a minor
factor in a causal explanation of events since 1951. Only 4 out of
67 million workers are now covered by escalator cost-of-living clauses.

"And most of what has to be explained is not a rise in wages just
big enough to match the upward increase in prices. Rather we have
toexplain the fact that since 1951 our money wages have been steadily
rsn fatrthan prcs ndedtewginras havebee
greater than the increases in physical labor productivity that were
simultaneously taking place.
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"Perhaps more important than the cost-of-living escalator clausesin wage contracts have been the "built-in improvement clauses" insuch contracts: These improvement clauses automatically give workershigher wages with each passing year, on tile theory that they reflectsteady improvements in productivity. And workers, whether or notcovered by such clauses, have come to expect such steady increases iiireal wages-independently of whether or not their productivity has

in fact gone up in step.
"DIAO0I1

'" Very tentatively, I might put forward the following interpretationof the present American scene. Labor and management accept itas axiomatic that money wages will rise each year. So the wage-pushno longer requires a collective-bargaining battle or a grim recourseto strikes. Labor's wage-push is, so to speak, a push against an opendoor. Our high prosperity in the 1950s has made no one of the par-tici pants in this process have reason to regret greatly his actions.
"If this is truly the developing pattern, then militant FederalReserve policy may be able to break this pattern only by makinglabor and (particularly) management regret its participation in thesteady wage-push. Can we expect that mild depressants can accom-pl ish this!1

u"I hope this tentative diagnosis is wrong, for those who worryabout mild price inflation may find it a pessimistic one.
"PAUL A. SAMUELSON.

"Massachtsetts Institute of Technology."
I would today reinforce the view expressed above that in 1957 ageneral excess of demand over supply did not seem evident. Hind-

sight tends to confirm mii' s suspicions.
QCstion 5

Public debt management is closely connected with monetary policy.Now that the Fed tends to operate in short-term bills only, it is theTrasury Is decisions with respect to stretching out the debt that havemany effects on the pattern of bond yields that open-market purchasesof bonds by the Fed used to have. If one wishes to make long-termcredit easier to get and cheaper, one foregoes stretching out the debt.Conversely, in times when fixed investment is over brisk, and themarket will not buy new long-term Government bonds except at a veryhigh yield-then, unpopular as this may seem to the Secretary of theTreasury, that is the time to issue new long bonds.
The Federal Reserve does not have tie duty to keep Governmentbond yields low through thick or thin. But it does have the duty tomake sure that the combined impact of Treasury debt-management

policy and its own policies are conducive to aggregate stability.
Question 6

Our primary goal should be "economic growth in production, de-mand, and emplo ment.". Mere stability in these would be equivalentto stagnation. Other things being equal, stability in the price indexis to be desired. But recent experience, confrmed by economicanalysis, suggests that America may not be able to enjoy high andgrowing production along with stable average prices. One or the

090
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other may have to give. Which I In this period of intense competi-
tion with Soviet Russia, I'd regard modest increases in prices as the
lesser evil.
Question 11

See reply to question 4.
A gradual inflationary trend should not be accepted as in itself de-

sirabe Nor are we sure it is necessary. But if it should turn out to
be necessary, see answer to question 6 for national priorities in this
age of competition with Russia. (No.-We do not know that con-
tinuous mild inflation must necessarily "snowball" into stronger infla-
tion. Nor do we know that long maintenance of high demiiand will
boomerang in a depission later. Most confident generalizations in
this field are based upon uncertain knowledge, since neither economic
history nor ewoiiomiic analysis provide us with definite answers.)

Question 19
Minor problem.

Question, iS
It is the important duty of the American Govenment to step In

with countercylical fiscal policy whenever the economy is seriously
departing from stable growth. The Federal Government has immense
reserve strength in its "financial condition," so that is no problem.
The problem is that we should not overdo things on the expansionary
or contractionary side.
Question 14

postwar fiscal policy has on the whole been well-devised.

Question 15
See answer to questions 4,6, and 11.

Question 17
The 1957 recession came from (1) cuts in defense spending, (2) cuts

in fixed investment spending by business, (8) inventory decumulation,
and a number of minor factors. Expansionary monetary policies by
the Fed and Treasury, increase in much-needed public expenditures,
and some judicious tax euts will bring the recession to an end.



MACIITNERY AN!) ALLIED PRODUCTS INSTITrUT,
H~fl.HR~r.BinDWaehtn , D. C., April 1,1968.

Oh~n Oomitte onFitine,
United 8t at 68Snte, Washington, D. C.

MY..DEAR SKsN-roR: I promised in my letter of February 28 to send
something in response to the questionnaire accompanying your letter
of February 17. I regret to say that as things hav, turned out this
has proved a rashl promise. I have been preoccupied with pressing
duties andi have been quite unable to find time for an adequate dis-
cussion of the varied and complex issues propounded.
fIt happens that I prepared an article recently for the Committee

for E~conomic Development (published in Problems of United States
Economic Development, vol. 1), which deals with a problem that
runs through most of the quesions posed by the inquiry, namely, the
problem of ifaion. I am venturing to enclose a copy of this article,
not as a direct reply to y our questions, but as a means of indicating
inpart whatlIwould have said in such a reply.

rgrtexceedingly that I have been unable to do more on this as-
signinent, and I tender my sincere apologies.

Respectfully,
GEoRGE Tmuioo,

Research Director.
Enclosure.

WAOE-INDUCED INFLATiON 1

fThe next couple of decades promise plenty of economic problems
for the United States and a choice of the most important is not easy.
No one problem can be expected to remain continuously preeminent
over o lonig a period? for relative urgencies will shift with chasing
conditions. The choice, I take it, should turn on relative i mpor-
tan)ce over the period as a whole. On this assumption I have selected
a long-range problem that promises to be with us most of the time
over the next 20 years, and that from all present appearances may
well be with us at the end. I refer to the problem of-maintaining a
satisfactory level of production and empfoyment without creepiFng
ptioe inflation , -"
bWhile this problem has other aspects, the hear of it is a lopsided

bhneof power between management and labor in modern col-
lective bargaining. With the pnriiegea and immunities that labor
unions now enjoy, it has become impossible, under conditiotis of
r'easonabI~v full employment and expanding p-roduction, to.hold the
.average_ rise in labor ecogs to the average rse in productivity. The
inevitable result is a creeping advance in the general indexes of prices
and living oosts.

' Publiuhed bythe Committee for Economc Deveopm~t in Problems of United StatesBeooulc De eopmet~ vol 1, Ima i*.
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We hasten to say that this proposition implies no criticism either
of union leaders or of the rank and file. The labor movement repre-
sents a cross section of the American public, no better and no worse
than the rest. Nor does it concern the so-called abuses of unionism,
recently dramatized in the activities of Dave Beck, Jimmy Hoffa, and
Johnny Dio. Deplorable as they may be, these abuses have com-
paratively little to do with the problem. They could be totally eradi-
cated and it would still be with us. For it arises, not from the un-
lawful, but from the lawful, operations of unionism.

This is not an essay on demonology, therefore; it is on social in-
stitutions. The fault lies in the lopsided balance of power created
by these institutions, not in human wickedness. Nothing is sillier
than to blame unions for taking advantage of the power that is law-
fully theirs, and certainly nothing is more futile than to hope that
they will voluntarily forego its exercise. The remedy lies rather in
institutional reforms that will create a noninflationary balace of
power in collective bargaining, that is to say, a balance that will
hold the general advance in labor costs to the general rise in the pro-
duct ivity of the economy.

I have nominated the problem of wage-induced inflation as the most
important for the next 20 years, in part because the remedy seems so
far away. For a condition precedent to remedial action is an agreed
diagnosis. At present there is none. Union leadership still denies
that the problem exists. The upcreep of prices is attributed to the
excessive profits of greedy employers, who could absorb wage in-
creases if they only would. It is still possible to find university. pro-
fessors who insist on theoretical grounds that collective bargaining
cannot raise costs and prices above the level that would obtain in its
absence. But even among those less obviously self-interested or doc-
trinaire, there is as yet no clear agreement on the problem. Public
opinion remains either confused or nonexistent. As for the poli-
ticians, a subject so politically delicate as excessive wage demands is
avoided if possible, and is mentioned if necessary only in terms of
studied equivocation.

The standard posture of the politician in addressing this issue is a
straddle. He implies he really doesn't know whether price inflation
is due to excessive wage settlements or to excessive profits. So far as
he can tell, both are equally to blame. He proceeds therefore to pious
admonition to both labor and management, urging the one to be mod-
erate in its wage demands, the other to be moderate in its pricing
policy. It goes without saying that the public gains no enlighten-
ment whatever from this political balancing act.

This is said, not to blame the politiciais-I do not ask them to be
heroes--but simply to confirm the absence of any strong sentiment
against excessive wage settlements. There does notyet exist the neces-
sary basis in public opinion for an attack on the problem.

We are the victims of a cultural lag. In this day of huge mono-
lithic labor monopolies, endowed with. special privileges and immuni-
ties by the state, we still remain the attitudes and sentiments of an
earlier day when a weak union movement was struggling against heavy
odds. LAbor is still regarded by most people as the urderdog, and
the public reaction to union wage demands is still, in the main, indis-
criminately favorable. Thus when a powerful union leader in an al-
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read y high-wage industry announces that he is going to exact 45 centsan hour in the next contract, the announcement is gree, not with
anguished protest, but with acquiescence or even positive approval.

.This reaction is due not only to long emotional conditioning, but
also to widesprad acceptance of the myth, sedulously propgted
by union leadership, that wage increases can come out of profits. Tey
may come out~ of profits for brief periods of time in particular situa-
tions, but they cannot do so generally and for long without killing off
production and precipitating a recesson. We have had enough wage
increases in the last 10 years to wipe out profits many times over, but
they are still with us. Industry has passed on to the market in higher
prices substantially, all of the increase in labor (and other) costs not
offset by rsing productivity, and it will have to continue to do so if we
are to maintain a prosperous economy. The notion that wage in-
creases in excess of productivity can be "absorbed" is a popular
delusion.

Another reason for the indulgent attitude of the public toward ex-
cessive wage demands is the comm-on belief that wage increases in-
itiated in one industry or sector of the economy will spread to others,
with benefit to workers not directly involved. This belief can be
summed up in the slogan "'We'll get ours later." To what extent and
under what conditions tis expectation is valid, is a matter of debate
into which I need not enter. For the point is simply this. Even if
the expectation were completely valid--even if everyone were to keep
.pace with the wage leaders-the result would still be inflation. Andl
inflation is the problem I am talking about.

Since the necessary climate of public opinion for an attack on wage-
!ndued nflaiondoes not yet exist, I can only conclude that we will

have to live with the problem for a good many years. This does not
mean that the upcreep of living costs will be continuous and uninter-
rupted. There may be times when falling raw-material p rices (for
example, the falling farm prices of 1951-55) will mask the effect of
rising labor costs in fabrication and distribution. There may be
periods of economic reesion when the march of hourly wage rates
slows up and p rofit margins are squeezed. But in conditions of pros-
perity and full employment--which it is the policy and obligation of
the Federal Government to maintain so far as possible-we may ex-
pect that in general the cost of living will creep irregularly but per-
sistently upward.

The basic problem, as I have said, is a lopsided balance of power
in modem collective bargaining. We will live with this problem until
we have the wit to diagnose it and the courage to do something about
it In the meantime, we must be careful that in our desire to suppress
th consequences of this, disbalance of power we do not overwork anti-

inflationary policies designed to cope with other problems.
I refer primarily to credit and fiscal policies. These are appro-

priate, for dealing with the kind of price inflation that results from
excessive demand-for goods and services-=from a generally taut and
overstrained economy-but it has still to be demonstrated that they
can effectively,.prevent the. price consequences of modern collective

,ramgwithout generating worse evils in the process.
t~reit ndfiscal policies can undoubtedly reduce the bargaining

power of unions, but they do so only by slackening the economy itself.
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In a slack economy, boost increases arm harder to pas on. Management
resists wage demands more strenuousiy, and strikes are harder to win.
But how much slack is required to hold wage increases, on tile average,
to increases in productivity ? How large a figure for unemployment
does this imply And what is the p nee in lost production? More
important still, is the maintenance of this degree of slack politically
and socially tolerable?

There is another angle to this problem. The last question implies
that it is within the power of credit and fiscal management to let the
economy down to a certain level-the level at which wage increases
average no more than productivity increases-and then to hold it
there. No one with the slightest knowledge of economic affairs will
believe this. It is simply not in the cards. The danger is ever present
that the momentum of the retreat will carry the economy beyond the
target level and call for countermeasures, the aftereffects of which will
defeat the purpose of the policy.

So long as we have not solved the basic problem of the excessive
bargaining power of unions, we will have to "roll with the punches."
We will have to accept some degree of inflation as the price of pros-
erity and growth. A fanatical determination to stabilize the cost of
giving by credit and fiscal policies, come what may, risks worse evils

than it attempts to cure. Until the ax is laid at the root of the tree,
we will continue to harvest its bitter fruit.

GEoRo TIORGH.
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Hon. HARR~Y F. BraD, Charlotteville, Va., Marck R7,1958.
Chairman, Comtittee on Finance,

United ,States Senate, Washington, 1). 6'.
DEAR SENATOR BYRD: Attached are my comments on your request.

of February 17. This has been a most interesting and challenging
assignment. I have dealt with the questions with which I am most
familiar but passed over the two dealing with the technical aspects
of monetary control. The discussion of each question is an attempt
to state my views. At times there is some discussion of the matters
which received most attention in formulating the view. To fully
document each of these matters would probably duplicate much of
the work which has already been presented to your committee.

As I worked on the questions it seemed to me that the solutions
need to be guided by the ideals formulated by the founders of our
Nation and by consideration of our opportunities and obligations as
a leader among the nations of the world. There is the constant temp-
tation to substitute techniques for goals. Too, there is much impa-
tience with the effects of a normal adjustment in the Nation's econ-
omy which leads to proposals that threaten our basic system of free
enterprise.

If there is any way in which I can assist you further in this most
important undertaking it will be my pleasure to do so.Sincerely, LORI A. THOMPsoN, Director.

COMMEWNS OF LOR A. THoMPsoN, DnM-ToR, Bunuu OF POPULATION
AND EcoNOxMIc RESEARCH, UNIVERSITY OF VIoIwM, CHAwwrrEs-
vMLu, VA.
1. Inflation and deflation are measures of change in the ratios of

income and prices. Such changes are related to a norm which usu-
ally is a period of stability accepted as a point of reference. Infla-
tion occurs when the changes in the ratio of income and prices result
in enablMg the purchaser to buy fewer goods and services with the
same number of dollars as in a previous period. Deflation involves
not only the converse of inflation but implies that a decline in prices
with reference to income is brought about by imbahnce of other
factors in the economy.

In a free market changes in the income-price ratio tend to set up
secondary causes which in time have the effect of restoring the bai-
ance. Thus the high prices of an inflationary period tend first to
stimulate production, then to increase costs of materials and labor,
and to discourage purchase. In time this chain of cause and effect
brings about a state of overproduction which entails a deflationary
period of readjustment.
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Some sectors of the economy have much greater susceptibility to
expansion and decline than others. All sectors do not move in thle
same direction at any given time. During times of general pros-
perity, some parts o'f the economy are often caught in cost- p rice
squeezes with thle result that such businesses fail. During periods of
business decline (recession and/or depression) some sectors prosper.
Sometimes this prosperity means holding their own while other busi-
nesses decline.

When the composite result of all economic activity is to reduce
lrchasing power, many sectors begin liquidation of inventories by

reducing prices. This is an effort to change the relationship of
prices to income in such a way as to stimulate consumption (buying)

which in turn is expected to encourag-e more production. When in-
ventory liquidation fails to provide the impetus for increased pro-
duction, further liquidation occurs, with the result that more and
more business concerns lose profits or incur losses. Inl time this leads
to an increasing number of business failures, and general loss of con-
fidence. As business confidence is shaken with respect to the need
for further production, plant expansion and construction decrease,
employment declines, savings are spent for current consumption, and
the dollar values of property decrease. If other costs such as labor
and interest declined simultaneously, the previous interrelationships
of plant, property, labor cost. interest, and other factors would be
readjusted to a lower level of dollars, but such relationship would
tend to be stabilized.

For many reasons the pr-ecedling factors do not ad just themselves
automatically, and once a decline sets in, deflation adversely affects
those sectors of the economy engaged in production agriculturer,
lumbering, mining, construction, and manufacturing). Such services
as transportation. business service, and private individuals having
high fixed costs and/or long-term contractual obligations are also
squeezed as business volume declines. Those sectors of the economy
with fixed dollar incomes are in a relatively more favorable position
when prices are declining.

Some inflation an d deflation is unavoidable. The Nation, if it is
to benefit from inventikws and (discoveries in any field, can do so only
by changing, modifying, and at times discarding facilities and meth-
oils which have become obsolete or for which there is a diminished
need or demand. Much of our present economic difficulty stems from
the attempt to undertake new responsibilities without discarding
some of the old.

For example, the opportunity for successful agriculture has been
diminished by the efforts at acreage and crop control, price guaran-
ties, soil banks, excessive accumulation of surplus commodities, and
the like. Such measures, although designed to help the farmer, have
for the most part res tricted his freedom of choice. Farmers pro-
ducing crops subject to various controls have been paid by the G~ov-
ernment for restricting the acreage. Output has in many instances
increased despite acreage restrictions through improved farming prac-
tices. Cr op support prices have left the Government in the awkward
position of having to buy excess farm produce. The G.overnment
has in turn built and/or leased warehouse facilities to store more and
more crops. Such policies of the Government have reached a point
where corrective "measures will of necessity be severe and unpopular.
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Measures calculated to bring about a comparatively fee agricultural
market through the reduction and elimination of lvvernmental con-
trols are vigorously opposed on many fronts. Yet a move toward
eliminating many of the current control measures over agricultural
output apra rs to be very desirable despite the fact that the conse-
quences o such a change in policy and procedure will adversely
affect many. It would seem that rehabilitation measures to assist
those adversely affected by agricultural policy changes which would
result in a comparatively free agriculture are preferable to a continu-
aition of present policies.

Examples taken from many sectors of the economy would show
that governmental policies have become too restrictive in some ways
and too lax in others. For example, the concentration of economic
power currently exercised by large corporations and nationwide laborunions affects all people and sectors of the economy. The economic
fortunes of the American people tend to be govenied by the condi-
tions growing out of balance-of-power agreements between big busi-
ness and big labor. Even though big business and big labor are pri-
vate organizations, because of their size and strategic position in the
total economy, negotiations proceed as though each was a power blocattempting to seek its own advantage without too much concern for
the economy as a whole.

2. Cyclical fluctuations in the economy of the United States reflect
the changes in the degree of confidence felt from one time to another
with respect to future prospects. Investments for plant expansion
or for equipment changes in a plant are made at such times as busi-
nessmen feel that added capacity will increase the profits, strengthen
the position of the firm among its competitors, or both. If the feel-
ing of management is to the contrary, expansion and conversion are
delayed. Subsequent events often differ from the anticipations of
business leaders about future prospects. During the last half century
in America considerable effort has been directed toward providing
built-in stabilizers. The aim of such laws and practices has been to
minimize cyclical flib1iiations in employment income, expenditures,
prices, and credit control. Such mechanisms can be started and
stopped more promptly by prvate enterprise than by public agencies.
Among the more important built-in stabilizers are the Federal Reserve
System, unemployment-compensation laws, old-age and survivors in-
surance, other social-security programs, laws regulating the sale and
trade of securities, and the FDIC.

Institutional forces, such as government, big business, and big labor,
restrict the speed with which adjustments can take place. Greater
flexibility in meeting emergencies in the American economy is needed.
Some students of such matters believe that bigness in government,
labor, and business greatly reduces ability to meet changing circum-
stances promptly. The suggested cure is limitation of size. Such a
policy would affect mergers in business and in labor. It is not alto-
gether clear, however, whether restrictions on size would permit greater
flexibility, increase competition, and permit business, iabor, agricul-
ture, and other industries to make decisions more promptly than is pos-
sible under the present laws. Better understanding of the complex
relationship between business and government, if coupled with the
determination to ride out small storms without panic, would do much
to stabilize conditions.

25420--t. 6-4
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3. Others in the group are more competent to discuss the monetary
control policies of the Federal Reserve System. The timig of
eluuges in monetary control policies is most often criticized. How-
ever, clhnges in monetary policy, to be most effective, must anticipate
developments from 6 months to 2 ),ears in advance. If the Federal Re-
serve board acted this far in advance it would be subjected to the criti-
cism of attempting to influence unduly the direction of the Nation's
economy by inaugurating changes which were not justified. The re-
,urring problem is to determine when bold and decisive action is re-
luired, and when deliberation and delay may be wiser. In this respect

hindsight is always better than forezight. So long as those charged
with the enactment of laws-their administration and enforcement, to-
gether with leaders of business and labor, act in good faith, reasonably
prompt adjustment to worsening economic conditions is possible.

4. Many factors have contributed to the decline in the value of the
dollar ana a continuing increase in the Consumer Price Index since
August 1956. Employment in 1956 first leveled off, then declined.
Output in many industries has been reduced and unit costs of produc-
tion have increased. The increase in general productivity which
norn lv results from increased labor efficiency does not appear to have
occurred during the last 2 years. Price increases have been made
wherever possible to cover increasing production costs due to de-
creased volume and higher wages. Such developments are due in part,
but not exclusively, to surplus productive capacity. Steel output, for
example, is about 50 percent of capacity as of March 1958. The steel
industry expanded during the years of World War II and thereafter so
that the Nation could meet more adequately defense and consumer de-
mand. A sharp drop in total demand, such as currently prevails,
places the steel industry in the position of having to carry the costs of
keeping its facilities anid plant in readiness to meet any increases in
total demand that occur. Reserve capacity in basic industries in gen-
erally regarded as desirable and necessary, there can be little doubt
about the fact that during periods of relatively low demand, the costs
of maintaining idle facilities increases production costs and decreases
the prospect of profits. The break-even point (the percentage of ca-
pacity which must be used to meet all expenses) is much higher now
than prior to World War II. This is true of many other industries
also.

For this reason, sharp declines in demand, if sustained for any con-
siderable period, can spread to many other sectors of the economy ui-
til the total economy functions at a lower level of output and consump-
tion than formerly. A lower level of output and consumption means
a declining standard of living, business failures, bankruptcy, increas-
ing unemployment, and hard times. If the economic apparatus can
continue to function, even at a somewhat reduced level of activity,
readjustment can proceed with a minimum of trouble.

Increased sales effort has been used as one of the means of reducing
inventories and of stimulating production. While retail sales have
been extraordinarily good during the last several months, merchants
generally have been reducing inventories wherever possible and limit-
lng forward buying. This in turn-has curtailed employment in man-
ufacturing and transportation industries more than distribution and
service. If sales are pushed unduly.as they were in the automobile in-
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dustry in 1955, a decline in subsequent years may follow until the de-
mand has increased sufficiently to again stimulate production. Over-
selling, which is most difficult to define, but whose meaning is generally
clear,hias not resulted in balancing the demand for goods with the sup-
ply available. The high level of production, on the other hand, has
tended to reduce the amount of price increase. The foregoing, along
with other factors, have continued the wage-price spiral during the
recent period of declining output and increased unemployment. If
current conditions were left alone, it is probably that the recent decline
in the (1lllar value would be arrested. As a matter of fact it might
improve. Tinkering, especially when attempting under pressure, can
often do more harm than good.

5. There are many indications that the United States uses public
debt as a means of expanding its price and credit structure. The Fed-
eral public debt currently is equal to about 63 percent of the gross
national product. A part of the income of many business concerns and
individuals is invested in United States Government securities. If
the debt were reduced these funds would seek other investment out-
lets. Reduction of the Federal public debt at the p~resenlt. time would
mean the curtailment of expenditures for national defense. There are
interesting parallels in the level of defense expenditures in the United
States, rates of productivity of industry, income levels, and mass
purchasing power.

Since 1940, particularly, defense and war expenditures have led to
.-in expansion of industrial capacity. Much of the increased output
during the period from 1941 to 1945 was for war and national de-
fense. The Government was the purchaser; industry the producer.
The increased material requirements of the government provided the
basis for the enlargement and expansion of the industrial establish-
ment. Funds paid to the Government were in turn spent for war ma-
terial and for greatly augmented Armed Forces personnel. Whenmilitary demands relaxed and members of the Armed Forces re-
turned to civilian life, the output of the Nation's production estab-
lisluntits was channeled in the direction of satisfy g civilian re-
quiremients. By 1950 many of the pent-up demands of civilians had
been miet and the size of the Military Establishment drastically re-
duced. With the outbreak of the Korean conflict the equipment,
materiel, and personnel of the Armed Forces were again expanded.
Curtailments since the end of the Korean conflict have been com-
paratively small.

The race with Russia for military supremacy and the developments
in the field of atomic warfare and missiles have altered the nature
,of the United States Defense Establishment, rendering earlier
weapons obsolete. The increased emphasis on scientific research and
,development will result, in more rapid obsolescence of equipment and
,weapons which only a few years ago were thought to be effective. So
long as the United States and other world powers feel it necessary

Ito maintain and develop increasingly powerful and effective weapons
#of mass destruction and warfare, -the prospect for reducing tim Fed-
eral debt will be dim. If world conditions worsen, defense expendi-
tures will be increased and this in turn will exert further pressure on
-wages and price.s. A peaceful world, in which military requirement
can be vastly reduced, offers the best hope of a more stable econoiny.

.0090
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If it becomes possible to reduce substantially tile outlays for national
defense, there is little doubt that some serious deflationary readjust-
ment would follow. This will be a small price, however, to pay for
world peace, particularly if appropriate measures are taken to assist
in relocating and retailing those persons whose jobs vanish as de-
fenge establishments close. The chatice for this sort of readjustment
aplars, at the moment, to be very remote.

6. (a) Price stability is attained when costs of raw materials, pro-
duction. and labor reinain stable. To the extent that productivity
increases somewhat faster than demand, there is an opl)rtunity to
reduce cost,, increase wages. and stimulate demand. When these
factors are in balance, teh,,0ogi'al i provemnent results in increas-
ing the benefits throughout the entire econonily. When technological
improvements result in increased costs. suchl'developments can tem-
porarily reduce emuploym ient. demand. and real incomes. Price sta-
bility is accomplished only when the cost of production, demand, and
purcbasing power remain in balance. The price level at any given
time results from the interaction of many factors tud, in a competi-
tive market, tends to regulate itself.

(b) Since. World War II production, demand, and employment
have increased. A part of this change reflected the pent-up demand
which accumulated during the war years. Following the termina-
tion of the war and the removal of rationingr and price controls, this
pent-up demand gave the impetus for expanding production and em-
ployment, and triggered the ensuing wage-price spirals. Population
g rowth and increase in niass purchasing power further stimulated
production and employment. During 1949 and 1950. and again in
1954, production outstripped the demand for certain goods and serv-
ices with the result that brief recessions occurred. Since 1954 world
conditions have been such as to discourage any reduction in arnia-
ments. The demand for civilian goods has been maintained at a good
level; it has not continuously equaled productive capacity. The re-
sult has been a decline in the rate of growth of many industries. For
example, the boom in babies which began prior to World War II and
continued at an accelerated pace at the conclusion of the war has in-
creased the demand for educational facilities, housing facilities, recre-
ation, food, clothing, and many other goods and services. The grow-
ing segment of the population 65 years of age and over has increased
the need for special facilities and accommodations for this sector
of the population. Since the war the labor force has not expanded
as rapidly as the older and younger sectors of the population with
the result that an increased proportion of women have entered the
labor force and have contributed in an important way to the purchas-
ing power of family units. In another decade, when'the present large
youth population enters the labor force, employment opportunities
will need to he expanded more rapidly than they have since World
War II, if the same proportion of the population 20 to 64 is to be
employed.

7. As pointed out previously the high level of Federal spending,
particularly on armaments and devices connected with national se-
curity, has underwritten a considerable segment of our economy.
Moreover obsolescence has been rapid. The result has been the pro-
duction of many goods and services that have little utility. Spending
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does provide opportunities for the investment of capital, for expandingemployment, and these in turn result in expansiion of wages and
salaries, and profits.

State and [ocal governments in recent years have been confronted
with rapidly expanding demands for a variety of public services.
The boom in babies has created a need for more schools and more
teachers at better salaries. Growing metropolitan areas have found
it necessary to increase their expenditures for more and better roads,
increased parking facilities, new and enlarged water sylphms, sanitary

facliie, ublic health, to mention but a few of the expandin 1 de-
mands.. Th1~e expenditure of Stat. and local governmental funds
results in more long-term benefits to peacetime life than the Federal
expenditures for national defense. The outlays for school buildings,
water systems, sanitary facilities, and roads stimulate all industries
which produce the goods necessary to construct, equip, and operate
suchl faClities and establishments. Such obligations which are cur-
re ntly a part of the State and local gov ernment lead to a consideration
of taxation.

8. The effect of taxation on our economy is complex and involved.
The revenue requirements of the Federa, State, and local govern-
ments determine the amount of taxes needed. The subjects of taxa-
tion employed by the three levels of government overlap. The in-
creasing interest centers around the rates of taxation imposed on the
many subjects taxed. Local governments are to a large extent de-
pendent upon the taxation of property. Taxing wealth per s is
unpopular. Taxation of earnings, income, gross receipts, and sales
finds more popular support. Perhaps the most critical problem of
taxation is the extent .to which the total tax bill--that is, State, Fed-
eral, and local taxes siphons off a substantial part of the proceeds of
business and the earnings of individuals. Tax revenues, however,
are spent by governments for gods and services and, as pointed out
above, stimulate the economy just as definitely as though the funds
were spent by private enterprise e and individuals.

It is largely a question of how the Nation wishes to finance and
provide for the many services that it has come to expect of govern-
ment. If we want national defense, we must pay for it, and since
the only government capable of protecting the Nation is the Federal
Government, it follows that there must be Federal taxation to meetthese needs. Since it is customary for local governments to provide forwater, sanitation, streets, fire and police protection, and genPeral gov-
erment, local governments must find the revenues to maintain such
services..Education, public health, and welfare are areas in which
there are joint operations. Some of the programs, are jointly financed
by the Federal, State, and local governments; others, such as public
education, are mainly financed by a cooperative arrangement of State
and local governments.

One of the controversial areas of taxation is the progressive income
tax. It is argued that such a tax discourages initiative since the more
one makes, the larger the proportion of earnings is paid as a tax. It is
most difficult to determine whether the yer hih rates on large incomes
deter individuals from participating fully in economic affairs. It
seems quite clear, however that the generally high level of Fderal
taxes has (1) provided mudh of the money ned or the conatruction,
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maintenance, and operation of many private business; (2) expanded
employment and mass purchasing power; (3) absorbed a substantial
portion of price and wage increases which in turn have provided more
funds for f ederal activities.

Federd spending most of which has been and is for national de-
fense and defense-related obligations, has contributed to the expansion
of the Nation's economy. Since the Federal Government must tax
individuals and businesses for its revenue, a part of current tax revenue
goes for the expansion of plant, equipment, and facilities. Thus the
amount of Government spending at any given time affects total spend-
ing. A part of total industrial production depends on Government
purchases aind contritcts. If Government purchases and spending are
curtailed at times when other buyers (private business, exports, etc.)
are not in a position to absorb the output, business fails, unemploy-
ment increases, investments go sour and confidence collapses, Tlus
tax cuts, especially if the final effect is to decrease public revenues, im-
pairs the ability of governments to influence the level of economic ac-
tivity. If government is to participate less in total economy, private
enterprise must do more and be able to absorb the costs, employment,
investment, and other obligations which governments have discharged.
.As matters stand now (March 1958) if Government spending were
sharply reduced, unemployment would increase further, the number of
business failures would accelerate, security markets would fall, and
general confidence would be impaired.

The appropriate time to reduce governmental participation in the
economy is during a period of prosperity. If governmental spending
drops during periods of economic stress the results are likely to be
severe and enerally damaging.

9. Fiscalepolicy is a means toward many ends. Since the end re-
suits expected of fiscal policy are diverse and extensive, the goals and
objectives of fiscal policy often appear to conflict. For example,
higher interest rates on Government bonds increase the share of total
revenue for debt service, lower interest rates conversely decrease the
cost of debt service and can exert some influence on other interest
rates. Congress, in having the constitutional authority to coin money
and regulate the value thereof, is in a position to influence interest
rates. Iti i not always clear whether interest rates are means or ends
in themselves. The bases for determining this matter are complex and
obscure.

Fiscal policies have been and ar6 used as controls over othe- ob-
Jectives. Within the past 2 years, higher interest rates and tight lb d-
ing policies are believed by some to have throttled building activities
and plant expansion. Increased interest rates alone could scarcely be
erpected to be the decisive factor. Borrowers have hesitated for
othef reasons, such as the relative advantages of building now as
compared to some later time. Government fiscal policy, since it does
affect so many facetoU of the life of individuals and business, should
aim toward stability in the whole economy so far as posible. Bad
timing of publio-works programs has frequently rested in giving
a push to the wage-price spiral. At other times, such as the present,
Government is not rdy t egin large-scale public-works programs
promply enough to provide jos fr the unemployed. Advance prep-

aration ' idiffiilt to schedule so that it will coincide with turning
points of the business cycle.
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The most important requirement of Government fiscal policy isthat it promote the long-tenn interests of all the people in the Nation.If, for example more money is necessary for national defense thanis currently available then fiscal policies and procedures should pro-mote this objective. If, on the other hand, loss money is needed, fiscalpolicies should be readjusted toward this end. The Federal budgetmust adjust expenditure requirements to revenues. In the process

of allocating funds it is often difficult to draw the line between essen-tial and desirable, but less essential, programs. Principles, when con-sidered apart from their application, seem clear. Application of aprinciple to a set of circumstances is frequently involved and com-plex because one action influences so many others. There is the con-tnuing hazard of deciding matters on the basis of principles without
due consideration to the circumstances and limitations under whichthey must function. This viewpoint means that, before changes inexisting policies are made, the alternative proposed must offer generalall-around improvement. On the other hand, if a change of pohmy orprocedure offers distinct advantages, no hesitancy in trying it seems
justified.

The need in America is for an appraisal of all governmental activ-ities in relation to the needs of our time and of the future. More
concern should be given to such questions as:

(1) What functions and services is it necessary and desirable
for each level of Government to perform?

(2) Which activities should be undertaken on a joint and coop-
erative basis?

(3) What activities nov performed by Government could orshould be carried out by private enterprise and under what
conditions?

Studies and reports have been made on niany of these matters butaction has been slow and hesitant. Continuous appraisal and exam-ination is essential if the activities and programs of Federal, State,
and local governments are to serve the people. Rigidity and cum-bersomeness in Government fosters and promotes inefficiency, waste,
and entrenchment.

Fiscal policies of Government can be improved as the purposes of
Government itself can be more clearly defined in relation to the timesin which we live. Until the objectives of our domestic and foreignpolicies are more clearly set forth, monetary practice will continue
to be more a matter of complex and skillful juggling than an instru-
ment of national policy.

10. Others are more competent to discuss this question,
11. (a) Inflation (higher prices) often parallels increases in unem-ployment. This occurs when current unit production costs increase

as the volume of output-declines. Current price levels reflect finan-cial commitments made by companies from 6 months to 5 or moreyears earlier. Such commitments were made in anticipation of thefuture. When the future of a former period becomes the present anddiffers from expectations, seeming paradoxes occur such as inflationand increased unemployment. If such developments are regarded asepisodes in a longer adjustment cycle, the forces at work will readjust
themselves and bring about a new balance. The debate usually centersabout the desirability of some form of intervention which is expected,

NOON
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to alter and/or restore the former balance of forces in the economy.
The problem is similar to that which confronts a physician with a
patient whose state of health appears to be less satisfactory than at
a previous examination. Do the results of the present examination
and current symptoms suggest surgical, or some other kind of inter-
vention, or should nature be allowed to run its course ? In the field
of medicine, radical procedures, of which surgery is one, are under-
taken only when the probability of beneficial results is good, or when
delays might jeopardize the prospect of recovery.

The American economy on the whole as of March 1958, is not as
robust as at earlier periods. The current symptoms of unemploy-
ment and inflation will adjust themselves. The question is whether
loosening of credit, tax cuts, extension of unemployment benefits and
many otYer proposals will increase the vigor of the economy for the
long pull, or whether such measures at best would serve only as tem-
porary palliative& In this writer's view productive capacity has been
expanded beyond the point of meeting the consumer's usual de-
mand for products and service. Such commodities as automobiles,
refrigerators, washing machines, and television sets, to mention but
a few, depend upon early replacement of such equipment by the con-
sumer through obsolence and style change. The elasticity of con-
sumer demand for this reason is much greater than would be the case
otherwise. Thus purchases made this year reduce the prospect of
sales next year, and the consumer's decision to postpone the replace-
ment of old equipment, or the purchase of new, threatens at all times
the stability of supply and demand. American industries, by and
large, have a considerable amount of reserve capacity. Such a re-
serve has many advantages, but it has the disadvantage that a decline
in consumer purchasing will often increase production costs by re-
ducing output, and rest temporarily in lowered profits, or losses.
This is the process of readjustment which is to be expected in a rela-
tively free market and economy. The alternative of elaborate con-
trols calculated to minimize fluctuations in output and supply is op-
pressive, cumbersome, and expensive. It is doubtful whether such
elaborate controls are ever necessary to regulate all facets of the econ-
omy. In the writer's view more elaborate controls are not justified
now. As a matter of long-term policy many of our current policies
and procedures need to be simplified and streamlined.

(b) Inflationary trends have been supported to a considerable ex-
tent by the expanding level of private and public debt. If the ratio
of total debt to personal income increases, the opportuntties for in-
vestment are expanded. In thk ,ast a substantial part of investments
have been used to expand plant, machinery, and equipment. Such in-
vestments are made with the expectation that unit costs of production
will be relatively more favorable, and/or that market demand will in-
crease. The dilemma of the American economy is that no certain
guides exist for determining how much or how little capital expansion
should be undertaken at any given time. Perhaps scheduling of
capital expansion for 6 to 10 years in advance would help some. It
would assist the construction and building materials industries to
stabilize their output and employment. Considerable elasticity in
this sector of the economy is perhaps inevitable, but it seems quite un-
necessary for these industries to operate on a boom and bust basis.
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A gradual inflationary trend is not necessarily essential to thegrowth and development of the Nation's economy. As suggested in
question 1, inflation is brought about by disparities in the ratio of
prices to Income in different sectors of the economy. When one sec-
tor advan'os at the expense of another internal pressures are built
upWhich seek to restore the relationship of some previous period.

gea increases are followed by price increases, or vice versa. Such
w'age-price spirals impair thle income and purchasing power of an-
nuitants, pensioners) and of all persons and institutions whose in-
eomes are derived from bonds and/or mortgages. This results in
some transfer of investment funds into channels in which earnings
from investment have a more attractive relationship to current prices.
Such pressures become~ inflationary when output and consumption are
high. If consumption for any reason declines and continues below
productive capacity for any considerable period the general effect is
deflationary. If such a readjustment is met with measures calcu-
lated to increase purchasing, production, employment, and relative
total debt, and if such measures are successful, then another round of
inflation begins. The Nation has been going through this cycle
periodically since 1939.

It may well be that .a gradual inflationary. trend .is the price that
the Nation must pay in order to maintain Its position as a world
power. Developments since the end of World War II strongly sug-
gest this. People differ sharply as to the need for such a high level
of governmental expenditures. The level of such expenditures has
been so high for so long that a sharp and sudden reuction in gov-
ernmental outlays would throw the whole economy into a tailspin.
Reductions should be gradual and spread over a long enout " periodto permit .the private sectors of the economy to readjust li we aresatisfied with the amount and kind of national security such a policy
will buy.

12. T he growth of private debt in the American economy during
recent years has contributed to fluctuations in production, employ-
ment, and to changes in the pattern of spending. In 1950 individual
private debt was equal to about 48 percent of personal income pay-
ments, and increased steadily to about 64 percent in 1956. Such a
change increases the amount of current income which goes for debt
service for private individuals and business. More than 60 percent
of the private debt is for home mortgages. In the housing field, the
alternative to h omeownership and debt is rent, hence the increase in
mortgage debt has some advantages for the borrower. As individual
buyers incur additional debts, including mortgages, the amount avail-
able for other purchases decreases. If the consumer elects or is obliged
to .restrict his purchases for lack of credit, invntories accumulate
and eventually productibn and employment decline. In a sense we
are p aying today for goods bought y esterdlay, and as a result can
buy l today. Those who have lost their jobs due to cutbacks in
production can buy even less.

There is little doubt that the contraction of consumer credit would
wrk .a hardship on many sectors of the economy and this would be
dfationary for the period during which consumer loans were being
liquidated. If the economy survived such measures it would be
stronger for the long pull. This suggests that much of our recent eco-
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nomic expansion has been based on the expectation of gradual inflation
which in turn has encouraged an expansion of lending and borrowing.
11 the price-income ratio wer to remain stable or decline somewhat,
individual borrowing, which anticipates inflation or increases in value,
would tend to be curtailed somewhat. It appears that further in-
c of private debt in relation to personal income should not be
encouraged.

Debt, whether it be public or private, in the long run has similar
effects on the economy. The size of the total public and private debt
in relation to income and production have not changed greatly over
the last half century. During the last decade there have been many
pressures which idicate that this historic ratio may increase. Lend-
ing policies that are increasingly liberal tend to increase the depend-
once of the whole economy on credit expansion and this is an infla.
tionary force. On the other hand, if credit were restricted and sharply
curtailed the result would be deflationary and would undermine many
established credit businesses in our economy. The major problem.ap-
pears to be one of keeping the credit within bounds and such decisions
in the last analysis depend upon the decisions of lending institutions
'When applications for loans are made.

18. One of the major shortcomings of Federal policy for many
years is the fact that it has never been prepared to deal promptly with
large increases in unemployment which accompany decreases in con-
s wer demand and production. At present the people in distress
are those who have lost their jobs and have no current source of in-
come. Many of these people have been helped for a while by unem-

ployment compensation benefits. Such benefits, of course, soon ex-
haust themselves and unless the worker can find another job he is
without any source of income. Such proposals as income tax cuts
will in no way benefit these people who have already lost their eligibil-
ity to pay such taxes. Income tax cuts at this time would benefit
only thoos who have such tax liabilities and would do little to help
the unemployed. Furthermore, such activities as public works pro-
grams cannot be started overnight. The most that can be hoped for
is that the dates for commencing such projects which are ready be ad.
vanced, Accelerating the planning of public works and moving to the
point where they can be let for bid will provide for an expansion of
employment some months hence Only those which can be commenced
without delay will meet immediate needs for absorption of the unem-
ployed.

Increasing unemiployment is a special kind of emergency. In many
respects it does not differ from floods, drought, or the catastrophes of
war. If progress is to be made attention must be centered on those
sectors of the economy that need help now. This means that such
measures as the extension of employment benefits for those who
have used their benefits be made now. Increased appropriations for
direct relief for those who are jobless would carry these people until
they can return to work. Meanwhile those sectors of the economy
which are not in trouble require no attention at this time. Relief
funds, if appropriated promptly to lal governments, could in many
instances be used for local cleanup and beautification projects which
can bo orgaized fairly promptly, To the extent that the person in
need of relief money can reader some service in change for the
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grant, his self-respect is maintained and the public gets some bene-flt from the money spent in addition to relieving the distress of the
individual.

Such proposals as increased Federal spending and taz reduction
at the same time make little sense. All that could hope to be accom-
plished is to postpone the day of reckoning and encourage continuedinflation. Such a policy does not auger wel or ie domestic economy
and places the United States in an increasingly difficult position intlu inatter of foreign trade. )ebt, however acquired, must be paid inone way or another, One of the ways in which we have been man-aging public and private debt is through inflation. It seems pertinent
at this point to examine critically any proposal which would delib-erately foster further inflation. 'Such action should be taken only
as a last resort.

14. Delicit spending by tle Federal Govermnent bince the end of
World War IL has contributed to inflation by indirectly encouragingmore expansion in the private sectors of the economy than would have
been likely otherwise. There has been a dis position on the part ofmany people to 4cce pt the notion that man's wants are unlimitedand for this reason there is no such thing as overcapacity, or over-
lroduction. While one may admit that perhaps man's wants are un-limited his ability to use the services and appliances reflected by thesewants is indeed h1mited. In a practical sense then, there is some limit
to the number of automobiles that can be produced, sold, and driven.
Similar circumstances are also true of other types of commodities.Thus if production and capacity are expanded too much faster than
current rates of use, sooner or'later dislocation occurs. It may bethat too many television sets were sold last year so that it becomes
more difficult to sell them this year. Within a year or two this situa-tion will adjust itself. Tinkering with the production and distribution
requirements cannot be expected to exert great influence over the basic
relationship of supply and demand.

For some months plans for the expansion of plants and facilitiesamong many private corporations have been modified. A general re-
assessment of the time at which such additional facilities will beneeded is taking place. The result is that additional construction
of new facilities for manufacturing and distribution industrieshas
slowed down. There appears to be a need for a period of adjustment
for the whole economy. The most urgent problem is relief forthe
unemployed and this should be dealt with directly rather than indi-rectly. If the unemployment emergency is handled as a relief prob-lem there will be less need to attempt other hastly and ill-considered
measures.

15. Full employment can be attained without reducing the purchas-ing power of the dollar if one allows for some flexibility in the defi-
nition. of full. Some flexibility in the interpretation of the meaning
of fil employment is essential, otherwise the concept becomes arbi-
trary and unrelated to the circumstances under which individuals
must live. This interpretation implies that employment to be full,may need to be shared during periods of decreasing demand. Rc,duced output has usuaUy been used to prune the less efficient and
effective workers. These have been dropped and become unemployed,while the more efficient and those who have seniority stay on and re-
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main fully employed. If shared employment during periods of
declining demand were more widely used by both industry and labor
the demands made on Government for relief of unemp loyme would
be less. The procedure in our society has been to st misfortune
and burdensome matters from one sector to another whenever possible.
As unemployment increases the needs of the unemployed are met one
way or another. To the extent that business is unable to continue
the worker in employment, the burden is shifted to the community
which means to some level of government. To accept this responsi-
bility the Government must in turn tax business and individuals to
provide the funds to underwrite this particular risk. If widespread
employment is not met by Government it must be met by private
individuals who help one another or who raise funds for various
charitable purposes. However we look at unemployment, the more
fortunate must provide for the less fortunate in some way or other
during times of distress.

The way in which unemployment is dealt with can make con-
siderable Ifference to the economy as a whole. The more elaborate
the procedures for dealing with temporary and cyclical emergencies,
the more involved and expensive the program becomes. The ability
of the Nation to fulfill the goals set forth in the Full Employment
Act of 1946 calls for prudent and effective management of temporary
and emergency conditions.

16. Escalator provisions in wage and other contracts are not nece-s-
sarily incompatible with econonnc stability. To a very considerable
extent escalator provisions are designed to promote economic stability
and to provide an incentive for increased productivity. The esala-
tor provision in wage and salary contracts is based on the assumption
that the purchasing power of workers will be more stable if wage
levels are adjusted periodically to changes in the cost-of-livin index.
Such provisions have worked in the interest of stability. Businws
and industry so far as possible attempt to negotiate long-term pur-
chase contracts at stable prices. The purpose of contractual obliga-
tions and escalator clauses is similar in that each attempts to preserve
for some period in the future the same relationship between cost,
price, and profit that has prevailed in a pervious period. Circum-
stances often develop which increase the difficulty of maintaining
these relationships. Escalator provisions, like many other tools, must
be used wisely if the are to make their full contribution toward
economic stability. lthe provisions in such contracts are unreason-
able or the administration of the contracts is unwise, escalator pro-
visions can be troublesome.

17. The causes of the present recession are somewhat obscure and
not fully understood despite the fact that there are many current
diagnoses of our situation. And there have been many proposed
cures. It is one thing to identify what appear to be the main forces
and institutions which affect our economic fortunes from one thne
to another and quite another to know how to manage these institutions
in such a way as to promote maximum stability at all times. It is in
this latter field that our methods and practices are perhaps not as
well understood as in the matter of identifying forces and institu-
tions. A management policy which seemed appropriate at the time
it was made may prove to have been a mistake later. Perhaps an
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illustration may help. A loan should benefit the borrower, the lender,
and in a more remote way, the public. These three basic conditions
must be satisfied for a sound loan and for sound use of credit gen-
erally. While there is some latitude as to what may constitute sound-
ness it is unlikely that the manipulation of reserve requirements or
interest rates will alter these basic considerations. Boosting reserve
requirements and scrutinizing loans will act to curtail credit and
such measures are justified when the practices of lending institutions
are governed more by general regulations than by the essential objec-
tives of sound credit. In short, the purpose of regulatory credit
machinery is to reduce or limit abuses and not to obstruct the sound
use of credit.

While it may appear a little trite perhaps the most important cause
of the present recession has been the vigorous race for supremacy
between competing businesses during the past decade. This has
resulted in overextensions of productive capacity, and to vigorous
high-pressure sales campaigns which have encouraged the consumer
to buy more and more things. To promote sales and production
goals consumer credit facilities have been expanded to enable the
consumer to buy now and pay later or to pay as he uses. So long
as the rate of activity in all of these arrangements continues at the
same level or at an increasing level, everybody prospers. The mech-
anism, however, is so delicately balanced that a drop in consumer
demand can back up all the way to the producer of the raw materials.
What this actually means is that if total consumer demand is mis-
calculated even vigorous and frantic sales efforts may be unsuccess-
ful in moving inventories. The economy cannot go forward until
demand, production, and sales are brought into a better state of
balance. Such fluctuations have occurred in the past and should not
be considered as unusual now. The primary needs at the present time
to curb the inroads of the recession are measures which will directly
benefit the unemployed and those in need, and to defer any considera-
tion of measures which would modify the ground rules under which
our economic system has been operating. Certainly any changes in
the ground rules should be uy and carefully considered before
adopted.

dMd"
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YALE UNIVERSITY,
Dm'Arfm-r OF ECONOXICS,

CowLus FOUNDATION FOR RESEARCH IN EOONOfICS,
New Haven, Conn., February 25,1958.Hon. HARRY F. BYRD,

Chairman, Committee on Finance,
UnitedState8 Senate, Washington, D. 0.

MA" DLUI SENATOR: Thank you for your letter of February 17 invit-
ing my views regarding the inancial condition of the Uinted States.I am sorry thatI do not have the time or competence to answer allthe questions you have put. On many of the questions of policy I
do not have firm opinions; on many of the questions of fact and diag-nosis I fear that our knowledge leaves the answers still uncertain. Itwould therefore take a very long essay indeed to give not only answers
to the questions but also the reasoning behind the answers and the
qualifications and uncertainties with which they should be hedged.I will therefore confine myself to stating certain personal convic-
tions on the key issues your questions raise, without being able to
explain the reasons that have led me to them.

1. Price stability is a proper and important goal of economic policy,
but it is not the only goal. It should not be pursued as an absolute,regardless of the cost in terms of other objectives. Full employment
and economic growth are also important objectives, and some bal-ance must be struck between these goals and the prevention of infla-
tion. In my opinion, both Federal Reserve policy and fiscal policy
have in the past 2 years been too greatly dominated by fear of infla-tion. It is for tis reason that the Federal Reserve has been
so late and so cautious in easing money, even though the signs of aslackened growth rate and a coming recession have long been appar-ent. It is for this reason that the budgetary policy of the adminis-
tration is still directed toward limiting Federal expenditures and bal-
ancing the budget. I find the social costs of this quest for price st a-bility too great. We are wasting our resources and our potentials forgrowth at a time when compelling international and domestic needsremain unsatisfied. I am not sure that the sources of recent rises in
consumer prices are vulnerable to fiscal and monetary policies, unlessthe economy is made to suffer prolonged and substantial unemploy-
ment and excess capacity. These sources are partly the cost-push due
to wage pressures, partly the delayed adjustment of some fairly sticky
wages and salaries, utility rates, rents, and prices of services to the
earlier postwar inflation, partly the reversal of the decline in agricul-
tural .prices. In order to prevent the obvious evils and inequities ofinflation from having an undue weight in the formatiou of Govern-
ment economic policy, I favor the institution of inflation hedges to
protect the mass of small savers who are now, through lack of meansor knowledge, too vulnerable to changes in the purchasing power of
the dollar. The Government shouldoffer bonds with purchasing
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power guaranties; and variable annuities should be available to pur-
chasers of life insurance.

2. In my view, deficit spending is now called for to get us out of
the recession. I fear that the Federal Reserve has waited too long;
business prospects have deteriorated beyond their control. The fringe
of unsatisfied borrowers who would have gladly responded to an easier
money policy 6 months earlier has now evaporated. The job is now
one for fiscal policy rather than monetary policy. The needed deficit
spending could be accomplished either by a tax reduction or by in-
creased expenditure. I believe that a tax reduction would be a waste-
ful way of employing the labor and capacity the recession has made
idle. The added consumption a tax cut would stimulate is of much
lower priority, in terms of national need, than increased public ex-
penditure for defense, education, highway construction, and other
purposes. I do not favor make-work schemes of expenditure, but
rather the immediate adoption of expenditure programs that could
claim a high priority for resources even if we had no recession. In-
deed at a later date, when the recession is conquered, it may be neces-
sarv to increase taxes in order to sustain these important programs
without causing inflationary pressure.

Cordially, JAMaS ToIN, Sterling Professor of Econoinic.
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YALE UNIVERSITY,
DEPARTMENT OF EcoNoMIcs,

New Haven, Conn., April 10, 1968.
Hon. HARRY F. Bmn,

Ohairman Senate Comnittee on Finanwe,
Senate Offlce Building, Washington , D. C.

DEAR SENATOR BYm: In response to your letter and questionnaire
of February 17, I am giving you my views on some of the points
raised.

All of the questions strike me as important, but many of them are
very broad. On quite a few, the discussion has already jelled into
fairly standardized patterns. In such instances, all one can really
do is to register one's vote on the issue, without much hope of
contributing a new idea.

Question 2. To improve our anticyclical policy, I would suggest
the following:

(a) Provide some flexibility in withholding taxes, at the discretion
of the President, for limited periods, say up to 6 months. Exten-
sions of tax cuts beyond this ought to be subject to congressional
action.

(b) Excise taxes might be made flexible and subject to the Presi-
dent's discretion. This might be particularly effective in periods of
inflation, because the expectation that excise taxes may be cut causes
people to delay their purchases, as we are seeing right now. An
increase in excise taxes during inflation might have a )owerful anti-
inflationary effect, although it would temporarily distort the cost-of-
living index.

(c) Price stability as an objective of policy might be written into
the Full Employment Act.

(d) The advisability and fairness of subjecting industrywide labor
unions to the antitrust'laws might be studied.

Question 3. The Federal Reserve on the whole has done a very
good job. In the preaccord period they might have struggled a
little harder to get away from Treasury control a little earlier.
Their fears that the bona market might .collapse if credit controls
were applied now appear to have been exaggerated.

In the postaccord period, I think the Federal Reserve did a good
job in meeting the recession beginning in 1953. In the 1957 recession
they probably overstayed their market.

The lessons of recent Federal Reserve experience I would sum-
marize as follows:

(a) The effectiveness of Federal Reserve policy has perhaps come
to be overrated since 1953, because of their relatively easy successes
under favorable conditions.

(b) The absence of overall coordination of credit policy, including
FHA, VA, CCC, etc., has become quite noticeable. 'I would hesitate
to suggest some sort, of monetary council, however, if that should
lead to a serious abridgement of Federal Reserve independence.
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(c) The evidence suggests that Federal Reserve restraint falls
rather heavily upon investment, as against consumption. The result
is to restrain growth. Flexible fiscal policy works mainly on con-
sumption, rather than investment. If inflation restraint could be
exercised more predominantly through fiscal policy we would prob-
ably get more growth. But before reducing the role of monetary
policy, I would like to be quite sure that fiscal policy has really
been placed on an efficient anticyclical basis, with adequate flexibility.
At present, we have nothing of the sort.

(d) Recent evidence also suggests that monetary policy falls with
disproportionate weight upon small business and upon municipalities.
This evidence, however, ought to be studied more carefully before it
is used in drawing conclusions as to the usefulness of monetary
policy.

(e) Regulation of consumer credit and housing credit may become
desirable if boom conditions such as experienced in 1955 should recur.
It is particularly important that credit terms be tightened and short-
ened in good times so that in bad times we have something to relax.
In our present recession, we are handicapped by the fact that auto-
mobile installment terms are already so long that they can scarcely
be lengthened.

Question 4. The present inflation, in my opinion, was caused more
by the action of labor and business in raising wages and prices than
by excessive consumer demand for excessive money sUpIply. As be-
tween labor and business, I believe that the main responsibility for
inflation belongs to labor for two reasons:

(a) Profit margins of business have been shrinking rather than
expanding recently. Business, in raising prices, usually has done no
more than try to maintain profit margins. Labor, on the other hand,
has demanded and obtained wages in excess of productivity gains.

(b) Labor, with a total share in the national income of about $220
billion, is much larger a factor than business with its profits
(corporate and unincorporated) of about $70 billion. From 1950 to
1955, for instance, compensation of employees increased by $67 billion
or 43 percent. Of this amount probably less than $30 billion (an
increase of 20 percent) can be attributed to productivity gains.
Inflationary wage demands of this magnitude would eat up the
large part of profits in a few years, supposing business did not raise
prices. Evidently such wage increases cannot go on indefinitely
without inflation, even if business were disposed to sacrifice all
profits.

Question 5. The importance of the national debt has been greatly
overrated so long as the debt is competently managed. By that I
mean an effort to maintain its maturity structure, avoid pegging of
bonds by the Federal Reserve, and an obligation for the Treasury
to pay the rates demanded by the market. If the debt is managed
by reliance on Federal Reserve support it will most probably contrib-
ute to inflation, as it did before 1951. A very much smaller debt, how-
ever, equally mismanaged, would have the same effect. Although I
see no objection to occasional increases in the debt as a result of anti-
recession policy, I would argue that in good times we should pay it off
as a means of increasing capital formation. So long as the economy
functions at full employment, the paidoff security holders will have
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to look for new investment outlets which will stimulate the growth of
the economy.

Question 6. In the long run there is probably no serious conflictbetween stability of prices and economic growth. In the short rungrowth usually could be accelerated by inflationary policies. Assum-ing we were willing to pay this price, it would still remain doubtfulhow long the beneficial effects on growth would continue withoutbeing nullified by the adverse impact of inflation on saving, invest-ment decisions, and productivity. The amount of inflation that wecould "get away with" is probably less today than it has been in thepast, because everybody has become conscious of inflation. The ad-verse effects, therefore, are likely to follow more quickly nowadays.
Question 7. I believe that Federal spending for a good many pur-poses today is too low. Among these I would include educationhealth, social security, cultural affairs, research, roads, parks andbridges. Federal spending strikes me as too high for agriculture,

veterans, and rivers- and harbors-type projects.
In general, I believe that our standard of living has reached a intwhere the consumer can get more value in many cases for a dollarspent by the Government than for a dollar spent for himself. I basethis upon my relative appreciation of education, research, health, andcultural projects, as against tail fins, TV's, and soft drinks.
Question 8. I would like to see certain reforms in our Federal taxstructure, such as cuts in the personal and corporate income tax anda broadening of excises to make up the loss of revenue. On the whole,however, I think that our present taxes are not too difficult to livewith. While they damage incentives and distort the use of resources,

the damage probably is not overwhelming. Thirty years ago, thepresert tax system night have raised havoc, but meanwhile we have
largely adjusted to it.

Many people greatly overestimate the effective burden of incometaxes. A 20-percent effective rate does not apply, for a couple with 2children and 10-percent deduction, until well above $20,000.
I would not want these general observations understood as arguingagainst a reform of our tax system as soon as possible, however, alongthe lines suggested at the beginning of this question.
Question 11. (b) A little inflation, in limited doses, is probablybeneficial to growth and employment, as I have argued under ques-tion 6. Whether the chances of achieving the right dose are goodenough to warrant making this a goal of policy seems quite doubtfulto me. In practice I would, therefore, aim at price stability as thegoal. I would argue for this even if it meant a somewhat lower rateof growth and a somewhat higher rate of unemployment, becausepermanent inflation strikes me as unethical and incompatible with a

healthy social structure. .
At the same time, it is obvious that the conflict of price stabilityon one side and full employment and growth on the other may ievery serious. Depending on the behavior mainly of organized laborit may take so large an amount of unemnlyment as to make thepursuit of price stability politically impossible. If, as I fear, thatis our present situation I would suggest legislation along the lines

suggested in my reply to question 2.

M
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Question 12. Someone who believes in saving cannot be consistently
opposed to debt. Thle savings must be borrowed if the economy is

to remain stable. It is quite possible, however, that housing credit

and consumer credit may have gotten out of hand in recent year~s. A

tendency for corporations to overborrow may flow from the corporate
tax structure.

Ido not think that conditions in these fields are serious today,

although a prolonged and deep recession might put a different face

on this judgment. For ant icyclical reasons, I would like to see some

tightening of consumer and housing credit, as indicated under ques-

t3Question 13. The answer seems to me to depend on the degree of

inflationary danger. In the absence of such danger I would favor

prompt action to bolster overall demand. but not to prop up weak

industries that are in a long-term downtrend, such as agriculture and

textiles.
Question 15. See answer 11 (b).
Question 16. Escalator contracts may be a serious threat to sta-

bility. A study should be made to get at the true range of effective-

ness. Basically, however, they are a symptom more than a cause

of inflation, and the proper cure is to stop inflation.
Question 17. With regard to action against the recession, t would

suggest a suspension of the withholding tax for a month or 5 weeks,

if there are no clear signs that the recession isbottoming out by the

end of April. A tax holiday of this sort would give the economy
quick shot in the arm and help to clean out topheavy inventories. It

would not give away revenues permanently, as a permanent tax cut

would. The results of the action could be observed almost imme-

diately, again in contrast with a smaller but longer tax cut. A

year-end adjustment would have to be made so that all taxpayers get

~the same proportionate cut.
I would also like to see expenditures increased as an antirecessioll

measure. Unfortunately, the kind of expenditures that are being

voted these days do not seem to me to be of the highest priority.

Their timing, moreover, will probably produce a maximum impact

1 or 2 years from now. Therefore, I limit myself to suggesting
greater expenditures for research and education.

Sincerely yours, HE C. WALLIcI.
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UNIVEPITYn OF PENNSYLVANIA,
WHARTON SCHOOL OF FINANCE AND COMM]tERCE,

Phi'ladpha, Pa., March 10,1958.
Hon. Huw F. BnRD,

Chairman, United Stat1e8 Senate Comniifle on Finance, Wash-
ingt on, D. C.

DwiR SENATOR Bmr. : Enclosed is my reply to the questionnaire for-
warded in your letter of February 17. Please note that the two
articles attached are an integral part of my reply.

Sincerely yours,C.RWmms ,

Prof essor of Finance and Economics.

ANSWERS TO QUESTIONNAiIRE ON "INvE STIGATION OF TIlE FINANCIAL,
CONDITION OF TIlE UNITED STATES"

(Several of these questions are adequately discussed in a number
of textbooks on money and banking. I have treated some of them
in my own text more fully than I possibly can do here. Certain of
them are covered in articles I have written, copies of two of which
are attached.)

1. Give a definition in your own words of deflation and inflation.
There is no "correct" definition of these terms. Differences reflect

the choice of different individuals as to features which they partic-
ularly wish to emphasize. The words conform best with general
usage, however, when they are thought of as follows:

Inflation, a persistent tendency toward rising price levels.
"Creeping inflation" customarily refers to a continuing price-
level rise amounting to around 2 percent a year, but unless quali-
fied a considerably greater rate of increase than this is ordinarily
implied by the term "inflation."

Deflation) a situation of growing unemployment and idle
capacity with some tendency toward weakness in prices.

2. Explain how you believe the economy of the United States can
best avoid either inflation or deflation.. I f you think present laws
should be changed or new laws are required, then make specific sug-
gestions.

Changes which have taken place in the past quarter of a century
have greatly moderated tendencies in the direction of deflation while
somewhat increasing tendencies toward inflation. Reasonably intel-
ligent monetary and fiscal policies (such as many competent eco-
nomists inside and outside the Governmnent are qualified to describe
in detail) are sufficient to prevent serious inflation or deflation. The
chief requirement for such policies is a reasonably high degree of
freedom and independence for the monetary and fiscal authorities.
The principal threat to such freedom is political interference origi-
nating with a wide variety of pressure groups.
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If greater independence to pursue stabilization policies can be safe-

guarded by law this should be done. In addition, the Federal Re-
serve should be given further powers, including standby authority
to relate consumer and mortgage credit and possibly to impose
specia reserve requirements. (P resent difficulties in the automobile
industry as well as current problems of overcapacity could have been
greAtly ameliorated by the use of selective credit" controls in 11955,
as I suggested before a congressional committee at the time.) Laws
should be enacted to enable the activities of the governmental lending
agencies to be effectively coordinated with those of the monetary and
fiscal authorities.

3. Comment generally on the nionetagl control policies of the Fed-
eral Reserve System as exercised within the flowing years: 1942
to 1957. (You may wish to divide the period into two parts, 1942-50
prior to the accord, and 1951-57.)

I have discussed all but the latest. phase of this subject in an article
entitled "Central Bank Policy in the Light of Recent American Ex-
perience," published in the Weltwirtschaftliches Archiv. A copy of
this article is attached. As is pointed out therein, pages 22-24 and
elsewhere, gross misconceptions prevail with respect to events, at-
titudes, andpolicies before and a, tr the accord of 1951. Consciously
or unconsciously many of these misconceptions have been propagated
by officials in high places.

Changes which lave taken place in recent decades have rendered
the Govermnent bond market inherently unstable. Monetary (and to
a less extent fiscal) policy has failed to make sufficient allowance for
this fact. The latest gyrations in the bond market occurred in 1957-58
hut are sufficiently explained in the article mentioned above, especially
pages 29-30, 40-41, and in another article entitled "Monetary. Policy
and Economic Change" published in the Review of Economics and
Statistics, copy of which is also attached. (Please note especially
pp. 33-35.)

4. Beginning in August 1956 there was an increase in the Consumer
Price Index each month through September 1957, thereby causing a
decline in the value of the dollar. What factors contributed most to
this decline in the value-of the dollarI

A minor correction: The rise in prices was not a cause of the fall in
the value of money. Each is an expression of the other; they change
together and necessarily in a reciprocal, i. e., inverse relationship.

An important factor in the price rise was the somewhat fortuitous
but sharp increase in the food component of the index in 1956. The
impact of this factor was relayed through escalator clauses in wage
contracts. A rather more ba-sic element was the overexpansion of
plant and equipment expenditures This was influence by over-
optimistic expectations arising out of earlier excesses in consumer
crmlit extension and in the demand for automobiles. The expression
"wage-price spiral" describes a process; it does not.explain causes.
Fluctuations are inescapable in our free-enterprise, free-choice
economy, but this particular disturbance could have beei- moderated
by a judicious use of selective controls (as President Allan Sproul
of the Federal Reserve Bank of New I ork and various academic
economists argued at the time).
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5. What effect does the management of the current public debt have
upon the national credit structure and the economy of the United
StatesI

The enlargement of the public debt came about so suddenly that
our thinking and our policies failed to keep pace with it. We have
tried and still are trying to maintain a small-debt philosophy in a
large-debt world. Both Teasury and Federal Reserve officials have
been at fault in their approach to the problem of the national debt.

The large national debt is not an unmixed evil. It has helped to
impart stability to our money supply and safety to our banks and other
financial institutions, but it has done so at the cost of an inherent
tendency toward instability of the Government bond market. Fluc-
tuations in security prices and interest rates have been so large as to
contribute to self-inflammatory movements in the security markets,
interfere with Treasury financing, create manifold injustices in the
form of windfall gahis and losses and probably distort production
and trade. I believe that we shall leant from experience and that
by 1970 or perhaps sooner shall be managing the public debt quite
differently from the way it has been managed up to now. The basic
difficulty is that we have carried forward from a small-debt past
ideas which are unsuited to the large-debt world in which we live and
are destined to continue to live. The Canadians seem to have done a
better job with debt management than we have; I suspect that we
could learn a great deal from them.

6. (a) Discuss in their relationship to one another and according to
your judgment of their relative importance, the following three ob-
jectives of economic policy in the United States:

1. Price stability.
2. Stability of production, demand and employment.
3. Economic growth in production, demand, and employment.

All three of these objectives are highly desirable. No rigid order
of priority among them should be attempted; our goal must be to
achieve all three. They are not incompatible or over the years neces-
sarily in conflict. The important point to bear in mind is the need to
effect a balance among them, recognizing that in order to achieve a
satisfactory measure of one, for example, price stability, we may some-
times have to forego for the time being a conceivably attainable de-
gree of another, for example, economic growth.

The danger lies in setting too narrow a target. If, for example, we
were to establish a goal of no more than 2 million unemployed at any
one time we should quite certainly be confronted with the imminent
danger of inflation. On the other hand, if we were to set our goal
in terms of a range of, say, from 2 to 5 million unemployed there
need be no conflict among the three objectives. To arrive at the pre-
cise terms of an economic program would require careful study but
one thing is certain, at the extremes, i. e., where either inflation or
deflation threatens to cross the predetermined limits, the authorities
should be prepared to move with the utmost vigor and dispatch. The
certainty that strong measures would be forthcoming at the extremes
would automatically tend to induce such responses on the part of the
consuming and investing public that the probability of intervention
by the authorities, far from being increased, would in fact be
minimized.



76 FINANCIAL CONDITION OF THlE UNITED BTATE8

6. (b) With respect to these three objectives, discuss and a pp aise
the significance of what you consider to be thle most important trends
since World War II--during the most recent-2 or 3 years-and espe-

cially during 1957.
Theo price rise that occurred inl 1955-57 was excessive and could an!d

should have been avoided. Enml)loylnent was Iperlia ps at a level in
excess of what is readily compatible with price stability. Certainly
the rate of growth in business investment elpears to have been abnor-

mally high. In short we did not effect a happy lance among the

objectives of price stability, full enil)loyment, and economic growth.
To the extent that we over~id the second and third objectives, high-
level employment and growth1 we interfered with attainment of the
first, stability of prices. And if the result should be to have produced
a depression the long-run effect may well have been to obstruct all

three.
7. Give your opinion of the effect on our economy of current Fed-

eral, State, and local government spending.
Sustaining.
8. Give your opinion of the effect on our economy of current Fed-

eral, State, and local taxation.
The tax system of none of the governmental units approaches the

ideal but we are pretty well adjusted to them. The familiar conten-
tion either that they impair incentives or seriously distort economic

activity is not well substantiated. Waste and extravagance are un-
dloubtedIly encouraged to some extent. Tax reform is a perennial
problem, but at any given time its importance is less than crucial.

9. Will you distinguish between fiscal policy (embracing expendi-

tures, taxes, and debt) and monetary and credit policy, and then
relate them, one to the other. Please discuss these policies, stating
how they may. be used to restrain inflationary trends and otherwise

aid in preserving a stable economy... __ .. _,
This topic seems too elementary and detailed to enter upon here. I

cover these matters in several chapters of my Principles and Prac-
of Money and Banking, Macilan, revised edition, 1954.

*yi() are adequately discussed in many other texts and treatises.
"10. (a) Comment generally on the adequacy or inadequacy of the

United States monetary system. (For the purpose of thi question
consider that the monetary system includes bank deposits andl bank
credits.) Also, please furnish y our ideas for the correction of any
inadequacies that you feel now exist in our monetary system.

An ideally better monetary system could be devised but the one we
have is the best by far that this country has ever known and it is good
enough for the job it has to do. From the standpoint of overall eco-

nomic policy, the most important improvement would be to increase
the independence (from the President and Congress rather than from
the Treasury) of the Federal Reserve and increase its flexibility and

the number and variety of powers at its disposal.
10. (b) Comment briefly on the adequacy or inadequacy of the

United States fiscal system.
Fiscal policies for promoting economic stability are unavoidably de-

ficient in promptness and flexibility. Whatever is possible should
be done to overcome these defects. On the whole, however, remedial
efforts should be directed principally toward strengthening thae so-
called automatic stabilizers. We should, of course, continue to close
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tax looIoles, improve administration, and try to overcome in0uitie.
11. (a) What is the explanation of the seeming paradox mat at

times inflation and unemployment exist side by side in our economy I
A considerable number of unemployed are to be expected under

full employment or even under inflationary, i. e., overemployment,
conditions. In addition, bottlenecks, as the German experience de-
monstrated after the First World War, can cause heavy unemploy-
ment even with rampant inflation. The idea, however,* that an un-
precedented combination of excess unemployment and inflation ex-
isted in the United States in February and March 1958 is erroneous.
There was no significant inflation at that time and much of the rise in
unemployment was of a seasonable character. Our error lay in assum-
ing that the low figures )f unemployment to which we had become
accustomed in the preceding 3 or 4 years, rather than a somewhat
higher figure, were to he identified with conditions of full employ-
ment. My answer to this question, therefore, is twofold. First, to
the extent lhat unemployment coincided with inflation, it was to be
attributed to frictional elements or bottlenecks. Secondly, the popular
notion that a new economic era, characterized by chronic inflation
combined with abnormal unemployment, has arrived is a delusion
which time will shortly disprove.

11. (b) Shall we accept, as some have suggested, a gradual in-
flationary trend as desirable (or necessary) to achieve and maintain
full employment goals?

No, such a course is neither desirable nor neces.sary. Sce answer to
(luest.ion 6.

12. To what extent and in what way do you believe that the growth
of )rivate debt in recent years may have become a threat to the sta-
bility and vitality of the American economy?

The level of debt in terms of both totals and components does not
alarm me for reasons discussed in chapter 9 of the money and bank-
ing text referred to above. The most iml)ortant feature of debt is the
rate of change in its amount, since it is this that is closely related to
current spending on consumption and investment. A gfance at the
Federal Reserve Chart Book, Historical Supplement, will show how
rapidly various forms of debt have risen in the United States since
19-15 (see pp. 54, 68, 71, 114). The impetus thus given to aggregate
demand for the products of American industry was beyond what
could reasonably be expected to continue.

I find extremely disturbing the thoughts that:
1. Our prosperity may have rested to a significant degree upon

this rate of debt expansion.
2. The rate of increase may not continue.
3. It may continue.

My answer, then, is that I believe that the rate of growth of private
debt has at times since 1945 been excessive to the degree of jeopardiz-
ing the stability and continuing vitality of our economy. Moreover,
I believe that this threat could have been appreciably lessened if the
views of Allan Sproul and certain others (myself included) had been
allowed to prevail.

13. Considering the financial condition of the United States, at
what point, if any, in terms of unemployment, production, and con-
sumer demand, should the Federal Government move in major ways,
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such as a tax cut and/or large increases in public works, to counteract
a downturn in the econom?I

The general outlines o my answer to this question have been indi-
cated in my answer to question 6. If we sincerely believe what we
continuously maintain, namely, that this country'has a strong and

dynamic economy, we should give it an opportunity to demonstrate
its strength and resiliency. We cannot do so by coming forward with

governmental crutches at the first sign of a downturn in business. I

recognize the natural fear that a decline may become harder to arrest
because it is allowed to proceed too far. Nevertheless, I should re-

frain from such measures as are suggested here until unemployment
and the decline in industrial production have gone considerably
further than at present. Figures for unemployment reached nearly 5

million in 1950 with a smaller labor force than at present. For sea-
sonal reasons the totals characteristically rise in the early months of

the year. I believe that precipitate action should be avoided and ex-
treme measures deferred until unemployment has risen above the 5
million mark at midyear or somewhat above that figure at the usual
seasonal peak of February, but I should leave no doubt whatever that
the action of the Federal Government would be all out once it had
undertaken to stem the downturn. (This does not, of course, preclude
such earlier easing of credit as the Federal Reserve has already
undertaken.)

14. How much of a factor in your opinion has deficit spending by the
Federal Government since the end of World War II been in contribut-
ing to or producing inflation I

Deficit financing since the end of World Was II was not a significant
factor in causing inflation. The inflation in this period was mainly
the delayed result of developments that occurred during World War II
and of factors resulting from the Korean war. Even the upward move-
ment of rents and services which figured in the rise in the Consumer
Price Index was of this delayed character. The latest phase of the
inflationary movement, 1955-57, was partly the result of miscalcula-
tions by businessmen which contributed to overexpansion in certain
lines and overinvestment quite generally.

15. Can full employment goals be attained while maintaining a
dollar that has relatively stable purchasing power?

Yes. A critical point in answering this question, however, is the
determination of levels at which the employment goal is set. See
answer to question 6.

16. Are escalator provisions in wage or other contracts compatible
with achieving economic stability?

They are not incompatible, although they are a complicating factor.
Theirtendency is to prolong a self-inflammatory movement of prices
and wages once it gets started. This is one of the reasons why we must
not be premature in adopting expansionist measures when a lull in an
inflationary movement begins. Likewise it is a reason for increasing
the powers, flexibility, an independence of the agencies charged with
maintaining economic stability. Obviously, also, it gives price stability
key importance in the list of objectives discussed earlier.

In short, to the extent that we prevent an inflationary rise in the
price level from getting started, escalator provisions are not a menace
to economic stability. To the extent that we fail to accomplish this
objective, they do constitute a threat to stability.
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17. List and briefly discuss what you consider the cause of the present
recession, and what should be done to terminate it.

Among the causes of the present recession I would list the following:
Overexpansion of business investment in 1955-57.
Overstimulation of consumer durables, especially automobiles,

and of housing somewhat earlier.
Undue reliance on general instruments of credit control.
Misconceptions as to the nature and history of inflation in this

country.
Shortsighted price and wage policies for which both employ-

ers and union leaders are responsible.
My recommendations as to policy are indicated in earlier answers,

especially under questions 6,13, and 16.
CENTRAL BANK Pomc iIN TH. LIoIHT OF RE.Nr AMERICAN

Exl, Rumc.

By Prof. Charles R. Whittlesey, Philadelphia, Pa.

For the United States the period after World War II was note-
worthy for dynamic, almost explosive, developments in the field of
central banking. Pronounced shifts in policy occurred. Subordi-
nation of Federal Reserve policy to Treasury operations during and
immediately after the war gave way to a high degree of freedom and
independence. Extreme reliance on fiscal policy for influencing eco-
nomic activity, which, like the subordination of the central bank
to the Treasury, was largely a legacy from the great depression and
the period of war financing, gave way to increased confidence, perhaps
overconfidence, in monetary policy in the form of traditional central
bank controls over credit. Inflationary stresses proceeding from the
Korean crisis subjected both monetary and fiscal policy to a severe
test which was only moderately well "sustained. This was followed
by periods of pronounced instability in the market for United States
Government securities.

The most important development of all from a scholarly viewpoint
was the publication of a series of significant documents relating to
all phases of central bank policy including relations with the Trea-
sury. These were the product of two separate investigations, carried
out by subcommittees of the United States Congress headed respec-
tively by. Senator Paul Douglas, of Illinois, long a professor at the
University of Chicago and a former president of the American Eco-
nomic Association, and Representative Wright Patman, of Texas,
who was well known for his interest in monetary and banking affairs.
The materials embraced in these documents included, besides reports
of the subcommittees themselves, lengthy and revealing statements
from the Secretary of the Treasury, the Board of Governors of the
Federal Reserve Sistem, and presidents of the Federal Reserve Banks.
In addition, there were oral testimony and written answers to ques-
tionnaires from professional economists, bankers, insurance officials,
and others. The documents were supplemented and brought up to
date by subsequent hearings and committee reports.

A final development worth noting was a considerable number of
proposals, chiefly contained in the documents already mentioned, for
modifying the Federal Reserve System itself. Some of these took the

now
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fori of specific recommendations or tentative suggestions from the
Board of Governors and other officials of the Federal Reserve System.
Others came from outside the system. They ranged all the way from
proposals for minor changes in operating technique to the recoin-
nendation Uy a highly regarded economist at one of the country's
leading universities that the Federal Reserve System be abolished.

1. CENTRAL BANK POLICY ]PonY WORLD WAR II TO THE TREASURY-FEDERAL
RESERVE ACCORD OF 195 1

The history of the Federal Reserve System in the first years aftei
the end of World War II is chiefly a record of attempts of tihe Federal
Reserve authorities to throw off existing limitations on their power to
control credit. These limitations were themselves largely a conse-
quence of policies introduced during the war. On the day after the
entry of the United States into the war the Board of Governors an-
nounced that its major objectives would be: "* * * to asure that an
ample supply of funds is available at all times for financing the war
effort and to exert its influence toward maintaining conditions in the
United States Government security market that are. satisfactory from
the standpoint of the Government's requirements". 1  Within a short
time two distinctive measures had been put into effect to carry out
these objectives. They provided for the purchase and sale of Treas-
ury bills at a guaranteed rate and for establishlnent of a fixed pattern
of interest rates on all G(overnment obligations.

The statement of Federal Reserve objectives was regarded as clearly
necessary at the time and was accepted without opposition. Likewise
the two principal methods for carrying out this policy were accepted
as reasonable and appropriate. It was only gradually realized that
the combination of policies was incompatible with effective use of the
general instruments of credit control by the Federal Reserve author-
ities. The basis of this incompatibility is not difficult to explain.
The agreement by the Federal Reserve to buy Treasur" bills at a
guaranteed rate made it possible for any member bank holding bills
to demand reserves whenever it so desired. The commitment to main-
tain a fixed pattern of interest rates on all Government securities ex-
tended this power of mt'mber banks to control the creation of reserves
to all banks holding whatever types of Treasury obligations were in
existence.

In order to prevent yields from rising above the established pattern
of rates, the Reserve authorities were compelled to purchase any issue
whenever it was offered at a yield corresponding to the established
pattern of rates. These purchases by the central bank supplied mem-
ber banks with reserves whether or not the banks were sellers of the
securities purchased. Thus the inevitable consequence of providing a
guaranteed market for Treasury bills and of establishing a flied
pattern of rates on other Treasury securities was to make it impossible
for the Federal Reserve authorities to refuse to furnish reserves. The
initiative in determining the volume of reserve had by these means
passed from the central bank to the member banks or other holders
of Treasury obligations.

I Federal Reserve Bulletin, vol. XXVIII, Washington, 1942, p. 2.
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In short, because of the policy of supporting the Government bond
market, that is, maintainig a pattern of interest rates, it was no
longer possible for the Federal Reserve to control the volume of mem-
ber banks reserves. Because the Federal Reserve could no longer con-
trol reserves, it could no longer control credit by means of the general
instruments of credit control. This was the situation in which tite
Federal Reserve found itself in the period of strong inflationary pres-
stures following the conclusion of hostilities.

The effect of the support policy in impairing the general instru-
ments of credit control was first pointed out by certain academic ecoln-
omists. Even if this effect had been recognized in advance, however,
it would probably have made no difference in the adoption of the sup-
port policy; orthodox monetary methods had fallen out of favor and
experience in the First World War when interest rates were allowed
to rise was interpreted as justifying measures to limit increases in
interest rates.

By 1950, partly because of the inflationary pressures released by the
Korean war, the Federal Reserve found itself at odds with the
Treasury over abandonment of the policy of supporting Government
securitiess at par, a step strongly resisted by the Treasury. The conflict
was colored to some extent by political and personal considerations.
Both at the time and afterward the issue was often depicted in terms
of an attempt, by a more or less authoritarian and socialistic admin-
istration desiring to continue to finance an unduly expanded public
debt at an artificially low rate of interest, to overrule an enlightened
and dedicated body of central bankers who were fighting to defend
the public against inflation and the free-enterprise system against sub-
version. As will be shown presently, any such interpretation is any-
thing but precise.

In the end, and after intervention by the President, which for the
moment had the effect of increasing rather than diminishing the
violence of the controversy, an agreement was reached in March 1951
which has since been known as the Treasury-Federal Reserve accord.
The'rigidity of the support policy was relaxed and certain changes in
Federal Reserve personnel were effected. The harmonious relations
which existed between Federal Reserve and Treasury after the accord
may, perhaps, be explained not only by the terms of the agreement
but also by the fact that both sides had become thoroughly sick of the
squabble and could recognize the damage which resulted from the
spectacle of the monetary and fiscal authorities appearing publicly
to be at such great odds.

The accord is generally regarded as constituting a turning point in
the history of Federal Reserve operations. For this reason, and be-
cause of certain misconceptions concerning the events of the period a
brief review of the major issues is in order. In the first pace, the
independence of the Federal Reserve from Treasury domination be-
came a rallying cry for more extreme supporters of the Federal Re-
serve and for numerous critics of the Democratic Party which wasthen in power. It was expressed most vehemently by t'he very per-
sons who a little earlier had been least willing to grant the Federal
Reserve additional powers to carry out duties with which it had been
charged or to allow it to control consumer credit.

It is to be noted that the Federal Reserve is legally a creature of
Congress and accountable to Congress. In this sense it is admin-

M
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istratively distinct from and independent of the executive ann of the
Government to which the Treasury belongs. Moreover, the Federal
Reserve Act under which the System operates, is a safeguard against
undue interference in the activities of the Federal Reserve even by
Congress itself. On these points there is no real dispute.

On somewhat broader grounds, however, the simple truth must be
recognized that there can be no such thing as the literal independence
of the Federal Reserve from the Treasury, or, for that natter, of the
'reasury from the Federal Reserve. Each is a prisoner of the other.

The actions of either are bound inevitably to enter into the discharge
of the other's responsibilities. 'The problem, therefore, is not one of
independence but one of coordination. The evidence of the postwar
years suggests that the operational independence of the Federal Re-
serve is threatened less by the Treasury than by Congress which at
one time interfered with Federal Reserve operations by changing the
terms of regulation W for the period of consumer credit and at an-
other time summarily removed the power of the Board to apply such
controls.2

A second major issue involved in the Treasury-Federal Reserve
accord had to do with the priority of objectives and means. In time
of war, as is generally recognized, the wishes of the Treasury tend to
dominate the actions of central banks. Such a subordination of the
central banks is apparently not something forced upon them against
their will, but conforms to what they also regard as a necessity under
wartime conditions. Even in peacetime, officials of the Federal Re-
serve repeatedly accepted the view that the existence of a large public
debt is a factor requiring modification of monetary policies employed
under a different set of conditions. Thus in their Annual Report
issued in the middle of 1949 the Board of Governors declared: "In
earlier periods * * * Federal Reserve policies could be * * * di-
rected * * * toward * * * reserves * * *. With a large Govern-
ment debt which is likely to be a dominant part of the debt structure
for many years, the Federal Reserve has to cope with the dual problem
of maintaining an orderly Government security market and exercising
control over the volume of bank reserves".3 In the same year, the

Chairman of the Board of Governors was even more explicit in de-
fending the support policy: "The market for Government debt securi-
ties must be one where investors can deal at all times with confidence
• * *. For the foreseeable future the support program must be

continued. This conviction is shared by all members of the Board of

Governors, the Open Market Committee, and the Treasury".' In

these and similar statements, officials of the Federal Reserve repeat-
edly stressed the importance of stabilizing the market for Government
securities. The Treasury, in turn, was no less specific in demanding
that policies be pursue4 with a view to minimizing the danger of

inflation.
It is a gross misrepresentation to suggest, as has often been done,

that the Treasury was unmindfd of the hazards of inflation and the

Federal Reserve unmindful of fluctuations in the Government bond

l Somewhat similar Infringements of the Reserve Board's freedom of action occurred in
connection with the control of real-estate credit (regulation X) and the voluntary credit-
restraint program both of which were introduced at the time of the Korean war.

2 Board of Governors of the Federal Reerve System. Thirty-fifth Annual Report Covering

Operations for the Year 1949. Washington, p. 4.
IThomas B McCabe in a speech at Philadelphia.
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market. The major difference in the attitudes of the two sides was
not over objectives but over the policies required to achieve those
objectives. Earlier statements from Federal Reserve sources indi-
cated a belief that powers they already possessed were adequate or
that additional powers would be forthcoming which would make
it possible at one and the same time to maintain control of reserves
and orderliness in the security markets. The subseuent split be-
tween Treasury and Federal Reserve officials' may be assumed to
reflect in some degree a disillusionment on this score by Federal Re-
serve officials which the Treasury had not yet come to share. The
question may be raised whether under the circumstances criticism
should more properly have been directed toward the Treasury for
having continued to stress the second objective, which the Federal
Reserve ony a short time before had likewise stressed, or toward the
Congress which failed to provide the supplementary powers which
were requested by the Federal Reserve as a means of attaining the
dual objective.

It is also apparent that there was a considerable difference of
opinion as to what constituted the most appropriate instruments for
achieving economic goals. The Treasury continued to place consider-
able faith in fiscal methods of combating inflation as well as in the
selective instruments of credit control. The Federal Reserve, on the
other hand, came to the point of advocating almost complete reliance
on the general instruments of credit control, particularly open-mar-
ket operations and discount policy which were precisely the instru-
ments which had been largely stultified by the support program.
The Treasury's position, it may be noted, was dependent upon Con-
gress taking appropriate action to resist inflationary pressure by im-
posing adequate taxation and authorizing the use of selective controls.
This sort of cooperation Congress was not willing to provide.

The precise merits of the two sides in the dispute over the support
policy are not always easy to determine. It is impossible even at this
distance to say which was more nearly in the right. But it may safely
be stated that the accord enabled the Federal Reserve to escape to
some extent from a position of subordination inherited from the
period of the Second World War and that it thereafter became pos-
sible for Federal Reserve officials to carry greater weight in the for-
mulation of financial policies jointly with the Treasury.

Developments after the accord will be described presently. Here
an attempt will be made to dispel certain misconceptions as to the
nature of conditions that prevailed before the accord. The view is
frequently encountered that serious inflationary conditions prevailed
before the accord and that a degree of stability close to perfection
exist after that time. The conclusion is likely to be drawn, even
when not explicity supplied, that it was the accord that made the dif-
ference. Such extreme statements appear even in statements sub-
mitted to Congress by the Federal Reserve: "The facts are that debt
was monetized in volume and that the country suffered a serious in-
flation until the Federal Open Market Committee abandoned the
pegs. * * * During the period of pegging prior to the Treasury-
Federal Reserve accord of March 1951 * * the Federal open-mar-
ket account * * performed the function of making continuous
markets for most maturity sectors even including the very short end
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of the market. It did so, of course, at the expense of monetary poli-
cies appropriate to the stability of the economy. The reserve funds

that were made available almost automatically under the technique
of pegging operated to augment the availability of credit and thus

to increase the demand for commodities to a volume that was in excess
of what could be supplied. The result. was to incorporate into the

base of the price structure a spiral of rising costs and prices. This

inflationary process was stopped early in 1951 when the Federal Open

Market Committee discontinued pegging the prices of United States

Government securities."
This statement of events has been challenged by Professor Hansen

in words that merit extended quotation for their explicitness and

force: "There occurred no 'mounting' monetization of the debt. On

the contrary, Federal Reserve holdings were $5.1 billion 1e88 in June

1950 than in December 1946. The debt was not 'monetized in vol-

ume.' The banking system held $14 billion less bonds in June 1950

than in December 1946, while the nonbank public held $13.5 billion

more. The money supply did not increase. Currency p lus demand

deposits stood at $110.2 billion in June 1950 and $110 billion in De-

cember 1046. We did not have continuous inflation in the preaccord
period. Wholesale prices in June 1950 stood at the same level as in

September 1947, a period of nearly 3 years. Loans nnd investments
of commercial banks remained stationary from 1940 to 1948, but rose

moderately before Korea. Member bank reserve balances stood at

$16.1 billion in December 1946 and at $16.3 billion in June 1950.

Money and bank credit were not running wild * * * It would be

difficult to find statements more misleading than those cited above.

The reader is not told that the peg on the short-term was removed 4

years before the accord. He is not told that the support of the long-

term was a floor support, not a fixed peg. lIe is not told that during
most of the period the long-terms were selling above the support price.

He is not told that the money supply in fact did not increase up to

Korea. He is not told that wholesale prices were falling for about 2
years before Korea. The reader is led to believe that there was a con-

tinued spiral of rising costs and prices all through this period. Nor is

the reader informed tat the price spurt following Korea was stopped
a month before the accord-the weekly index reaching the peak figure

on February 13, 1951.'6
The facts, as Dr. Hansen has shown, are clear enough for the period

from the end of the war in 1945 to the accord in early 1951. What is

not clear and in the nature of things cannot be wholly clear is what

these facts prove with respect to the monetary policies followed during
the period.' The basic cause of inflation after the war was the ex-

treme liquidity then present in the economy. This liquidity was a

product of methods of war finance over which the central bank had no

control.5 Rationing and other influences prevented the expansion of

$United States Monetary Policy: Recent Thinking and Experience. hearings before the

Subcommittee on Economic Stabilization of the Joint Committee on the Lconomic report,
December 6 and 7, 1954, Washington, 1954, pp. 278, 20. (Hereafter referred to as hearings
of 1954).

$Alvin H. Hansen, Monetary Polic" The Review of Economics and Statistics, VQL,Alvin~ -PP sqsn ~ear o:.

XXXVII, Cambridge, Mass.. 1955,. p_118 s'-- ling of facts is designed to contest the
'It is to be observed that Dr. Hansen's marsalnofcIdedo ct the

certainty of claims advanced by others, not to support counterclaims of his own.
'Criticism of inflationary methods of financing the war, particularly the limited relnce

on taxation, was voiced during the war by numerous academic economists, but, understand-
ably of course, not by Federal Reserve authorities.
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the supply of currency, demand deposits, and other liquid assets from
forcing prices up during the war years. The very success of price-
stabilization efforts at that time aggravated the inflationary potential
at the end of the war. The strong demand for consumer goods and
capital investment, together with the early removal of direct controls
over spending, was enough to cause inflation in spite of anything the
Federal Reserve could possibly have done.

General instruments of credit control, such as would presumably
have been available in the absence of a support policy, might have made
it possible to check monetary expansion. But this, as Professor Hansen
p ints out in the article quoted, was not the problem; the basis of the
difficulty, rather, was the purchasing power already in existence.
Whether more vigorous application of the selective instruments of
control, designed as they are to control the use of money already in
existence rather than the creation of additional money, would have
helped is quite a different question. But it may be that, as Reserve
officials have intimated, pressure from the public and more directly
from Congress would, in any case, have made impossible the use of
selective instruments of credit control.

The purpose of this brief review has not been to provide a blueprint
of Federal Reserve policy as it might ideally have been during the
early postwar period but to show what actually occurred in order to
indicate the complexities that existed at the time as well as some of
the confusions and misconceptions that have arisen since. All this
is essential to an understanding of developments in the period follow-
ing the accord.

II. MONETARY POLICY AFTER THE ACCORD

1. Sumnmwry of economic developments
The accord had been preceded by an inflationary upsurge arising out

of the war in Korea. Business activity continued strong for some
time after the accord but without the previous strong upward pressure
on prices. The index of industrial production had hovered around 100
in the years after the end of World War II, rising to an average of
104 in 1948 and falling to an average of 97 in 1949. With recovery
from the recession of 1948-49 and under stimulus of the Korean war,
the index rose to 112 for the year 1950.

The seasonally adjusted figure for February 1951, the month imme-
diately before the accord, was 122 and the unadjusted average for the
year was 120. The index dipped sharply in the middle of 1952, pri-
marily because of a strike of steelworkers, but rose thereafter with
the average for the year standing at 124. The strength continued into
1953, carrying the adjusted index to 137 at midyear. A sharp reaction
then set in, but even so, the average for the year was 134. For the first
9 months of 1954, the adjusted index ranged between 123 and 125, and
the average for the year, despite some improvement at the end of the
year, was 125. Recovery from the recession of 1953-54 was rapid,
however, and by the summer of 1955 the seasonally adjusted figure at
140 was above the previous peak.

A roughly similar story is told by unemployment figures. Unem-
ployment remained low after the accord, reaching a low point of
1,162,000 (partly because of seasonal influences) some months later

2'420-8--pt. 0-

715



FINANCIAL CONDITION OF THE UNITED STATES

than the peak of industrial production was reached. A rapid rise in
unemployed then followed which carried unemployment totals to
3,725 000 early in 1954. Subsequent improvement, while substantial,
left the total of unemployed a million or so above the figure that had
prevailed before the recession.

It was in the field of money rates, however, that the most spectacu-
lar changes occurred after the accord. For years the prices of Treas-
ury obligations had been subject to suppA at par by the Federal
Reserve and during much of the time they had prevailed at levels
considerably above par. With the abandonment of the commitment
by the Federal Reserve to. support Goveriunents at par and the sub-
sequent issuance of securities bearing interest at 234 percent, the older
2Y2 percent bonds fell below par as did other issues. The yield on
long-term issues fluctuated more widely and more frequently than tey
had done before the accord and, as was to be expect shorter-term
issues also moved with comparative freedom. The price of long-term
Governments, which had stood at an average of 102.73 in 1949 and
102.53 in 1950, averaged 98.85 in 1951 and 97.27 in 1952. The figure
for 1952 reflected a monthly low of 96.27 in January and a monthly
high of 98.91 in May. The figure for November, the month in which
the Republicans under General Eisenhower defeated the Democrats
at the polls, was 96.96. A decline set in which was gradual at first
and then increasingly rapid:
December 1952 -------------- 96. 32 March 1953 ----------------- 94.31
January 1953 ----------- 95.681 April 1953 ----------------- 93. 25
February 1953 ----------- 95.281 May 1953 -------------- 91.59
A low point of 90.74 was reached for the week ending June 6, with
individual issues falling a little below 90.

Following what was generally interpreted as a change in the atti-
tude of the Federal Reserve toward steadying the Government bond
market, a recovery set in and soon prices were rising as rapidly as
they had fallen. For December the average stood at 95.85, close to
where it had been in January. A month later it was at 97.42 and by
April 1954 it was above par at 100.36. Prices close to par were main-
tained throughout 1954 but in 1955 weakness again devleoped which
carried quotations down from an average of 98.97 in December 1954
to 94.04 in the last week of July 1955. After recovering from these
levels weakness again developed in 1956.

Fluctuations of this character in the Government bond market,
occurring at a time of peace, prosperity, and business optimism, were
without precedent in the history of the United States. The fact that
fluctuations in yields on short-term and intermediate Treasury issues
were greater than on the long-term issues conforms to normal expec-
tations. What comes as a distinct surprise is that Government bonds
were less stable during these years than corporate bonds of either the
highest or the next to the highest quality ratings (see chart I).

2. Summary of Federa Re8erve poZiie8s
In an official statement the Federal Reserve reported that it en-

deavored after the accord: "* * * to adjust its policies so as to
influence the level of bank reserves and the money supply in accord-
ance with seasonal requirements, the capacity of the economy to pro-
duce goods and services and sustainable economic growth in the
economy. The discount function was restored as a means of supply-

716



FINANCIAL CONDITION OF THE UNITED STATES 717

Chart I - Bond Yields, 1951-1956'

I I I I I

1951 1952 1953 1954 1955 1956

1 Source: Board of Governors, FedL,rulReserw Charts, Wtshington, May 1956, p. 25.

ing temporary needs for Federal Reserve credit in a manner that
exerted restraint on unwarranted uses of such credit, thereby, corn-
plementing open-market operations in influencing the availability ofcredit at members banks. Discontinuation of rigid pegging of ov-
emnent security p rices removed the possibility of monetizing thepublic debt through sale to the Federal- Reserve System at the initia-
tive of the holders, nonbank as well as bank, and without loss to them.
The excess liquidity of the economy was thereby removed."' Inresisting inflationary tendencies and later in its so-called policy of
"active ea se" directed toward combating the recession of 1953-54,
chief reliance was placed on open-market operations 1 0 Changes

hFederal S~serve authorities designated open-market o'*erations as expansive or restric-
tive in terms not of their simple tendency when viewed b' themselves but of their combinedeffect when taken in conjunction with other forces operating In the market. Thus net,)urchases of Government securities amounting to $1.8 billion in the second half of
puases ere limted t o_ -''= $.8 billion rather tha being ofI a Ilrgr am1ount; ith purchasesat thils scale banks were still under pressure to borrow i re ooti ed eevsTis Is analogous to saying that purchases of $1 million of wheat have a de resaive influ-

exnle n ieit wulvaes $1-mv# ...2 m .l weeont fstcags ewet pre ~an preentarthe
oit~ would bea! uc more ac ur.! ayte t a th eat rumetrictieeve fyree t! s wt sere oerting~l t to crdeatbeefoa defienc of presyt enr.tes .se ofa.$ bil on po thes eeee otb prassn esary

Jn the illustration, given should, not the restrictive effect be attributed to the extnal~
fatr pert g to create a shortage of reserves and not to actions by the Reerve

autoriie whch ffet hemony inpart ? On the Federal Reserve's own assumption, to
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were also made in the discount rate. Removal or reduction of selec-
tive controls were timed, according to official announcements, not so
much to influence economic conditions as to conform to congressional
action or to relax limitations upon freedom of market action because
they were no longer required. Later in 1955, small increases in
margin requirements were introduced as a deterrent to undue activity
in the stock market.

It may be said that during this period the Federal Reserve followed
a highly orthodox, i. e., "correct," policy of keeping that degree of
pressure or ease on member bank reserves that seemed suited, again
accordin to orthodox principles of central banking, to promoting sta-
bility in business activity and prices,' Reliance was almost wholly on
the general instruments of credit control. The favorable course of
economic developments, including the moderateness of the downturn
in 1953-54 was widely accepted as a demonstration of the effectiveness
of orthodox central bank policies." The Federal Reserve authorities
themselves were not above accepting a considerable share of responsi-
bilfty for the prosperous state of affairs.u

The post hoe case in favor of following orthodox monetary policies
during this period, while good, was perhaps not quite as good as was
sometimes assumed. The claim that it prevented inflation, for example,
runs up against the fact which was noted earlier that the peak of
wholesale prices was already past before the accord went into effect.
Prof. Gerhard Colm has suggested that not implausible assumptions
could be advanced which would lead to quite different conclusions. It
is conceivable that in the fact of mounting production, narrowing of
the threat of global war, and swollen inventories, no serious threat of
inflation existed after early 1951. It has been intimated by some
that restrictive policies of the Federal Reserve may have been excessive.
Prof. Milton Friedman has, in fact, gone so far as to argue flatly that
the recession of 1953-54 was the direct consequence of restrictive meas-
ures adopted by the Federal Reserve.

Such words of criticism were distinctly the exception. In general,
actions taken by the Federal Reserve during these years were regarded
as having been intelligently formulated and of a character to con-
tribute to the attainment of accepted goals of central bank policy.
The precise degree of that contribution remains uncertain, as does the
extent to which similar methods could be expected to cope with future
disturbances.

Much greater controversy has centered about the violent fluctuations
in prices of Government bonds, particularly in 1953. The Board of
Governors tended to dismiss the incident as a simple market phenom-
enon of only secondary importance: "Interest rates rose during the

have made no purchases at all would have been even more restrictive. It is extremely
awkward to suggest that the purchases as such were restrictive.

To be exact, the Federal Rtt eserve action was not of a character to restrict but rather to
soften and ameliorate Independent restrictive Influences which were operatingat the time.
On this basis, the role of the Federal Reserve appears to be not that of a tablizer which
offset tendenelps toward Inflation and deflRtion, but that of a ttRbilize.r which resisted the
tendencies of independent forces to offset them too sharply. This may be of no lea Impor-
tanee to the economy and Is clearly no less to the merit of the Federal Reserve authorities.
The distinction, however, Is of great significance from the standpoint of intelligent
Interpretation.

se, for example. Report of the President, Joint Committee on the Economie Report,
Wpohinoton. 1fl55, p. 22.

3In discussing restraints applied in 1952-53 they stated that "Inflation was prevented"
(h, rings of 1954. p. 8). The subsequent policy of credit ease wu Interpreted as making
a major contribution to recovery from the 1958-54 decline.



FINANCIAL CONDITION OF THE UNITED STATES 719
period, reflecting the pressures of credit, demand in excess of the avail-
able supply." " At other times the rise was interpreted as part of

tightening ol)eration called for by the continuation of a severe in-
flationary threat., On the other hand, various critics, particularly
experts testifying before congressional committees, interpreted the
sharp drop in bond )rices as an unf(,rtunate speculative incident
resulting in considerable measure from bungling by public officials.

It may be recalled that the Democrats had been strongly criticized
for maintaining interest rates at artificially low levels. Some of the
most vocal of these critics succeeded to high positions in the incoming
Republican administration. The financial community was inclined to
assume, first, that the existing level of rate. actually was unduly low
and, second, that the new administration would allow or even en-
courage them to rise. It was expected that a vigorous effort would be
made to lengthen average maturities of outstanding Treasury obliga-
tions by pushing the sale of long-term issues. Ensuing declines in the
GoverAment bond market tended to feed upon themselves. Reports
circulated in financial quarters that lower prices were in prospect.
Selling was induced, which contributed to lower prices, thereby sub-
stantiating the past rumors and generating fresh rumors of further
declines. At this juncture the Treasury brought out a new long-term
t 31/4 percent interest, a rate considerably higher than had been

offered for many years.
The view that this was but the forerunner of still higher rates was

strengthened by statements from the Under Secretary of the Treasury,
a prominent ex-banker', that it would be the policy of the Treasury to
offer whatever rate was necessary in order to meet the market. At
about the same time the Chainan of the Board of Governors was
quoted as stating in a public address that the Federal Reserve would
intervene in the Government bond market only under extreme circum-
stances. The first official declaration was interpreted as an invitation
to speculate on declining prices for Governments and the second as
announcement of a policy of "let 'er rip."

By May and June, alarm over the weakness in security markets had
become widespread. Without formal announcement of a reversal of
policy, actions by the Federal Reserve in supplying reserves thoughopen-market purchases and later in reducing reserve requirements were
interpreted as constituting such a reversal. Thereupon expectation of
a decline in Governments quickly gave way to equally firm expecta-
tions of a rise. With increased a ailability of reserves and a slacking
in the demand for credit, banks and others who had been dumping
Governments now turned to buying them. The rising trend tended to
feed upon itself much as had happened during the preceding down-
ward movement. No attempt was made by the authorities to interfere
directly in stabilizing the market or Government bonds. Open market
operations were confined exclusively to dealings in Treasury bills.
S. The problem of judging the effeti'venes8 of monetary policy

Disagreement as to the exact, role which monetary policies played in
the events of the postwar decade, no less than the diversity of opinion

*Hearings of 1954, p. 8.
u Such an interpretation Is inconsistent with the statement in the Fortieth Annual

Report Covering operations for the Year 1953 of the Board of Governors that the reductionIn marin requt rmnta in February of that year was Justfled because by that tim "Infla-tionary pressure had moderated" (p. 88).,
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as to policies which should have been employed, calls for more detailed
examination of the problem of measuring the effects of monetary

Aoicsgreat deal of attention has been directed inl recent years to the

alleged "rediscovery of money." Growing confidence in te effective-

ness of orthodox monetary policies contrasts sharply with the preced-

ing attitude of doubt which was a heritage of the depress sed years of the

1930's. It resembles in many respects the extreme confidence in Fed-

eral Reserve policies which featured the decade of the twventieth....

The question of the effectiveness of monetary policy is important
not only on grounds of simple scientific accuracy. Some judgment as

to the effects of particular instruments of control is presumably neces-

sary in order for them to be utilized to proper adv antage. Even more

important is the thought that to underestimatte their effectiveness ma!y

be to deprive the economy of benefits which they can confer while to

overestimate their effectiveness may lead to thle disregard of other

techniques and so deprive the economy of a second line of defense in

case they prove inadequate for some future emergency.
The difficulty of measuring the effectiveness of monetary policy

arises out of the fact that the actual course of business developments
is influenced by underlying conditions as well as by the policies em-

ployed at any particular time. Underlying conditions may change.

H ow, then, is one to determine how much of the altered course of

business developments following a change in monetary policy was the

result of these measures and how much was the result "of the i'hange in

underlying conditions? This is, of course, a familiar difficulty in the

realm of social .science.
Two illustrations will help to show how t iianges in conditions .com).-

plicate the analysis of monetary policy. The period from the middl.le

of 1952 to April 1953 was one in which the Federal Reserve, according

to its published statements, was following a restrictive policy. It was

iilso a period in which member bank borrowing from the Federal

Reserve averaged between 3 and 4 times that of the preceding year.

This is exactly the opposite of what would be expected to occur as the.

result of a more restrictive policy: Restriction would be expected to be

accompanied by a reduction, not an increase, in the volume of member

bank borrowing. It is presumably, to be reconciled with the Bo.ard's

claim that its policies were restrictive onl the grounds that conditions

had changed so that in the absence of the Federal Reserve restraints
even greater credit expansion would have occurred. A le.s kindly

interpretation would be that it showed thant the restrictions were less

effective than is contended and that the relatively stable economic

conditions prevailing generally were attributable to'other factors than

monetary policy. Clearly there is no sure way of determining which

interpretation is correct.
The second example is even more paradoxical. The Federal Reserve

lists net sales and redemptions of Government securities amounting to

$800 million from January to April 1953 as restrictive but it lists net

sales of $900 million of Government securities from January to June

1954, as expansive.1 5 In other words, the same phenomenon is given

as restrictive in one instance and expansive in another. On the face

of things, such statements appear thoroughly contradictory. The

" Hearings of 195S4. p. 14. Ct. suppr. p. ST, at. 2.
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explanation apparently intended is that seasonal factors releasedreserves automatically to a much greater extent in the second periodso that by limiting sales to only $900 million abundant reserves werestill avail able to promote expansion. The sales of $800 million in theprevious year were apparently so large in relation to reserves thenreleased by seasonal factors that member banks remained under pres-sure for reserves and the net effect was, therefore, restrictive.There is no apparent ground for questioning this interpretation orfor challenging the wisdom of the actions taken by the Reserve author-ities, but it is reasonable to draw a moral: If a change in conditionscould cause a particular course of action to be restrictive at one time andexpansive at another, then such changes could surely be so great as tobe the determining factor in changes in aggregate demand. Obviously,therefore, great caution must be exercised in ascribing a causal influ-ence in the determination of business activity to any particular courseof monetary policy or, indeed, to monetary policy in general.

The plain fact is that, with a few possible exceptions, the preciseeffects of central bank policies are not capable of proof. It is simplynot possible to demonstrate conclusively whether a given change inthe volume of credit is the cause of a change in business activity orthe change in business activity is the cause of the change in the volumeof credit. It is entirely conceivable that at one time causality mayrun in one direction and at another time in the opposite direction.The same sort of uncertainty attaches to the relation between changesin interest rates and changes in the volume and distribution of credit.
In reviewing monetary policy after the Treasury-Federal Reserveaccord, it maybe assumed that any of three interpretations is possible.The first is that the monetary policies were not responsible for condi-tions that prevailed from 1951 to 1956 but rather that these favorableconditions were the result of nonpolicy influences and would haveexisted in the absence of the measures taken, even though these meas-ures may have been correct according to accepted standards. Thesecond possibility is that monetary policy was, in fact, largely respon-sible for the favorable course of business developments from 1951 to1956, but would not have been equal to the pressures and disturbancesthat prevailed from 1945 to 1951 16 and may not be equal to tests thatmay arise in some future period. The third possibility is that mone-tary policy was a decisive factor in the course of events from 1951to 1956 and that it can be counted on to meet any future needs. Thisconclusion amounts to saying either that monetary policy was im-portait all along and that the period of its eclipse in the tiirties andforties was a simple case of falling into error, or that the conditionswhich prevailed in those years may have been unsuited to the exerciseof monetary policy but that conditions are now favorable, and can becounted on to continue favorable, to the pursuit of monetary policies

as a stabilizing technique.
There is clearly no way of determining which of these three possibleassumptions comes nearest to the truth. Reasonable men will differas to which of them is to be preferred. But on one point all mustagree: The only course that eliminates risk of disillusionment is to

I The latter Is substantially the position taken by Professor Hansen In the article quotedearlier (supra, pp. 23 sq.). In the same article he quotes Allan Sproul, president of theFederal Reserve Bank of New York, In support of this contention.
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accept the view that the actual effectiveness of monetary policy is

uncertain. By doh so we can hope to have alternative courses of

action ready in case they are needed for some future contingency.

Prof. I. A. Morton of the University of Wisconsin has sug-

gested that for the purposes of central bank policy it is not necessary

to be able to predict the exact effect of a particular poli(y- in order to

justify its use. Ile quotes John Stuart Mill as having said that knowl-

edge which is insufficient for prediction may be extremely useful for

gulidance. The point is surely well taken. 'It leads to the conclusion

that central bank policy sliould be used as fully as the authorities see

fit and that prevailing confidence in l)articular policies should be

allowed full scope to vindicate itself. But at the same time it suggests

that other instruments should be kept in reserve lust in case the more

optimisic hopes are not fulfilled. So long as it is recognized that

precise prediction as to the effectiveness of particular policies is im-

possible, it may be expected that alternative courses of action will be

held in readiness.

4. The problem of objeetives
At one time it would have been generally agreed that the primary

goal of monetary policy was maintenance of a fixed relationship be-

tween domestic currency and a given weight of gold or, what amounts

to the same thing, a constant exchange value in terms of other currncies

on the gold standard. At times attempts were made to extend and

adapt the idea of monetary stability to include the maintenance of a

stahle level of commodity prices in terms of some standard index. In

recent decades. the goal of monetary policy has assumed broader pro-

portions. By the middle of the 20th century the paramount objective

of monetary policy, for most countries of the world, including the

United Staies, hadgenerally come to be regarded as the maintenance of

business activity. or full employment as technically defined.

The period under review will'be found to have shown substantial

progress toward the crystallization of a further objective of central

bank policy, that of facilitating growth. Even if this were nothing

more than a clearer recognition by monetary authorities and students.

of central banking of the growth element which is present in the con-

cept of fill employment, it would be of considerable importance. But

it is much more than that and amounts to setting up a further objective

of monetary policy.
If one were to characterize the essential nature of a central bank

in a single word, it would probably be that of stabilizer. The focus

of stabilization policy has shifted from time to time over the years as is

indicated by the varying attention given to gold movements, exchange

rates, price'level. employment, and economic growth. The period since

the depression of the thirties has seen the Government security market

come within the range of central bank stabilization efforts. More-

over, central bank policy has been concerned increasingly with plural

objectives, reflecting the desire to achieve more than one type of sta-

bility. Central bank policy will doubtless continue to be concerned

with problems of stabilization. It is to be expected that degrees of

emphasis on particular aspects of stability will vary., that techniques

will umdergo change, and that particular objectives will frequently

come into conflict with one another.
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It is unfortunate that while each of the familiar goals of monetary
policy is desirable they are likely to come into conflict one with another.
Monetary authorities are certain, therefore, to be confronted with the
uncomfortable necessity of choosing among various desirable objectives
or of effecting some sort of compromise among them. Pursuit of one
goal is certain to involve the sacrifice of other goals. To compromise
may well lead to the use of apparently contradictory methods. The
authorities will then find themselves exposed to criticism on grounds
which may be valid even though incomplete.

Whatever the perplexities to which it inevitably subjects the author-
ities, monetary policy must nevertheless be thought of in terms of
plural objectives rather than of a single paramount goal. The prob-
lem is certain to be one of effecting a balance among objectives, even
though the price of making progress in one direction is to fall some-
what short in another direction. Thus the attempt by the Federal
Reserve to maintain orderly conditions in the security market was
bound to make it more difficult to promote stable prices but was not
necessarily to be condemned on that ground alone. it is to be expected
that just as monetary objectives have undergone change in the past
so objectives that seem important today may appear less important at
another time or in the eyes of different individuals.

The existence of multiple goals implies the utilization of multiple
policies. In the period after the Treasury-Federal Reserve accord
the tendency to concentrate on use of the general instruments of credit
control was hardly to be interpreted as constituting a permanent
change in policy. It was rather an indication that the country was
in a stage where economic conditions were such that monetary objec-
tives and policies could be thought of in simpler, more orthodox terms
that those that had prevailed a few years earlier. It is reasonable to
expect that future changes in business conditions or other complications
could again alter the main focus of objectives as well as the nature of
instruments regarded as appropriate to the carrying out of monetary
policy.
5. The problem of guides to central bank action

Difficulties that apply to economic policy in general with respect
to the proper guides or signals to be followed apply also to monetary
policy. There are similar questions as to the reliability of particu-
l indexes of prices or production; as to their timeliness, that is,
how great a delay there is in their becoming available; and as to
how predictive they are, that is, whether they are indicators of future
developments and not merely measures of what happened in the past.
There is the important question of relevance, that is, their applica-
bility to matters with which central bankers are concerned.

Apart from these general questions, there is the problem of what
to do when accepted signals disagree. To illustrate: Between the
middle of 1953 and the middle of 1954, unemployment in the United
States rose by nearly 2 million at a time when the monetary stocks
of gold were declining by $600 million and prices, wholesale and con-
sumer, were practically constant. Thus the first signal called for
policies of greater ease, the second for tighter policies, and the third
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for no change at all.'7 It is apparent, as Dr. Bopp points out, that

this example can just as well be looked upon as a conflict of objec-

tives touched upon in the p receding -ction. An alternative line of

attack might be to define objectives only in thle very broadest terms,
such . promotion of economic stability. Under such a terminology,

ecang atioes pricesn orollemployment ould ceashe ato bea thoughte
sina as oesand udifassume thstatsofern uies Thgonl Ao-

inaetioalestabilitye whicattratd thiaetrioos many wryintrs
Keyns hamond tem, in the 920'san which is a inolve innamorecet

Arotil mfinor epeing rblusemaarises ubfted at thanefame

turers and distributors are finding it iinlossible to maintain sales at

existing prices, as happened in 1953-54, is a signl of deflation. Sinm-

ilarly, economists have sonmetimes called attention to thle contrasting
s~iganficance of a rise in interest rates which reflects an increase in
optimism and one which reflects an increase in pessimism (hope in-

spired anid fear inspired) .'°.

An equally coni using situation arises when a permanent change
occurs in the meaning of particular guides or in their applicability
to the purposes for which thley have been used. The P-almer rule

and the real bills doctrine were perhaps never as fully valid as some

ot their supporters maintained. The greater probability, however,
is that they were reasonably useful at one time but., with a 'Thange in

economic conditions, lost contact with the real world an I therefore
their usefulness as guides to policy. The usual situation is not that

theorists or administrators originate positive error; it is rather that

generalizations are drawn which have relevance only in relation to

particular circumstances. In the course of time, conditions change
and the generalizations cease to be valid but they continue to com-
,nand the allegiance of the orthodox on the ground that they are time-

tested and proved economic laws.
Dr. Bopp has said: "Thle acid tet of a guide is not the internal

consistency of the logic or model on which it is based, but experi-

ence." fo o the extent that casuality can be proved, which is likely

to be extraordinarily difficult, experience may, perhaps, be accepted

as a test of the past effectiveness of a guide to policy. Experience

can never, however, be a proof of its future effectiveness. Past ex-

perience may even be positively dangerous. To the extent that past
confirmation leads to a false sense of security concerning future con-

ditions which are different, its contribution is negative. The lesson

to bear in mind is not that we learn nothing from history but that

'TThla example is from Karl R. Bopp. '"The Rediscovery of Monetary Policy-Some

Problems of Applicatiofl," Federal Reserve Bank of Philadelphia. Business Review. August

falling real costa of production. Soueh a situation i lee ohv xse nteUie

States during the 20th. Tghe absence of price levei change wan currently Interpreted, in

line with conventional assumptions, as signaling stable economic conditions when actually
it should have been regarded, because of tlle decline in costs, as having[ inflationaryr

connotations.
* Bopp. op. cit., p. S.
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frequently we learn too much, or the wrong things, from history.
We should take our history mixed with a strong dose of relativity,
that is, relativity to the conditions which prevailed in the past and in
the present.

The moral of these remarks is not that signals for the guidance of
monetary policy are of no avail. It is rather that no signal or combi-
nation of signals should be allowed to harden into a rule of thumb.
Signals, always subject to interpretation to prevailing conditions,
are a necessary adjunct to the making of decisions. But they cannot
be allowed to do the deciding themselves. Discretion, or discern-
ment, is the indispe .sable ingredient of policy.
6. The problem of conflning open-market operations to short-term

8ecuritie8
In the period after the accord the liveliest issue relating to the

technique of credit control turned on the question of confining open-
market operations to dealing in short-term securities. This is, of
course, merely one aspect of the general question of the choice of
techniques to be employed in carrying out monetary policy. After
1951, the still broader questions of whether or not to use fiscal policy,
direct controls, and selective credit controls retreated into the back-
ground or narrowed to the possibility of future application. The
problem of current interest was whether the Reserve banks should
buy and sell Treasury obligations of all maturities or only those
of shortest term, namely, 90-day bills.

The case for confining operations to the short end of the market
was clearly stated by the Board of Governors: "In the first place,
the risk assumed by professional intermediaries when they trade in
bills is much less titan when they trade in longer term securities.
Bills are traded on a discount basis, and the great preponderance of
bills outstanding at any one time have a maturity of less than 3
months. This means tley will always appreciate to par within that
period. Bills are ideal collateral, furthermore, and can always be
used as security for loans * * * The main financial hazard attend-
ing professional operations in bills is that the holder will have to
pay more in interest when he borrows to carry them than they gain
in price as they approach maturity. Another reason is that thebill
market is accustomed to relatively large transactions such as the
open-market account must undertake in absorbing and releasing re-
serves. It is the market in which all financial institutions typically
adjust their day-to-day positions. Trading is continuous * * * Fin-
ally, the financial markets do not attach the same significance to Sys-
tem operations when the are transacted in bills as they do to transac-
tions in other sectors o the market. Financial experts know that
the Federal Open Marlet Committee is more or less continuously
engaged in putting funds into of absorbing funds from this market
as it compensates for large day-to-day fluctuations in the amount of
float, in Treasury balances, in "the demand for currency, and in other
factors. The appearance in the bill market of purchase or sell orders
initiated by the Federal open-market account has no general long-
term policy significance in the great majority of cases, and therefore
does not so readily give rise to apprehensions that a change in policy
is imminent." 21

I Hearngu of 1954, pp. 19 sq.

M
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The stand taken by the Board was largely, it would seem, a carry-
over from the situation which prevailed before the accord when the
Government bond market was felt to be unduly dependent on the
Federal Reserve support policy. The issue of a free as against an
artificial market for Government bonds will be examined later in
more detail. It may be remarked here, however, that President Allan
Sproul, of the Federal Reserve Bank of New York, favored greater
latitude with respect to dealings in securities of different maturiti 22

A second objection to the "bills only" rule is that it amounts to a
partial abdication by the central bank of one of its important func-

tions. Private flotations have the benefit of underwriting support.
It is argued that one of the primary functions of the central bank
should be to provide comparable support in the flotation of Treasury
obligations.2  In the words of President Sproul: "If Treasury debt-
management operations put a temporary but intense strain on the
facilities of the market * * * the largest single portfolio of all
should not always stand aloof (except for the purchase or sale of
Treasury bills). Direct aid in helping to cushion the effect of massive
maturities, new issues, or conversions of Treasury securities * * *
would seem to me to be wholly consistent with the primary demands
and objectives of monetary policy." 24

He denied that such a policy involved constant intervention in the
market or the pegging of prices. He quoted the Governor of the Bank
of Canada in support of his position: "The Bank of Canada has been
a constant trader in Government of Canada securities since we opened
our doors in 1935 * * * We have endeavored to help make a market
for all Government issues and have been very substantial buyers and
sellers. In a sense, we perform a jobbing function, holding the inven-

ri which are indispensable toa goodarket."
in agreing with the Open Market Committee that its policies

shouldble reflected in the cost and'availability of credit, he declared
that "1* * this concern can find its best expression at times, in open-
market operations specifically directed at longer term mar-
kets." "

Critics of the policy argued, first, that dealings in longer term secu-
rities could be a useful instrument, often citing Keynes' support of
this contention.2 It was pointed out that changes in capitalized
values have come to be regarded, by Federal Reserve experts as well as
by others, as an important feature of credit operations. The capitali-
zation effect of changes in interest rates is strongest and most direct in
the case of long-term issues. Sensitiveness of the market to dealings
in long-term securities by the Reserve authorities, instead of being a
disadvantage as the Board suggested, was interpreted as the very rea-
son why they could be so effective if judiciously employed.

Finally, it may be objected that any hard and fast rule is an un-
desirable limitation upon the freedom of the central bank. It is gen-

0 The Board did not close the door completely to dealings in longer term securities.
Such dealings, however, were endorsed only under conditions of extreme disturbance in the
market.

0 Hansen o. cit. p. 111.
"Allan I 6 rout. Central Banks and Money Markets, New Jersey Bankers Association,

Atlantic City, May 6, 1954, p. 5 (mimeographed).
a sproul, op. cit., p. 5.
26 Hearings of 1954 pp. 225 sq.

John Maynard keyneu, The General Theory of Employment, Interest, and Money,
London, 1936, p. 206.
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erally agreed that an essential feature of central bank policy is flexi-
bility. From that standpoint, this or any other relatively inflexible
rule would be objected to. A rule such as this is unnecessary to
dealing in short-term securities whenever the Open Market Committee
finds it desirable to do so; but it is an obstacle to freedom of action
(flexibility) in case the Committee should find a different policy to be
called for at any time in the future. Mr. Sproul expressed concern
that Federal Reserve authorities were " * * in danger of placing
ourselves in a straitjacket which would not permit us to accomplish,
what the Congress and the public might expect us to accomplish in
terms of monetary management."28

The Board has taken the position that impulses originating in the
market for short-term securities are quickly transmittted to other
parts of the Government bond market through the operation of free
market forces. But if the market mechanism is this easy and smooth,
it would seem to follow, on the ground that the effects would be quick-
ly transmitted elsewhere, that the Federal Reserve could equally well
enter the market at any point. T'he logic of the Reserve's position
is evidently that significant lags do exist in the transmission of the
effect from one point of the Government bond market to another.
This being so, the case for maintaining freedom to enter the market
other than at tae short end would seem to be strong.

The firm stand taken by the Board of Governors for confining
open-market operations to securities of the shortest term appears to
reflect conceptions which derive from a period when the public debt
was relatively small and which may have lost much of their validity
in today's world of greatly expanded public debt.2 The market for
Government bonds has so changed its size and character from what
it was in the past that traditional presumptions of the conditions
of supply and demand in that market are no longer to be depended
upon. While the conclusions drawn from the earlier presumptions
are not necessarily invalidated by that fact, the change in circum-
stances surely calls for their careful reexamination.

As was noted above, the yields on Government obligations have
fluctuated widely in recent years. Between 1952 and 1956 the price
of long-term Governments was more unstable than the price of sec-
ond-grade corporate bonds. Such a situation is completely contrary
to historical precedent. It is here tentatively suggested that fluctua-
tions of this character are a reflection of fundamental changes in the
financial structure of the economy, and more specifically that the
Government security market has been rendered inherently unstable
primarily because of the portfolio operations of commercial banks.

Formerly, call loans were the principal medium for adjusting the
reserve position of commercial banks. It is Government securities
that now chiefly perform this function. Conmercial banks are today
the largest holders of Governments. Moreover, commercial-ban
holdings of Treasury obligations fluctuate to a greater extent than
those of any other group. This helps to explain why there is strong
prima facie evidence that the purchase and sale Governments by com-
merecial banks contributes to variati' -s in the supply and demand of
Treasury obligations and thereby to fluctuations in yields on Govern-
ment securities. (See chart 2.)

m Hearings of 1954, p. 225.
Ervin Mller. Monetary Policy in a Changing World, The Quarterly Journal of

Economics, vol. LXX, Cambridge, Mass., 1956, pp. 28 sqq.
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Chart 2 - Ownership of U. S.
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The record of correlation between changes in bank holdings of
Governments and movements in yields on Treasury obligations is
worth noting. In the first half of 1953 yields on Governments rose
at a time when banks were cutting down on their holdings of Treasury
obligations. About the middle of the year conunercia banks added
sharply to their holdings of Governments, partly because of a reduc-
tion m reserve requirements imposed by the Board of Governors, and
this was accompanied by a rapid recovery in the price of Governments
(i. e., decline in yields). The rise in yields at different times in 1954,
1955, and 1956 coincided with periods when commercial banks were
reducing their holdings of Treasury obligations.

Changes in net buying and selling of overnments by banks which
seem to have had such an important bearing on yields, are infinenced
by the need to adjust reserve positions , the demand for loans, and the
level of business activity, all of which are closely interrelated. At a
time when business is advancing, the demand for loans is likely to be
strong so that there is pressure on reserves. Banks tend to cut down
on their holdings of 'I reasury obligations in order to accommodate
the additional demand for loans. Selling by commercial banks natu-
rally helps to drive up the yields on Governents. Similarly, a slack-
ening of business activity would tend toward a contraction of loan
demand with the result that banks would purchase Governments as
the easiest way of maintaining earning assets. Such purchases would
strengthen the price of Treasury obligations (i. e., depress yields).
Obviously, there are other factors than those mentioned here that act
upon interest rates in the market, and likewise upon the operations of
commercial banks. But this analysis is sufficient to suggest the nature
of chanores in the securities markets and something of the manner in
which tiey may influence the determination of interest rates.

The tendency toward instability is accentuated by a further charac-
teristic of banks' dealings in the security markets. This is the fact
that commercial banks as a group are likely to behave in an approxi-
mately similar manner. Because they are subject to similar pressures,
and possibly also because of the familiar propensity of banks to keep
in step with one another, it is likely that a considerable majority of
them will be selling or will be buying at the same time. The stabiliz-
ing effect that would result if some banks were to buy while others
were selling is therefore lacking and the way is open to strong upward
or downward pressures on price such as the Government bond market
has witnessed in recent years. To the extent that the market has
developed inherent tendencies toward instability, a case may be pre-
sumed to exist for stabilizing action such as a central bank is well
fitted to provide.

Enough has been said to demonstrate, if such demonstration were
needed, that security markets of today are very different from what
they were in an earlier generation. The existence of changed conditions
does not necessarily mean, of course, that the rules and practices of a
former time have become obsolete, but it does suggest that support for
them must be founded on something firmer than nostalgia for the past.
And it is surely not amiss to question, first, whether central bank in
general and the Federal Reserve in particular have given sufficient
recognition to the bearing of recent changes upon traditional concep-
tions of market behavior and, second, whether prevailing meastires
are properly adapted to meeting the problems that are certain to be
encountered in a world of enormously expanded public debt.

730



FINANCIAL CONDITION OF THE UNITED STATES

LReprinted from the Review of Economics and Statistics, vol. XXXIX, No. 1, February
19571

MONETARY POUCY AND EcoNoMIo CHAoz

By C. R. Whittlesey

The purpose of this article is to examine certain aspects of Federal
Reserve o icy in relation to the bearing of various changes which have
occurred-in the economy during recent decades. The discussion will
be concerned first with a number of current issues and later with
various unresolved problems which are of less topical, but perhaps
somewhat greater theoretical, interest.

I. ADAPTATION OF MONETARY POLICY TO CHANGING CONDITIONS

The description of politics as "the art of the possible" applies like-
wise to public policy in general and to monetary policy in particular.
To say that centralbanfing is an art rather than a science, as both
students and practitioners of central banking have been accustomed to
do, is not to deny that, in this as in every other branch of applied
economics, scientific methods and a scientific attitude can be extraordi-
narily fruitful. But the fact does remain that central banking is an
art. The principal weakness of central bankers lies not in any failure
to recognize that fact but in deciding what constitutes the possible
when it comes to the application of their art.

The main difficulty confronting central bankers is that what is
possible for central bank policy is in no sense an absolute. It is not
that what is ossible is merely a matter of expediency, although ex-
pediency undoubtedly has to be considered; the policymaker who
disregards what is realistic is only a little less ridiculous than the one
who forgets what is ideal.1 The more baffling consideration is that
what it is possible for central banking to 'accomplish, and by what
means, is relative to many things. These include such internal con-
siderations as the objectives to Which it is committed, the guides avail-
able to it, the instruments at its disposal. They also include such
outside factors as the state of the economy, the international climate
both political and economic, and the attitude of the public. While
some of these endogenous and exogenous elements are subject to ac-
curate determination or control, others clearly are not.

To suggest that the problems of the practitioners of the art of central
banking is difficult is not to imply that they do as good a job as can
legitimately be asked. A better job can be expected, however, only
through heightened sensitivity to the changing environment in which

t A former member of the Board of Governors once privately defended his failure to
vote for more vigorous measures on the following grounds: More positive action would
have been likely to provoke strong criticism In certain quarter. As a consequence,
Congress might have been Induced to interfere with the Board by unpoing restrictions or
revoking autoriations previously conferred. Better to retain power. which they do not
use than to run the risk that, by usinr them. so much opposition would be built up that
the powers would be taken away. While the utility of having powers which are not
employed may seem somewhat obscure, it canbe arguedtat a greater emergency might
sometime arise in which they would be put into e Lect. The same ofieial was opposed to
efforts to add to the Board's powers even on a standby basis for fear that Congress would
Interpret this as a bureaucratic grasping for power and, far from extending the Board's
controls, would react by cu:blng or removing some of those already at the Board's disposal.

It is not possible to prove that this line of reasoning is wholly mistaken. But it clearly
rationalizes a policy of inaction and makes a virtue out of weakness. AlU this i the name
of realism.

2 2-4". $--I
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central bankers operate and increased willingness to modify central

bank actions in the light of these changes. And it is highly probable

that the ressure to effect these adaptations will have to come mainly

from students of the art who are outside the system itself.'

Free vernum artificial marketM
In the period after the Treasury-Federal Reserve accord the Board

of Governors embraced the ideal of free security markets with great

zeal. "Maintenance of orderly conditions" as the announced pol.cy

goal gave way to "prevention of disorderly conditions," and this m

turn to "correction of disorderly conditions." The last of these for-

mulations signified that the Federal Reserve authorities would re-

frain from action except to remedy a situation which had already

proceeded too far. The stand taken by the authorities gave evidence

of hardening into the doctrinaire attitude that there was no tolerable

intermediate position between laissez faire and a rigid commitment

to support Treasury obligations at par such as had existed before the

accord.
A possible compromise, one consistent with practices followed in

other markets, would have been to differentiate between interference

which is likely to produce a more, and that which is likely to produce

a less, ideal market. The latter (and undesirable) type of interfer-

ence would include actions designed to hold prices more or less con-

tinuously at levels different from a long-run normal. The former

(and presumably desirable) type of mterference would include

actions designed to restrain excessive deviations from that norm.

The deviations would be assumed to be excessive if they were clearly

based on rumor, speculation, or temporary abnormalities of suPPl

and demand, especially if the fluctuations appeared to be of a self-

inflammatory character. To admit that it would sometimes be diffi-

cult to determine whether price movements were of one character or

the other is not to agree that they would never be clearly distinguish-

able. The fact that orderly marketing provisions have been intro-

duced in other markets is a recognition that completely free operation

of supply and demand is not synonymous with ideal markets.

2 Professional economists'afld other students of central banking have the advantage that

they are relatively free from the political pressures to which central bankers are subject.

In the nature of things, also, they are a more Inquiring, nonconformist breed of men.

They are not Immune, of course, tn the human tendency to rel unduly on ret atively

shorarun perspectives. One may recall the remark by Profeo in to the efect

British economists tend to derive their theories from the events of the recent past (Tiae

Problem of Employment Stabilization, New York, 1949. 161).
A striking example of changing beliefs with respect to central banking has to do with

the effectiveness of monetary pa l ices it combatting Inflation and deflation. In 1930

Keynesdeclared that It was easier for the monetary authorities to combat deflation than

in=lation (Treatise on Money. vol. 1I, 253). This conclusion was presumably Influenced

b the strong Inflationary pressures loose in the world during the preceding years. Under

e influence of deflationary conditions In the 1980's precisely the opposite opinion came

t l. Attempts by central bankers to overcome deflation were likened to pushingto prevail Atep 
e essed valldi atte

on a atg. Even though the conteutitz may have po if h time,

amounted to the substitute of ansdogy for analysis. If the figure or a rod is put In
re of a stri the force of the argument disapears. The point is not

ta the. rod flag V. andth str n analog fae. Rather It is that the one

maj apply" at one time and the ether at another time.
0t remained for the Inflationsry conditions after World War 11 to bring about a return

to the advanced a quarter of a century earlier n Te Economist of
London remarked In its issue of October 29, 1955 (p. o prevelling but "still

unproven view that bank rate is very much less eective in conditions of rising production
than f falling rices"
The fault with both generalizations about controlling Inflation or deflation by monetary

means is that they leave out of account the bearing which the state of the economy has on

the effectiveness of monetary controls. In the years after World War 11 we may have
had a situation where Keynes' view approached much more closely to the truth than It did
in the 1930'--thougb not. it may be mid, for the reasons given by Keynes.
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The foregoing analysis rests on the assumption that when the author-
ities interfere with free market forces their intervention will be dis-
cerning and moderate. Opposition which the Board of Governors
expressed to intervening in the securities market was based on the
assumption that its interference would be undiscriminating and arbi-
trary. Reference was made to "the constant possibility of official
action, which from the standpoint of investors and market interme-
diaries would often seem capricious" and to "the danger that operations
by the Federal open-market account may, if eaeouatd through faulty
techn'q8, exert an unduly disturbing or even disruptive effect upon
the market for United States Government securities."8 It was said
that not only are open market sales made from a huge portfolio held
by the Reserve banks but "for all the market knows, they may be the
forerunner of many more sales to come."'4

If the Federal Reserve were to act capriciously, on impulse, or in a
faulty manner and without reliable statistical information, the con-
clusion would no doubt follow that "transactions initiated by the Fed-
eral open market account, particularly transactions in intermediate
issues, may seriously affect the efficiency of the market." But the
entire history of the Fiederal Reserve indicates that it can be counted on
to act carefully, with circumspection, and on the basis of full analysis
of factual information. Past actions of the Board may be open to the
criticism of undue caution but never of caprice. The general tenor of
the Board's comments from which these quotations were taken goes
far beyond the limits of official modesty. It amounts to a declaration
of responsibility. Comparable examples of self-slander must surely
be rare in the history of central banking.

The opinion has frequently been expressed that Treasury and Fed-
eral Reserve officials were unrealistic in sugesting that the market
for Government securities can be thought ofindependently of actions
taken-or not taken-by the Federal Reserve. When the Federal
Reserve changes the amount of available reserves it clearly alters an
important element in the supply of and demand for Government
securities. At different times the price of Government securities
has changed for no other reason, apparently, than rumors of an
impending change in the level of reserve requirements. And the
bond mar et was never more clearly influenced than by what was
interpreted as the announcement of a policy of noninterference by
the Federal Reserve in the spring of 1953.

The Board's opposition to artificial markets in Government secu-
rities was one phase of the countrywide impatience with restraints
which followed the experiences of the war period. Their opposition
was strengthened by recollections of uncomfortable moments which
the Board had enduie while rigid pegs were being maintained.
Questions still remain as to whether the Board distinguished as
clearly as it might have between different types of interferene and

SHearins before the Subcommittee on economic Sta1inst1on of the Joint Commaittee
on the Economic Report. December 6 and 7, 1964 (Wask'on. 1954), 16 and 11. titaIesd.: J, H;Jerea.fter referred to as 1954 hear ngs.

aIbid. 20.
An analogy drawntby Secretary of the Treasury Humphrey, wherein he likened the

market for (Jovernment onds to the market in which a farmers wife sells eggs, wasn the

tetfretuisiriiuebSeaoDogaad te Se194baig20an Joint Committee on the Economic Report, hearings on the President's Report (Wash-
ington. 1955), 42&-37.
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whether it underestimated the skill and success with which an inter-
mediate policy might be pursued and overestimated the tendency of
moderate interference to degenerate into rigid support.

A dilemma exists, in that freedom of the market, strictly construed,
is inconsistent with freedom of the central bank. It is the purpose
of a central bank to achieve a more ideal market, which is not identical
under all circumstances with a freer one. An hard and fast rule is

a limitation on the freedom of the central ban to maintain the flexi-
bility which is essential to central bank policy. The "bills-only rule,"
whereby open-market operations were confined to Treasury bills, and

which was part of the paraphernalia for achieving a free and broad-
ened market for Government securities, was unnecessary for dealing
in short-term securities whenever the Open Market Committee found
it in the public interest to do so. But it was an obstacle to freedom
of action (flexibility) in case the committee should at any time find

that a different policy was called for. Allan Sproul, then president
of the Federal Reserve Bank of New York, stated the issue very clearly
when he warned that the Federal Reserve authorities were "in danger
of placing ourselves in a straitjacket which would not permit us to

accomplish what the Congress and the public might expect us to

accomplish in terms of monetary management."1

Changed character of the bond market
It may be suggested that the firm stand taken by the Board of

Governors on the issue of confining open-market operations to short-
term securities implied a "small debt approach" to its responsibilities
which may be inapplicable to the world of today. Is the idea of

refraining from suporting action at a time of Treasury borrowing
realistic in a situation where Treasury financing has assumed present-
day proportions? Can the Federal Reserve undertake to remain aloof

from the bond market when the marketable debt amounts to $230

billion with the same assurance as when it was one-tenth that amount I
The price of Government bonds has fluctuated widely in recent

years. Between 1952 and 1956 the price of long-term Government
bonds showed wider fluctuations than the price of second-grade co r-

porate bonds. Such a situation is as foreign to historical precedent as

it is to normal expectation. It can only signify a considerable change

in the character of the bond market. This conclusion does not prove
that conventional policies are mistaken; nevertheless, it suggests that

caution should be exercised in assuming that conventional policies are

correct for conventional reasons.
The increased instability of the Government security market ap-

pears to be largely a result of the portfolio operations of commercial
banks. Today, Government securities occupy the place once held

by call loans as a medium for the adjustment of reserve positions by

commercial banks. Commercial banks are the largest holders of

Treasury obligations, and fluctuations in the magnitude of these hold-

ings are sharper and wider than in any other group of holdings. It is

reasonable to suppose, therefore, that changes in buying and selling by

commercial banks are an important cause of change -in the demand
and supply of Government securities and thus of fluctuations in the

yields of Governments.

11954 hearInMl 225.
8Cf. Ervin Ml,.r. Monetary Policy In a Changing World, Quarterly Journal of Economies,

Li (February 195). 28-28.
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This hypothesis is supported by examination of what happened to
bank portfolios in different periods when the interest rate on Govern-
ment bonds was changing. We find, for example, that the rise in
yields in 1953 took place at a time when commercial banks were reduc-
ing their holdings of Government securities. The turnabout in yields
at the middle of the year coincided with a sharp rise in commercial
bank holdings of Governments, a rise made possible in part by the
reduction in member bank reserve requirements. The rise in yields
in late 1954 and early 1955 and again later in 1955 and 1956 occurred
at times when banks were liehtening their portfolios of Governments.
In explaining what lies behind the actions of commercial banks in in-
creasing or decreasing their holdings of Governments, a major factor
to be considered is the demand for commercial loans.

It may now be tentatively suggested that the sequence of events is
somewhat as follows: At a time when loan demand is strong and addi-
tional reserves are not readily forthcoming from the Federal Reserve
or elsewhere, commercial banks are likely to cut down on the volume
of Governments they hold in order to facilitate an expansion of loans.
The selling of Governments by banks tends to force their prices down
(yields up). Conversely, at a time when business is slackening, loans
begin to decline, and banks, with the resources thus made available,
turn to Governments as the simplest means of maintaining the volume
of earning assets. The effect of this buying by the banks is to drive
up the price of Government securities (lower yields).

The foregoing analysis is obviously simplified. It takes no account
of the maturity distribution of bank portfolios of Governments, and
it ignores other holders of Government securities. Its purpose is to
emphasize, even at the risk of overemphasis, the importance of com-
mercial bank dealings in the Government bond market. But this is
only part of the story. There is the further fact that commercial
banks as a group are likely, in the very nature of things, to behave in
a roughly similar manner. If some were selling while others were
buying, the market would not have the same tendency to be unstable.
But because they are subject to similar motivation and possibly be-
cause of a certain propensity toward following the leader,10 there is a
tendency for the majority of banks to be selling or buying at the same
time. Thus the way is open to strong upwad and downward pres-
sures such as may account for the fluctuations in the Government bond
market in recent years.

Even apart from the interpretation presented here of new and po-
tentially destabilizing forces in the Government security market, it is
clear that the existence of a large national debt, distributed as it is
with respect to ownership and maturities, constitutes a distinct con-
trast with the economic conditions that existed before World War IL
The question this poses is whether the prevailing attitude of the
Board of Governors, with its insistence on aloofness and on con-
fining its operations to the short end of the market, has taken suffi-

0 Other Influences such as a change in reserve requirements may also affect their dealings
In Governments.

*This similarity of behavior i partly a characteristic of banker psychology and not
Just a reflection of the leadership provided or pressure exerted by the central banking
authorities. It is distinct also from the group response remarked upon by Keynes In the
Treaties on Money In his famous analogy with party belnvior (tipsiness and sick head-
ache). The similarity referred to here has manifested Itself repeated at times, such as
during the 1930's, when reserves were redundant and to all Intents and purposes banks
were independeat of monetary restraints.
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cient cognizance of the change that has thus transpired." Or does
the small-debt philosophy still linger on in a period that is con-
spicuous for the great size to which the debt has grown I

H. UNRMLVED PROBLEM

The "locking-in" effect
The view has come to be widely accepted among both lay and pro-

fessional followers of central banking that permitting a decline in
the price of Government bonds is an effective means of preventing
their sale, particularly by institutional investors. This alleged de-
terrent effect is sometimes referred to as a blocking-in effect or
liquidity trap. The reasoning proceeds from the fact that insur-
ance companies and other institutional and noninstitutional investors
hold large amounts of long-term securities. Some of these securities,
notably Goveritments, are treated as relatively liquid assets as long
as they are selling above cost. As long as their price remains rela-
tively high they can be sold without loss or, conceivably, with a cap-
ital gain. If a decline in the bond market were to cause them to fall
below cost, selling would entail a capital loss. Recognition of such
loss in an accounting sense can be avoided by holding on to the s
curities as long as they are selling below cost. In the case of such
safe securities as Governments, it is always assumed that final re-
demption will be at par or above, so that tYe abstention from selling
involves no significant risk.

The essence of the argument is the contention that investors are
extremely reluctant to accept capital losses through sale of securities
below cost. It is assumed, therefore, that a decline of security prices
below par will "lock in" the holders of long-term securities, i. e
induce them to refrain from further selling. Action of the central
bank in tightening money rates, i. e., depressing the bond market, is
thought of as having the effect of springingn" the liquidity trap.1'3

The popularity of this argument among Federa Reev exers
and students of central banking, as well as businessmen, is sufficient
indication of its persuasiveness. Unfortunately the record has con-
tradicted the theory upon various occasions. Following the Treasury-
Federal Reserve accord, for example, the sale of governments by life
insurance companies, far from decreasing, rose with the decline in

oficia recognition of the point made here was given In testimony by Mr. Martin In
195. Tbe Open Market Committee'. departure from strict adberenee to the bills-only pol-
icy a few months before was defended on the ground that moderate purases of Inter
diate securities might make It possible to avoid larger purchases ofbirls nd thus result
In a smaller net creation of reserves (hearings on the President's Report, 1956, p. 802). This
was a iaificant endorsement of views advanced earlier by various economists.

"5Thin is a minor oversimplification. strictly speaking, the argument should be confined
not to declines below per but rather to delIna below eost. This will vary, of course, for
diferebt holders. The am possibility of los wuld arise not only at se below par hut
also i cases where bonds, bought at a premium and not yet amortized down to par, ar
sold at prier above par, eonetvably csidembly above. Likewise If securities wen

acurdbelow par they could also be sold below a without any book loss necesrl
resulting. Tne meential points the elect of a delne below the price at which theecueri-
ties apper on the owner's books.

ftbe allege effectivemess of rising yields as a deterent to the selling of goernents
Is discussed at some lengt in the Patman doemests, Monetary agen Voll and
Debt. Part T63-4. Cf. also Albert 0. Hart,... o0 er oulbo tsm nto
bme* yi permitting yield to rise somwhat" American R1conomic Review. xLV

(KyI ). 410. That similar viwpo abroad may "erh inferred fom the
ottolfreve A. 3. rire oenetFiance am= Policy in Postwar

= Nitain ( 10551. 190 . "mles nVerely few Individuals or i=01:t81:s0
Wimll Iimlate seu fies at a los so that duri a low bond prime, mta hee
leel as' ludem will b active."
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prices of Government bonds. This failure of statistical evidence to
conform to alleged expectations was either ignored or attributed to
special circumstances. Occasionally it was suggested, rather lamely,
that the increase in sales of Governments at this time would have
been even greater if the liquidity trap had not exerted a restraining
influence. A better explanation of the failure of the statistical record
to corroborate the theory is that the theory of a locking-in effect rests
upon an incomplete analysis of the motivations which underlie investor
behavior. More specifically, the argument as customarily advanced
underestimates two important considerations which influence the
actions of the managers of investment portfolios.

In the first place, the argument leaves out of consideration other
developments occurring in the market at the same time. A drop in
the market price of Government bonds is equivalent to a rise in their
yield. If this were the only change taking place it would indeed
provide an inducement for holding on to Governments. But if at
the same time the yield on other types of securities were to rise even
more, the spread in yield would thereby have widened; consequently,
there would be more inducement than before to sell Governments i
order to take advantage of the greater spread in yield through ap-
propriate switches. Thus the argument as usually presented makes
the mistake of looking on the level of yield on Governments rather
than the spread between this and other available yields as the factor
which governs the profitability of selling Governments or holding
them.

The argument also abstracts from the bearing of very important tax
considerations. A company may deliberately choose to establish
a capital loss as a means of effecting a tax saving through charging
the loss off against a capital gain elsewhere. This is a further, and
at the present time a highly important, consideration bearing on
the net in to the investor from holding onto its Governments or
from shifting, even with a capital loss, to some other investment.,

In the second place, the argument fails to make allowance for
expected future movements of security prces. It is highly unlikely
that a decline from 100 to 98 will be effective in preventing sales if
it is expected that the price will shortly drop to 96. And if the initial
decline gives rise to an exetation that a further drop is likely to
occur, it will have precisely the opposite effect from that which is
customarily assumed. In such a situation, selling helps to drive
prices down, thus confirm'g the negative expectations and contribut-
ing to the e tation of further declines. This is p e1 what
happened in t e spring of 1953. It was not the low evel o prices
reached at that time that brought an end to the downward movement
of bond prices, but indications of a change in policy by the Federal
Reserve. When it became apparent that the Federal Reserve was
prepared to intervene, the public quickly jumped to the conclusion
that the bottom of the market had been reached. Expectations of a
decline gave way to expectations of a rise in bond prices. These
expectations, in turn, stimulated the market actions which tended to
confirm and strengthen the expectation of rising quotations for
Government bonds.

Expectations are a powerful influence in the bond market. At
various times in recent years, expectations have been fed and price
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behavior influenced by rumors of changes in reserve requirements and
discount rates and by reports concerning the rate about to be set on
new borrowing by the Treasury.

The trouble with the locking-in generalization is its oversimplifica-
tion of investor behavior. No theory, after all, is any better than the
assumptions on which it rests. This particular theory rests on much
too narrow a conception of the motivations of institutional investors.
In particular, it assumes that their actions are governed to a decisive
extent by the desire to avoid book losses. Such losses are admittedly
a consideration. But investors are also affected by other considera-
tions. These other considerations, moreover, may be far more in-
fluential in determining the actions of institutional investors than
mere book loss.

The shortcoming of the theory of the locking-in effect is that it dis-
regards other significant factors. It is readily demonstrable, for
example, that failure to sell at a book loss, as in situations such as
those indicated above, may result in a lower net gain than could other-
wise be obtained. In other situations as well, sole regard for book
losses would conflict with the desire of investors to maximize net
return. Old fashioned economic theory was by no means perfect.
But surely a theory which starts from the assumption that the desire
to maximize net is of primary importance in the actions of business-
men is more to be trusted than theory such as this that rests on far
flimsier and more ephemeral assumptions."
The flexibility-inflex ability paradox'

When interest rates were allowed to rise in 1952-53 a sharp con-
traction in the volume of new lending on VA and FHA mortgages im-
mediately followed. This experience has frequently been referred to
as a classic demonstration of the effectiveness of flexible money rates.
A little analysis will show that it demonstrates nothing of the sort.
What happened was that the rate allowed on such mortgages remained
frozen while other rates were allowed to rise. The prevailing pattern
of yields was thus distorted, with the yield on guaranteed mortgages
far below, relatively speaking, the yields on other types of investment.
The flow of investment into mortgages was reduced, presumably as a
consequence of this differential in yields.

The restrictive effect on the volume of mortgage credit resulted not
from the rise in rates per se but from the combination of a fixed
rate on guaranteed mortgages and rising rates elsewhere. It was the
reflection not of genuinely flexible interest rates but of a discrimina-
tory policy, with some rates flexible and some fixed. The paradox
is that the effectiveness, as an instrument of credit control, of the
flexibility of interest rates which were allowed to move was condi-
tioned upon the inflexibility of other rates which were prevented from
moving.

The net effect of this combination of flexible and inflexible rates was
somewhat analogous to the operation of selective credit controls.

'"The foregoing Is not intended to suggest that there I nothing whatever in the view
that a fall in price may act as a deterrent to selling. If price were to fall an rapidly or go
so low that a sizuificant and early recovery were strongly Indicated. Investors would per-
haps be encouraged to bold on. This Is Just another application of the point noted above
that expectations are an important factor in Investment deelsinL It would utill be neces-
sary, however, to take Into account what was occurring, el=where In the market. At bes
the locking-in Idea Is a half truth which, through continue repetiiOn, ha itlned undue
acceptance. It Is aL though it were asumed that a half truth twe told become a
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Theoretically a similar result might have been achieved by lowering
the rates on guaranteed mortgage credit alone while other money rates
remained unchanged. The main conclusion to be drawn from the
1952-53 experience with mortgage credit, therefore, is that it appears
to illustrate the effectiveness of discrimination, not of flexibility, in
the management of money rates.
The "insurance money" paradox

In the spring of 1953, at a time when interest rates were rising
sharply, the chief investment officer of a large insurance company re-
marked to a friend that officials from a certain industrial concern were
coming in to obtain some "insurance money." This, he explained, was
his name for borrowing which was based merely on a desire to make
sure that possible future needs were covered at rates no higher than
those then prevailing.

Borrowing designed to protect the borrower against the possibility
of a further rise in interest rates may at times make use of standby
agreements, that is, commitments to lend at stipulated rates of interest.
A small charge (one-eighth to one-half percent per annum) is ordi-
narily made until the option is either exercised or canceled. At other
times it takes the form of borrowing a larger sum than is required or of
borrowing earlier than would normally have been the case.

In its annual report for 1953 the Board of Governors reported a
large increase in capital flotations in May and June of that year
"partly reflecting the fear that funds would be harder to obtain later
on" (p. 94).13 An officer of one of the Federal Reserve banks reported
a New York financier as having declared that he knew personally of
borrowing amounting to over $600 million which was pushed forward
from the third quarter to the second quarter of 1953 for no other reason
than to protect against having to pay higher rates than were then
available.

To what extent the stimulus thus given to borrowing offsets or con-
ceivably outweighs the restrictive effect of the higher cost of borrowing
entailed in the rise of money rates is impossible to determine.1  It
is not difficult to demonstrate that higher rates have contributed upon
occasion to the postponing of borrowing operations or even to their
cancellation. It is no less true, however, that individual cases can also
be found like those just mentioned where borrowing operations were
advanced or induced. On the face of it there is no way of determin-
ing which tendency, if either, predominates. It is important to recog-
nize, however, that the common disposition to assume that the restric-
tive influence outweighs the stimulative influence may merely reflect
the particular brand of static supply-and-demand analysis on which
most of us have been brought up.

By examining totals one can observe whether the net change in the
volume of credit was up or down following a rise in money rates, but
this does not prove what the effect of the restrictive action was: We
still do not know what would have occurred in the absence of the

0 Cf. the statement by Richard YoungdahL of the research staff of the Board of Gover-
Dor, that in the spring of 1958: "Credit demands remained Intense hut part of the demand
was not for Immediate use but in anticipation of needs by borrowers who wiphed to be
certain their future requirements would be covered." Amerkas Eoosonie Revkewp KLV
(May 1955). 408.

*9The possiblity that borrow may be stimulated 1o the manner Indicated does mot
necessarily mean, of course, that there will be a similar efet on real investment.
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measures taken. If total outstandings increased it is possible that
they would have increased even more in the absence of the rise in rates,

so that the influence of the higher rates was genuinely restrictiv.
But it is also possible to argue that a decline in total outstanding i

likewise no demonstration ol restrictive effects since the decline might

have been still greater without the rise in rates.

Savings effect of interest rate changes

The preceding example related to the manner in which a change in

interest rates may induce shifts in the schedule of demand.for redit

and thereby tend to counteract the effect which a change in interest

rates is ordinarily assumed to have on the demand for credit. The

next point relates to somewhat similar offsetting tendnAicies vith r-

spect to the effect of interest rate changes on saving and thereby pre-

sumably on the supply of credit.
Lot us assume that a rise in interest. rates is the result of central-

bank action designed to promote economic stability and also that. the

public believes that such a rise will contribute appreciably toward at-

tainment of that goal. If we accept the further assumption that one

of the important motives for saving is uncertainty, e. g., that people
save in order to provide for a rainy day, we immediately find our-

selves involved in a paradox. A reduction in pessimistic expectations
because of the stabilization activities of the central bank may lessen

the incentive to save. To the extent that consumption is encouraged
by the assurance afforded by the central bank, the result is to offset

the restrictive effect which the rise in interest rates is presumed to

have on investment," thereby tending to sustain income and expendi-

tures at existing levels.
The capitalization parade

Renewed interest has come to be directed toward the transmission
of the effects of interest rate changes by way of the capitalization of

assets. Higher rates accompany lower prices of long-term bonds and

other fixed income assets. A decline in the prices of chese assets is

alleged to have a chilling effect on the spirits of the people, since no

one relishes the sight of a shrinkage in the market value of his assets.

Thus higher interest rates go with a fall in the prices of real estate.
bonds, and the like: 1i this with greater pessimism and caution; and

these with a reduction in the demand for new investment.

"The presumption of a restrictive effect on Investment may also be open to challenge
under the circumstances indicated. It can hardly b supp d that the marginal efficiency

of capital will remain unchanged if the rise In ints
the future stability of business. Profit expectations would presumably be raised and

the risk of loss diminished because of the lessened probability of fluctuations In price and
einplnyent. The correspondingly greater Inducement to invest ma be expected to

srnghen the demand for credit, tending to offset the restrictive elect on investment

which results from the higher cost of borrowing.
The point both here and above Is that confidence in the ability of the central bank to

acmplish its objective may tend to destroy the validity of the reasoning whereby the

ability of the central bank to accomplish Its objectives to ordinarily explained. (In many

situats of course, confidence In the ability of the authorities to accompli their

alms Is favorable to their attainment.) This to not to sugest that public confidence In

eentral-bank polI disadvantageous but that It may call for modification of the expiana-

tici' of how moetry policy operates, as well as for modification of the techniques actually

lf'Zostionof causality between interest rates and capital values Is rather Intricate

and cannot be entered into at this time. The statement sometimes encountered (even In

high places, as witness tie Annual Report of the Board of Governors of the Federal Reere

System for 1954, p. 6). that an Inemse in yields cause a decline In the price of long-term
securities is. of course. smple nonsense. Clearly the rise In yield ano fall In prisc Is

merely an Idntity. IT only way a decline In yields on Governawnt bonds can maifest
Itself Is by a failnt their prime and likewise wheener the price of Goverwumts falls thi

constitutes a rise in the rate of yield on them. On the other hand, Professor Hansen has

-El p

P
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Let us suppose, however, that weakness in the bond market encour-
ages a shift out of bonds into stocks, both directly and through the
channeling of new funds into stocks rather than bonds.19 And assume
that the natural consequence of this redirection of investment funds
is to contribute to buoyancy in stock prices. What of the possible
stimulative effect of this on public psychology I Will the ush of the
stock market neutralize, or perhaps even overbalance, the drg of the
bond marketI

That this question is far from hypothetical is indicated by the fact
that the two periods of notable heaviness in bonds, 1952-53 and 1955-
56, were periods of ebullience in stocks. We can always retreat, of
course to the easy conclusion that the higher rates helped, at least, to
control the stock market boom, i. e., that, even though the desired con-
traction did not materialize, the expansion might have been even
greater without the increase in interest rates. Here again, however,
we are up against conjectural history, and the probability is strong
that.preconceptions and past indoctrination will influence our final
opinion.

It is not possible to say which influence of those mentioned here may
be expected to exert the greater effect. But surely it may properly be
suggested that there is need for caution in drawing easy conclusions
from the capitalization idea and likewise that there is need for further
study of the entire question.

A similar note of questioning and caution also applies generally to
central-bank policy.20 The simple fact is that precise conclusions are
impossible on most matters in this area. Not only do other factors
almost invariably enter in, but with changing economic and psycho-
logical conditions responses are seldom twice the same. The moral
is plain that central bankers require a full complement of instruments
and a flexible approach to their problems. This is the one sure con-
clusion that can legitimately be drawn.

offered the observation that while this reciprocal relationship may be accepted as apping
to bonds and mortgages, it should hardly be regarded as applying to all types of capitalised
assets. In the case of real estate, for example, It may be correct to say that higher inerste
rates are the cause of a fall in real-estate values. The distinction obviously merits onsid-
eration, but I not essential to the present discussion which is confined to the market for
bonds and stocks.

" The possible causal relationship is expressed in this form since the present discussion
Is concerned with a rise in interest rates (fall in the price of bonds initiated by the
central bank for the purpose of curbing stock-market activity. The rise in discount rates
In April 1956 was acknowledged by Federal Reserve officials to be motivated by such con-
siderations In terms of market behavior it could be argued that a shift from bonds to
stocks is likely ot occur not because bonds are weak but because stocks are strong. A rise
In stock prices cause of the expectation of higher earnings In a period of boom may
induce a shift from bonds to stocks and thereby contribute to the higher level of Interest
rates which tends to characterize the latter phases of expansion.

OThe foreglng discussion by no means exhausts the subject of unresolved roblems,
either as to their number or as to what might be said about them. Moreover, other prob-
lems are certain to crop up from time to time. During the period of tight money In 1954-
57, for example, frequent mention was made in Federal Reserve publications and elsewhere
of the tendency for higher interest rates to Induce more active turnover of money. This
suggests that the restraininir Influence which the general instruments of credit control
purpor"y exerted through limitation of the quantity of money was at last parutally
offset by the stimulus given to Its rate of use.

Contemporary comment on the rise in velocity emphasized simllarities In the effect o
changes In the volume and the rate of use money as far as p rices and Incomes are con-
cerned. It failed to call attention to the fact that an expnion the volume of cireu-
lating medium may be resumed to Involve the purchase of Treasury obligations and other
credit Instruments by =,anks whereas an Increase In velocity does not. It to In accord
with the analysis presented above to offer the opinion that this diffesrene may constitut
a signflcant reason for past and prospective swings in Interet rates.
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Dearborn, Mich., May 31,1958.Hon. HARRY F. Bin,

Chairman, Committee on Finance,
United States Senate, Washington, D. C.

DEAR SENATOR Bnw: Enclosed is my statement in response to your
questionnaire on the financial condition of the United States. lam
most grateful for the extension of time you kindly granted me.

Sincerely yours, THEODORE 0. YNTEKA,

Vice President, Finance.

SENATOR BYiD's QLESTIONNAIRE, FEBRUARY 17, 1958
Question 1. Give a definition in your own words of deflation and

inflation.
Answer. Inflation and deflation have various meanings. For the

purposes of this discussion I shall define them as follows:
Inflation-The phenomenon of rising prices.
Deflation-The phenomenon of falling prices caused by a de-

cline in demand.
There are two main types of inflation: (1) demand-pull inflation,

in which there is an increase in the volume and/or velocity of money
and in which demand tends to outrun supply; and (2) cost-push
inflation, in which there is upward pressure on wage rates and/or the
prices of other factors of production, even though labor and materials
are not in short supply. Cost-push inflation is usually accompanied
by an increase in the volume or velocity of use of money, but this need
not be the case if the cost-push inflation occurs in a recession. In
actual experience we do not get pure cases of demand-pull inflation
or cost-push inflation. Nevertheless, some inflations have their origin
primarily in an expansion of demand and others in a rise of costs.

In this connection, it is worth noting that cost-push forces will
accelerate and aggravate a demand-pull inflation. If labor and busi-
ness are swift to raise wages and prices on the least pretext, and if
wages and material costs are subject to automatic escalators, a bulge
in demand and a rise in prices in part of the economy will spread
rapidly through the rest 6f the economy, producing a much more
rapid upward spiral of prices and costs than otherwise would occur.

A decline in the price level may be due to a falling-off in demand
or to a decrease in costs made possible by improved productivity.
When the decline in prices is caused by reduction in demand, this
phenomenon is deflation. On the other hand, a price decline caused
by lowered costs and increased productivity is not properly termed
"deflation." Deflation-a decline in prices caused by falling demand-
is accompanied by a contraction in the money supply or a reduction
in the velocity of money use, or both.
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Question 2. Explain how you believe the econom yof the United

States can best avoid either inflation or deflation. If you think pres-

ent laws should be changed or new laws are required, then make

specific suggestions.
Answer. A money and credit economy, producing durable goods in

large volume, will have cumulative tendencies toward inflation and

deflation. These tendencies cannot be curbed entirely without seri-

ously impairing individual initiative, freedom of action and economic

progress. They can, however, be kept from developing into severe
ms and depressions. The most important means to this end are:

(1) A money and credit system that will not collapse and will
provide adequate liquidity in depression. In such a system the

money supply can be expanded in depression and contracted in

boom times if necessary.
2. High enough credit standards so that a large volume of

forced liquidation of loans and bad debts will not develop in a
recession.

3. Automatic stabilizers, such as pay-as-you-go taxes and un-

employment insurance, that not only tend to stabilize incomes
but also tend to increase incomes in relation to the supply of
goods and services in depression and decrease incomes in re-

lation to the supply of goods and services in boot. times.
(4) A centl -banking system that will restrain the expansion

of money and credit in boom times and that will ease credit and
increase the money supply in d ression.

(5) Management of the public debt so that it does not thwart
the contracyclical action of t e central bank.

(6) Sufficient competition in labor and in business so that cost-
push inflation will not push up the price level when demand is
restricted by monetary and fiscal means.

(7) Fiscal action to reduce tax rates temporarily im depression
if monetary measures are not adequate to deal wits the situation.

(8) In time of genuine emergency, such as at the outbreak of

war, quick application of price and wage controls.
On all these counts, except one, our institutions and know-how,

though far from perfect, are adequate to give us a fair degree of eco-

nomic stability. And -we could achieve even greater stability if we

would translate the technical economic knowledge we possess into

appropriate action.
The one essential condition for stability that is lackin.g is sufficient

competition in labor and in business to avoid cost-push nation. This

lack will, I believe, be fatal to economic stability unless it is remedied.
At present we have in business outside the regulated public utilities,

competition that varies a good deal in its character from industry to

mdustr. This competition is not "perfect" in the technical abstract
sense of economics which assumes for each market a large number of

buyers and sellers, perfect knowledge on the part of buyers and sellers,
costless transportation and communication, no unattained economies
of scale, instantaneous adjustment of capacity to demand and ide-
pendence of action by each buyer and seller. Competition in business
is not perfect either in the everyday sense: it can be and needs to be
improved. By and large, however, there is enough competition in most

industries to keep prices and profits down to levels roughly equal to
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those necessary to compensate for the risks of the business. The tradi-
tion in business is competition. And there are laws on the books pro-
hibiting monopoly and monopolistic practices-laws that have main-
tained reasonably workable competition in business.

A different situation exists in labor. Labor unions are monopolies
established under the aegis of law. They are given special protection
and even immunities and privileges that are not accorded-ordinary
citizens. They are not subject to much regulation or restraint in the
use of their monopoly power.

During the boom of 1955-57 and in the recession of 1957-58 the
unions have displayed their power to drive up wages faster than pro-
ductivity and to squeeze profit margins. There is no reason to expect
different behavior in the future from labor unions unless their powers
are reduced. We can look forward, therefore, to continued and prob-
ably accelerated cost-push inflation in the future unless appropriate
action is taken.

This problem cannot be cured by monetary or fiscal means. Prof.
E. H. Chamberlin makes this point clearly in "The Economic Analysis
of Labor Union Power."

"To deal with a wage-push inflation by monetary or fiscal policies
is certainly not to dea with causes; it is rather an attempt to create a
counter push by squeezing businessmen so that they will in turn squeeze
labor. It risks economic contraction to sanoting of major indus-

trial strife. An obvious alternative is to diminish the degree of eco-
nomic power in the hands of the unions, so that the pressure may be
reduced at its source." 1

Nor can this problem of labor monopoly and cost-push inflation be
solved merely by increasing the degree of competition in business. The
less able an industry is to pass on increased costs in higher prices, the
easier it is for organized labor to encroach on the profits of that in-
dustry in the short run. Reduced profits, however, mean reduced
investment, retarded growth, and increased unemployment. We shall
still be left with the dilemma of either validating wages that outrun
productivity by increasing the money supply, expanding demand and
establishing a higher price level, or else suffering unemployment.

Industrywide organization of business to oppose industrywide
organization of labor is not a happy solution. Although industry-
wide bargaining tends to equalize the economic power of business and
labor, the results are unpredictable and often injurious to the economy.
On the one hand, business may yield too easily to the union demands,
knowing that if wage costs rise all firms will be affected equally. Or
the opposite may happen: Unable to settle the issues peacefully, the
parties may resort to economic warfare with an industrywide shut-
down and heavy losses to employees, stockholders, others dependent on
the industry and the public at large.

Wage and price controls are still worse as a solution to cost-push
inflation. age and price controls will breed so much economic dis-
location and inefficiency that they will impede and even stop economic
progress. Before long such controls will break down because of ad-
.Min strative difficulties, evasion, and noncompliance.

1 Labor Unions and Economic Policy, p. 29. (The American Enterprise Association,
1958.)
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The only satisfactory way to prevent cost-push inflation induced by
the monopoly power of unions is to reduce that monopoly power.
As a first step, some or all of the legal immunities of labor can be
removed, and unions can be made subject to the laws of the land that
ordinary citizens must obey. (See Roscoe Pound, Legal Immunities
of Labor Unions.!) The removal of the special immunities of labor
unions may accomplish much of the reduction in the economic power
of unions that ik needed to prevent cost-push inflation.

If this first step is not sufficient, the second step would be the develop-
ment of antimonopoly laws for unions and analogous to the anti-
monopoly laws for business. If necessary, it would be possible to limit
federations of locals for collective bargaining to a size that does not
give them monopoly control of labor and wages in an industry and to
prohibit collusion among such federations in economic matters. It may
not, however, be necessary to go this far to prevent most wage inflation.

The problem of wage inflation is relatively new. It began to emerge
in the thirties, but it did not appear clearly until the boom and inflation
of 1955-57 and the recession of 1957-58. Not only is the problem new,
but it is beset by taboos and strong emotional reactions. What is
needed is objective analysis of wage inflation and labor monopoly by
competent, disinterested scholars and the publication of their findings.
As economists in increasing numbers undertake such analysis, as the
economic profession becomes better informed, and as the knowledge
spreads to the public, there will develop a basis for action in dealing
with labor monopolies. At this stage I would not urge specific legis-
lation other than reduction in the special privileges and immunities of
unions. Beyond thnt, I would urge continued investigation of the
labor monopoly problem in educational institutions, in research or-
ganizations, and in Government so that we may have, as soon as
possible, a foundation in technical knowledge and in public opinion for
appropriate action.

Question 3. Comment generally on the monetary control policies of
the Federal Reserve System as exercised within the following years:
1942 to 1957. (You may wish to divide the period into two parts:
1942-50 prior to the accord, and 1951-57.)

Answer. The monetary policy of the Federal Reserve System from
1942 through 1950 appears to have had three objectives:

(1) To supply a sufficient amount of money to the Treasury to
enable it to finance the war.

(2) To keep the level of interest rates low in order to minimize
interest costs to the Treasury.

(3) To provide ample credit and low-interest rates in order to
maintain a full-employment economy.

From 1942-50, the Federal Reserve System appeared to be operating
under the strong influence of the Treasury Department. The national
emergency during the war period necessitated, to some degree, this sub-
servient role. On the other hand, the inflationary pressures during the
postwar period required restrictive credit policy rather than support of
the Govenment bond market. It must be remembered, however, that

'For an excellent discussion of this problem see Statement of Edward H. Chamberlin
before the Subcommittee on Labor Relations, Senate Committee on Labor and Public
Welfare, May 22, 1958.

I The AMrca Enterprise Association, Inc., Washington, D. C.

I
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economic opinion at that time indicated the probability of the usualpostwar recession and that credit policy was dedicated to the preven-
tion of such a development. By 1947, however, the Federal Reserve
System should have been concerned more with restricting inflation
than preventing a b'isiness decline.

With the "accord" in 1951, the Federal Reserve System was nolonger hamstrung by the commitment to support Government bonds.
Since then, the System has used its powers to restrain inflation and
mitigate cyclical fluctuations. I would commend the System for its
courage and its wisdom, but at the same time I would offer these
suggestions in regard to its recent actions.

With hindsight, it is apparent that restrictive monetary measures
were continued too long in 1957 and that the increase in the rediscount
rate in August 1957 was inadvisable. I am inclined to think, too, that
the steps in recent months to ease credit might well have been taken
more quickly.

At present, loans are obtainable by good credit risks, but interest
rates to borrowers are still high. Bank-loan rates and long-term
bond rates are considerably above the levels prevailing prior to 1955.
It would be greatly in the public interest to increase the reserves of
commercial banks and/or reduce their reserve requirements further
in order to exert more downward pressure on sluggish interest rates.

Question 4. Beginning in August 1956 there was an increase in the
Consumer Price Index each month through September 1957, therebycausing a decline in the value of the dollar. What factors contributed
most to this decline in the value of the dollar?

Answer. From March 1956 to December 1957 the BLS Consumer
Price Index rose 6 percent. The BLS Wholesale Price Index started
rising after mid-1955 and was 7.4 percent higher by December 1957.

This increase occurred across the board in practically all categories
of commodities and was not concentrated in any particular group of
commodities.

During. this period there was no sudden bulge in demand and there
were no important shortages of consumer goods and services. Ingeneral, productive capacity was adequate to sup ply the demand for
consumer goods, raw materials were readily available, and, through
the labor supply was somewhat tight, it was possible to increase pro-
duction where needed.

The only important segment of the economy where demand pressed
on available resources was in producers' capital goods and construction
from mid-1955 to the end o 1956. The aggregate Wholesale Price
Index is influenced substantially by these items and thus moved up
earlier than the Consumer Price Index. For commodities common to
both the Wholesale and the Consumer Prices Indexes, the timing
and extent of price rise were similar.

In the period of general price rise from the second quarter of 1955
to the fourth quarter of 1957, total corporate profits after taxes (exclu-
sive of profits from inventory price change which are not included in
total national income) did not rise and then declined sharply in the
last quarter of 1957, showing a decrease over the period of $2 billion.
Unincorporated business and professional income was up about $1
billion and farm income was virtually unchanged. Employee com-
pensation, on the other hand, increased $34 billion.

254 a-48pt 6-86
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In recent years wage rates plus fringe benefits continued to rise at a
rate of 5 to 7 percent per year, while in the last 2 years output per
manhour outsi(Ie of apicuIture rose about 1 percent a year. Wages
outrunning pro(uctivity raised costs and consequently prices, and at
the same time provided higher money incomes to pay the higher prices.

The conclusions from this and other economic evidence are:
(1) The increase in consumer prices in 1956-57 was attribut-

able primarily to the increase in wage rates in excess of the
increase in productivity.

('2) The increase in consumer prices was not attributable to a
bulge in demand or to shortages in supply.

(3) The increase was not attributable to a bulge in corporate
profits.

(4) The increase was general and was not attributable in par-
ticular to price increases on products of large corlIorat ions.

There follow some notes on the increases in the major subdivisions
of the Consumer Price Index since March 1956.

Consumer services account for a third of the index and are supplied
for the most part by unincorporated business, by utilities subject to
rate regulation, and by nonprofit institutions. They increased in price
by 6.7 percent from March 1956 to December 1957. This was on top
of a 12.6-percent rise from December 1951 to March 1956, during the
period when other consumer commodity prices leveled off or declined.
(See exhibit: "Consumer Price Index-Commodities and Services.")

Foods, which currently account for about 29 percent of the index,
contain a small amount of corporation profits in the consumer price.
Most of the difference between retail and farm prices represents trans-
portation, labor cost of manufacturing, and distribution. Transpor-
tation and distribution costs increased primarily because of higher
labor cost. Food prices rose 6 percent between March 1956 and
December 1957. These prices only slightly more than recovered the
decline after December 1951.

Nondurable commodities other food account for an additional 23
percent of the index. The largest segment of this group represents
apparel, the l)rodllction and distribution of which does not reflect high
profits of large corporations. The textile and apparel industry, on
the contrary, is usually plagued with low profits. Apparel prices
increased 2.6 percent from March 1956 to December 1957. Prices of
other consumer nondurable commodities rose 5.9 percent during this
period. The rise in apparel prices merely recovered the decline after
December 1951, but the increases for other nondurables was in addi-
tion to a rise of about 61/ percent from December 1951 to March 1956.

The other element of the Consumer Price Index-consumer durable
goods-has a weight of 14 percent of the total index. Prices of con-
sumer durables increased 5.8 percent from March 1956 to December
1957. Despite the recent rise, these prices were still nearly 3 percent
below the December 1951 level.
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•Question 5. What effect does the management of the current public
debt have upon the national credit structure and the economy of the
United States?

Answer. The management of the public debt has many facets. I
shall comment briefly on only one aspect of the problem, the conflict
between debt management and monetary and credit policy.

In general, debt management should not dominate, but should be
accommodated to, the monetary and credit policy required by the state
of the economy. If this principle is not followed and if the public
debt is managed so as to minimize interest costs to the Government,
the result will be an accentuation of cyclical fluctuations.

Interest costs can be minimized by concentrating the debt in short-
term securities except during a depression when longer-tern issues
can be sold at a low interest rate. The first of these actions, carrying
a large part of. the debt in short-tern securities, provides a huge vol-
ume of near money that can be easily converted into money and used
to increase demand in boom tines. The second of these practices,
issuing long-term maturities in depressions, siphons off investment
funds that might go to business and thus increase the demand for
goods. The ob ervance of such policies without regard to their im-
p act on the cycle would serve to intensify depressions and booms.
It would make the job of the central bank accordingly more difficult
and would result in a real loss of income to the economy much greater
than the possible gain from reduced interest costs.

As a general principle, the Treasury should try to extend the debt
during an inflationary period and should concentrate in the shorter
maturity range in its debt operations during periods of deflation.
Because of the size of the public debt and the problems of marketing
huge issues, it may not be feasible for the Treasury to sell long-term
bonds only during boom periods and refrain entirely from selling
them during a recession.

In time of war or other emergency when the Government must
borrow heavily, the requirements of the Treasury will override the
anti-inflationary policies that would otherwise be appropriate for the
Federal Reserve System. In such circumstances, every possible effort
should be made to borrow on long maturities and from sources out-
side the banking system so as to minimize the expansion of the money
supply and the inflationary effects of deficit financing.

Question 6. (a) Discuss in their relationship to one another and
according to your judgment of their relative and importance, the fol-
lowing three objectives of economic policy in the United States:

1. Price stability.
2. Stability of production, demand, and employment.
3. Economic growth in production, demand, and employment.

L_ 
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(b) With respect to these three objectives, discuss and appraise the
significance of what you consider to be the most important trends
since World War l-during the most recent ., or :3 years-and
especially during 1957.

Answer. Price stability, stability in productionn and employment,
and econoniic growth are all important objectives of ecolomilc policy.

Stability of the general price level is important for two reasons.
First, it is necessary if we are to avoid arbitrary levies on, or wind-
falls to, debtors, creditors, persori with fixed incomes, and persons
with flexible incomes. Ideally, the rice level should decline gradually
as productivity rises, so that all sectors of the economy may share in
the benefits from increased productivity. Second, sufficient price sta-
bility is required so that. money will serve as an acceptable store of
value, and so that plans, decisions, and financial arrangements can be
made satisfactorily in regard to business operations extending over
months and years.

In this connection it should be noted that stability in the general
price level does not imply rigidity or a high degree of stability in the
l)rices of individual goods and services. Individual prices should be
sufficiently flexible to draw resources into the employients where
the 1 will he most productive and to provide a balance between demand

ntsupply.
Stabilit' in production and employment is important for a number

of reasons. Production that is lost in depression reduces the standard
of living and retards the accumulation of capital needed for economic
growth. Depressions and unemployment cause personal hardships
and foster dissatisfaction and resentment. These often lead to at-
tempted remedies that are injurious to the economy. It should be
noted that stability in production and employment in each industry
is not to be exlecied. There will be, and should be, expansion and
contraction in specific industries in response to shifts in demand.
Furthermore, the effects of general business fluctuations are not wholly
injurious; a recession creates the need for increased efficiency and
econo y and these, in turn, contribute subsequently to more rapid
economic growth.

Growth in production should be the major goal of economic policy.
Our rising standard of living is, of course, dependent on such growth.
Economic growth has its roots in improved education, scientific re-
search, engineering development, better organizational and adminis-
trative techniques, incentives (especially profits), and the accumula-
tion of capital. The principal hazards to economic growth are war,
inflation that interferes with the function of money as a store of
value, and impairment of economic incentives by monopolistic prac-
tices, by state controls and by too-hi gh taxation of profits and incomes.

In general, it is unwise to sacrifice economic growth in any sub-
stantial degree for increased stability. The benefits of increased sta-
bility are for the most part temporary, but the benefits from economic
growth are cumulative and permanent.

Among the important trends since World War II, the high rate of
growth in production and the attendant high rate of accumulation of
capital, are noteworthy. To some extent these represent recovery from
the long preceding period of depression and war.

The last 12 years have been notable, too, for stability of pro-
duction and employment. In part this stability reflects the prolonged
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demand for durable goods to build up inventories of such goods to
desired levels. In part it reflects the action of automatic stabilizers
and the decreased sensitivity of our money and credit system to d,±-
pression influences.

The period since W*orld War II has not been one of price stability.
Nevertheless, the snuffing out of the postwar inflation in 1948 was
a notable achievement of one of our most important automatic stabi-
lizers, the pay-as-you-go tax system. At the peak of the inflation
the system produced a $10 billion cash surplus in 4 quarters with-
out any increase in tax rates. The spurt in prices that occurred in
1950 with the outbreak of the Korean war could have been checked
by the immediate imposition of price and wage ceilings. Most of
these controls could have been relaxed at an early date when the
surge in demand subsided.

The most ominous instability of prices since World War II de-
veloped in 1955-57 and continued into 1958. During this period the
rise in output per manhour slowed down markedly. Nevertheless,
wage rates and fringe benefits continued to rise at a rapid rate, much
in excess of productivity. The result was increased costs, increased
prices, and reduced profit margins. In 1956-57 the Federal Reserve
System tightened credit, thus dampening the demand for goods
and services. In 1957-58, a substantial recession developed but wage
rates and consumer prices continued to rise.

These developments are ominous because they indicate that wages
will probably continue to outstrip productivity, thus causing higher
costs and higher prices (in turn, to be validated by monetary ex-
pansion). If stich price increases continue, they will injure still
further people with fixed incomes. Moreover, the inflationary trend
will tend to accelerate as more and more groups try to anticipate it
and protect themselves against it by escalation. The result may well
be an inflation and a profit squeeze that will threaten economic growth
and stability of production and employment.

Question 7. Give your opiniva of the effect on our economy of cur-
rent Federal, Stato, and local government spending.

Question 8. Give your opinion of the effect on our economy of cur-
rent Federal, State, and locol taxation.

Answer. An adequate answer to these questions would require a tre-
mendous amount of special knowledge that I do not possess. I shall,
therefore, offer general comments on only a few points.

Government activity has grown to huge proportions. Referring to
1950, Solomon Fabricant wrote, "One out of every eight persons em-
ployed in the United States today is a Government worker. One out
of every five dollars of the Nation's capital assets--even excluding
public roads and streets and most military and naval equipment--is
Government property. One out of every twenty dollars of the con-
solidated net sales of business is made to Government. " In 1957 total
expenditures of Federal, State, and local governments amounted to
$115 billion.

With Government operations of such magnitude, the receipts and
expenditures of Government assume importance of the first order.
Waste in Government significantly reduces the standard of living. A

,@The Trend of Government Activity In the United States Since 1900, p. &.-National
Bureau of economic Research, Ine., New York. 1952.
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major change in tax rates or in expenditures can dominate and deter-
mine the course of business activity. Built-in stabilizers, such as pay-
as-you-go taxes, unemploynent insurance, farm payments, and old-
age and survivors' insurance beconie powerful defenses against cycli-
cal instabilitv. The distribution of the tax burden influences con-
suniption andI investments, and affects significantly the rate of eco-
nomic growth.

The postwar record, except for the Korean war, indicates that the
balance of Government receipts and expenditures has tended to shift
from time to time so as to counteract. cyclical movements and promote
economic stability. This has resulted mostly from the operation of
built-in stabilizers, but partly also from tax cuts in 1949 and 1954.

The opinion is widely held, and I think rightly so, that the present
distribution of the tax burden tends to weaken the incentives to work
and to take business risks. In support of this position can be cited
the extremely high marginal rates of the income tax, the high tax
on corporate profits, and the double taxation of corporate profits, first
to the corporation and then to the individual. The effects of these
extremely high taxes are mitigated erratically by the lower rate on
capital gains and by a considerable number of special arrangements
permitting splitting of income, special deductions for depletion, con-
version of income into capital gains, et cetera. Many of these special
arrangements offer strong inducements to risk-taking and new busi-
ness investment as opposed to the earnings of high-bracket personal
income.

The high upper bracket rates on ordinary income and the special
arrangements create serious inequities and distortions in business in-
vestment. It would be fairer and better for the economy to reduce
the upper bracket rates substantially and thereby obviate the need
for loopholes.

Question 9. Will you distinguish between fiscal policy (embracing
expenditures, taxes, and debt) and monetary and credit policy and
then relate them, one to the other. Please discuss these policies stat-
ing how they may be used to restrain inflationary trends and otherwise
aid in preserving a stable economy.

Question 10. (a) Comment generally on the adequacy or inadequacy
of the United States monetary system. (For the purposes of this
question consider that the monetary system includes bank deposits and
bank credits.) Also please furnish your ideas for the correction of
any inadequacies that you feel now exist in our monetary system.

(b) Comment briefly on the adequacy or inadequacy of the United
States fiscal system.

Answer. My answers to these questions would, for the most part,
conform to the principles that are generally accepted by economists.
The points on which I have comments to make are incorporated in the
answers to other questions.

Question 11. (a) What is the explanation of the seeming paradox
that at times inflation and unemployment exist side by side in our
economy?

Answer. At times in the thirties inflation and large-scale unemploy-
ment occurred side by side. In recent months a more unusual phe-
nomenon has appeared-rising prices coupled with increasing
unemployment.
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Even though large-scale unemployment exists, prices may rise if
there is a su(den increase in demand, such as occurred in 1936-37, or
in 1939 at the outbreak of World War II. In the recovery from a
depression, prices likewise tend to move upward in response to in-
creased demand before a condition of full employment is achieved.
Again, the cost of living may rise during a period of heavy unemploy-
ment if there is a crop failure or if Government acts to raise farm
prices.

The.e phenomena are less alarming than the kind of wage, cost,
and price increases sponsored by the NIRA in 1934-35 while mass un-
employment prevailed in the country. And they are less alarming
than the kind of cost-push inflation experienced in recent years, which
has culminated in strong union pressures for wage increases in the
face of mounting unemployment.

The present cost-push inflation during a deepening recession is the
product of monopoly power possessed by the unions and, it must be
added, exercised by them without much regard to the general welfare.
Using this power, the unions have continued to push up wages faster
than productivity, thus increasing production costs and supply prices.

See also answers to questions 1, 2, 4, and 6.
Question 11. (b) Shall we accept, as some have suggested, a grad-

ual inflationary trend as desirable (or necessary) to achieve and main-
tain full employment goals?

Answer. Inflation is, per se, evil. It hurts the weak and the poor.
It taxes the savings and the incomes of those who cannot protect
themselves-small savers, old people, and widows and children liv-
ing on fixed-dollar incomes, and school teachers and other public
servants on relatively fixed salaries.

No one advocates rapid inflation, only a slow inflation of a few
percent each year. But the effects of such inflation are cumulative
and soon cause great hardship to those with dollar savings and fixed
dollar incomes. Furthermore, there is no assurance that chronic in-
flation can be kept down to such a slow pace. As people recognize
what is happening, they will turn to escalators and other protective
devices that will quickly transmit and accelerate the effects of in-
flation'ary pressures.

If a choice really had to be made between the evil of slow infla-
tion and the evil of mass unemployment, I would choose the former.
But such a choice does not have to be made, and if it did, there is
doubt whether the alternative of slow inflation would be open to us
for very Ion.fIespit e Iimperfections in bus;iess competition, the pressures

making for price decreases and against price increases are very strong.
If dollar wage rates were kept from rising, there is no doubt that the
commodity price level would fall and real wages would rise. If wage
rates and fringe benefits can be kept from increasing more than 2 per-
cent a year, the increase can be absorbed by increased productivity
without price inflation.

A high average level of employment can be achieved without infla-
tion by means of appropriate monetary and fiscal policies if we will:
(1) Limit the monopoly powers of unions so that they will not be able
to drive up wages faster than productivity, and (2) continue through
the antitrust laws to require workable competition in business.
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Question 12. To what extent and in what way do jou believe that
the growth of private debt in recent years may have become a threat
to the stability and vitality of the American economy I

Answer. This is a difficult question, and I doubt that anyone can
answer it with assurance.

We emerged from World War II with a total private debt lower
than in 1929, although gross national product had doubled from 1929
to 1945. Since 1945 private debt has increased much more rapidly than
national product, but it still bears a lower ratio to national product
than it did in 1929. The rise has been particularly rapid postwar in
installment debt and in mortgage debt of consumers.

It is clear that the increase in private debt relative to gross national
product cannot continue for long without adverse consequences. It is
not clear that the present level of private debt is a threat to the eco-
nomic stability and vitality of the economy.

Mortgage debt and installment debt facilitate saving and invest-
ment in housing, automobiles, and other durable goods. Since in most
of the postwar period we were catching up in the accumulation of
durable goods, it is not surprising that large increases should have
occurred in installment and in mortgage debt.

Increase of debt is a powerful force making for growth and exp an-
sion in good times. Liquidation of debt is a powerful force making
for contraction and cumulative depression. The danger inherent in
the debt structure depends on the ratio of income and asset value to
debt that will obtain when a recession in business occurs. Obviously,
this will depend on how severe the recession is.

If our economy is inherently more stable than it was 30 years ago
(and I believe it is) and if the Federal Reserve System continues to
follow anticyclical policies (as I am sure it will), the danger from
collapse of the debt structure will be very much less than it was after
the twenties. If, in addition, we would adopt temporary tax reduc-
tion to combat severe recession (as apparently we are not yet ready to
do), the hazards from collapse of the private debt structure as it now
exists would be negible.

Question 13. considering the financial condition of the United

States, at what point, if any, in terms of unemployment, production,
and consumer demand, should the Federal Government move in
major ways, such as a tax cut and/or large increases in public works,
to counteract a downturn in the economyV

Answer. Public works should never be used as a major means of
coping with depression. Public works take too long to start and
too long to stop. Their pump-priming effects begin too late in the
depression and continue too long into the ensuing recovery and boom.
Moreover, public works undertaken as anidepression measures are
less likely to meet proper standards of need, careful planning, and
efficient administrati6n. It is desirable to accelerate Goveriunent
purchases and public works underway if such accleration can be
achieved within a reasonable timespan and without loss of efficiency,
but the total possibilities of such acceleration will not add up to
enough to provide an important antidote to depression.

Temporary tax reduction is far superior to public works as an
antirecession mea& ure. It can take effect quickly, it can be of such
magnitude as to reverse any deflation, and it can be stopped quickly.
It can be in the form of cancellation for a temporary period of some
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portion, or all, of personal income taxes One possibility wold be
the cancellation of all withheld taxes and the equivalent on income
not subject to withholdin. This would increase personal incomes
by about $2% billion or it percent per month and would end a de-
pression quickly.

A permanent tax cut, together with tax reform, would be highly
desirable in depression if, after the cut, a balance in the Fedei.l
budget could be foreseen in the ensuing recovery. Such is not the
case now. Even with present tax rates, the expansion of military
expenditures and the increases in other Governmeitt spending re-
cently authorized will probably lead to a deficit in the years imme-
diately ahead unless inflation swells the amount of tax receipts.

A "temporary tax reduction should be kept separate from tax re-
form or permanent tax reduction. This is desirable in the interests
of simplicity, avoidance of delays, and public understanding.

The main question, on which there is room for wide differences
of opinion, is he timing of major antidepression moves. The reason
for these differences of opinion is the dilemma of wage inflation or
unemployment posed by ths monopoly power of the unions. Any
successful moves to enld the recession will be the signal for intensified
wage demands and accelerated wage inflation. In these circum-
stances many people oppose strong monetary or fiscal action,pre-
ferrin 1 less inflation even at the (,(to of more unemployment. Others
make the opposite choice, preferring to end the recession even though
it means an acceleration of wage inflation. This is a most unhappy
choice, and it will stay with us until we come to grips with the exces-
sive economic power of unions.

If it were not for the threat of wage inflation we could act boldly
and safely to end this or any other recession in short order. It would
be possible to put into effect a massive temporary tax cut (e.g., the
elimination of withheld taxes) when unemployment (seasonally cor-
rected) exceeded 7/2 percent of the civilian labor force, reduce the
tax cut by half after 3 months, and terminate it at some specified
time within 12 months or when unemployment dropped to 5 percent,
whichever occurred first. The trigger points for starting and stop-
ping a temporary tax reduction cannot be set much, if any, lower
than those indicated without risking serious inflationary effects from
such action.

In the world-as-it-is I would recommend that the Federal Reserve
System move all the way to ease credit and reduce interest rates and
do so more rapidly than it has. Then I would recommend action on
temporary tax r1luction at the points indicated. These moves will
aggravate wage inflation-but I suspect that the prelude to curing
wage inflation i to have more of it.

Question 14. How much of a factor in your opinion has deficit
spending by the Federal Government since the end of World War II
been in contributing to or producing inflation I

Answer. Deficit spending by the Federal Government since the
end of World War II has not been an important factor contributing
to or producing inflation. Over the entire postwar period (calendar
years 1946-57) the Federal Government hid a cash surplus of $11
bill ion. In only 1 year 1953, was theia a sizable cash deficit. The
legislative budget would show a less favorable picture, but it is the
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cash'budget rat her than the legislative budget that reflects the impact
of Federal ieceipts slid expenditure oii the economy.

In special aias (hverninent spending produce iniflationary results,
for example, payments in support of agricultural prices and C4.incsl-
trated expenditures for defense during tha Korean war. On the
whole, however, the cash sturpluses of the Federal Govermlnent (luring
the postwar period had a dampening effect on inflation.

The deficit finanig of the Goverment that occurred (luring
World Wt' II did, however, have, a nuajor inflationary effect in the
postwar period. The inflation of 1946-48 was priniarily a reaction
to the excess moley and near money that wias created by Giovernment
borrowing during the war. And the pegging of the Governineutbond market from 1945 until 1951 made it nmsaible to take effective

monetary action to control inflation during talt period.
Question 15. Can full employment goals be attained while main-

taining a dollar that has relatively stable purchasing power?
Answer. Given existing institutions, I believe it is not possible to

maintain a dollar of relatively stable purcliusin IoWr whi he attempl-
ing to attain full-em l)oy)nmeaL ~k. - my judgment the force of
cost-push inflation , anl particular wage ion, is so strong that
prices will rise al e value of money will dep 'iate if we aempt
to maintain a dnably high level of employment

On the othepad, if the power qi -. ons is redue so tat they
cannot drive 4p wages .fast"han rodutivty and if able com-
petition inbusiness isiat~ined by vigoj'ous antiti action, it
will be ibl to idiutain a stable doH~r" and achieve a igh level
of emph' ,ient thtxough ap fpinmetarf- d action.
There w" be cyclical a ps nproduot iloyn it and
prices, t these can be inoVe o thal, we 1l nhve a fairly stable

rice s el and a ]g lev production l em. oyment
Ses answe*t 61iest' cr f 11,
Que on 16. A w r P-e ei wage--& other o tracts

coinpat! le with avihievin 01n0 19 *1 yIAnsw r. FscaI aor p ions .tb her contract ae of
two ty (1) Tl~ose provi 1iig4o stmen k. o compe for
changes i the price level, d ios providim other tomatic
increases, uch as the "imprwme fac r" tha&,vas eri ally in-
tended to a proximate trend o \incre so Iproduc.iv .

Price escah rs tend fia.d up het lsion 0 natonary
or deflationary influences to huyerseMd employers. U they make
excessive adjust ts to compensate for price chang price escalators
do not initiate inlationary or deflationary mov ents. They only
accelerate the spread o-'sxh influences th out the economy, but
this acceleration results in or eflaon than otherwise
would occur in the economy

"Improvement factors" that are limited to 2 percent or even perhaps
2I, percent per annum would not be seriously inflationary if all union
demands, including wage increases and fringe benefits, could be con-
tained within this 2 to 214 percent. In actual practice, the cost of
living and "improvement factor" escalators tend to become the bass
on top of which other demands are piled and from which the bargain-.
ing start.

As a onsequence, cost of living and improvement factor "escalators"
play a most important role in wage inflation.

757
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Unless and until unions arc willing to accept cost of living and
"im rovement factor" escalation as the total amount available to ce ver
fll t Ihe r demmnds--uniless tlieir other demails are substitutes for and

not in addition to such escalatioji-the escalator provisions will lead
to wage inthttion and will be incolnp)at ible with the achievement of

ecollOailic stability.
Question 17. List and briefly discuss what you consider the causes

of the present recession, anl what should 63 done to terminate it.
Answer. Among the causes of the present recessioni might be listed:

(1) (Coa pletion of "catching uip" in the accunmulation of pro-
ducer dural lo goods l d consumer durable go(s to make up
the shortages inherited from depression and war.

(2) Wage iiiflat ion :Wages driven up faster than productivity,
leading to higher costs, higher prices and a reluction in profit
mairgills.

(3) ''le actions of the Federal Resrve System to restrict credit
in order to check inflation and n eodrate the boon.

(4) The failure of the Federal Reserve S*ystii to shift quickly
enoufi (mid fair enough from restrictive to expmlsm(iolary measures.

(. Ilie reduction iln inveiitories in reslIN3 to reduced de-
Jnan(l. Thle shift froml inventory accuniulat ion to inventory
reduction accounted for t wo-tlbirds of the decl ine in gross nat imonal
product fromat the third quarter of 1957 to the first c arter of 1958.

(6) The reduct ion in expeilitures for consumer durable goods,
especially automobiles, inmhiced by the recession.

(7) '1he reduction in expenlitures for producers' durable
equipment induced by the recession.

Important steps have already been taken by the Federal Reserve
System to ease credit and increase the money supply. Interest rates

on bank loans and long-term borrowings are, however, still consider-
ably above the levels prevailing prior to 1955. In nty opinion further

steps are needed to increase the money supply and exert additional
downward pressure on interest rates.

The recession could be ended quickly by a large-scale temporary
tax cut such as was described earlier. Whether such action should be

taken depends on value judgments in regard to unemployment versus
inflation. If such action is not taken there will be less inflation and
more unemployment; if it is taken there will be less unemployment
and more inflation.

A permanent tax cut should not be made at this time because of the
prospective increase in Government expenditures. The yield from
all our present taxes will be needed to balance the budget next year
and the year after at high employment. The present 10 percent
excise tax on automobiles is, however, so discriminatory and repressive
that it should be reduced immediately to no more than 5 percent and
the base of the excise broadened to other commodities as of January 1,
1959, to compensate for the loss of revenue.

What is needed most is a reduction in the monopoly power of labor
so that monetary and fiscal actions can be taken without fear of cost-
push inflation. Wage inflation is the key economic problem of this
country. Solving that problem will make possible high employment,
price stability, and dynamic economic progress. The resulting bene.
fits to union members will far outweigh any possible gains they might
achieve by exercise of union monopoly power.

See also answers to questions 2,8,5,6,11,18, and 15.
0


