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INVESTIGATION OF THE FINANCIAL CONDITION OF
THE UNITED STATES

TUESDAY, AUGUST 18, 1957

UNITED STATES SENATE,
Comumrrrer oN FiNaNCE
Washington, b.o.

The committee met, pursuant to recess, at 10: 10 a, m,, in room 812
Senq&q Office Building, Senator Harry Flood Byrd (chairman)

residing. |
P Presex‘i‘t: Senators Byrd, Kerr, Long, Martin, Williams, Flanders,
Carlson, Bennett, and Jenner.

Algo present: Winfield Riefler, assistant to the Chairman, Board
of Governors of the Federnl Reserve System; Woodlief Thomas,
economic adviser, Board of Governors of the Federal Reserve Sys-
tem; and Edward Wayne, first vice president, Federal Reserve Bank

of Richmond.
Elizabeth B, Springer, chief clerk ; and Samuel D, MoIlwain, special

counsel,

The Crammman, The committee will come to order. Mr, Martin,
we are pleased to have you here. I believe this is your first appear-
ance before the Senate Finance Committee,

Mr. MarTIN, That'’s right, sir.

The Cuarman. The Chair assumes that you know the Senate
Finance Committee is undertaking to make a complete study of the
financial condition of the United States, includmf—-

{,1) The revenue, bonded indebtedness, and interest rates on all
public obligations, including contingent liabilities;

2) Policies and procedures employed in the management of the
ublic debt and the effect thereof on credit, interest rates and the
ation’s economy and welfare; and

(8) Factors which influence the availability and distribution of
31'%%:1; and intérest rates thereon as they apply to public and private

ebt. :
This study has been understaken as a result of conditions confront-
ing the committee in the discharge of its direct responsibilities for
legislative matters relating to Federal revenue and debt, tariff and
trade, and social security and pensions. . o

These conditions involve the existing credit and interest situation

und, more important, inflation which has started again with its
ominous threat to fiscal solvency, sound money and credit, and indi-
vidual welfare, o
" The committee is exgloring these areas and .examining the con-
ditions in a serious effort to defermine the causes, and so far as possible
find the remedies. A

1215



1216 FINANCIAL CONDITION OF THE UNITED STATES

To make such a study complete, the committee must examine fiscal

and monetary policies, mark the distinctions between them, and study
their relationships, one to the other. e .
. In the discharge of its more direct responsibilities, the committee
is necessarily more famjliar with other policies involved than it is
with monetary and credit policies. The record at this point in the
study contains the testimony of the Secreturg and the Under Secre-
tary of the Treasury as a basis for consideration of fiscal policy and
debt management.

The Federal Reserve Board determines %rel.\eral monetary and credit
policy and, as a basis for consideration of this aspect of the conditions
whic confron.t us, the committee would be pleased to have your testi-
m%ny,taa Chairman of the Board, with respect to these and related
subjects.

. You are invited to proceed in your own way to a discussion of con-
ditions, policy and action in this area, but for the record it would be
apfreo ated if, at the outset, you would briefFiy—-

. guénmarwe the provisions of the Federal Reserve Act, as
amended

2. Outline the powers, facilities, functions, and responsibilities of
the Federal Reserve System and the Board ; .

8. Describe their organization;

4. Review their relationshlé).s with the fiscal agencies and policies of
the Government, and the banking system of the Nation; and

8. Explain the purposes of monetax?‘r and credit policy, how it is
made, w ? and when it is changed, and how it is implemented.

In addition, it would be helpful to the committee if, in the course
of your statement you would discuss the following questions:

1. What, in your own words, is the best simple layman’s definition
of inflation f ‘ v

2. Are we in a period of inflation now, and if so, when did it start?
3. 'Do you regard inflation as our greatest domestic problem at this

time
4, What are the factors which ordinarily cause and contribute to

inflation ¢
5. 'What caused the value of the dollar to decline between 1940 and

1052 o

6. Why did it stabilize between 1952 and April 1956 ¢

7. With basic production generally equal to or in excess of demand,
and in the absence of deficit financing, what caused the decline in the
value of the dollar to be renewed in April 1956, and the continuul
decline sinco that date? : _ :

'8, Can present inflation be traced in any d to increased Fed-
eral spending started in fiscal year 1056, and the easy availability of
Federal loans and Federal guaranties and insurance on mortgages
since that time? - ’

9. 'To what extent is this inflation being caused by increasing labor
costs in a degree out of proportion to labor’s Increase in productivity?

10. To what extent is this inflation being caused by increasing inter-
est costs in a degree out of proportion to the increased productivity. of
the money borrowed. ' LT

11. Is inflation being accelerated now? If so, what is the cause?
If not, what is the stabilizing influence { R
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12, If inflation continues, how far can it go, and what will be the

effects in the process?

18. Once inflation is started, how can it be stopped and can the
value of the dollar ever be regained {

14, Generally, will you distinguish between fiscal policy (embrac-
ing expenditures, taxes and debt), and monetary and credit policy,
and then relate them, one to the other?

15. How does Federal Reserve Policy accelerate or control inflation
Roughly, will you list in chronological order the major Federal Re-
serve ;iohcy actions in this respect since World War I11
. 16. Is fiscal policy action usually necessary as a complement to
Federal Reserve policy action with ml;‘wot to money and credit? If
so, will you list recent instances of such policy combinations, cite the
ocoagions, and evaluate the effects or results{

17. I quote section 2 of the so-called Full Employment Act of

1946

The Congress hereby declares that it is the continuing policy and responsibility
of the Federal Government to use all practical means consistent with its needs
and obligations and other essential considerations of national policy, with the
assistance and cooperation of industry, agriculture, labor, and State and local
governments, to coordinate and utilize all its plans, functions, and resources
for the purpose of creating and maintaining, 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-employment, for those willing, and reeking work, and to promote maximum
employment, production, and purchasing power.

'Will you estimate and describe the weight of this statutory require-
ment on Federal Reserve decisions? Will you estimate and describe
the weight of this statutory requirement on the combination of mone-

tary, credit, and fiscal policy decisions?
18. What are the Federal Reserve J)lans further to combat inflation

and decline in the value of the dollar

In your testimon¥ it is not necessary that you take these questions
in the order I have listed them ; please treat them in an{ combination
better arranged for clarity of discussion, but I would like a written
statement concisely answering these questions—to be submitted at

the conclusion of your testimony, ) )

(The answers subsequently submitted by Chairman Murtin to the
above questions by Chairman Byrd follow :)

. | 3 t}tht. in your own words, is the best, slmple, layman's definition of

- inflation ‘

Inflation can, of course, be defined in various ways. The most important
thing, it seems to me, i8 to focus on {ts causes, its course, its effects, and the
means of overcoming and preventing it. My opening statement, as a whole, is
devoted to tuat purpose. See in particular these sectlons: The Current Prob-
lem of Inflation, Conflicting Views on Causes, the Inflationary Spiral, Expecta-
tions of Continuing Inflation, Creeping Inflation, Effects on Productive Enter-
R:"”' Effects of Inflation, Basic Factors in Recent Inflationary Pressures, What

ore Can Be Done? (to restrain inflation), and Action Required.

In my o.penlnc statement appears one definition of inflation; "“Aggregate
demand * * * In excess of aggregate avallabilities of * * * resources at exist-
fug prices,” Mr, Wayne's presentation included another definition: “Inflation
is a flow of spendings in excess of the flow of guods and services.” The effect
of infiation s, of course, manifest in rising prices. Thus, in my statement,
I noted that “inflation, * * ¢ {n terms of the man on the street, * * *® {g the
rising cost of living.” ' ‘ o

2. Are we in a perlod of Inflation now and when did it start?
Inflationary pressures still exist in the economy and are being reflected in

turther advances In prices,
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The current period of infiation started during the third quarter of 19656, At
that time recovery from the moderate recession of 1953-54 had evidently turned
into boom. Gross national product, personal incomes, employment, and indus-
trial production had increased to new highs. More important from the polnt
of view of Inflationary pressures, however, was the overriding strength of
demands relative to cagaacuy to produce. Output in key industries was at or
near capacity and the backlog of manufacturers’ orders for durable goods was
rising rapidly. Not only were business expenditures for plant and equipment
increasing, but, as became abundantly clear subsequently, business concerns
were {n the process of reappraising upward their fixed capital needs. Demands
foir manpower as well as for industrial resources were heavy. In resporse to
these strong demands, the incrense In the labor force wns exceptionally large
between mid-1054 and mid-1958 and unemployment declined to low levels, In
manufacturlng industries, the length of the workweek was still increasing in
the second half of 10556 and overtime was widespread. In financial markets,
too, demands were heavy, : '

The strength of demands relative to avallable resources put intense pressure
on the price and cost structure, Industrial prices, which on the average had
shown little change earlier in the recovery period, rose considerably after
mid-1055, the rise amounting to 3.5 percent from June to December of that year:
The wholesale price index for all commodities, however, increased by less than
1 percent; prices of farm products declined substantially further and food
prices also came down as industrial prices rose. The wage structure was subject
to upward pressures, with average hourly earnings in manufacturing up @ cents,
or 8.2 percent, in this period. Consumer prices, however, changed little in 1938,

The sharp increuse {n consumer spending in 1855 was reflected both in that
year and in 1956 by expansion of business expenditures for fixed capital—cur-
rently in record volume. In the second half of 1058 and in the course of 19586,
nggregate demands appeared sufficiently strong to permit increases in wage and
other costs to be recovered through price advances. With the demand-cost-
price spiral well underway, expectations of continued inflation became wide-
spread. These e tations, as well as the advanced level of prices, are major
influences on continued strong demands for funds. Lenders today have no
dificulty whatever in finding favorable outlets for their funds. Industrial
grlces are now 8 percent and consumer prices 8 percent higher than 2 years ago.
9veragetmmrly earnings in manufacturing industries have increased almost

l'(!en * . . '

e following table indicates the extent to which increases in the dollar totals
of gross national product over the past 2 years have reflected rising prices and
increases in the physical volume of goods and services,

Inorease in gross national produot, 105457 ,

Ourrent Prices Physioal
dollars
Period output
Peroontage increase
24 quarter 1044 t0 34 quarter 1938, ... .cieaiiiiinniiiniane 8.1 1.1 7.0
ﬁqmlmwgqmrmlm ............................. 6.0 36 3.3
quartor 1956 t0 24 quarter 1087......cucenenciininaann 8.7 88 293
Distribution of increase (perdmt)
quarter 1954 to 3 quarter 1088....... essrssareranssuvinnne ' 100 4 98
21 quarter 1088 t0 94 quarter 1088, ... cinvinaonccecinnannne 100 48 58
24 quarter 1056 to 34 quarter 1087....... eteenmmtaurssnsaneuntn . 100 8

Increases in physical volume of product were more difficult to achleve after
mid-19558 than earlier, since manpower and industrial resources were by then
Intensively utilized, Moderate increases in output have been achieved over the
past 2 years, but inflationary pressures have been 8o strong that half or more of
the dollar increase in product has represented rising prices, The wide disparity.
between the two over the past year largely represents the steady rise in consumer

prices. _
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8. Do you regard inflation as our greatest domestic problem at this time?
In my opening statement I stated: “* * * Clearly the most critical economic
problem now facing this country is that of inflation, ¢ "
4, What are the factors which ordinarily cause and contribute to inflation?
The tactors which contribute to inflation are those which lead to a rate of
spending in the economy greater than the raie at which goods and services are
being made available on the market at existing prices, When the economy is
already operating at a high rate—as it was by mid-1938, after recovery from the
1084 recession—further marked increases In spending bring about further
increases in supplies only gradually and lead very soon to increases in prices,
for both goods and services, Once prices start up, as they did in wholesale
markets for industrial commodities in this country after mid-1055, many forces
operate to keep them going—including the expectation of further price increases.
e factors in the current situation and different views concerning them are

discussed in my statement, especially on pages 9-11;
“CoNrLIOTING VIEWS ON CAUBES .

“There {8 much current discussion of the origin of inﬂatlonag pressures,
Some believe they reflect a recurrence of demand pulls, similar to those present
In the earlier postwar veriod. Others believe they originate in a cost push
engendered by administered pricing policles and wage agreement that violate
the limits of tolerance set by advances in productivity,

“These distinctions present an oversimplification of the problem. Inflation is
a process in which rising costs and prices mutually interact upon each other
over time with a spiral effect. Inflation always has the attributes, therefore, of
a cost push, At the same time, demand must always be suficient to keep the
spiral moving. Otherwise the marking up of prices {n one sector of the economy
would be offset by a reduction of prices in other sactors,

“There is much to be said for the view that contractual or other arrangements
designed as shelters or hedges from Inflation have the effect of quickening its
temm). The B-percent rise in the cost of living which we have experienced over
the last 2 years has probably reflected and been reflected in more rapidly rising
wage costs because of the prevalence of cost-of-living clauses in many modern
wage contracts, Cost-plus contracts tend to have the same quickening effect on
the inflationary spiral.

“The spiral is also, however, a demand spiral. At each |point of time in the
development of the inflationary spiral, there must be suficlent demand to take
the higher priced goods off the market and thus keep the process moving.

“7HR INFLATIONARY SPIRAL

“The workings of the spiral of inflation are illustrated by the economy of
the moment. has been brought out at some of the earlier hearings of this
committee, we are now faced with the seeming paradox that prices are expected
to continue to rise, even though the specific bottlenecks in capacity that impeded
the growth of production in 1956 have now been largely relieved, and investment
in productive facilities continues at very high levels. Houses, automobiles,
household appliances, and other consumer goods, as well as most basic materials,
are all readily available—at & price. The problem is no longer one of specific
shortages or bottlenecks causing prices of individual commodities to be bid up
because of limited availability but rather it {8 one of broad general pressure on
all of our resources, In other words, aggregate demand is in excess of aggre-
gate availabilities of these resources at existing prices, o

“Taking the situation as & whole, as individuals, corporations, and governments
&rocoed with thelr expenditure plans, buttressed by borrowed funds, they are in

e position of attempting to bid the basic factors of production—land, labor, and
carltal—-away from each other and in the process the general level of costs and
prices is inevitably pushed upward. Recently, this general pressure has been
expressing itself particularly in rising prices for services as compared with
goods. Despite the existence in some lines of reduced employment and slack
demand, many employers now face rising costs when they seek to expand activity
by adding appreciably to the number employed. Often, the additional manpower
required has to be bid away from other employers. Asa result, many current
plans for further expansion of capacity place great emphasis on more efficient,
more productive equipment rather than on more manpower,
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“This generalized pressure on resources comes to a head in financlal markets
in the form of & shortage of saving in relatfon to the demand for funds, A con.
siderable volume of expenditure is financed at all times out of borrowed funds,
When these funds are borrowed from othera who have curtalled their own expendl-
tures, no additional demand for resources is generated. On balance, however,
demands for funds by those who have wanted to borrow money to spen& in exceas
of their current incomes have outrun savings, Those who have saved by Hmit-
ing thelr current expenditures, and thus made funds avatlable for lending, have
atill not kept pace with the desire of governments, businesses, and individuals
to borrow in order to spend.” »

B, What caused the value of the dollar to decline botween 1040 and 1952?

During the periud 1041-45, the enornous volume of Federal Government war
expendltures, matched only in part hf taxation, increased incomes greatly while
available supplies of goods were llmited by the need to devote resources to the
war. Rationing and price and wage controls, as well as patriotic motives, held
down expenditures and restrained but did not prevent price advances,

With outlets for spending limited, involuntary savings of conswnrers and busi-
nesses were large and took the form of substantial accumulations of cash and
Government securities. A conslderuble growth of the money supply was to be
expected in view of the greater needs for currency and deposits accompanyin
higher levels of economic activity and greater mobility of the military an
civillan population. The supply of money, however, increased more than was
required for these needs, as indicated hy the decline in velocity of money during
the war yearsa. 'The record expansion in the monoy supply—from $42 billlon at
the end of 1040 to 8102 bhilllon at the end of 1045—reflected large-scale purchases
of Government securities by banks. The expansion of bank credit was based
on reserves supplied by the Federal Reserve Bystem, In accordance with policy
of financing the wartime deficits at atuble and low interest rates.

At the end of the war Federal Government expenditures declined, but private
outlays rose sharply as consumers, including returning sorvicemen, spent accu.
mulated savinga in order to replenish wardrobes, acquire and furnish homes,
and purchase automobiles; at the same time, businesses were motivated to
undertake inveastment outlays that had been deferred and to increase their in.
ventorles. Also, Btnte and local governments increased their outlays to provide
war-deferred community facilities. Foreign countries, many of them suﬂeﬂgg
g;ox? war damage, also added significantly to demands for goods in the Unit

ates.

These heavy demands for goods and services, backed by large accumulationn
of cash and of Qovernment gecurities in the hands of consumers, business, banks,
and other financial institutions, imposed atrong pressures on the administrative
effectiveness of existing price and ratloning controls. As these were relaxed
and finally eliminated, prices rose rapidly, Moderate cash surpluses in the Fed.
eral budget in 1047 and 1048 helped to restrain inflationary pressures in these
years, a8 did regulation of the use of installment credit. On the other hand,
the Federal Resorve was inhibited from exerclsing flezible market restraints by
the continued policy of supporting markot prices of Government securities, Thus
member bank reserves were provided virtually on the demand of holders of such
securities. Botween 1040 and 1048 the Consumer Price Index rose one-third;
this -year period accounts for about one-half the absolute increase in the Con-
sumer Price Index from 1040 to 1982,

Prices rencted in the latter part of 1048 as the economy underwent a moderate
fnventory recession. A vigorous recovery began in the autumn of 1040 and
prices started upward again in the first half of 1080, before the outbreak of
the Korean war, '

This upward price movement was ahnrpx accelerated during the Korean war
as consumers and businesses stepped up their purchases of goods acting upon
expectations of inflation and shortages that might result from the Korean
hostilities and the defense program then being formulated. This expansion of
{Mvato buying was financed in part by a large and rapid expansion {n bank
oans. Until March 1051, when the Federal Reserve policy of supporting Gov-
ernment securitlies was ended, there was little deterrent to sales of Govern-
ment securities by banks and other holders for the purpose of expanding pri.
vate expenditures. Moreover, enlarged Government expenditures in connection
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with the Korean hostilitles as well as the defense bulldup here and abroad soon
added to the overall demand for goods nnd services. Price and wage controls,
matorials allocations, and inatallment credit regulations were reimposed.
Wholesale pricea turned down in early 1081, but consumer prices continued tu
creep upward during the rest of that year and in 1052, as rents, transportation
and utllity rates, and other lagging prices continued to rise slowly.

6. Why did it stabilize between 1052 and April 10567

Relntive stability in commodity prices was established in early 1051, about
the time when the Troeasury and the Federal Reserve reached an accord “with
respect to debt management and monetary policles to assure successful financing
of the Goverument and at the same thine to minimize monctisation of the public
debt.” This stability tollowed s period of sharp price rise in late 1930 that
resultod from the wave of overbuying, overborrowlug, and overpricing on the
part of the private economy in what proved to be exagxerated anticipation of
tho effects of the huge defeuse program that was belng Inaugurated.

Actually, this wuve was brought under control and price pressures subsided
while defense ulmndlug was expanding, and the economy as a whole maintained
a falrl{ well-bulanced position during moast of 1051 and 1052. The more flexible
operating policies which tho Federal Reserve was able to adopt as a result of the
nceord, together with varlous selective and direct controls—Ilncluding regula-
tion of consumer and real-estate credit and the voluntary credit restraint pro-
gram, as well ar price cellings and allocations of scarce goods—kept private de-
mands within the limits of productive capacity. Also, increases in taxes offset
some of the additionnl Government expenditures. By mid-1082, the pace of
cxpanslon of defonse expenditures was beginning to slacken, and there was again
leoway for growth In private expenditures for consumption and investment,
The various selective and direct controls were relaxed and discontinued.

Wholesale prices in general declined somewhat in 1051 and 1062, reflecting
prlnclrauy decreases In prices of those commodities which had risen most
sharply in 1000, particularly farm products and other basic raw materials,
Prices of farm products continued to decline until the end of 1955, as the world-
wide structure of agricultural output was adjusting from wartime distortions
and also to rapld increases in the productivity of farms. Finished Industrial
products, on the other hand, were relatively stable or tended to rise moderately
in price from 1051 through 1003, reflecting the generally strong demand for these
products, Wage rates also rose. Consumer prices continued to rise moderately
in 1081 and subsequent years, owing in part to velaxation of price controls,
’mruculurly those over rents, and to gradual absorption into prices of the

nereases in coats of varlous services whose grlcea had risen more slowly during
the war and early postwar years than had other prices.

In Inte 1052 and early 1083, with defense expenditures still large, private
spending for both consumption and investment expanded again. The economy
generally was operating on an overtime basis, supported by substantial credit
expansion on the part of hoth private horrowers and the Federal Government.
Mortgage lonns and consumer installment credit showed the most pronouvnced
increases, as they had in most of the postwar years. Business borrowing-—both
long-term and short-term—also espanded, as did horrowing by State and local
governments. Although savings by the public increased in this perlod, they
aid not suflice to meet the growth in demand for loans, and the Federal Reserve
System a::}»lled restraints to prevent undue substitution of bank credit for
savings, These measures were reversed rapidly in the late spring as strains
developed In the money market.

Sharp curtallment of defense expenditures bexinning in mid-1958, some slack-
ening in consumer durable goods buying on credit, and a related lnvent:g‘y
adjustment brought a moderate recession in economie activity until mid-1054,
Prices remained relatively stable during this period. Consumer spending for
nondurable goods and services, residential bullding, and State and local govern.
mient expenditures continued to Incrense. A general recovery began in the latter
part of 1054 and by the latter part of 1908 economic activity was at new highs,

During this perlod of changing economic climates, Federal Reserve policy
was almed at supplying adequate credit for growth but at the same time
avoiding credit excesses, Restraint on bank credit expansion was strengthened
in 1082 and early 1088. During the slackening in activity from mid-1058 until
the last half of 1054, the major contribution of credit policy was to facilitate
bank lending and to avoid a decrease in the money sanly. The easier credit
avallabllity provided support for mortgare lending and for financing by utilities
and by State and local governments. In addition to easier credit, large tax
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reductions 1n 1004 helped to stimulate both consumer buying and business invest-
ment. After mid-1038, resumed economic expansion aud accelerated oredit
demands agnin pressed upon the limits of productive capacity and the supply of
savings avallable for {nvestment, Oredit restraluts were exerted to help keep
monetary growth within reasonable bounds,

In sumuary, the relative stabllity in the value of the dollar that prevailed
from the Treasury-Federal Reserve accord in March 1081 until mid-1068 may
be attrlbuted largely to the restrictive monetary policy which limited credit
expansion and permitted flexibility in interest rates in the face of huge and
expanding defense expenditures and vigorous demands from the private
economy, Other factors which had a moderating influence in the early part
of this perlod wore direct and selective controls of varlous sorts and reaction
to the exceases that followed the Korean outbreak, as well as the basic adjust.
ment {n agriculture,

When the defense program was sharply curtailed after mid-1058, a relaxation
of credit restrainta stimulated demands, pnrtlcularl%oror resldential bullding,
utility expansion, and State and local government borrowing for community
facilities. A tax reduction early in 1084 provided another stimulus. By the

end of 1084 general expansion in ecomomle activity had been resumed and
credit restraints were again imposed to kee{y oxpenditures within the limits of
sustainable growth and of productivo capacity and thus to maintain stabllity in

the value of the dollar,
7. With basle production generally equal to or In excess of demand,

and in the absence of deficit financing, what caused the decline in the value
&t‘ tthg (zol,m to be renowed in April 1080, and the continual decline since
at date

The basle cause of renewed decline in the value of the dollar, to quote from my
opening statement, 18 that “aggregate demand is In excens of aggregate avall-
abllities of these resources at existing prices.” It s true that expenditures for
some imnortant products—notably automobiles and houses—declined consider-
ably in the course of 1056 and currently are smaller than in the third guarter
of 1085. Businesa inventory accumulation this year has also been smaller than
In 1088 and 1056, On the other hand, other demands have increased. Business
outlays for plant and equipment are currentliy 28 percent above the level of
2 years ago, Consumer outlnys for nondurable goods and services and State
and local government expenditures have risen without interruption, If demands
for autos and housing had continued as strong as earlier, in addition to the
demand pressure we have actually experienced, overall inflationary pressures

would have been even more intense than they have been,
So far as the Federal Government's fiacal position {8 concerned, its antl-
inflationary influence declined in the flscal year 1057, The pertinent figures

follow:

{In billlons of dollars)
Foderal surplusor deflolt (=
Fiscal'year " =)
Budgot Ossh
lm..... ------------ desssmcssevae B YT LT ) sesnscusenssantasne vescsann "" "’t’
' X AT T2 ] ] I IR YIS Y T2 33 PesetanspensseRRIREtsaAns LI LT Y] SesRasesen FROENGBES l' 6
lggg. cetasnsreEseanantrenseterTrtesas R T RNAE TR ATEANAVEEtRTREtestnsenRS 1. 3 120
1 Estimate.

The shift from deficit to surplus in fiscal year 1006 was a move in the right
direction in restraining Inflatlonary pressures, but clearly was not sufficient in
the light of actual developments. In fiscal year 1057, the hudget surplus was
the same as in 1956, but the cash surplus was smaller so that total flscal opera-
tions of the Federal Government, Including trust funds transactions, had a
smaller antl-inflationary Influence than during the fiscal year 1956,

Fundamentally, the force of inflationary pressures has not been interrupted
over the past 2 years, although its pattern of influence has changed. In the late
winter and early spring of 10566, the opinion was expressed in some quarters
that the boom was coming to an end and that inflationary pressures were
virtunlly over. In retrospect, it is clear that this view was a misreading of the

The view relled heavily on the decline in consumer outlays for anto-

situation.
mobiles and housing., It did not adequately appraise the formidable strength of
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business demand for fixed capital. When the McGraw-Hill and Commerce-
SEO surveys of business iutentlons to spend on plant and equipment, avallable
in the spring of 1056, revealed intentions of further large expansions, from al-
ready record levels, and as busincss concerns hegan to borrow in enormous
volume both in the long-term capital market and fromn banks (particularly at the
Murch and June tax dates), views about the future again became generally
bulllsh, Moreover, throughout this period consumer demands for nondurable
goods and services and State and local government demands related to capital
programs and current operations continued very strong,

Industrial Frlcea were strong on the upside from mid-1085 to the spring of
1066, and in the second half of 1080, following the ateel wage settlement, they
again advanced rapidly. This year, however, average industrial prices have
Increased little further. Consumer prices in April 1056 began the rapid and
almost uniuterrupted rise which has continued through June 1057, the latest
avallable data, This sustained advance reflects the continued vigor of aggregnte
consumer demands, On the cost slde, it represents in part the working out of
previous price increases at the manufacturing level, rising costs incurred by re-
tallers, and the sustained rise in the cost of services,

8. Can present inflation be traced in any degree to Increased Federal
spending started in flacal year 1050, and the easy availability of Federal
loans, and Federal guaranties and insurance on mortyages, since that timeo?

The recent perifod is characterized by increases in spending In most sectors of
the economy, and recent price advances stem from the combined Impact of these
demand pressures on avallable supplies of goods and services. Amoug these
sectors, expenditures of the Federal Government, specifically those for national
security programs, have increased substantially since the middle of 10560. These
outlays have represented an additional demand for available goods and services
and they may also have stimulated some related private expenditures. The
offect of the tucrease In Federal outlays has been offset in part by some Incrense
in Fedoral tax receipts ns a result of expanding incomes—an expansion itself
in part the result of inflation—but receipts have not increased as much as ex-

nditures. The Federal cash surplus in fiscat 1957 amounted to only about $3
wition, compured with $4.5 billlon in fiseal 1086. Thus, the antl-influtionary con.
tribution of the Government's fiscal position decreased In flscal 10567 from the
preceding year. Under conditions of strong private credit demands, a substan-
tial Federal Government surplus and retirement of Government debt help to
provide additional funds for financing private and State-local govermment in-
vestment. In this way, Federal fiscal policies contribute to economic growth in
2 noninflationary manner.

In perlods of active demand, as in recent months, any specific Federal programs
which stiimulate borrowing or improve the credit status of borrowers, must be
considered in addition to the actual cash surplus or deficit in order to complete
an appraisal of the role of various sectors of the economy in contributing to in.
fintionary pressures. To the extent that such Federal programs actually have
hoer;‘ ot“m ve in stimulating borrowing, they have added to pressures on capital
markets.

In retrospect, considering the coursa of events over the lnst 2 years, it is
clear that in an economy as large as ours and with the proportion of (Government-
stimulated activity as high as it is in our economy, the Federal Government
should xlﬂan on larger budget surpluses in periods of high activity, As I com-
mented in my statement, “The present situation calls both for a larger budgetary
surplus than we have had or have in prospect, and a continuance of restralnt upon
creation of new supplies of money.”

0. To what extent is this inflation being caused by increasing labor costs
in a degree out of proportion to labor's increase in productivity?

In my opening statement I indicated that real wages in this country have
risen to the highest levels in the world because of the increasing productivity
of our national economy. While there bave been many justances of pause or
even temporarfy decline in productivity, over the long pull productive efficiency
has increased fairly steadily.

Changes in the relationships of wages, prices, and productivity are uneven
from year to year; it is, therefore, extremely difficult to determine for any given
short-run period the precise influence of wage-productivity developments on
prices and profits, :

The facts for the postwar period indicate fairly clearly that real weekly earn.
ings have increased significantly only in those perfods in which prices were
stable. (See table at end of answer.) Over the past year rising consumer
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prices have offset wage increases with lttle or no roal gains In earnings for the
average worker, Workers have been attempting incronsingly, through cost-of-
Nving escalator clauses or current wage negotintions, to obtain wage Increases
which will both meet the rise in prices and also provide for increases in stand.
ard of living. If past oxporienco is any gulde, however, further increnses in
money wages are not likoely to result in gains in average real enrnings as long
as prices rise. This is one manifestation of the process of Inflation in which
vising costs and prices mutually Interact upon each other over thme with a
spiral effect.

Unfortunately, the avallable data on output per man-hour do not allow us
to say with any degree of precision what the short-run changes fn produc-
tivity or in unit Inbor costs have been from month to month, quarter to quar-
tor, or even year to year. Thero is first the problem of accuracy of the measure-
ment of output per man-hour which requires relating output and man-hour
serles to each other, each with dierent welghting factors, seasonn!l movements,
and many possible, but unknown errors, ‘I'hen there arve problems of coneept, fn-
cluding questions relating to the inclusion of varlous cateﬁorlea of workers, the
measuring of changes in quality of product, the use of physical output versus
deflated dollar output, the welghting of respective serles, ete.  While these prob.
lems are difficult and controversial, progress is bolng made in measurement.
At gmmnt. however, there 18 no one officlal serles pertnining to productivity.

The preliminary data for manufacturing, based on production workers only,
suggests that in the last half of 1058 and the first half of 10856 output per man-
hour was relatively rtable rather than jucreasing.  Wuge rates continued to
riso during this perlod, After mid-1088, however, it appears that output per
man-hour again began to increase with the rise in output per man-hour between
mid-1086 and mid-1967 probably more in line with historical tronds. These
data, it should he noted, do not include nonproduction workers. The number
of professionnl, managerinl, and clerleal workers in manufacturing has been
growing rapidly In recent years, while the numberof production workers has
declined. Thus, basing productivity measurements on total manutacturing em-
ployment rather than production worker empm{ment. would tend to lower the
rate of growth in productivity. There are further technieal problems involved
in going a step further and attempting to measure unit lnbor costs. Private
security and welfare programs, such as pension and health, have been extended
rapidly and changes in hourly or weekly earnings do not fully represent growth
in worker's compensation or employer's labor coats. Expansion in such non-
wnge benefits increases the difficulties of measuring statistically changes in unit
labor costs in manufacturing.

In the nonmanufacturing sector, measurement of output per man-hour s
subject to cven greater qualification than In the manufacturing industries,
because it i3 so difficult to measure output in physical terms. In any event, the
very expansive demands in all nonindustrial activitles In the past 8 years—
especially in the trades, services, and State and loenl governments—have been a
significant factor In bidding up wages and prices in these activities.

This year the steep rise In the cost of living, rather than productivity, has
hecome the manjor factor in collective bargnining and wage determination, For
Instance, the auto workers between mid-1060 and mid-1087 recelved approxi.
mately 18 cents, or 7 percent, in additional wages, but 9 cents of that wage in.
crease came as result of an eacalator clause and merely offset the higher cost of
living. The size of the total wage increase thus had less relation to changes in
productivity in the industry or in the economy than earlier. As a resunlt of
recent price rises, there has heen a resurgence in Iabor managemeut contracts
containing such cost-of-living escalator clauses. This year roughly 4 million
workers have or will get cost-of-living adjustments, In addition, most of the
major agreements, such as those in rubber, petroleum, and construction in.
dustries, which were reopened or renegotiated In recent months alro provide for
substantial increases in pay. The amount of these Increases would scem to
indicate that employee demands for higher wages to match higher living costs
have been tuken into account by employers in final settlements, Wages have also
advanced to record levels in sectors of the economy usurlly considered as out-
side the sphere of direct union bargaining, with higher living costs also an
important influence on the size of the recent adjustments made. The continuing
strong demand for additional labor in these sectors has also contributed to wage

pressures.
Rises in “real weekly earnings” in manufacturing industries in thee&)oatwar
period have varled from year to year and have not always paralleled yearly
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changes in productivity. In the long run, real wages have incrensed In line with
rising productivity, hut in the postwar era money wage rates have risen fairly
atendlly from year to year, while real gnins in earnings occurred when con-
sumer prices were relatively stable. Avernge wage Increases were only about
suthclent to offset higher prices when prices were rvising rapldly, but they were
accompanied by renl advances in worker's earnings when prices weore stable,
From mid-1046 to mid-1048, a period of sharply rising prices following the con.
clusion of World War 11, both consumer prices and average weekly earnings In
manufacturing rose by nlmost 20 percent. This was followed by a perlod of little
change in prices hetween mid-1048 and mid-1950, prior to the outbreak of Korean
hostilities, In this poriod “renl” weekly earnings increased about 10 percent.
In the following 2 years, mid-1030 to the spring of 10452, sharply rising prices
again offset rising weekly wages, each rislng ahout 10 percent in the perlod. With
prices agnin relatively stable between the spring of 1002 and enrly 1056, weekly
wages continue to rise and significant galns in “real enrnings” were achieved. In
contrast, since enrly 1000 consumner prices have advanced by 0 percent, about the
same as the rise In weekly earnings in manufacturing industries,

In nonmanufacturing industries alzo, money earnings have risen fairly steadily
but gains in real earnings appear to depend on stable consimer prices, This con-
cluslon perhaps applies even more in these Industries since in periods of rising
consumer prices, wages in most of these sectors have often not been able to
ndjust to rising prices o quickly as those in the manufacturing lines,

Changes in consumer pricos and in average weckly earnings in manufaoturing,

July 1946-Junec 1957
Peroonlage changes
Perlad Con A kI
sumer verage wee
rice earnings y
ndex manufscturing
July 1046 to July 1948 ...ccvvnvencreneresnnnes veveanvetnens veusesmesnaans 2.3 H4é
Ju}g 1948 to Jul¥ 1080, .o cecvecieacnonas D N -1.3 0.7
July 1050 to July 1082 . 10.9 11.8
July 1052 to July 1054 1.0 .7
July 1054 to July 1088 ...cevcveeeccracmencens cereenevennecsrenasonnnnany 1.6 10.8
March 1056 to JUNG 1087..cevmenceracncncvenanne cevtearasseesnnnne ceenne . 48 ]

10. To what extent is this influtlon being caused by increasing interest
costs in a degree out of proportion to the increased productivity of the money

borrowed?
In my opening statement, I discussed the question “Do rising interest rates

add to Inflatlon?’ as follows:

‘“We must be clear in viewing these relationships to distinguish cause from
effect and not to confuse them. It is sometimes sald that rising interest rates,
by increasing the costs of doing business, lead to higher prices and thus contribute
to inflation. This view is based upon an inadequate conception of the role of
interest rates in the economy, and upon a mistaken idea of how interest costs
compare with total costs, In municipal government budgets, it is about 2 per-
cent in many utilitles, it is 8 to b percent. Thus, as an element of cost, intereat
rates are relatively small; but, as a reflection of demand pressures in markets
for funds, Interest rates are highly sensitive. As previously explained, rising
interest rates result primarily from an excess of borrowing demands over the
available supply of savings. Since these demands are stimulated by inflation,
under these circumstances rising interest rates are an effect of inflationary
pressures, not & cause. Any attempt to prevent such a rise by creating new
money would lead to a much more rapid rise in prices and in costs than would
result from any likely increase in interest rates. Such an attempt, moreover,
wonld not remove the need for a fundamental adjustment in the relation between
saving and consumption and probably would fail in its purpose of stabilizing

Interest rates.”

I went on to say:
“A major cause of recent inflationary pressures has been the attempt to crowd

into this period & volume of Investment greater than the economy could take
without curtailing consumption more than consumers have been willing to do.
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In fact, there has been sonie Increase in consumption on borrowed funds, In-
croases In futerest rates naturally come about under such conditions; they are
the economy's means of protecting itself against such excessive bunching of
inveatmont or the bullding up of an unsustainable rate of consumption. hile
the effect of a moderate change in intorest rates on the cost of goods currently
belng produced and sold is small and relatively unimportant, changes in interest
ratos do assume importance as a cost In the planning of new investment outlays,
These costs do not affect curront operations or add to upward price prossures
to any substantial extent, They do tend to deter the undertaking of new invest.
ment projects and to keep the amount of investment spending that is being
undertaken in line with the cconomy’s ability to produce investment goods. To
maintain artificlally low Interest rates undor these conditions, without intro.
ducing any other force to restrain investment, would be to invite an unbridled
Investment boom, inflation, and an Inevitable collapse later,

“It is necmmx to emphasize that thore are many influences, other than mone-
tary policles and interest rates, that affect the volume of consumption, invest.
ment, and saving and their relationships.” ‘

With regard to the specific question, these earller remarks may be supple
meonted as follows:

1. Borrowers encompnss every sector of the economy--business, consumers,
government, The bhulk of borrowing {8 done for purposes for which the concept
of “productivity” is most elusive, This is the cawe especially for consumer
borrowing which, as the table on page 8§ shows, accounted for about one-halt
of the total increase in public and private debt from the end of 1054 to mid-1087.
In a general way, we migxht say that better housing, more consumer durable
goods, more adequate schools and roads, etc,, increase the ability of individuals
to make n more productive society, an well as improve thelr immedinte well:
being. There I8 no way statistically to distingulsh between the contribution
of theso influences to productivity and to higher standards of current living.
For consumer and government borrowing, higher interest costs are small in
comparison with the sort of widespread price increases that develop in an in.
flationary situation.

For individual consumers, the amount of interest payments may at times
be considerable. For consumeras as a group, however, total interest outluys
are relatively small portions of total outlays, and total interest receipts are
relatively small portions of total receipts. Thus, the Federal Reserve Board
flow-of-funds accounts show that the consumer sector pald out $6.9 billion of
{nterest in 1088, only 2.1 percent of thelr nonfinancial use of funds. This com-
})nm with Interest outlays of $3.5 billion in 1950, or 1.45 percent of total uses
n 1950, Meanwhtile, the consumer sector received $8.5 billion of interest in
1085, 2.8 percent of aggregate funds from nonfinancial sources, and $6.2 biliton
in 1930, or 2.6 percent of funds. It may also be noted that, as of December 1936,
mor intereat pald accounted for only 1.7 percent of the welght of all items
‘m &le 1"(18 C)onsumer Price Indox (interest on installment debt is not included
n this index).

2. The question appears more relevant for business borrowing, and in par-
ticular for business borrowing to finance investment in fixed capital. In this
connection, it may be noted that a large proportion of such investment—
varying, however, from industry to industry and concern to concern—is financed
out of internal resources; i. e., depreciation allowances and undistributed profits.

8. If the question is interpreted as relating to productivity of fixed capital,
it should be emphasized that the measurement of such productivity Is ex-
tremely dificult for both conceptual and statistical reasons. The study-—
Productivity, Prices, and Incomes—recently &ubushed by the committee sta
of the Joint Economic Committee states (p, 28) : “The ratio of capital to out-
put fluctuates widely according to how capital and onmut are defined or meas-
ured and according to changing economic relationshpls, including relative
coits of labor, capital, materials, ete.”

Data are not avallable to indicate how output per unit of new capital has
behaved. It is evident, however, that new fixed capital is considered by man-
agement to be generally more productive than existing fixed capital and, indeed,
much investment is made primarily because products cost less when made with
new plant and equipment than when made with existing equipment. - ;

Changes in labor productivity are generally measured by dividing changes
in total output of goods by changes in the total input of man-hours e ded
in producing the goods. Actually, of course, increased output results largely

J———
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rrom providing workers with more and improved machinery and oqulf“mnt.
that in a sense changes im output per man-hour measure changes
roductlvl of capital as well as labor.
While efforts may be made to pass on higher intorest costs on new capital in
the form ot huber prices, for most industries the additional costs would rola-

tivel

{Ju ite hl&wr interest utu. business outlays fixed capital are at record
lmln. o fixed-capital producing industries rating at or close to
capaci thelo business demands have added to lnan onary pressures, They
have a oo. however, expanded our productive base and also oup ability to turn
out a larger volume of goods for & given labor input,

Rising intevest rates, reflocting demands for funds {n excess of the avail.
able supply, do perform a rationing function ; i, e., on the whole, the free play of
market forces tends to allocate available tundn to those sectors where demands
are most urgent. This function is not performed perfectly by any means, but
it is performed better through market competitive !orceo thap by any al-
ternative open to us. The presumption {s mon&d t, so far as buslt:o?h is con~

cerned, funds have, on the whole, been alloca by this process
productive uses, :
Inoroase in pudlio and private deds, Deo. 31, 1854, to June 80, 1957
C {Billlons of dollars) . o (4)
Item . deoresss (-’{-
Net Dub“c and prlv‘w' whl t-n-.----ﬂ-n-.—.-‘---t-n.nu- “08
' STy
Net publie, total - ‘ - cew 0.1
Federal Government and agencies s =11.0
Btate and local 11.8
-
Net private, total.... - ——— 78.8
Business, total. 87.1
Nonfarm —— - 843
Farm 2.8
Consumer, total R 86.3
Mortgage. 24.9
Installment - 8.7
Other. - 2.6

19533"{“ M!urvoy of Current Bnnlng;uﬂ May é’?{& M prfumln r:g ntlmam for June 80,

ision of Research and §&
ebt for the pu llc rs of the coonomy represents total outctndin: indebtedness

lllllllll intrasector h such dob e, Fedoral debt minus such portions of
# by“t’edanl on:' menf corpouﬁona and a ncl Ne?o corporate

huc ebt as are he

debt rcprenntl total corporate debt minus ntoreompany do u ud oompanm.

Debt N um for t ) nonoor nto prlntn area ad{in intra-
ebt o nl ton are (1) depos llabnl

t}cgo old! :elu u un nat
anks an amount o bank no rcu lation, ( I of onmansum pollcm u
annuities of l(e-huuuuce carrl short-term debt of n {viduals and unineo
nonﬂnauclsl usi mm concoml y othor ndlv!dnulc and unincorporated bus

nom porate ‘1&”? 8. thorized but not §ssu and [ ed but.

ata u cuum n the nmy rrent Business have
t ] exclmion rom loans to nonfarm bmlnen (an mm the clmu'o in tot \] debt as von
tonded by commercial b

(1) crgl
(dnta used tor l uu e to g;

{9& 106 ] nu“ ed 0! un
!naﬁ et(;‘mpanm t! rosga' -%‘cu lutm. gx‘:ﬁg mrket pupe:. and bgcgl?' iu” bom#fi
11, Is inflation being accelerated now? If so, what is the cause. If not,
what is the stabilizing tnfluence? \
In recent months inflationary forces have continued dominant in the economy.
Oonaumer prices reached a new high in June and apparently rose furtber in
to a level about § percent above that prev from mid 952 to the spring
656. In wholesale markets, commodity prices June and early
July. to a level about 7 percent above that ln mld-lm when the present broad
udnnce began. Aggregate spending has continued excessive in relntlon to mp-‘
plies of goods and seryices tmllabxo at existing prices. . ‘ .

98088-—87-—0& 8—13
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fpending this yeur for new residential building and automoblies, and also for
buxiness inventories, hns beon below earller highs, but spending of most other
tgmoa either has been malntained at an advanced level or has risen further,
Producers’ expenditures for new construction and equipment have risen some-
what further, hoyond the high level reached toward the end of last year after a
rapid unintevrupted advance of a year and a half, Government outlays have
Increased further at both the Federal and the State and local level, Consumer
outlays, particularly for services, have continued to expand. The nggregate of
spending--private and governmental—in the second quarter this yenr was higher
than ever bofore,

While Inflntionnry forcea hnve continued dominant in the economy, with some
fmportant influences operating fn the direction of speeding up the current price
advancee, other influences have been tending to slow down price increases, Saving
tu inanclal form hag Inereased.  Industrinl eapaclty has grown to a level where
it is capable of meeting current and fmmedintely prospective demands., Business
detiands for goods to Increase inventortes hinve heen cut back for a varlety of
reasonn: () holdinga are larger now, followlug further bulldup last year; (d)
costa of carrying inventorles have heen rising; and (o) businesses have become
more concerned nhout their liguldity positions, Reflecting diverse influences,
industrinl price changes have become more wselective, with some declines in
evidence as well as increases,

In general, howoever, the upward price movement has continued and in some
sectors recent price advances have heen substantial, as fllustrated by the Inteat
increase authorized for freight vates. ‘Thus, the broad upward price movement

has become more gelective but has not yot stopped.
12, It inflntion continues, how far ean it go, and whet will be the effects

in the provess?
13, Once Inflation is started, how can it be stopped and how can the value

of the dollar ever be regained?

In the pust, an Inflation, once started, hns continned until it was stopped,
usually either by approprinte monetary and tiscal }mucy or, failing the adoption
of such policles, until it collupsed from lmbnlances it had generated.  In extreme
cnges inflations have come to an end becnuse people refused to accept what was
in effect worthless money, As U anid In my statement (pp. 18-14) ¢

“Once such a spiral {8 set in motlon, it has a atrong tendency to feed upon
itself. 1If prices genernlly are expected to rise, Incentives to suve and to lend are
diminished and incentives to borrow and to spend nre increased. Consumers
who would normally he savers are encouraged to postpone saving and, instead,
purchase goods of which they ave not in immediante need. Businessmen, likewise,
are enconraged to anticipate growth requirements for new plant and equipment,
Thus, spending {8 Increased on both counts.  But, because the economy is already
operating at high levels, further Increases in spending are not matched by corre-
sponding Increases in production. Instead, the increased apending for goods and
services tonds to develop a spiral of mounting prices, wages, and costs.”

History tells us, however, that inflations have stopped. Sometimes they
stopped because the currency became worthless and people refused to accept it in
payment. The Continental currency issued in this country during and after the
Revolutionary War is an illustration. Sometimes inflationa have stopped before
this stage was reached because of industrial and financial hrenkdown., As 1
pointed out on page 14 of my statement, “* * * {f further inflation is expected,
gpeculative commitments are encouraged and the pattern of investment and
other spending—the decisions of what kinds of things to buy—will change in a
way that threatens balanced growth.” In other words, varlous types of imbal-
auces tend to develop in the structure of industry. These may take the form of
overinvestment in specific types of facilities based on the miscaleulation that
temporary inflation-induced consumer buying reflected a real growth trend, Or
imbalances may take the form of speculative accumulation of inventories which
promise to profit from rising prices. Or overextended flnancial commitments
may be made which dangerously reduce the liquidity of horrowers. Once these
fmbalances are recognized, market forces tend to move to correct them and, if
the imbalances have become at all general, to bring on readjustments that some-
times become serious. Prices as well as employment are likely to react when an
inflation stops as the result of major imbalances,

The most constructive results ensue when infiation is stopped because appro-
priate tiscal and monetary policles are applied in time. As I said in my state.
ment, ‘“The most conatructive resuit is the encouragement of a volume of savings
and investment that permits continued expansfon of productive facilities at a
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rate consiutent with growlng consumption demands,” This type of constructive
result tukes place recurrently in the course of the husiness cycle when the forces
generated durlng the upswing do not culminate in an inflationary spiral but
rather diminish in potential as full capacity Is reached. Adjustment of this type
tnkes place without severe price repercussions. ‘I'he higher price level prevall-
ing at the time of the adJustment tends to be maintained except as It may subse-
gquently reflect increnses in productivity,

An inflation will stop when a condition is achieved where curront investment
can be financed out of savings without undune reliance on newly created money
and where prospective mtvings and investment are not motivated by the expecta-
tion of further or continued Inflatfon. Ax 1 nald in my statement, “Only in this
way can the standurd of living for a growing population be jmproved and the
value of savings be maintained.

“Buch constructive adaptations, if made in time at the onset of inflatlonary
pressures, need not be large in order to restore balance between prospective
demands and the resources avalluble to meet them. 1t 14 essentlal, however, that
the adjustment be made. (therwine prospective expenditures will continue to
exceed the resources avallable and the pressuve of excess demand will foster an
inflationary spliral.”

14, Generally, will you distinguish between flscal policy (embracing ex.
penditures, taxes, and debt), and monetary and credit policy, and then relate
them, one to the other?

An article, Federal Financial Measures for Economlc Stability, published in
the Federal Reserve Rulletin for May 1033, answers this question as well as the

fivat part of question 10,
The article is ag follows:

“FEDERAL FINANCIAL MEASURES ¥OR KCONOMIO BTABILITY }

“Government financial measures are especlally appropriate for promoting
stable developments in private-enterprise economles. For the most part they
ure lmpersonal and operate indirectly through markets by thelr effocts on incen-
tives to spend. To the extent that sources of instabllity are financlal, moreover,
they deal with basic causes.

“The preceding article in this series explored in some detail the relation of
credit and monetary action to economic stability, Before considering the func-
tloning of the several Instruments by which such actlon is effected, it i8 desirable
to discuss, briefly and broadly, credit and monetary measures in relation to flscal
moasures and debt management, the other fluanclal methods avallable to the
Federal Government for influencing the flow of the economy's expenditures.
Bach of these methods has a speclal and complementary role to play in sustain-

ing orderly and stable progress.
“CREDIT AND MONKETARY MEASBURES

“Credit and monetary actions affect expenditures particularly of the private
sector of the economy. As explained fn earlier articles, they exert an influence on
the avallability and amount of credit, on the cost of lending and borrowing (both
public and private), on the volume of saving, on capital values on the volume of
money, and on the value of tho dollar at home and abroad.

“There are three maln methods of executing credit and monetary actlon—
discount operations, open-market operation, and changes in reserve require-
ments. Though they operate somewhat differently, each influences bank reserve
fosltlona and hence affects the ability and willingness of commercial banks to

end. Since the banks are a major factor in the credit market, changes in their
abllity and willingness to lend affect the whole credit market, t is, the
general avallability, cost, and volume of credit.

“Bringing about credit restraint or ease through these measures has wide-
spread effects on the economy. Thelr most direct impact is on the amount of

1 This is the third of a series of articles considering the operation of credit and moneta

yoll%v t% the United tes, These articles are based on selected replies submitted early
n 1982 by the Board of Governors of the Federal Reserve System to a questionnaire from
the Bubcommittee on Genoral Credit Control and Debt Management of the Con {onal
Joint Committee on the Economie Report, Thﬁ material selected bas been m and
expanded in order to bring it up to date and to fill gaps in content resulting from the fact
that the original material was organised in rerly to definite questions.

reparation of the articles is under the direction of Ralph A. Young, Director of the

Division of Research and Statistics,
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apending done with borrowed funds, There Is almost nlways a fringe of bor-
vowern or potential borrowers whowe decisions about investments with marginal
profitability or about consumption of murginal usefulness are influen by
changes in the avallability or cost of credit. Aw lenders become less able aud
less willing to lond, they both increase the rates of Interest at which they lend,
thus cuttitg back someo of the demand for funds, and ralso their standards of
oreditworthiness applicable to new bhorrowing. A lenders become more able to
fend, they will lend at lower rates of Interest and accept higher risk borrowers,
These credit developments have secoudary effects that are reflected In spending
and savings activitios of all sectors of the economy, :

“A supplementary method of exerting an influence ovor credit conditions in
the use of seloctive instriinents which directly affect the equity or maturity
torms of specific types of lonns extended by bunka and other lenders. At present
only stock-market eredit may he ragulatod in this way.

“In mome perlods of expansion, certaln crodit sectors may not be readily
responsive to general measures of eredit and monetary restraint, Kxamples of
auch dovelopimeuts are the growth of stock-market credit in the late 1020's and
expausion of consumer installment credit and mortgage credit after the outbreak
of fighting In Koren. Roegulation of atock-market credit was authorized in the
mid-1080's to enable the resorve banking authorities to prevent a recurrence
of excossive stock spoculation finauced through credit, Rogulation of consumer
credit and real cstate construction credit was authorieed on a temporary basls
after Xorea in order to effect restraint in these crodit areas during an abnormal
period. Rogulation of consumer credit had earllor been used to curb personal
aponding financed by credit during the war perlod and In limuediate postwar
FORTS.

“Oredit and monetary measures ave indisponsable to stable progress, but alone
they cannot assure that progress. Tholr effectivencss will bo conditloned by
Foderal fiscal action and deht management and by varfous specific Government
programa. Thelr effertivenoss ma{ also be conditloned by unpredictable and
sudden developments and changes in moods and impulses that affect activity in

the economy.

“Oredit and monetary action, while powerful {n combating un infiationary
upsawing, is sometimes viewed an belng loss eftective in conteracting a deflationary
downmfng. This view is largaly based on experience in a fow dexreulons
which followed major hooms in which economlc activity was seriously distorted.
In these instances, shaken confidence of both lenders and borrowers militated
ngainst active response to an increased avallability and supply of credit and
money and a reduced interest cost of horrowing. While expansionary credit
and monetary policy was essentinl to economic recovery under such circum-
stances, it was not sufficient by itself to achieve it.

“The administration of credit and monetary measures is a task invoiving
discretion, patience, and judgment. Action must be gulded not by a single
indicator or simple combination of indicators but by a balanced assessment
of the entire credit and economin situntion in the light of the fullest informa-
tion avallable. Action, moreover, must be adapted promptly to changing con-
ditlons, because its full effectiveness on the economy will not be felt until
after some time lag. To the extent that promptuess {s not achieved, credit and
monetary policy falls short of {ts potential and may oven itself be a source of

Instabjlity. “RI8CAT, MEASURES

*FMacal measures work mainly through the money-collecting and money-
3endln: activities of the Federal Government. The amount, type, and timf
tax collections and of Government outlays affect expenditures directly an
indirectly throughout the economy, and these effects will vary with the size
of the Federal budget. Through the level of taxes, Government revenues influ-
ence directly the amount of private income available for spending, and because
the Government buys large amounts of goods and employs large numbers of
workers, its outlays affect directly demand and supply in specific markets, Fed-
eral fiscal activities also have indirect effects in stimulating private expenditures
and in influencing the general economic outlook in a fashion similar to the action
of credit and monetary policy. In addition, fiscal action may shift the distribu.
tion of income, alter the uses made of the Nation’s resources, and have repressive
or incentive effects on economic productivity and output. :
“The influence of fiscal action on economic stability arises chiefly out of a
between the Government’s cash receipts and cash expenditures, The
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difference causos a cash flow of payments between the private sectors of the
economy and the Government., In general, a cash flow from the Government has
oxpansive effects on the economy’s overall expenditures, while a cash inflow has
contractive effects. Thewe effects Induce further spending or restriction of spend.
ln, in the private sector,

‘Various combinations of taxation and Government expenditure programs
will have different effects on total expenditures {n the economy, For example,
increased taxation combined with reduced Government spending will have con-
tractive effects on the Nation's spending activities, and hence be a ate
to & period of inflationary pressures. On the other hand, red taxation
combined with incrensed Government expenditures will expand the total volume
of ax‘x’ondlturon during a period of recession., This assumes, of course, that
spocific Governmont exponditure prograsus are not of the kind that displace or
oomfeto with private economle activity, thereby discouraging rather than stim-
ulating business confldence, private investment, and private consumption.

“To somo extent, changes in tax and Governmont expenditure RIS COING
about automatically over the course of businens fluctuntions. is bulit-in
flaxibllity of the budget tends to counteract swings in private spending without
deliberate action on the part of the public authorities. For Instance. with
graduated income taxes the Government takes a lurger part of national fncome
at higher than at lower levels, and a change in national income will be quickly
reflectod In the tax take under existing pay-as-you-go tax arrangements. At
the same time, Government expenditures as a result of the social security &2

agricultural amort programs will tend to be greater in depressed per,

than in prosperity,
“Rellance upon bullt-in budget flexibility to adapt fiscal policy to severe eco-

nomic fluctuations Is unfeasible s0 that msome discretionary action through
legislative processes must be counted on for this purpose, By thelr very nature,
however, the flscal tools of tax and expenditure programs are complex, and they
involve controversial aspects such as their effécts on the distribution of income,
on incentivey to produce and to save, and on industrial and regional development,
Speedy action, conscquently, is difficult, Much time is necessarily absor in
the legislative process—in the initial formulation of programs and in their
consideration and final enactment. Kxeccution of both tux and expenditure
programs req&lm additional time, although to the extent that taxes are paid
on a current basis the eftect of tax changes is fairly immediate. In a downturn,
expenditure programs may be hard to get into operation as promptly as needed;
ina bo&m. ;u ﬁ" prove to be impractical or wasteful to bring long-range pro-
grams to a

“Hven if it were possible to get sufficient variation in fiscal action, it might
be impracticable and possibly inadvisable to vary the whole program of Gov-
ernment expenditures and taxation primarily in accordance with the evident
needs of economic stability, In some situations, other policies are so important
as to outweigh considerations of economic stability in governmental decisions:
the conduct of war or the undertaking of a major defense program are striking
examples of such situations. Ma arge items in the budget are directed to-
ward noneconomic objectives and do not lend themselves to the flexible treat-
ment required in counter-cyclical fiscal policy. Furthermore, anticyclical actions
may be in conflict with measures based on other important criteria. The tax
structure needs to take account long-term Investment growth and taxpaye:
equity. Remedial action based on these criteria is a desirable goal at all tim:s
but may not always be consistent with immediate programs aimed at stability,

“Because discretionary fiscal action involves many special problems and cannot
always be taken speedily, decisions as to its timing usually involve the difficnlt
art of long-term forecasting. On the one hand, any action will affect economic
actlvity only after some timelag, and anticipatory action runs the risk of ac-
centuating rather than ameliorating cyclical fluctuations. On the other hand,
the countercyclical potential of fiscal action is severely diminished if steps are
_delayed until the economy finds itself in recession or boom.

“Different combinations of taxation and Government expenditures result in
deficits or surpluses and accordingly involve Treasury borrowing or permit re-
payment of borrowing. The amount of the borrowing or repayment is detor-
mined by fiscal action; the manner and kind of borrowing or repayment are
in the realm of debt management. The extent of the expansive or restrictive
impact of fiscal measures depends not only on the relation between taxation and
expenditures but in part on debt management operations. The effects of fiscal
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action in attaining economic stability are thus related atso to debt n.anugement,
and the effectlveness of this relationship in turn depends on the finaunclal climate

created by credit and monetary measures,
“DEBT MANAGEMENT

“As a complementary tool of countercyclical financial policy, debt management
now has great importance because of the present size of the Federal debt and
because of the specla! role such debt plays in the asset structure of flnuncial
institutions. The Federal debt now amounts to about two-fifths of the economny's
total debt. It iz the only debt that Is entirely free from credit risk. Short-term
Federnl debt serves us a principal Hquid or operating reserve asset of bauks,
other financial institutions, and business corporations. T.onger-term Federal
debt functions as n mujor fnvestuent nsset of individunls and savings fnstitu.
tions and competes with other investment mediuma in absorbing the economy’s
money savings. The ty}m of Government securitien {ssued thus have a signifi-
cant ;’ﬂoct on the lquidity of the entire ccomomy and on the market for other
securities,

“Debt manungement has two major aspects. It Involves refunding operations
affecting the maturity arrangement of outstanding debt. It also involves the
expunsion or retirement of debt in response to the current cash deficit or surplus
of the Government. The maturity composition of the debt has ita most direct
tie with credit and monetary policy while the changes in the amount of debt
are most immediately related to flscal polley. Both aspects combine to deter-
mine the composition of the total Quvernment debt at amy glven time and in this
process exert an influence on the attainment of economie balance.

“Management of the Federal debt makes a primary contribution to economic
stability by arranging a maturity composition of that debt that will support
and not impede development of appropriate credit and monetary policy. In
general, such a debt distribution would be one with maturities well spaced over
it period of years, This kind of maturity distribution {s also important for
administrative reasons in debt management.

“There 18, of course, constant need for n large volume of short-term issues
to meet the basie lguidity requirements of banks, financial institutions, business
corporations, and others, In & period of economic slack or depression this
liquldity may be expanded by lssuing additional short-term obligations. In
the subsequent period of expansion the volume of these issues may be reduced
somewhat by refunding operations or by retirements out of surplus,

“To change the existing debt structure, however, takes time. Financing
decistons of the past necessarily impinge heavily on the present and the future,
nnd debt management actions must continually be 8 compromise between what
may be most appropriate for the current economic situation and what may be
appropriate in terms of a longer run view of ecomonsic stability. This balance
in judgment relates primarily to the volume of very short term securities
which may be outstanding at any time. Because the lquidity of such securities
s not readily influenced by eredit and monetary measures, the greater the pro-
portion of the debt in these issues the less responsive the economy will tend to
e to restrictive credit and monetary action when such measures may be
appropriate,

“From the point of view of economic stability, the maturity distribution of
outstanding debt should always be such that moderate changes in the level of
interest rates will have an important effect on the lquldity positions of bolders,
thereby influencing spending and lending decisions, To attain this, a slzable
portion of the debt should be spread out over intermediate and long-term maturi-
ties so that when interest rates decline, and the market prices of these securities
therefore rise, liguldity positions of holders will come to be regarded ar more
ndequate than formerly. Conversely, when interest rates rise and security
prices decline, holders will tend to view these positions as less ndequate, S8uch
a spread maturity distribution would limit the dependency of debt management
on current interest rates and security market conditlons and on the other hand,
would increase the sensitivity of the entire economy to interest-rate changes,

“Within the standards set for debt balance, curient debt management can
uperate to reinforce or offset in part the impact of a Federal defleit or surplus,
For example, a deficit in a recession period tay be made somewhat more effective
If in {ts financing the emphasis {8 placed on the wse of -shorter term obligations,
The expansive effects will tend to be greater and will support an expanslonary
credit and monetary poliey to the extent that such issues are absorbed by the

-
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banking system and foster expansion in the money supply. Conversely, a sur-
plus in & boom period will be more effective as a restraint on expenditures if it is
used to retire short-term debt rather than to purchase long-term securities in the
market. The restraining effects will tend to be increased and will reinforce
restrictive credit and monetary policy if the repayment of debt reaches the
holdings of short-term issues by the banking system, thus affecting bank liquidity

ftions.

pogDebt management actions to gromoto economic stabllity through shifts in
terms and maturities of security offerings are limited !:{ the neceul:g of meeting
existing market conditions. Public debt must be handled so that the investing
community will be receptive to new {ssues from refunding operations and will
take additional debt Into its portfolio, While public debt differs from private
debt instruments in quality, public debt instruments compete with similar secu-
ritles of private origin {n the market. In short, the debt must be in such form
that {t is readily assimilated in the market.

“There are other practical problems of debt management to be resolved.
Recently, acceleration of corporate tax payments has resuited in a concentration
of Treasury receipts in the first half of the year while Government outlays
are more evenly distributed. This necessitates a seasonal pattern of short-term
borrowing and repayment of borrowing even if the cash budget is in balance.

“Debt management must develop its policies and feel its way not only in
response to immediate Treasury needs, to security market developments, and to
investor preferences, but also with regard to the cost of servicing the debt.
From both the standpoint of interest cost and economic stability there are
many alternative arrangements of a given debt. Problems of current interest
cost must be weighed against the costs to the Federal budget and the economy
in general if debt management decisions are excessively inflationary or de-
flatlonary. ‘They must also be weighed against possible future interest costs
under different economic circumstances. Debt management decisions thus must
conslider both the present and future, as well as the implications of action on the
effectiveness of other {nstruments for achieving economic stability,

“INTERACTION OF FINANCIAL MEABURES

“The combination of credit and monetary measures, flscal measures, and debt
management that will be most appropriate at any particular time will depend
on the circumstances prevailing and on the feasibility of action in one fleld or
the other. How they ure interrelated in Government policy can be shown by a
brief description of thelr use in periods of contraction and inflation.

“Periods of contraction.~In combating recession and deflation, fiscal measures
can make & broad, direct attack by lowering taxes, increasing Covernment ex-
penditures, or both, in an effort to cushion or offset the decline in the total volume
of private income and expenditures. These fiscal actlons will make for an
excess of expenditures over receipts and an expar lon of public debt.

“Debt management ag well a8 credit and monetary measures will condition
the fmpact of fiscal nction. The expansionary potential will be affected by
the manner fn which the deficits are financed. The effect will be greatest
if the deficit is inanced with funds that would otherwise have heen idle or with
new deposits generated by bank investment. The effects of a Federal deflcit may
be partly neutralized if it is financed with funds that raight otherwise have found
outlet In private consumption or investment. In summary, fiscal measures hy
themselves can produce an incroase in total expenditure by an excess of expendi-
tures over tax receipts, and perhaps to some extent by changes in tax and ex-
penditure patterns which take advantage of differential tendencles of varlous
sectors of the economy to spend for investment and consumption. The rise in
expenditures promoted by fiscal measures will be far greater, however, if debt
management and credit and monetary actions are also operating in a way that
stimulates total demand.

“In depressed periods, credit and monetary measures should ease bank reserve
positions, making bank credit and other credit cheaper and more readily avail-
able. Such action will encourage the use of credit and prompt a rise in Govern.
ment security and other capital values, thus increasing the economy's Hquidity.
This kind of pollcy will also facilitate financing of any Federal deficit. If some
substantial portion of the new securities offered are shorter term obligations,
debt management will be functioning at the same time to increase the liquidity
of the economy. To the extent that such securities are purchased by banks
there will be an offset to contraction of private bank credit and a consequent
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stabilising effect on the volume of money. Along with ap ex lotm;{ c}:‘dt!’t
qu

and monetary policy, this will help to develop & condition of banking
favorable to private bank credit expansion and resumed growth in the money
ntzp:;l‘yamlncreaud liquidity of lenders generally will also help to swell the flow
of ¢

“Rapansion poriods when inflationary presaures are sirong.~When inflationary
pressures are strong, it is of paramount {mportance that fiscal, credit, and
monetary, and debt management policies lupxlement one another in limitin
expansion of both public and private demand. At such times, fiscal policy shou
avold deficits and aim for surpiusea in order to restrain expansion of expendi.
tures, Credit and monetary policy should restrict bank reserve positions, mﬁk
ing bank and other credit less readily available and more coau{. This will
dampen the expansion of bank credit and the money supply and lower capital
values, thus reducing generally the liquidity of the economy. This kind of action
will put a brake on expansion of spending financed by credit and at the same
time operate to increase saving. Debt management policy should be directed at
reducing the liquidity of the existing debt by refunding some maturing issues
into longer term obligations and by applying surpluses, when available, to reduce
the volume of short-term debt, duction in liquidity so effected will exert a
retarding influence on the momentum of spending. Thus these three methods of
Federal financing gollcy can work consistently in an inflationary period toward
the primary goal of economic stabllity.

“To the extent that any of these instruments does not work toward combating
inflationary trends, the burden is made heavier on the otheras. Total spending
will not decline as a result of fiscal action if the dollars taxed away are replaced
by dollars created by bank credit expansion; nor will restrictive credit and
monetary policy be fully effective if fiscal or debt management policles are
expansive, At times in expansion periods it may be difficult to avoid stimulative
fiscal policies, and credit and monetary policy together with debt management
must then carry an extra load.

“The combination of credit and monetary measures, fiscal measures, and debt
management that will be desirable at any particular time will depend in some
degree on the speclal circumstances prevailing and on the feasibility of action in
one fleld or another, These instruments of Federal financial policy ai. com-
Plementary. but to an extent use of one may be subatituted for use of another.

pappropriate action in one area of policy, however, may overburden the task
of the others and reduce their effectiveness. The greatest contribution to eco-
nomic stability from Federal financial measures may thus be achieved when thess
are used as mutually reinforcing instruments of public policy."”

15, How does Federal Reserve policy accelerate or control inflation?
Roughly, will you st in chronological order the major Federal Reserve
policy actions in this respect since World War 1I?

An article, Influence of Credit and Monetary Measures on Economic Stability,
published in the Federal Reserve Bulletin for March 1958 answers the firat part of

this question.
The article 18 as follows:

“INFLUENOR OF CREDIT AXD MONETARY MEASBURES ON FoonoMm10o SrApiLITY !

“Credit and monetary measures influence economic activity and prices initially
through effects on the avallability, cost, and volume of credit. Thelr force, how-
ever, extends beyond lenders and borrowers. It is reflected in the quantity of
money, in the market value and liquidity of assets, and in the overall liquidity of
the economy. Ultimately, it is refliected in the spending and saving decisions of
income receivers and of holders of cash balances and other assets,

“The first article In this series provided a brief description of the nature of
money, of the processes by which changes occur in the quantity of money, and of
the reserve banking measures that influence expansion of the money supply. In
the present article, the discussion is puraued further to consider the ways by
which reserve banking action affects the lending and investment decisions of

1 This s the second of a series of articles considerin

tary policy in the United Btates, These ?mcl # are based on selected replien submitted
ors of the Federal Reserve System to a questionnaire

early in 1053 by the Board of Gove
from the Subcommittee on General Credit Control and Debt Management of the con .
sfonal Joint Committee on the Economic Report, The material selected has been mo

it up to date and to fill gaps l: content resulting from the

r
nd expanded in order to bring
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g the operation of credit and mone-
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commercial banks and other lenders, alters the decisions of borrowers, and In-
fluences the lending, c&ondln:, and saving of all sectors of the economy., The dis-
cussion deals only with the mechanism by which credit and monetary measures
affect the tempo of ecouomic activity and thus contribute to stable economie

progreas, ,
“SOME GENERAL OBSERVATIONS

“Oredit aud monetary measures have widespread effects {n encouraging or dis-
couraging expenditures. A general tightening of credit has its most direct effect
in restricting the amount of spending with borrowed funds, Credit restraint
also curbs the expansion of money, and so llinits increases in the amount of cash
balances held by individuals, businesses, and other spendlng groups,

“Credit restraint, moreover, has hmportant deterrent effects on spending out
of existing cash balances and from funds obtalnedal:’y the sale of assets, where no
credit granting and no money creation are involved. These are indirect effects
which come about In a number of ways. There may be a dampening of too
optimistic expectations of businesses and consumers. A rise in interest rates
produced by credit tightening will tend to reduce the value of capital assets, a
development that will discourage some new investment in construction and In
producers' equipment. Consumers and businesses may decide to save more,
either because they are less sure that credit will be avallable for possible emer-
gencies or to insure fulfiliment of future plans, or because the interest return
on savings has become more attractive,

“Easing of credit, on the other hand, tends to have opposite effects. It en-

courages sp.nding with borrowed money. It also stimulutes greater spending
out of current income and past savings, Credit easing dves this by promoting
the bellef that prices of goods wiil rise, by reducing interest rates and thereby
both lowering the cost of borrowing and stimulating a rise in capital values, and
by making it less necessary and less profituble for bhusinerses and consumers to
save.
“Whether a tightening or an easing of credit will ind a response in the de-
mand for credit depends on the existence of a fringe of borrowing or potential
borrowing. That Is, greater difficulty in obtaining credit or fncr cost of
credlit influences decisjons of borrowers by deterring them from using credit for
investments with marginal profitabllity or for consumption of marginal useful-
ness, It may also deter borrowers from using as much credit for other p:crgoou
as might have seewmed profitable or useful had credit conditions remai un-
changed. In a boom perfod, when ciredit is in great demand, there is always
fringe borrowing which can be cut out either by greater selectivity in lending
or by higher interest costs. If an easing of credit is to stimulate borrowing in a
perlod of business recesslon, there must be a simlliar fringe of potential horrow-
ing which will become effective when credit is more readily avallable and cheaper.
Under most conditions such a fringe exists, and an easing of credit will stimu-
late borrowing in amounts or for purposes that were previously not regarded as
profitable or useful, and for purposes for which credit could not previously be
obtained.

“Thig fringe of potential borrowing, however, may be very limited under special
circumstances. In a period of inflationary boom, luvestment in plant and equip-
ment (productive capacity) and in housing and purchuases of durable goods may
proceed so rapidly, unless checked somewhat, that future needs will too far
anticipated. Then, in case of a serious business dowuturn, many activities involv-
ing credit that would ordinarily have heen greatly sthiuulated by an easing of
credit may not respoud, because for the time being the demand for them has
already been filled in the previous hoom. Other potential borrowers may feel
so discouraged about profit possthilities as a result of the downturn that they, too,
will not borrow, however cheaply and readily credit may be available. Once
such conditions and attitudes bhave developed, the tmmediate effect of an easing
of credit will be limited, although such an easing 18 still an essentinl measure
In metting the stage for ultimate recovery, The ability to combat a recession
with credit and monetary actlon, therefore, depends tu large part on the extent
to which restrictive credit nction has been taken in the preceding boom, as well
as on how early and aggressively earing action occurs after a downturn,

“A general tightening of credit results from a reduction in the avallability
of credit relative to the demand for it. Such tightening may develop because
the supply of credit has contracted without a corresponding reduction in demand,
because the demand for credit hns increased without a corresponding Increase
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in supply, or from some combination of these, In a boom period, demand for
credit typleally increnses and credit conditions tend to tighten even though
there is an actual increase in the volume of credit granted. In order to keep
credit from tightenlug under such conditions, reserve banking policy would need
to permit the total credit and wonetary buse to expuinl nt the puce set by the
progress of the boom, regardless of the inflationary or other unsound develop-
ments that might be oceurring. ,

“A general easing of credit results from an increase In the supply of credit
relative to the demand for it. Easler credit conditions may generally be expected
to develop in a perlod of economle recesslon, except when there are bankin
difficulties or extreme pressures for Hquldity on the part of consumers an
businesses. Credit and monetary policy In such a perlod should encourage the
development of easler credit conditions,

“EFFECT ON LENDERS

“A general tightening or ensing of credit affects lenders in all sectors of the
eredit market, from short to long term, In the short- and Intermedinte-toarm
sectors of the market, the major suppliers of funds are the commerecinl banks,
Expansion or contraction of their loans and {nvestinents tends to expand or con-
tract the volume of money, There arve, howevey, many other lenders that supply
a substantial volue of ghort- und Intermedinte-term credit through the invest.
ment in prime-grade marketahle paper of cash halances not needed for curremt
expenditurer and of secondary reserve funds, The volume of such investment
varles with the attractivenesr of the interest return. The supply of bank credit
is dependent on bank-rexerve positions, whi hin turn may he tightened or eased
hy reserve-bnnking actlons, ax was explatned In the fiest article of this serles,
The total supply of short-term credit i thus Lighly flexibie,

“In the mavket for long-term credit, the rupply of funvds ig related to the
volume of saving, Major lenders in this market, in addition to individuals, are
Insurance companies, savings banks, savings and loan associations, public and
private pension funds, and nonprofit fnstitutions,  Commercinl banks, although
primarily short-term and intermedinte-term lenders, also Invest thelr time
deponita in real-estate lonns and in long-term corporate, Federal, and State and
loeal government securities.  The supply of investment funds is relatively fixed
at any time and does not ndjust quickly to changes in demand, In a perlod of
boom, however, incrensed demand for long-term credit tends to spill over into
the ghort-term credit market, and fn a perlod of recession lack of long-term
eredit demand may induce investment funds to seek short-term outlets, Con-
ditlonx of avallability and cost of short-term and long-term credit thus are con-
stantly interacting.  Morveover, the lending and fuvesting activitles of com-
merelal bankx bridge the markets and help to link them together,

“Commercial hanks~Individual commercinl banks obtaln funds primarily
from the depoxitx of working hnlunces and «avings of Individuniz nnd businessen,
For the banking system an g whole, however, most of the deposits result from
credite oxtended by hanks,  Commercinl banke ag a group can expand thelr
credite only to the extent that they have or ean obtaln the reserves needed to
supnort the resulting growth in deposits,

“The avallability of reserves is directly subject to Ifederal Reserve influence.
Asxlde from a gold Inflow or a return of currency from circulation, which
can usunlly be counterncted by reserve hanking action, and except for certnin
temporary technical factors, the volume of bank reserves can be Increased
only by bank horrowing nt the Reserve banks or through open-market purchases
of securities by the Federal Reserve,

“Commerclal banks conslder borrowing a temporary expedient, They do not
ltke to be long In debt. Individual banks can get additional funds to lend
by selling Government or other securities or by permitting maturing issues
to run off, As a group, however, hanks cannot expmnd thelr total supply of
loanable funds In this way exeept when such paper is bheilng bought by the
Federnl Reserve System. Unless the Federal Reserve s buylng securities
and thereby supplying reserves, reduction In security holdings by one or more
banks will normally draw reserves from other banks and ne net addition
to reserves will occur. An attempt by banks as a group te obtain additional
reserves by selling securities, or by allowlng maturing issues to run off, will
increase the supply of short-term paper for sale in the market, thus lowering
prices and ralsing yields on such paper. Similar market pressure may result
if banks draw upon balances with correapondents or call lonns made in central
eredit markets in order to bufld up reserves,
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“At the lower prices and higher ylelds, Government and other short-term
pecurities will be more attractive. Nonbank investors may be induced to buy
more of them, using temporarily ldle deposit bulances. Sales of short-term
paper by banks to nonbank investors and the use by banks of the proceeds
to make loans will shift the ownership of deposits and may increase the activity
of existing deposits, but such sales will not fncrease totnl bank reserves so as
to permit an increase in total bank credit and deposits,

“With prices lower and yields higher on short-term paper, banks are less
likely to reduce their holdings of secondary veserve assets, notably short-term
(overnment jssues. Bome banks may continue to do so, but others will stop
selling or many buy. In the aggregate, the secondary reserve position of banks
will tend to stabllize. This development i8 brought about in several ways.
Many banks and other potentlal lenders are reluctant to sell securities at a
loss, As the potentinl loss becomes greater, this reluctance deepens. Rising
yields on short-term paper, moreover, make the credit outlook uncertain, and
this uncertainty, together with the fact of potential losses on the sale of paper
held, makes the secondary reserve positions of banks less satisfactory to bank
managements.  Hence, holdings of liquid asxets that were previously viewed
as adequate or even more than adequate come to bhe viewed with concern.
The result is a greater unwillingness on the part of bank managers to reduce
holdings of liquid securities in order to make more loans,

“The key tact Is that with a tightening in the credit situation banks cannot
count with as much certainty on the ready avallabllity of additlonul reserve
funds and will therefore tend to be more restrictive in their lending practices
and standards. ‘This restraint both reflects and s a part of the process of credit
tightening. As the credit and wmonetary climnte thus changes, bankers will
modify their expectations about the general outlook for business and commodity
prices, Applications for loans, particularly inventory loans, will be more care.
fully screened. Businesses which obtain credit to accumulute inventorfes will
be under pressure from thelr bankers to keep Inventorfes wore closely in lne
with actual requirements. Bankers will also bring pressure for repayment on
many borrowers with outstanding obligations., In general, they will be alert
to find reasons for refusing credit requests or not meeting them tully and for
accelernting repayment of outstanding loans, rather than eager to extend credit.

“When credit conditions ease, more and more banks will free themselves
from horrowing and, as reserves acenmulate In excess of working requirements,
they will become more aggressive In competing for loans and marketable paper.
Other lenders and investors will also be under pressure to keep thelr funds
employed, This change In the credit situntion will find prompt response in
declining ylelds in all sectors of the market. Uses of credit that under condi-
tions of credit tightness were postponed or not cultivated by lenders will be
promoted by them under conditions of credit ease.

“Lendera and investors in long-term market,—A tightening in credit aud the
accompanying increase in interest rates will significantly affect lenders and
Investors who operate primarily in the Jong-term credit market, including tife.
Insurance companies, mutunl savings hanks, savings and loan asroclations, and
pension funds, They will become less willing to make any but the best grade
lonns and investments. They will gencrally exercise greater caution in acvept.
ing marginal applications for credit.

“In part this change in attitude reflects the declining value of assets asso-
clated with rising Intorest rates,  All income-producing assets ylelding a fixed
rate of return tend to decline In price when market rates of interest rise, This
is true hecause they are valued in the market on the basis of expected
returns, capitalized at the appropriate current rate of {interest, including al-
lowance for risk., It I8 easy to see this relationshlp in the case of prime-risk
securities, since their market value changes only with changes In interest rates;
when Interest ratea rise, the value of such securities correspondingly declines,
Actually the decline can be even more marked in the case of securities or
other income-ylelding asrets of lesser grade, As interest rates increase, inves.
tors become less optimistic about the business outlook and therefore change their
appraisals of rirk positinns. Such changes in apprairals of risk, combined
with the general increase in interest rates, will result in an even greater decline
in value for lesser grade securities than for prime assets,

“Thus In a period of tightening credit, long-term lenders and investors, while
at first attracted by the higher ylelds avallable on nrseta of less than top grade,
gradually become more restrictive and selective. They become less willing to
sell pritie securities to acquire higher ylelding but more risky assets, partly
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bevaune they can sell the prime necurities only at a Joss, which they hesitate fo
noeePt. They also become more interested in rotalning in or adding to their

rtfollos the more lquld types of ausets, becauwe of concern about the decline
n the market value of thelr entire fuvestimnent portfolio and the geunoral uncer-
tainty about future developments. 1In addition, the higher jnterest rates on
these more liquid assets In a period of tightenlng credit come closer to provid.
ing the avernge Intercst vate which institutional lenders must obtain on thelr
ourning assots in order to meet contracts with thelr own creditors,

“In rocont decades the flow of savings to nonbank lnstitutional lendors, par.
ticularly lusurance companies, has been incroasing rapldly and the wize of
the investment problem of these lenders has grown accordingly. In order to In.
sure the ready replacemont of fuuds regularly becoming nvallable for invest.
ment from new savings and from repaywent of old loaus, the major ravings
Inntitutlons have developed techniques for connnltting thelr funds In advance
to corporate, mortguge, and other borrowers, Buch commitments make {t pos
alble for potential borrowers to proceed with projects wbich they iight not
undertako without assurance of financing on satisfactory terms. But nonbank
lendors will hesitato to commit themmelves beyond the funds they expect to
have coming in if they fenr that intorest rates may rise In the near future and
that they may thorefore have to soll securities at a loss to wmeet future commit.
meuts, Ans a result, when credit s tightening, some rrolmml projects requiring
long-tm;\ evedit may be deferred because a thnancing commitment cannot be
areanged,

“When interent vatos docline, fnvestors in the long-term market will find
thelr positions more Hquid, The ylelds avallable on high-grade securitios will
fall and the prices of sich securitien will vise. This development in tself will
oncourage long-toerm lendors to extond investment into areas with more attrac.
tive rates of veturn, Moreover, if institutional lenders are quite cortain that
Intorent rates will fall and that pricea of high-grade securities will rise, they
will he willing to commit themselves to future lending that will require the sale
nt‘mgh-nmda securitien In order to make loans with a moroe attractive {nterest
return,

“Underwrlters und security dealers are important in the money and eapital
market, and thelr responses to credit tightness in turn affect the avallabllity
of credit. They nre particularly sensitive to changes in Interest rates becnuse
they customarily carry a large lnuventory of securities In the process of distri-
butlon. They risk large losses {f they are holding large amounts of securities
In n period of rising interest rates, since they may not bo able to sell them
exeept below cost or may have to carry the securities for some time on bor-
rowedd money, Thus underwritors and dealers may he expected to carry securl
ties less readily and hence to discournge security flotations while Interest
rates are adjusting to higher levels, When ylelds are stable or are expected
to fall, they will be more likely to encourage ruch flotationns,

“KFFEQT ON RORROWRRS

“Restraint on horrowing exerted by tightening credit resulta in part, as already
expluined, from the increased dificul®y of finding lenders and obtaining loans.
1t also rexulte In part from the influen *e on the borrower of higher Interest costs
and from his greater uncertainty abour future credit and business developments,

“Buorrowcers for busincss investmoent --Much business 18 done on the basis of
being able to borrow ca{:ltal ut rates of interest lower thau the return that is
expected to be obtained on the use of that capital. 'These marging will be
uffected by changes in interest rates and by changes in the proﬂmgluty of the
business concerned, Bach change, though small, wmay influence borrowing for
which the profit margin is narrow, while not affecting the bulk of economic
tnterprise.  Such small effects, however, help to maintain econowmle balance.

“The sensitivity of business borrowers to changes In interest rates varles
widely, however.  In certain flelds of long-term investment, such as {ndustrial
nnd commercial construction, publlc utilities, and rallroads (which are Iarge and
lmportant flelds), {ntereat costs are particularly signiticant. In such flelds
comparatively small Increares in interest rates can have a substauntial effect in
postponing the demand for capital. BEven In otber flelds where interest costs
nre less lmportant, fringe borrowers way be deterred fromr borrowing when
{nterest rates rise, while other borrowers may decide to get along with lees credit.
The higher that long-term rates becolme, and the more likely that the condition
is temporary, the greater will be the tendency for long-terin borrowers to postpone



FINANCIAL OONDITION OF THE UNITED STATES 1239

investment expenditures hecause they expect to be able to borrow later st

considerably lower Interest costs,
“An increase In {nterest raton does more than just affect the cost of credit

to borrowers. It also reduces the market veluo of exiuting assets unless the
actual or expoected earnings on these nssots rise, since earnings are capitalised
at & higher rate of Interest' 'The liquidity position of all asset holders s
ndversely affected by this development, and their willingness to undertake new
long-term commitments may be influenced,

“A riso In intorest rates also Influences the utllization of productive resources,
directing some activity nway frotr production of long-lived, slowly depreciating
capital goods and therchy freelng resources for an Immedlute increaso in output
of consuinption goods and of producers’ equipment to make consumption goods®
An Interest rute Inereane has thin effect hoth by fuereaning the cost of long-
term borrowing und by changing the relationship between prices of existing
capltal assets and the cost of producing new nssets, In the fixed capital aren
theso changew, together with changes In the outlook for profits and risks due
to the ultored ecredit and monetary situation, shift the balance of busineas
decislons toward holding or buying old assets, and by adapting old ansets to new

ures, rather thun buying now ones,
“How the chan reintionship between prices of exlmng capital assets and

costw of producing new ones oceurs in Hllustrated helow, The jliustration pertains

fo hypothetical office buildings with a net income from rent of $100,000 a year.

“Kstimated cost of constructing new bulldIng-ae e ee e wmecemeene $1, 500, 000
“Caplitalized market value of existing bullding with earnings from
rent (net of all current costs and depreciation) of $100,000 : 1. 668, 607
(] t

“If the current interest rate, with allowance for risk, is 8 percent.
“If the current interest rate, with allowance for risk, is 7 percent.. 1, 428, 571

“If the current interest rate for auch investment, with allowance for risk, were
property would be more than

8 percent, the capitalived value of the oxlnun&

the cost of constructing a new buudmf with the same earning prospects. An

investor in this type of real estate, instead of buying an existing buudlng.
hlnn being equal, If, on the other hand,

would build a new structure, other t
the relevant interest rate were 7 percent, the declsion would go the other way,

“Business borrowers in the short-term market may also be greatly influenced
by changes in credit conditions, Inventory accumulation is normally financed
in substantial part by short-term credit., When businesses have been bullding
up inventory positions, n tightening in the credit and monetary situation removes
some of the incentives for inventory accumulation. Uncertainty with respect to
the possibility of renewing the credit, moreover, increases the possibility that
inventory holdings may have to be sold under unfavorable market circumstances,
This deters particularly inventory accumulations of a purely speculative variety.

“Lower intercst rates, through their effects on costs, capital values, and busi-
ness anticipations, will encourage borrowers to make additions to physical
property and also to accumulate inventory.

“Oonsumer bdorrowers~—Use of credit by consumers fs not subject to direct
restriction by higher Interest rates in the credit market. Consumer credits are
generally extended on fairly standardised terms and at relatively high and in-
floexible credit churges. The rates paid for money at wholesale by the institu.
tions that lend to consumers is only one of a number of important cost ele-
ments in the credit charge to consumers at retall. Thus changes in interest

3ln a huxhlf developed economy such as the United States, the volume of accumuplated
capital assets Is very great {n relation to current income. Rmall percentage ctm?n in the
valite of such assets involve Jarge dollar amounts, In & recent study by Raymond W. Gold-
amith, which s {0 procexs of publication, it is estimated that for the } 5-{%.: dnrtod 1800
1050 t’l:)c average yearly rate of growth of reproducible tangible wealth in nited States
was nbout 41§ percent, or about 2 percent gn A per capita banls, At the end of 1948 repro-
ducible tangihle wealth owneg by Individuals, businesses, and farmers was vajued at
urpmximatey ‘faoo billion, Athough not all of this represcnts assets whose value is
direct! m::te by changes in interest rates, the ﬂruro serves to give some idea of the
magnitude of reproducible assets involved. In addition, values of income-producing lands
ar? affected, as are values of negotiable claims not represented by rea The study
referred to is part of & comprehensive inguiry into savings and {nvestment in the American
panced by & grant of funds from the Insurance Companies Investment Revearch

economy,
Co| l(’ e¢, with the joint participation of the two associations of life-insurance nien,
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rates in the credit murket have a less than corresponding effect on the charge
for credit to consumerx. Novertheless, the interest cost I8 one Important element
in lenders’ costs, and general credit tightness or ease tends to be transmitted
to consumer credit through its Influence on the strictness or lenfency of credit
rtandards applied by consumer-credit-granting institutions, Alteration of credit
atandards is a methad by which lenders in this area control other important
elements of thelr contn, namely, collection costs and losses by default. Because of
the nature of the consumer credit market, selective crodit regulation has beon
used in this fleld during emergency periods,

“Reaidential mortgage oredit—Mortgage borrowing for houss purchases is
considerably affected by increnses In interest rutes, Borrowing to buy houses
is typleally long term and on an Installment-repuyment basis, An Incrense in
the interest rate, which addr to the monthly mortgage payment, rafses the at-
tractiveness of rentnl housing compared with ownership.  Total spending for
houres mnay thus be reduced, ns some buyers nre discournged altogether and
others are induced to buy cheaper houses, The effect of this on economic activity
18 felt mosnt directly through the market for new houses, Thoe plze of the monthly
payment on a mortgage, however, reflects the length of the borrowing term as
well ns the intereat rate. By lengthening the perlod of mortgage repayment the
restrictive effect in the housing sector of an increage In {nterest rates may be
Inrgely offret, It is, consequently, highly important to avold encouragement of
longer mortgage maturles during a perlod of boom when credit tightness s heing
relled on to maintain economic < ability and hold down Inflattonnry pressures,
The tendencles described, of co.se, work In reverre to stimulate house pur-
chares during a pertod of recession,

“Imvestora and traders in corporate atock,.—The direct offect of changes in
Interest rates on demand for credit to finance purchase’r of corporate stocks
depends largely on what Is happening in the atock market, When stock prices
nre stable, credit trends to be nged by regular investors and professionnl traders
who deal {n lote of substantinl slze and expect only small unit profits, Credit
demand for auch transactions may he seusitive to interest rates, since the
inerensed cort of higher rates may wipe out profits, while lower rates will tend
to add to profita,  On the other hand, when stock pricer nre rising or declinine
under the impact of gpeculative prossures, the expeetation of quick eapital gafns
may be o strong ns to make borrowing costs a mntter of distinctly secondary
fmportance.  In such clrcumstances, relective credit vewulntion of margin
requirements on loans to purchase or enrry stocks can nid in restraining credit
expanglon in this aren,

“Tighter or easler eredit conditlons may indivectly affeet borvowing on stocks
through thetr Influence on the paee of cconomic netivity., The wiilingness of
individunis to buy and hold stocks, hoth outright and on credit, is necessarily
related to their Judgmeats of business developments nnd prospects,

“ELFRCT ON BAVING

“Chauges in credit conditions and concomitant changes (n interest rates will
nffect the volume of savings, If some groups in the economy Increase their
savings, an incrense ean take place in fuvestment expenditures, or In consump-
tion expenditures finnnced by horrowing or hy drawing down axzset holdings,
without resulting in an Increase In the total demand in the economy.

“To trace the cffects on saving of a tightening or ensing of credit and the
neeompanying changes In interest rates regquires n wmnny-slded approach. To
begin with, one needs to have fn mind some factg ahout the term ‘saving’ ns it
in generally used, Fivst of all, saving may be done not only hy Individuals
(inclnding nuninecorpornted businesses) hut also by corporntions and certain other
fnatitutionnl forms in the economy. Second, and more important, the ageregnte
volume of individual or other raving in any period 18 a total of the experiences
of all who saved fn the perfod. minus the total of all who consumed, or dis-
tributed as dividends, more than thelr Incomes—that fs, dissaved—hy horrowing
or hy drawing on aceumulated assets. Third, there are many forms of saving,
or rather many uses of suving, and they vary in thelr response to credit tighten-
ing or ease and in thelr economice effects, In a dircussion of how ravinz in
uffected by changes in credit conditions, each of these pofuts must be consldered.

“For snving by Individuals, evedit tightness and a rise in {nterest rates, for
example, miny set up several cross.currents of response. Some individuals save
for the purpose of bullding n{» assets that will provide a retirement income of
a certain size. Ag long-term interest rater rize, the amount of saving required
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for such an income declines. Buch savers can reduco their saving and still meet
thelr needs, If they choose to do #o, On the other hand, some individunls are
concerned about the current return and will save more when n more attractive
return is avallable, It 18 not easy to establish where the balance of these motiva-
tlons may be,

“It is not necessnry, however, that those who save increase their total saving
in order to have an increase in the nggregnte of personal saving, An Increase
in the aggregate of saving may be achieved by a reduction in the volume of
dissaving~that I8, a reduction in the extent to which consumption is financed by
using past savings or by horrowing,

“Here the effect of a tightening credit policy in clearer. First, since credit is
less readlly avallable, the amount of dissaving with borrowed funds will be
reduced from what it would otherwise have been. Becond, dissaving through
the use of previous savingy will alvo he discouraged, depending on the form
in which puch savings are held, For savings held In marketable bonds and
many other noncash nssets, a decline In market values will accompany the gen-
ernl rise in interest rates, ‘Fhe sacrifice of princijul involved in liquidation
of these savings will deter dissaving of this kind, Dissaving through the use of
st savings held In savings accounts or in other liquid forms will be less penal-
zed. For some types, however, the current interest return will rise with the
general advance In Interest rates and thus the accumulated savings will be
more attractive to keep.

“Another Important consideration when credit conditions are tightening is
that dissaving of any kiud will he discouraged, and saving encouraged, by the
faet that action to restrict the avallability of credit is being taken for the
purpose of restraining speculative and influtionary ternds. There will be less
incentive to hedge against advancing prices by buying in anticipation of such
advances, Tho fact that mensures are belng taken to tighten credit and to curb
montary expansion will In itself reduce the likelihood of rising prices and
lessen the incentive of individuals to buy goods ahend of needs. Also, overly
optimistic expectations as to future income, uther than from interest, will he
tempered, and saving will be encouraged as a matter of prudent management
of personu! finances,

“A business corporation suves when it pays out less in dividends In any period
than it makes In profits, Dissaving occurs when losses are sustalned or when
more Is distributed in dividends than is made in protits. Total corporate sav-
ing over any perlud In equal to the sum of all such saving minus all such dis-
suving,  Again tuking the situation of credit tightening, corporations that plan
to expund plant wud equipment are likely to be more cautious in their dividend
policles (save more) in order to insure that funds will be avallable for such
outlays. Because uvallabllity of credit Is uncertain, other corporations will he
Inclined to hold larger cash balances rather than to incrense dividends—on the
chance that an emergeucy or a profit possibility requiring cash might develop.

“Savings may be held or used in many different ways., Personal savings,
for example, may be invested in capital assets, elther directly, such as in housexs
or lndividual business enterprises, or indirectly, such as in corporite stocks or
bonds, Savings muy be held as accumulated cash balances in demand deposit
accounts or us currency holdings, They may be channeled into savings institu-
tions through increased ownership of ravings (le{:ouns or shares, or through the
bullding up of clalms in penslon funds, annulties, or lfe fnsurance. Savings
may also be kept in savings bonds or other Government securities.

“The form in which savers wish to hold savings, current or past, is of great
importance for economic stability. A policy of credit and monetary restraint,
for nstance, can influence the decisions of many savers, both individuals and
corporatfons, to invest new savings in such dollar claims as savings deposits
or QGovernment securities and to keep old savings In that form. Ylelds on these
Investments tend to become more attractive, At the same time the desire to in-
vest in goods in order to beat price increnses Is reduced because the expectation
of price increnses, particularly of “lll"lm‘ gouds, is lessened. Holders of certain
lquid savings, such as bonds, are discouraged from liquidating them to invest
elsewhere hy the tact that the selling prices of the bonds decline with tnereasing
interest rates,

“In a period of recession, increased credit availability and declining interest
rates, together with the expectation of continuing monetary case, will tend to
make eraployed individuals more willing to spend and go in debt for consumption
and business purposes and corporations more willing to maintain dividend pay-



1242 FINANCIAL CONDITION OF THE UNITED BTATES

ments oven though borrowing is required to provide for plant and equlpmoen
ovutlays. Both {ndividuals and corporations will be encouraged by the greater
cortalnty of credit avallabllity and capital gains on assets hold to rely on xales
of such nasets §if necensary to meet future neads,  Added te nll this will be u grow.
lug confidence that declines In incomes and prices will be checked. Relatively
low levels of intorost rutes on prime assets under such clrevmstances may en-
courage savers to fnveat in lower grade, higher ylelding socuritios.

YREFFIOTS TRACED BY CATRAOMIES OF RJONOMIO ACTIVITY

“Gross national product of an economy may be divided for analytical purposes
Into eategorles of Investmoent and consumption.  Credit and monetary polley ne
tions influenco activity in these nveas In varying degroes, For {llustrutive pur.
Pmm it may be helpful to outline the effecta of credit tightening on spending for
woid categories of goods and services, 'The effectn of credit eanlng would be
kenerally the opposite of those for credit tightening, The discussion will he
Hmited primarily to the Inftinl aud direct effects of credit and monetary action.
No attempt will he made to relate to speclnl economle sectors the pervasive fu.
tirect offectn of such actlon,

“Grosa private domextio invesiment—~Now construction is ordinarily financed

to a conslderable extent through long-term credit, The volume of expeunditures
for this purpose ix thus subject to substantinl direct Influence through credit
measures, This {8 true of cutlays for housing and for business construction,
but perhaps most particularly for housing. In addition to the direct restraini
through reduced credit avatlubility, the effect of rising Interest rates on eapital
valuea and on profit expectations I8 a restrictive factor in the construction
aven,
“8ince producers’ durable equipment s frequently bought on credit, reduced
avallabllity of eredit curtalls such purchases, For some producers' goods the
credit perfod is typleally long and the interest rate s an important cost con-
sideration., Intereat cost is particularly relovant in connection with invest-
ment in heavy, long-lived equipment, The effect of rising intercst rates on
capital values and in changing the relationship between prices of exlisting capital
nasets and the cost of producing new ussets is also of considerable significance
here. In the purchase of some other types of equipment, credit is usually shorter
term, and here the factor of interest cost may he less important, although less
ready avallability ot credit is a deterrent to borrowing,

“Changes in business inventories are Influenced to an important oxtent by
reduced avallabllity of credit, for inveutory investment is heavily dependent
on sghort-term credit, There s usually a close business relationship between
bankers and inventory borrowers, ai.l changes in the credit climate will be
quickly reflected in bankers' advice to borrowera to proceed cnutiously. In addl.
tion, the mere existence of a policy of credit restraint will help to reduce the
expectation of raplid price advances that encourage Inventory speculation,
-"Personal conaumption cxpenditurca,—Automoblles, household appliances,
furniture, and other durable goods are frequently bought on credit, and limita-
tion on the avallability of credit will reduce such outlays. Interest rates in the
credit market, however, have relatively little bearing on credit charges to con-
sumers where credit is avallable, Because of general credit tightness, never-
theleas, credit grantors will need to place greater emphasis on the creditworthl-
ness of borrowers and on the terms on which the credit ls extended. This change
in lenders’ attitudes will exclude ome borrowera from the mnrket, and the ex-
Istence of some credit tightness will encourage others to postpone durable goods
purchases {f they expect lower prices later.

“Credit s not a key factor in purchases of nondurable goods, although credit
restraint may indirectly curb such expenditures by making It necessary for con-
sumers to use more of their available cash and less credit for housing and for
durable goods purchases, thus curtalling the money available for apending for
other purposes. Also, merchaats, because of reduced access to eredit and higher
interest costs on carrying charge nccount receivables, may screen applicants
for such accommodation more carefully and pay more attentlon to prompt col-
lection of outstanding accounts. Credit tightening will further have some in-
fluence on nondurable goods purchases through its encouragement of saving,
which will presumably reduce buying of these as well as other goods, and
through its effect in reducing the expectation of price increases, which will lessen
advance buying of goods. ,

“Since services are usually not bought on credit, credit tightness will have
relatively little direct effect on such spending., BExpenditures in this area will
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be affected Indirectly in ways similar to the effect on spending for nondurable

goods,

“Net foreign purchases—A vestrictive eredit polley will tend to reduce the dol-
Inr volume of United Ntatos imports,  Effects upon exyorts wiil be mixed. ‘1'o the
extent that restraint of domestic demands reduces prices, some United Btates
mnterials and {n-oducts may become more attractive to foreign bhuyers, and ex-
ports may be stimulated. On the other hand, forelgn purchases in this country
niy be reduced it short- or long-term credit in this country is restricted and If
no slternntive meanxn of fluancing such puyments are avallable, On balunce, the
"ngmt. short-run effect on United States export-linport trade is difficult to

redle

P “Internntionnl movenients of liguld funds to this country in response to inter.
ent rite Inereases or to changen fn the outiook for stability in the United States
cconomy might be substantinl.  If #o, they would tend to be reflected in a flow
of gold to this cmmtri. which would eane the credit sttuation somewhat unless
offset by resorve banking actlon or other factors, Nuch movements of funds
would tend, however, to tighten reserve positions abrond and might lead to
restrictive eredit developments there, ussuming that infiationary pressures were
worldwide, This would curb forelgkn demand for goods and reduce forelgn
purchares of goods in this country,

“tJovernment purchases of gooda and services—The general avallabliity and
cost of credit, pnrticulurly in the long-terin capltal market, has an influence
on tho thming of Btate and local government outlays which require credit.
The outluys of the Federal (Jovernment are influenced consjderably lens by the

avallability and cost of credit,
“SEOONDARY EFVECTA

“Ihe effects of changes in credit conditions on lending, spending, and saving
discunsed In this article nre thelr inltial and more direct results in combating
excens or defictent demand and resultant inflationary or deflatfonary pressures,
These initinl offects are suceeeded by secondary effects which may be of great
importance, If credit bocomes tighter, for example, inftlally less money is
pald out to consumers at a time when additionnl money Income would merely
Inerenne prices without expanding the supply of goods nvallable. As a result,
there will be lens to spend for goods and services In Inter perlods, and nccordingly
nn abatement in further pressure of demand ngainst the supply of goods. Cur-
talled spending for consmmer goods and other finlshed products in turn will
have a dampening effect on the demand for machines and other producers’ equip-
ment to make them. Consmuers and investors may antlelpate these secondary
cffects and, through thelr attitudes und actlons, may bring them about more

promptly and in greater amount.
“MAGNITUDE OF INTEREST RATE CHANGES

“Interest rates, as the prices pald for credit, perform the fmportant function
of Influencing the flow of funds into varfous channels. They also serve as a basis
for establishing the present value of any assets which are expected to provide in-
come over a muccession of years, Changes In Interest rates coustitute signals
#nd lincenth'ns by means of which demand for funds is kept in balance with
supply.

“Thus far the discussion has been carried on without specific reference to the
magnitude of Interest rate changes. As hus been explained, a tightening of credit
involves an Increase in interest rates; an easing of credit, a decline In Interest
rates. FHigher interest rates tend to ellminate some marginal demand for loans.
At the saine time the Increased interest rates, combined with capital losses on
assets and a change in business expectations, make lenders more selective in
their lending activities and spenders in general less willing to spend. Conversely,
lower {nterest rates tend to increase marginal borrowing, to encourage lenders
to expand into lower grade securities, and to make spenders generally more
wllling to spend.

“The magnitude of Interest rate changes necessary to bring supply and demand
for funds into equilibrium and to retard the development of inflation or defla-
tlon depends on many factors. This section will give some examples of these
factﬁnt-r. with gpecifie reference to thelr operation in periods of tightening credit
conditions,

“Kinde of intercst rates~There are many interest rates because there are
many kinds and grades of loans and investments. They are all related to one

58688-57pt. 8omeemeB
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another in some degree and reflect in varying measure the relationship in the
market between the demand for credit and the supply of funds available for
lending and investing.

“In a free-enterprige systemw, interest rates are established by the fnterplay of
market forces. Traditionally, reserve banking influence is directed to expandin
or contracting the supply, avajlability, and cost of Reserve bank credit as need
to malotain general economic and financinl stability, This activity necessaril
affects the supply, availability, and cost of other credit. The rve ban
discount rate has a relationship to the cost of credit generally, 8ince Reserve
bank advances are extended on short-term paper of prime quality, the relation-
ship between the discount rate and other market rates is closest in the short.

term prime credit area,
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“Under present conditions in the United States, Government securities play a
key role In the credit market. The market rate on Treasury bills I8 the mont
seusitive index of changes in credit market forces, including particularly changes
In commercial bunk reserve positions. Other short-term interest rates usually
have generally simllar movements, When credit and monetary demands expand
and member bauk horrowing at the Reserve banks Increases, rates on short-term
Government securities tend to rive, and this tendency toward higher rates Is in
turn transmitted to other credit markets, The discount rate is adjusted or not in
nccordance with the judgment of the Federal Resorve as to the general economle
situation and the =trength and soundness of credit developments. The relation
of the discount rate to other short-term interest rates since the First World
War is shown {n the chart,

“Long-term rates penerally rixe when short-term rates rise and decline when
short-term rates decline., The tighter or easier c¢redit conditions which accom-
pany changes in business activity are generally felt directly in hoth long- and
short-term flelds. Morcover, for some lenders the long-term murkets for credit
are competitive with the short-tern markets,

“While short- and long-term rates generally move together, the change in long-
term rates is ordinarily smaller In magunitude than that in short-term rates.
Lenders generally expect extreme levels of short-term rates to prevail for only a
short perlod of time. Since the current yleld on long-termn securities will be
recelved until the maturity of the srecurlty, n relatively small change in long-term
rates will restore the competitive relationshiip. Moreover, as alrendy noted, when
ylelds rise the capital loss Incurred on long-term securities may serve to check
sales and thus moderate the rise In long-term yields, Short-term paper, on the
other hand, is generally held by both banks and ponbank investors for the ex-
press purpose of adjusting to chnuged requirements tor funds and hence tends
lto b? gold or brought as cash assets temporarily fall below or rise nbove desired
evels,

“In recent years, long-term rates have been constantly above short-term rates,
but this has not always been the case. The chart shows the relationship sluce
1000 between the commercinl paper rate and the yleld on long-term corporate

bonds.
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“Influence of general economio and financial factors~The extent of interest
rate Increnses under conditions of credit tightness will depend on the entire
economic background at the time. To understand that background calls for
careful conslderation of maony questions. For example, how strong are the credit
demand pressures? By what forces are they belng generated? How extended or
overextended s the underlylng economy itselt? How optimistic 18 the climate of
business expectationn? And always, In appraiaing the possible response of inter-
est rates to a general tightening of credit, it ia ne«mrf to take into account
the established orgaunization of the credit market and the investiment and operat-
ing experience of the Institutions which make up this market.

“Under some circumstances, reserve banking measures involving only minor
increases In Interest rates would be adegunte to restrain undue credit and
monetary expansion; with another background, effective credit and monetary
poliey would require pronounced Increases in rates,

“The response of the economy to reserve banking action will depend in part
on the habits and patterns of financial management built up over the preceding
months and years, Restrictive action, for example, may be effective with rela-
tively small increnses in interest rates If existing interest levels have prevalled
for some time. Under these circumstunces, institutional investors will be doing
business on the assumption that interest rates will remain substantlally stable
and that consequently securities may be sold without significant loss. To these
investors and to a great many others, a tightening of credit will introduce new
problems of liquidity and bring about a retrenchinent In their activities, Includ.
Ing thelr commitments to grant credit at some future time, In the light of ex-
tensfve past experience, uncertainty regarding future interest-rate {ncreases will
promote caution among lenders as long as demand for eredit continues strong,

“The absolute level of Interest rates prevailing at a given time and the range
of varfation in interest rate for various kinds and grades of credit are other
factors influencing the extent to which a given credit action may cause inter-
est rates to change, A given absolute Increase in rates, for example, has a more
depressing effect on the capital values of prime long-term investments if they
are capitalized on the basis of a 214 percent rate rather than at a 4 percent.
More significantly, if the spread between the rate on prime paper and the rates
on secondary grade credits hns been small, the impact on capital values of a
glven increase in prime rates will tend to be carrled more quickly throughout
the entire credit market than if a wider spread in rates has prevalled.

“The effect of & change in Interest rates depends also on the total volume
of those types of assets having market prices that will respond quickly to such
a change. The larger this volume i, the greater and more immediate will be
the impact on the entire economy of a given interest rate movement. On bal-
ance, developments in the American credit market in the past 23 yoars, in-
cludi:s articulary the large expansion in marketable public debt, have in-
cr:u ; the importance of assets having prices that move prowmptly with intereet
rate changes,

“Influence of speoial oredit conditions.—Institutional and other factors that
exist in the credit market at a particular time can have a big influence on the
responsiveness of the economy to credit tightness and on the sise of interest rate
increases that credit tightness will bring about. In 1928 and 1929, for example,
speculation in the stock market had ralsed stock prices so high that equity
ca‘pltal was available to corporations on more attractive terms than debt capl-
tal. The cost of debt financing (the long-term interest rate) was increasing,
but a corporation could sell stock on such favorable terms that this became the
favored method of financing. In this period corporations relled heavily on the
equity market for capital. Investors on thelr part were attracted into equities
b{ prospects for future gains, even though yields on high-grade bonds were
higher than those currently obtainable on stocks. The stock-market boom in
those years was based largely on margin trading financed heavily in the brokers’
loan market, mostly by nonbank credit (loans to brokers and dealers for the ac-
count of others). Interest rates of 9 percent or more .in this market did not
prevent a large voliume of borrowing for speculation in stocks,

“Under such circumstances, credit actions taken to restrict the general
availabllity of credit could not easily be made effective in curbing an un-
sustainable speculative boom In the stock market except by affecting eco-
nomie activity in general and In that way making investment {n equities un-

rofitable. Despite the decline in long-term interest rates In the downturn that
ollowed the eventual stock market crash, long-term borrowing was still con.
slderably less attractive than the equity ﬁnnnclnt that had been ava'lable to
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many ‘wlnm borrowern 1n 1040, Loginlntion designed to provont o repetition of
thin nituation authorized tho Federal Reserve through mnrgin requirements to
regulato the ure of credit In the stock market.

“Under other and quite differont clrcumstances, rostraint on credit may have
n nlun;rly rostelctive influonce before the Intorest ente rike haw beon lnrge,  Fop
oxnmple, when a Inrge amount of businoss financing s belng dono In the bond
market, Investnent underwriters and security denlers need to carry a suh.
utantial Inventory of bonds, For theso institutions the eatto of capltal to this
inventory Is typleally mnall, and thelr operntions ave heavily dependent on the
use of short-tevm bank ecredit, Moderate incroases in intorest riate cause the
value of thelr Inventory of bonde to decline, put thelr capitnl position in
Joopurdy, threaten thele ereditworthiness, and cnuse them to reduce the volume
of new tlotations of securities that they are willing to undertake,

“I'o give anothor example, in the spring of 1H81 the mortgnge markot wes
particularly senaitive to a moderate fucronse in tong-torm raten, This wan ho.
caie major lenders were overextonded tn thele londing commitmonts, In re
aponse to the change in the credit situation at that tiwe, and the uncortninty as
to future intereat rate and security price lovols, these lenders reduced sharply
thelr vommitiment netlvitien iy mortgage nneing and to some extent tn othey
financing also, This brought nbout some limitatlon on the volume of thelr
loding, which up to that time had been running substantinlly tn oxcens of the
funds they had from repayments of olil loans and new savings, with the dif.
ference made up by sales of Government securitica which In turn had been pur-
chaawmt by the Foderal Reserve at supported prices,

SCONCLUDING COMMENT

This artlele has deseribed the way e which a genernl tHghtenlng or eaning
of cradit, with accompanying changen in interest rates, mny function to help
maintain economie rtability, It han not dealt with the many forees, other than
eredit and monetary torees, that cauxe nstability, It has taken for granted
that credit and monetary measures are not the only rellance of publle poliey
In sustaining economie halanee,

“Tho dizscussion har nrgely focused on the hroader effects of credit tightness
and vising Interest rates on londing, spending, and saving.  'The mechantwm of
eredit ease in in general the opposite of eredit tightness,  The responso to crodit
castng, however, In greatly Influenced by cyelieal or other prevalling clreum-
ataneey, and the effectiveness of ceedit easing In checking monetary contraction
and in bringing about resumed growth In economie activity depends greatly on
mrllur;\n‘wtl\'o rellnnce on credit tghiness to it excesnlve eredit and monetary
cxpausion.

“In consldering the mechanism of eredit tightness and related interest rate
increazes in counteracting unsound buriness hoows, it s important to bear in
mind the alternative to such developments, To avold credit tightness it would
he necessary to supply additional fuuda to meet all demands, even though they
might be excessive from the atandpolnt of the mailntennnce of atable economle
progeves,  In o free cuterprize mmomf. decinlons regarding the ure of pur.
chasing power are made by the individuala who receive incomes and have
aaving, rather than dictated by Government, The extent to which it is lble
to devote resources to expansion of productive capacity and the stock of housing
and commercial conatruction without generating excessive, inflationary bank
credit and monetary expansion dependa largely on the combination of individual
decisions to save and to dissave—on the aggregate volume of saving. When
savings ave very Iarge, as they ordinarlly are in this country, sustained expan-
sion i3 possible ln aubatantlal volume without an excessive and unstabilising
growth of credit and money.”

Following Is a list of principal policy actions of the Federal Reserve System
during the period February 10405-August 1057, in chronological order.
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Mnolpal pouov aotions of Foderal Itaamw chm. Fobruary IBM«A umuc 1957
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Principal polioy aotions of Federal Reserve Bystem, Fobruary [043-Auguat
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pricea rining; rvoamcu\'o fucrcases in Qoverne
ment  expenditures fop mlllwy poun‘
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Prinoipal polioy aotions of Federal Rcascrve System, February 1045-Auguat

1981—Continued
Date Action Pasts of action
tembor 1080 to Octo« | On installment omm for | Unprecedented rats of expanslon of Hmer
Beg“ 1060, ? bt o &m&umer durable ln'fmnmant and roal-esiate credit. Hegula.
wntnymant 10~ tlutu are uor nml monetary, and ered!
muximum Ures n inflat tlonary pressures an
?xr y 15 monthn. oxe mnmu lvor noleﬂ foul nwumlmd man.
me improvements | power to production of delense
lomom ; maximum mas | suthority ol ann !'rodumon o ol 1080,
urity of ‘18 months on Yor reagons of a4 rutive am mulnu .3
mllmem louu. On|] efMcien uomum it regulation oonfin
real-aslate t down. installment crodit and scope set to affee
rmnu 10-80 ?amm of ut 78 peroont of such business.
alus of residentia P.
my. maximum matusrd
.a:mymn wit ematn
ptio
November 1880..........] Bunks in requosted to | Un nted expansion In benk leans from
nnmmunnwuwm ycmm M w November, Continued eox.
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gﬁu tring pur power of dollar
u&dtnl to 0ost of defenise program
Janum; 1081 to Pobru. nouaht #w.mo.wo of long 'r:‘ 'x:mmuln pricce of long-terin Oov«nmcnl -
ar .
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bt B i vl O
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-torrn marketable f w
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I'rincipad policy aotions of Federal Ruaerve System, Fobruary 10§5-Auguast
1067-Oonunuod

Date Action Basls of aotion
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Suapenalon of regulation of
oul catate orodit

Limited nos purchuses 1!
U, ], Qovertiment securl-
tis In o&%\ wmarket to

u.m

nn muht oF fes
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Principal polioy aotions of Federal Resorve Rystem, FPedbruary 1045-Asuguat

1857—Continued
Date Action Basls of sotion
usry to June 1054.... umu i m-t sajoa to about | To nhuorb onl t of the reasrves mada avall.

January 0 ?" 8, Gov. aob b, mﬁnm t contraction and return
ommmi murltmmom oumnoy by further essing bank
market. remw positions.

Pobruary 1984, .......... Reduieed  d nt rales m. dumunt rates &t well aa buy um
from 3 to 134 percent and a& soorptatioes into ineme
buying rales on 90-day vml market mu of intereat and lo eumlmu
lmnlmr mpwm from any undue deterren w ban rowing from

percent, the Reserve hanks lor making temporsry re-
sor ve adjustiuents,

April to May 1954. ...... uaducec discount  ratos Do,

om 134 Lo 114 percent and
1ying rates on 90-day
AL e
June to August 1084.....] Reduond reserve require- | To supply King system with yeserves to
! o manu on net dcm:r?d de- !’ A M@w&"'m demands
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gg:nu at cen Rmvo financing needs,
oity banks and paf»
unm int at
oit country n,
un mmlramonuon time
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ﬁnt at all member
ka. thus freeing ahout
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3 in unduly at the time ‘ bus mmy par
Boptember to November Ma'«'l': vﬁn puromm ino T: ::1‘ nl?tha hantl lynum J?Z:'.’ o8 o
10“. mar et m Yt‘ “61 m{“"
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ozw’vxrntsmlgmo of banks for reserve funds, but vuzmg.a
pen IAr cmn uduumu m{wmmw
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el
m u-Mom be %aﬁul nlm}m‘
auu ”.:!
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E vﬂmotmw«b.
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PI'rinoipal polioy actions of Federal Reserve Nyatem, February 1045-Augusi
IWT--Luntlnued
Date Aowm Hasls of action
July to Docember 1988 . outright purchascs of 'l‘o mm uﬂ of reserve noeeds inted with
by 'F‘ ury lh‘;#\ the openr ' «:'n s thus mmlrlnnlm Ing systeu
ot tom m: ] 00- tn umt n n pnr rther increasing
wo ned mul Moreamsd uulob(u nexs, in not lun wu taken with A
w o prov Mlu for seasonal need whlh
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w .
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from 13{ to 4 percont,
This incrouse was made
ln 2 stopa at all Reserve
banks mwu Cleveland,

Inercasd Nt ralee
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tlmu. omhef hauk

l#l declined somo.
what n ehmu( hut lu-
veult of Sharp
farch as result of t'tx
Inmm n required

tumm

:{‘lg’mvo t‘&m:

percont at ban
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umnhu umlue nmaal«m of bank oredit,
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ah ’ wm; tarkot rates of (nterest and thus
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Prinotpal polioy acliona of Fedoral Reserve Syatem, Fobruary 1048-August

1957—Continued
Date Aotlon Roals of notion

Yecomnber 1958 ......... Bystem holdings of U, 8, | To mupply reserve futuls in recognition of addi.

Pecer 1060 % ovm:?n(ou‘t"uourmu llom?{ ’l)"ouutu in t:amy. cus}‘ , and oapl
and bankers' soceplanors markety mumnﬁ from [1]
fncre by aver $450, rnmnmoml«m &m, o time when lower
000,000, Inoluding sube fquidity ratios bm:"ﬂsgl themelves
atantial repure oxerting restraint on bank '3
mﬂﬂl with deajers.

[ rowlngs

dwm\ 'w weekly avers
8808 of roun $000,000

oxoopt in last weok of year,
ln? st times wero Jows
:8‘“ OXCOEN FOBOTVER,

January to June 107, ... Reduced ings of Clave | To offset the eflect on reserves of uetoa:
ogtmmt seourition 0? and the sale of $600,000,000 of gold to the U. 8,
i‘out ”l.soo.ooo.oo . T ¥ 0!:{ the International Monetary Fund,

ember-hank borrowings (o oxert pressure og bank mn positions
esanod from an average y bringing about s higher lsvel of member
4 mmmx: anuuy bank borrowings.
0 A nJune,

August 1087, ............ Discount_rates raisod from | To briug discount rutes into closer alinement
$ to 34 peroont st B8]  with open-market money rates,
itmo) ks (through

16, In flscal policy actiop usually necessary ax & complement to Federal
Resorve polliey nction with respect to money and creditt If so, will you
lat recent instances of such policy combinations, cite the occaslons, and
evaluate the effects or resuit.

The Federal Reserve Hulletin article, Federal Minanclal Measures for Fco-
nomic Stabllity (re{)rlut of which {8 submitted In answer to question 14), indl.
cates that flacal polley and debt management have special and complomentary
roles to play In relation to credit and monetary policy,

Throughout the postwar perlod, fiscal policy and Federal Reserve policy gen.
orally have worked in the sume direction. During a cousiderable part of the

riod, however, the ability of the Federal Reserve Bystemn to combat economic
mmbfllty waus serlously limited by its policy of supporting the United Btates
Government securities market. Fiscal pollcy performed well in fincal years 1047
and 1048 as Federal expenditures declined and tax rates were maintained, pro-
ducing cash surpluses totaling $15.7 billion In the 2 years. In this perlod tuw
Federal Reserve supported the Government securities market and consequently
oue of its moat important policy tools—open market operations-—could not func-
tion in a counter-Influtiounry manner. As long as the Federal Iteserve acted as
a residual buyer of securities offered In the market, the initiation in the creation
of bank credit rested with the market, not the Federnl Reserve authorities. At
tempts were made to offset thewe effecta bg resort to other actions. For example,
reserve requirements were increased on three occaslons in 1948 and the discount
rate twice; also selected regulations were applied to stock market credit and
consumer credit.

Both fiscal and Federal Reserve policy shifted as the economy started to de-
cline in the winter of 1048-40, During the fiscal yenrs 1049 and 1050, Federal
cash expenditures rose, the §5 billion tax cut that had been enacted earller in
1048 took effect, and the cash surplus was replaced by a small cash deficit, The
Federal Reserve eased credit conditions, It reduced reserve requirements by 2
gerconua;; intas in the summer of 1049, eased consumer credit regulation in

nt?po. t:“ the temporary authority finally expired, and reduced margin

ulrements,

e Korean conflict brought about a sharp reversal of publie policles. Tax
legisiation enacted in late 1050 and 1001 was designed to produce added revenues
of nearly $18 billion in & full year and a large cash surplus resuited in flacal 1051,
The discount rate was increased in August 1960; margin requirements were
increased in January 1080 ; regulations on consumer and real-estate credit were
im in the fall of 1950 ; and reserve requirements were Increased in Janua
1801, Following the Treasury-Federal Reserve Accord of March 1951, the Fed-
eral Reserve System was able to use open market operations, and thus all its
fnstruments, to promote economic stability. Actions over this od contributed
substantially to the ending of the price rise by the spring of 1061.
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During 1062 and early 1063, "K“"’ rises were held in check despite vigorous
growth in the privute sector of the economy. KFising defense outlays produced a
‘ederal cash deficit, but this wus counterbulancea by a restrictive credit policy,
Open mnrket opurutfons were conducted so as to Himit credit expansion generally
and the discount rate wna raised in January 1083, but consumer and real estate
credit regulations were suspended In 1082 to conform with the intent of the
ennbling leginlation,

By mid.1068, the economy reaclied another turning point. Durlng the fiacal
yeara 1084 and 1085, when the economy was operating at below-capacity lovels,
& sorios of Fedoral Reserve actions eased credit conditions. Expansive open.
market operations took place fromn June 1083 through the end of 1054; roserve
requirements were reduced in the summers of both 1003 and 1984 ; and discount
rates were reduced twice in earhy 1064, Meanwhile, most of the tax reductions
scheduled by law were permitted to take place at the end of 1063 ; most excise.
tax rates were reduced by 1084 legislation: and the 1054 Internal Revenue Code
provided a varlety of tax rollefs, Federal oxpenditures, however, declined
rapldly from mid-1068 through mid-1088, o that the Government's defleit wan
smaller than in 1888, deapite the tax reductions,

During the past 2' fiscal yeara of Infintlonary pressures, filacal and mouetary
policy have operated in the same direction, Scheduled tax reductlons were

tponed and no new reductions were enacted, Although tax rates were not
ucreased, receipts rose-~mainly as a result of increuses in {ncomes—and a
substantial cash surplus of $4.5 billion was achleved in flacal 1066, In flscal
1087, the surplus declined deapite further increnses in Federal revenuea from
further expansion of incomes and profits, which, in part, reflected price in-
creases, a8 eral expenditures rose by a larger amount. The impact of mone-
tary policy has been on the side of restraint; open-market operations have
bheen designed to restraln undue growth in the money supply, and as market
rates rose discount rates have been increased several times in order to maintain
a deterrent on excessive borrowing by members banks,

17. 1 quote section 2 of the so-called Full Employment Act of 1040:

“The Congress hemhiy declares that it is the continuing policy and respon-
sibility of the Federal Government to use all practical means consistent
with 1ts needs and obligations and other essential considerations of national
policy, with the asaistance and cooperation of industry, agriculture, labor,
and State and local governments, to coordinate and utilize all its plans,
functions, and resources for the purpose of creating and maintaining, in
a manner caleulated to foster and promote free competitive enterprise and
the general welfare, conditions under which there will be afforded useful
em‘l)loyment opportunities, including self-employment, for those willing,
and seeking work: and to promote maximum employment, production, and
purchasing power."

Wil you estiimate and describe the weight of this ntatutor{erequmment
on Federa! Reserve decisions? Will you estimate and describe the welght
of this statutory requirement on the combination of monetary, credit, and
fiscal policy decisions?

T answered this question at some length in my response to question 8 ad.
dressed to me by the Bubcommittee on Ueneral Credit Control and Debt Man-

‘agement of the Joint Committee on the Economic Report in 18562. In sum, I
sald that it would be impossible “to foster and promote * * * the general
welfare” and “to maintain maximum employment, production, and purchasing
power” if prices were highly unstable and credit use were unrestricted. The
achievement of these objectives requires the maintenance of reasonable stability
in the value of the dollar as well as the avoidance of credit liquidation that
would inevitably follow excessive credit expansion,

The objectives expressed in section 2 of the Full Employment Act of 1948
have been, in fact, the aims and goals of the Federal Reserve System since earl
in its history. In the Annual Report of the Federal Reserve Board for 1928,
for example, the broad purposes of System pollicy were described as follows on

83:
p."";he problem in good administration under the Federal Reserve System is
not only that of limiting the field of uses of Federal Reserve credit to productive
purpoees, but also of limiting the volume of credit within the fleld of its aﬂ)ro-
priate uses to such amount as may be economically justified—that is, justified by
a commensurate increase in the Nation's aggregate productivity.”
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In order to dispel any possible doubt that the dxmﬂcy declaration of the Full
Employment Act of 1088 has this ineaning, 1 made the following suggestion on
page 20 on my opening statement to this committee

“The goal of price stability, now {mplicit in the Employmont Act, can be
made explicit by a struightforward declaration and directive to all agencies of the
Government that anti-inflationary actions are to be taken promptly whenever

the cost of living begins to rise.”
18, What are the Federal Reserve plaus further to combat Inflation and

decline in the value of the dollar?
A dirvect answer is given in my statement: “The Federal Reserve System,

itaclf a creation of the Congress, can--and I assuve you that it will—make every
effort to check excesses in the fleld of money and credit that throaten the cost
of living and thus undermine sustalned prosperity and growth of our economy.”
In that effort, the Federal Reserve will continue to use the powers assigned it
by the Congress, as enumerated in the o‘wnlnn part (pp. 2-8) of my statement,
in the manner most appropriate in the light of economle developments as the,

occur, to achieve the Bystem's objective “to promote monetary and credit condl.
tions that will foster sustained economic growth together with stability in the

value of the dollar.”
Mr, Martin, will you proceed, sir, in your own way

STATEMENT OF WILLIAM McOHESNEY MARTIN, JR, CHAIRMAN,
BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

Mr. Martin, I will be very glad to give you the written statement
at the end, Mr. Chairman,

The Ciamrman. Just one point there. I think I would like the
written statement at your earliest convenience; not at the end.

Mr. Marrin, I will be very glad to get it.

The CuamrmaN, There will probably be some questions I would
like to ask you in relation to it.

Senator MarTiN., If we had it before us, it would help all of us,

Senator Kers, How long do you think it would take you to do that!

Mr, MarmiN. I think I can do it in a couple of days.

Senator MarmiN. I think it would be helpful to all of us if we
could have it. )

Senator Franorrs, It would complicate Mr. Martin’s presentation
but I wonder if it would be possible for him to have these questions
before him and then from time to time say, “This relates to question
No. 16,” or have someone else doing it who {s familiar with what you
are yresenting. That perhaps complicates the thing and it was just
& qu

ok suggestion.

o CHAIRMAN. Please accommodate yourself. We don't want to
disarrange your presentation, but when you can get a written response
to the questions we would like to have it.

. Mr, Martin, We will go right to work on it, Senator. )

Our country has been experiencing a perio«i of unusual prosperity,
featured by heavy spending, both governmental and private. Asa
nation, we have been trying to spend more than we earn through

roduction, and to invest at a rate faster than we save, The resulting

emands, stron% and incessant, have pressed hard upon our resources,
both human and material. In consequence, prices have been rising,
and the gurehasing wer of the dollar has been fallmg.

It is of the utmost importance to bring to bear on this critical ylx;xb-
lem all of the information and intelligence that we can muster. That
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is what you are secking, und that is why this opportunity to uppear
here i timely and most welcome,

We are not facing a new, or insoluble problem—it is as old as the
invention of money—and history is marked with both dofeats and
triumphs in denling with this invisible but deadly enemy of inflation.

The question is not whether we can solve the problem, but how best
to deal with it under our form of government and f’ree—enterprise
institutions, Solve it we can—solve it we must, )

You have been inquiring particularly into flscal policies and it is
equally important to inquire into credit and monetary policies, They
are closely intorrelated, and are the two paramount and time-tested
means available to the Government in combating inflation. There
are undeniubl{ practical limitations of timing and sco‘)o upon both,
but they are the most elfective weapons in the arsennl against this
destructive invader. In fact they are indispensable,

By way of proface and for the record I should like to outline first
the general structure and organization of the Federal Reserve System,
Then I want to go into the nature and character of the problems the

Nation is now facing,
FEDERAL RESERVE STRUCTURE

The Federal Reserve Act of 1013 was the outgrowth of prolonged
congressional study of the history of central banking in other countries
and of our own experience, particularly with the First and Second
Banks of the United States, .

The Congress, seeking to avoid either political or private domina-
tion of the money supply, created an independent institution which is
an ingenious blending of public and private participation in the
System's operations under the coordination of a public body—the
Federal Reserve Board—here in YWashington.

This question of independence has been thoroughly debuted through-
out the long history of central banking. On numerous occasions
when amendments to the Federal Reserve Act were under considoera-
tion the question has been reexamined by Cmuiress and it has repeat-
edly reaflirmed its original judgment that the Reserve System should
be nulegxendent-*m)t independent of Glovernment, but independent
within the structure of the (Government. That dves not mean that
the Reserve banking mechanism can or should pursue a course that is
contrary to the objectives of national economic policies. It does mean
that within its technical field, in deciding upon and carrying out
monetary and credit policy, it shall be free to exercise its best collective
ju(’}q‘ment independently. '

e Reserve System is an instrument of Government designed to
foster and protect the public interest, so far as that is possible through
the exercise of monetary powers, its, basic objective is to nssure a
monetary climate that permits economic growth together with stability
in the value of our money. )

Private citizens share in administering the System, but, in so doing,
they are acting in a public capacity.

e members of the Board of Governors and the officers of the Fed-
eral Reserve banks are in a true sense ?ublic officials; the processes of
policy determination are surrounded with carefully devised safeguards
against domination by any special interest group.
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Broadly, the Reserve System may be likened to a trusteeship created
by Congress to administer the Nation’s credit and monetary affairs—
" trusteeshna dedicated to helping safeguard the integrity of the cur-
rency. Confidence in the value of the dollar is vital to continued eco-
nomic progress and to the preservation of the social values at the
heart of free institutions.

The Federal Reserve Act is, so to speak, a trust indenture that the
Congress can alter or amend as it thinks best, The existing System is
by no means perfect, but experience prior to 1914 suggests that either it
or something closely approximating it is indispensable, In its pres-
ent form, it has the advantage of being able to draw upon the knowl-
edge and information of the directors and officers of its 12 banks and
24 branches in formulating and carrying out credit and monetary

policies,
BOARD OF GOVERNORS

The Board of Governors, as dyou know, is composed of T members
appointed by the President and confirmed by the Senate, each for a
term of 14 years.

In appointing the members of the Board, the President is required
to give due reglurd to a fair representation of the financial, agricul-
tural, industrial, and commercial interests, as well as the geographical
divisions of the country, .

From among these members the President designates a Chairman
and a Vice Chairman for terms of 4 years. Some of the functions of
the Board of Governors are Al) to exercise supervision over the Fed-
oral Reserve banks; (2) to fix, within statutory limits, the reserves
which member banks are regmred to maintain against their deposit
liabilities; (8) to review and determine the discount rates which are
established biweekly at each Federal Reserve bank, subject to approval
of the Board in Washington; (4) to participate, as members of the
Federal Open Market Committee, in determining policies whereby the
System influences the availability of credit primarily through the
gurchase. or sale of Government securities in the open market; (5) to

X margin requirements on loans on stock exchange collateral; and
(6) to perform various supervisory functions with respect to com-
mercial banks, such as examinations, that are members of the System
and to administer Federal Reserve, holding company, and other legis-

lation.
FEDERAL RESERVE BANKS

Each Federal Reserve bank has a board of 9 directors, of whom 6 are
elected by the member banks. Of these, 8 are bankers, 1 from a large,
1 from a medium, and 1 from a small bank.

Three more must not be bankers, but must be engaged in some non-
bankmF business. )

The idea here was to have the lenders recognized. The other three
members are appointed by the Board of Governors in Washington,
which also designates one to be the chairman and another the deputy
chairman, None of these three may be an officer, director, employee,
or stockholder of any bank. The directors of a rve bank super-
vise its affairs, SubZect to approval of the Board of Governors, they
appoint the president and first vice president. Subject to review and
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detbennimtion by the Board of Governors, they establish discount
rates,

The stock of each Federal Resorve bank is held by the member
banks of its district. This stock does not have the normal atiributes
of corporate stock; rather, it res)msenta & required subscription to the
capital of the Reserve bani{, dividends being fixed by law at 6 percent.
The residual interest in the surplus of the Federal Reserve banks
bolongs to the United States Government, not to the bank’s stock-

holders.
FEDERAL OPEN MARKET COMMITTEN

The Federal Open Market Comimittee consists, according to law,
of the T members of the Board of Governors, togother with 8 presi-
dents of the Foderal Reserve banks. Four of these flve presidents
sorve on a rotating busis; the fifth, the president of the Federal
Resorve Bank of New York, is a permanent member of the committee.
Since June 1958, when its executive committee was abolished, this
committee has usually mot at 3-week intervals, on a number of ocoa-
simu‘i‘ 2 weeks, to direct the sale and purchase of securities in the open
market.

In practice, all 12 presidents attend these meetings and partiocipate
freoly in the discussion, although only thoss who are members of the
committee vote,

In the past 2 years, Mr. Chairman, we have been using this Open
Market Committee as & forum, a clearinghouse for all of the aspects
of policy determination in the System, not failing to recognize the
statutory responsibility of the Board of Governors for reserve re-
Tummenta and for stock-market margins as distinct from the Open
Market Committee, but using this committee as a forum where all
aspecta of the problems of the System can be discussed. Since we
met at 3-week intervals it means that all 12 of the presidents can meet
with the 7 members of the board, that is 19 men, and survey all as-
pects of System problems and policies on a 3-week interval, ~That is
not in disregard of the statute but it is the modus operandi that we
have been using to effect credit policy recently in, we think, a more
desirable way and without any conflict with the present statute.

FEDERAL ADVISORY COUNOIL

The Federal Reserve Act also provides for a Federal Advisory
Council of 12 members. One is elected by the board of each Reserve
bank for a period of 1 year. The Council is required by law to meet
in Washington at least four times each year. It is authorized to con-
for directly with the Board of Governors respecting general business
conditions and to make recommendations concerning matters within
the Board’s jurisdiction,

The members of this Council are chosen from representative and
outstanding bankers in each district, and I wanted to make that clear
here. I want to quote—in looking through all the literature on this
it seems to me that this excerpt from the report of the House Com-
mittee on Banking and Currency on the original Federal Reserve Act
outlines the nature of the Federal Advisory Council better than any-
thing I have been able to come across, and I will read that.



FINANCIAL CONDITION OF THE UNITED STATES 1261

Bectlon 13 provides for the creation of a Federal advisory council which is to
consist of as many membery as there are ¥ederal Reserve districts, each such
district electing through the board of directors of its Federal Reserve bank a
representative of that bank, The functions of this board are wholly advisory
and it would amount merely to & means of expressing banking opinion, inform-
ing the Reserve Board of conditions of credit in the several districts, and serving
an & source of information upon which the board may draw in case of necesaity.
The desirabllity of such a4 body as a source of Information and counsel
obvious, and it is belleved that it gives to the bauking interests of the several
districts ample power to make thelr views known, and, so far as they deserve

acceptance, to secure such acceptance,

I might say that in our experience in the last 6 years, this Council
has proved very useful. It has in no way dominated the decisions of
the Federal Reserve Board, but it has Fiven us an op;i)ort.unity to ?et
firsthand advice and counsel from peo{) e who are closely in touch with
the banking activities of their particular districts,

JUDGING ECONOMIO TRENDS

Now at this point I want to take up the operations and the work of
the System, and it is obvious that the most important task that we set
for ourselves iy judging economic trends. The work of the System
requires a continuous study and exercise of judgment in order to be
alert to the way the economy is trending and what Federal Reserve
actions will best contribute to sustained economic growth. Such deci-
gions are often hard to make because of the existence of cross currents
in the economy. Even in generally prosperous times, some parts of
the economy may not fare as well as others,

Credit policy must, however, fit the general situation and not reflect
unduly either the condition of certain industries experiencing poor
business, or that of other industries enjoying a boom. Residentiul
construction, I think, illustrates this point.

In 1950 and so far in 1957 demand pressures on available resources
have been generally atronﬁ and prices have been movin% up, but hous-
ing construction has receded considerably from its 1955 peak. The
home-building industry undoubtedly could supply housing at a faster
rate than is now prevailing. ‘ ‘

But even at the current volume, building costs continue to increase.
The prices of some building materials have fallen, it is t.ru:‘)bnb the
overall cost of housin% construction has increased appreciably even
in the face of moderately lower demand. '

The explanation is to be found in the fact that expenditures for all
major types of construction except residential have been maintained
at or above record levels, ) ‘

This example shows why credit policy must take account of the
overall situation, and cannot be deterred unduly by special cases that
are not typical of the whole, . '

Another factor complicating economic interpretation is that even in
8 ?eriod of broad advance and upward pressure on prices, there may be
lulls when conditions seem to be stabilizing and the next turn of events
R ole Davasier of monstary policy permita prompt ad

o flexible character of mo licy permits prom apta-
tion to changed circumstances, and th?: is something that we arepal-
ways anxious to determine. ‘ . ,

tor Franozrs, I don'’t find that passage in the manuscript.
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Mr, MarmIN, I added it, Senator.
Senator FLanpers. I thought you were still reading.
Mr. Marmin, I am ad libbing a little bit here and there.

PURPOSES

The objective of the System is always the same—to promote mone-
tary and credit conditions that will foster sustained economic growth
together with stability in the value of the dollar.

%hia goal may be thought of in human terms and should be, The
first part may be considered as concerned with job opportunities for
wage earners; the latter as directed to protecting those who depend
upon savings or fixed incomes, or who rely uy;on pension rigll\xts. In
fact, however, a realization of both aims is vital to all of us. They are
inseparable. Prico stability is essential to sustainable growth, In-
flation fosters maladjustments. In some periods these broad aims call
for encouraging credit expansion; in others, for restraint on the
%rowth of credit. The latter is what is required at present, for clearly
the most citical economic problem now facing this country in our
judgment is that of inflation, or put in the terms of the man on the
street, it is the rising cost of living,

THE CURRENT FPROBLEM OF INFLATION

This problem is far different from the one that beset us during the
depressed 1030’s, and left an indelible impression on our thinking.
The problem then was one of drastic deflation with widespread unem-
ployment, both of men and material resources. Today’s problem has
persisted through the years since World War II. It consists of infla-
tionary price increases and the economic imbalances that have resulted.

This is the overriding problem that faces the Federal Reserve Sys-
tem today, for a spiral of mounting prices and wages seeks more and
more ﬁnancin(\ig.

It creates demands for funds in excess of savings, and since these
demands cannot be satisfied in full, the result is mounting interest rates
and a condition of so-called tight money. If the gu% between invest-
ment demands and available savings should be filled by creating addi-
tional bank money, the spiral of inflation which tends to become cumu-
lative and self-perpetuating would be given further impetus. If the
Federal Reserve Systom were & party to that process, in our judgment
it would betray its trust.

CONFLICTING VIEWS ON CAUBES

‘There is much current discussion of the origin of inflationary pres-
sures. Some believe they reflect a recurrence of demand-pulls similar
to those present in the earlier postwar period.

Others believe they originate in a cost push engendered by admin-
istered pricing policies and wage agreements that violate the limits of
tolerance set by advances in productivity. )

These distinctions, I think, i)resenc an oversimplification of the
problem. Inflation is a process in which rising costs and prices mutu-
ally interact upon each other over time with a spiral effect. Inflation
always has the attributes, therefore, of a cost push. At the same time,



FINANCIAL CONDITION OF THE UNITED STATES 1263

demand must always be sufficient to keep the spiral moving, Other-
wise the marking up of prices in one sector of the economy would be
offset by a reduction of prices in other sectors.

There is much to be said for the view that contractual or other ar-
rangements designed as shelters or hedges from inflation have the
effect of quickening its tempo. )

'The 5-percent rise in the cost of living which we have experienced
over the last 2 years has probably reflected and been reflected in
nore m*ndly rising wage costs because of the prevalence of cost-of-
living cluuses in many modern wage contracts, Cost-plus contracta
tend to have the same quickening effect on the inflationary spiral.

The spiral is ulso, however, a demand spiral. At each point of
time in the development of the inflationary spiral, there must be
suficient demand to take the higher priced goods off the market and
thus keep the process moving.

THE INFLATIONARY SPIRAL

The workings of the spiral of inflation are illustrated by the economy
of the moment. As has been brought out at some of the earlier hear-
ings of this committee, we are now faced with the seeming paradox
that prices are expected to continue to rise, even though the specific
bottlenecks in capacity that impeded the growth of preduction in
1956 have now been lanﬁly relieved, and Investment in productive
facilities continue at very high levels.

Houses, automobiles, household a pliunce&ai and other consumer
goods, ns well s most basic materials, are all readily available—at
a price. The problem is no longer one of specific shortages or bottle-
necks causing prices of individual commodities to be bid up because
of limited availability but rather it is one of brond general pressure
on ull of our resources,

In other words, aggregate demand is in excess of aggregate avail-
nbilities of these resources at existing prices.

Taking the situation as a whole, as individuals, corporations, and
overnments proceed with their expenditure plans, buttressed by
orrowed funds, they are in the J)osition of attempting to bid the

basic fuctors of production—land, labor, and capital—away from
each other and in the process the general level of costs and prices is
inevitubly pushed upward, Recently, this general pressure has been
oxp}x"essin itself particularly in rising prices for services as compared
with goods,

I)esggite the existence in some lines of reduced employment and slack
demand, many employers now face rising costs when they seek to
expand activity by adding appreciably to the number employed.

ften, the additional manpower required has to be bid away from
other employers. As a result, many current plans for further expan-
sion of capacity place Kveat emphasis on more efficient, more produc-
tive equipment rather than on more manpower., )

This generalized pressure on resources comes to & head in financial
markets in the form of a shortage of saving in relation to the demand
for funds. A considerable volume of expenditure is financed at all
times out of borrowed funds. '

When these funds are borrowed from others who have curtailed
their own expenditures, no additional demand for resources is gen-
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erated, On balance, however, demands for funds by those who have
wanted to borrow money to spend in excess of their current incomes
have outrun savings. Those who have saved by limiting their current
ex{)enditures, and thus made funds available for lending, have still
not kept pace with the desire of governments, businesses, and individ-
uals to borrow in order to spend.

Just as an intense general pressure on available resources manifests
itself in rising wages nnd prices, a deficiency of savings relative to
the demand for borrowed money manifests itself in an increase in
the price of credit. In such circumstances, interest rates are bound
torise. The rise in rates might be tempomnl{)held down by creatin
new bank mone¥ to meet borrowing demands, but this, as I have said,
(\ivould d»,dd fuel to inflation and bring about further increases in

emands,

In the end, as prices rose ever faster, interest rates could not be
held down, In summary, whatever the special fentures of the cur-
rent inflation, the important fact is that it is here, and that it has
created demands for borrowed funds in excess of financial savings,
even thou%h these have grown appreciably,

Any atfempt to substitute newly created bank money for this
deficiency in savings can only aggravate the problem and make matters

worse.
EFFECTS OF HIGHER INTEREST RATES

The response to higher interest rates is complex. One result is
that some would-be borrowers draw on cash balances to finance pro-
i’ected expenditures or lenders draw on their balances to lend at the
igher rates, thus reducing their liquidity and increasing the turn-
over of the existing money supply.

In recent years, with the large volume of Federal Government
securities outstanding, many holders of these securities—both insti-
tutions and individunls—have liquidated their holdings in order to
shift funds to other uses. .

This has been an important influence in bringing about the decline
in bond prices, To the extent that accumulated cash balances or
other past savings can be used more actively, expenditures remain
high relative to available resources and prices tend to rise, but the

uced financial liquidity eventually exerts restraint on borrowing
and spending. . .

Another result of higher interest costs, together with greater diffi-
culty in obtaining loans, is that many potential borrowers revise or
postpone their borrowing plans. To the extent that expenditures are
revised or deferred, inflationary pressures are reduced.

The most constructive result is the encouragement of a volume of
savings and investment that permits continued expansion of produc-
tive facilities at a rate consistent with growing consumption demands.
Only in this way can the standard of living for a growing population
be improved and the value of savings be maintained.

Such constructive adaptations, if made in time at the onset of
inflationary pressures, need not be large in order to restore balance
between prospective demands and the resources available to meet them.

This is particularly true in a country that is as strong and vigorous
and as dynamic as the American economy. It is essential, however,
that the adjustment be made. Otherwise prospective expenditures

\
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will continue to exceed the resources available and the pressure of
excess demand will foster an inflationary spiral,

EXPEOTATIONS OF CONTINUING INFLATION

Once such a spiral is set in motion it has a strong tendency to feed
upon itself. If prices generally are expected to rise, incentives to
save and to lend are diminished and incentives to borrow and to spend
are increased.

Consumers who would normally be savers are encouraged to post-
}xme saving and, instead, purchase goods of which they are not in

mmediate need.

Businessmen, likewise, are encouraged to anticipate growth require-
ments for new plant and equipment. Thus, spending is increased on
both counts. But, because the economy is already :J)erating at high
levels, further increases in spending are not matched by correspond-
ing increases in production. Instead, the increased spending for

and services tends to develop a spiral of mounting prices,
wa&es and costs, .
ni'ortunutely, dumn% the past year, as price indexes graduall
rose, some segments of the community apparently became reconcil
to the prospects of a creeping if not a runaway inflation.

One of the baneful effects of inflation stems from the expectation
of inflation. While a price increase, in itself, may cause serious dis-
locations and inequities, other and more serious effects occur if the
price rise brings with it an expectation of still other increases.

Expectations clearly have a great influence on economic and finan-
cial decisions, much more so, perhaps, than we sometimes realize. In
fact decisions to spend or to invest too much in a given time are a
direct cause of inflation. Also, if further inflation is expected, specu-
lative commitments are encouraged and the pattern of investment and
other spending—the decisions on what kinds of things to buy—will
change in a way that threatens balanced growth,

CREEFING INFLATION

The unwarranted assumption that creeping inflation is inevitable
deserves comment. This term has been used by various writers to
mean a gradual rise in prices which, they suggest, could be held to &
moderate rate, avemgmg perhaps 2 percent a year. The idea of
grices rising 2 percent in a year may not seem too startling—in factn?

uring the past year, average prices have increased by more than
percent—but this concept of creeping inflation n:g)‘}.xes that a price
rise of this kind would be ex to continue indefinitely.

According to those who eagouse this view, rising prices would then
be the normal tion and the Federal Reserve aceordinq‘liv would
no longer strive to keep the value of money stable but would simp
try to temper the rate of depreciation. Business and investment deci-
sions would be made in the light of this prospect.

Such a prospect would work incalculable hardship. If monetary
policy were directed with a view to permitting this kind of inflation—
even if it were possible to control it so that prices rose no faster than
2 percent & _year—the price level would double every 85 years and
the value of the dollar would be cut in half each generation.
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Losses would thus be inflicted upon millions of people, pensioners,
Government emi)loyeee, all who have fixed incomes, including people
who have part of their assets in savings accounts and long-term bonds,
and other assets of fixed. dollar value. The heaviest losers would be
those unable to protect themselves by escalator clauses or the other
offsets against prices that were steadily oree;l)ing up.

Moreover, the expectation of inflation would react on the compo-
sition of savings. A large part of the savings of the country is mobil-
ized in savings deposits and similar claims that call for some stated
amount of dollars, If people generully come to feel that inflation
is inevitable, they will not save in this form unless they are paid a
much higher.intorest remium to compensate them for the depre-
cintion of their saved dollars.

It is for this reason that it is impossible, in a &riod of demand in
excess of savings, to maintain lower interest rates through a policy
of easy credit. .

The country is experiencing a period of generally high ems:loyment
in which investment outlays remain high, but if fears of inflation cause
people to spend more of their incomes and save less, the result could
only be more rapid inflation and still less saving in relation to income.
Such saving as remained, furthermore, would be less and less in the
form of loanable funds to finance homes, highways, school construc-
tion, and other community needs.

EFFECTS ON PRODUCTIVE ENTVFRPRISE

An inflationary psychology also impairs the efficiency of produc-
tive enterpriae—-—throufh which our standard of living has made
unparalleled strides. In countries that have had rapid or runaway
inflations, this process has become so painfully obvious that no doubt
remained as to what was happening to productivity. In the makin
of decisions on whether or not to increnss inventory, or make a capita
investment, or engage in some other business operation, the question
of whether the operation would increase the profit from inflation
became far more important than whether the proposed venture would
enable the firm to sell more goods or to produce them at lower cost.
The incentive to strive for efficiency no longer governed business

decisions,
The man who suffers the most from this is the consumer.

PRODUOTIVITY-—KEY TO 8USTAINED PROSPERITY

Why have real wages in this country risen to the highest levels in
the gprlcll, 'thua permitting our standard of living to rise corre-
spondl
\ Cox;tglgn{y, it is not just because wages have risen as the cost of living

ag risen.

Some peogle seem to think that is the reason for it. The big source
of increase has been the increasing %roductivity of our national econ-
omy. Real incomes have gone up because the total size of the pie,
out of which everybody receives his share, has grown so magnificently.

What has enabled the &roductivity of the American economy‘z)
achieve the levels that make all this possible! One vital factor has
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been the striving by so many people, each in his own field, for better
and more efficient ways of doing things. Equally important has been
the willingness to set nside a part of current income to provide the
machines, tools, and other equipment for further progress. Both are
essential 1f our standard of living and material welfare are to go on

advancing.
EFFECTS OF INFLATION

Inflation does not simply take something away from one group of
our population and give it to another group. Universallfr, the stand-
ard of living ig hurt, and countless people injured, not only those who
are dependent on_annuities or pensions, or whose savings are in the
form of bonds or life-insurance contracts.

The great majority of those who operate their own businesses or
furms, or own common stocks or real estate, or even those who have
cost-of-living ngreements whereby their wages will be raised, cannot
escnpe the effects of speculative influences that accompany inflation
nl'l‘idi impair reliance upon business judgments and competitive
efficiency.

I may say parenthetically here, Mr. Chairman, that in some respects
inflation is not unlike war in that you may point out certain war
profiteers and others that benefit by war but in the long run nobody
really benefits out of war. The point I am trying to make here is that
renlly nobody benefits out of inflation.

Speculators and slick operators and others may temporarily derive
benefit, but the common welfare becomes the welfare of all of us, as
Adam Smith once snid, and I question very much whether a case can
he made that un?/body specifically benefits over any period of time out
of inflation. It has a deleterious effect on all of us.

Finally, in addition to these economic effects, we should not over-
look the way that inflation could damage our social and political
structure,

Money would no longer serve s a standard of value for long-term
savings. Consequently, those who would turn out to have savings in
their old age would tend to be the slick and clever rather than the
hard working and thrifty.

Fundamental faith in the fairness of our institutions and our Gov-
ernment would deteriorate, The underlying strength of our country
und of our political institutions rests upon faith in the fairness of these
institutions, in the fact that productive effort and hard work will earn
an appropriate economic reward. That faith cannot be maintained in
the face of continuing, chronic inflation,

There is no validity whatever in the idea that any inflation, once
nccepted, can be confined to moderate proportions. Once the Assump-
tion is made that a gradual incrense in Xrices i8 to be expected, and this
assumption becomes a part of everybody’s expectations, keeping a ris-
ing price level under control becomes incomgarqbl more ditlicult than
the {Jroblem of maintaining stability when that is the clearly exp
goal of public policy, ' . .
Creeping inflation is neither a rational nor a realistic alternative to
stability of the general price level.
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PEGOING THE MARKET

It has boen suggested, from time to time, that the Federa] Reserve
System could relieve current pressures in money und capital murkets
without, at the same tiine, contributing to inflationary pressures.

If such were the case, it would be nice and I am sure we would
have endeavored to work out something along these lines a long time
a\fzo. Theso suggestions usually involve Fedoral Reserve support of the
United States Government securities market through one form or an-
other of peggiufx operations. There is no way for the Federnl Resorve
System to peg the price of Government bonds at any given level unless
it stands ready to buy all of the bonds offered to it at that price,

This process inevitably provides additional funds for the banking
svatem, !mrmits tho expansion of loans and investments and a com-
parablo Inorease in the money supply—a process sometimes referred
to ns monetization of the public debt.

_ One of my predecessors referred to it as turning the Federal Reserve
into an engine of inflation,

Senator Franpers. I didn't get that. . '

Mr, MarmIN. [ snid one of my predocessors described it as turning
the Federal Reserve into an engine of inflation,

The Cratrman, Who was that!

Mr, MarTiN, Mr, Eccles,

The amount of the inflationary force dgenemted by such a ﬁolicy
dopends to some extent upon the doemand pressures in the market at
the time. It would be dangerously inflationary under conditions that
prevail today. Inthe present circumstances the Reserve System could
not peg the Government securities market without, at the same time,

igniting explosive inflationary fuel.
DO RISING INTEREST RATES ADD TO INFLATION?

We must be clear in viewing these relationships to distinguish
cause from effect and not to confuse them, It is somotimes said that
rising interest rates, by increasing the costs of doing business, lead to
hi%!\er prices and thus contribute to inflation,

his view is based upon an inadequate conception of the role of
interest rates in the economy, and ulpon & mistaken idea of how interest
costs compare with total costs. In municipal government budgets,
it is about 2 percent; in many utilities, it is 8 to 5 percent. Thus, as
an element of cost, interest rates are relatively small; but as a reflection
of demand pressures in markets for funds, interest rates are highly
sensitive. v ‘

As previously explained, rising interest rates result primarily from
an excess of borrowing demands over the available supply of savings.
Since these demands are stimulated by inflation, under these circum-
stances rising interest rates are an effect of inflationary pressures, not
A cause,

Any attempt to prevent such a rise by creating new money would
luad to 8 much more rapid rise in prices and in costs than would result
from any likely increase in interest rates, Such an attemgt‘, moreover,
would not remove the need for a fundamental adjustment in the rela-
tion between saving and consummon and would probably fail in its

purpose of stabilising interest ra
% ,

H
¥
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I would like to make it clear at this point, Mr. Chairman, as I have

ropeatedly testified, that I do not favor high interest rates.
would like to see interest rates as low as it is possible to have

them without inducing an inflationary process, because I believe you
will have the greatest formation of capital under those condition
but you have to recognize that interest is a wage to the saver as weﬁ
ns & cost to the borrower, and that interest rates, when they ignore
the inflationary forces are just adding fuel to the fire, although of
course, they ure one of the costs, one of the prices that have to be paid,
but they are a balancing factor in the economy.

BASIO FACTONRS IN RECENT INFLATIONARY PRESSBURES

A major cause of recent inflationary Frwmres has been the attempt
to crowd into_this period a volume of investment greater than the

economy could take without curtailing consumption more than con-

sumers have been villing to do.

; Ir& fact, there hus been some increase in consumption on borrowed
unds.

Increases in interest rates naturally come about under such con-
ditions; they are the economy's means of protecting itself against
such excessive bunching of investment or the building up or an un-
sustainable rate of consumption.

While the effect of a moderate change in interest rates on the cost
of goods currently being produced and sold is emall and relatively
unimportant, changes in interest rates do assume importance as a cost
in the planning of new investment outlays.

These costs do not affect current operations or add to upward price
pressures to any substantial extent. )

They do tend to deter the undertaking of new investment projects
end to keep the amount of investment spending that is being under-
taken in line with the economy’s ability to produce investment goods.

To maintain artificially low interest rates under these conditions,
without introducing any other force to restrain investment, would be
to invite an unbridled investment boom, inflation, and an inevitable
collapse later. ' .

It i8 necessary to emphasize that there are many influences, other
than monetary policies and interest rates, that affect the volume of
consumption, investment, and saving and their relationships.

Monetary policies operate directly through the volume of bank
credit and bank-created money., .

The volume of current saving out of income and the uses made of
new and outstanding savings have a more important bearing upon
the availability of investment funds than bank credit.

Interest rates, themfona\am influenced by the relationship between
investment demands and the availability of savings, independently of
monetary policies. L L

Interference with these relationships through moneur&pohcxes, in
fact, may prevent necessary and healthy adjustments that help to

maintain equilibrium in economio growth.
IN A NUTSHELL
A. An inflationary spiral is always characterized by—
1. An intemctiomtgvem rising costs and rising prices; and
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2. An increase in overall effective demand sufficient to keop the
spiral golns. As prices_generally keep rising, a larger and Iarger
volume of demnnd (in dollar terms) is neoded to sustain the same
volume of transactions (in physical termt‘s‘) .

As lm\%ons it persists, thevefore, an inflation will ulwaxa show ovi-
dence of both demand pulls and cost pushea with their relative mani.
festations shifting as the inflation runs its course.

B. The teu;go of interaction Lutween riuin& costs and rising prices
will be speeded up if the situntion is characterized l;ym

1, The release of a {)mviously created overhung of peut-up money
demand (such as existed when direct controls broke down or were
relaxed at the ond of the war).

I mighht just point out there that from the time rogulation W was
taken off, in the course of & {yenr ?5 billion more was expended in that
area alone, I am not oriticizing it, but that is a fact,

9. The creation in volume of new money demand through oxcessive
oredit expansion and/or activation of existing cash balances (such as
ha:i)pon when war broken out in Korea).

. The widespread existence in the economy of cscalators which act
automaticall{ to transfer rising costs or prices into rising prices and
coats (cost-of-living clauses in collective-bargaining agreements, cost.
plus contraots, etc.g. ' .

4. The degree to which a speculative psychology backed by effective
demand pervades business decisions.

C. The tempo of interaction between costs and prices will also be
affected by the de?me to which administered prices and wage rates
are prevalent in the economy. These effecta are not always in the
same direction. The net effect of the many and various factors in-
fluencing administered prices and wages sometimes tond to slow up
and sometimes to accelerate price movements, depending upon the par-
tioular circumstances,

D. Whatever the mix of the above ingredionts, an inflation once
underway will tend to persist ns long as the credit necessary to finance
the rising level of costs and prices is forthcoming. Credit may be sup-
plied through new bank credit expansion or by activation of already
existing money. ) .

E. at its antecedent characteristics, an inflation will tend to
feed upon itself and be accentuated once the investing and saving pub-
lic come to think of further inflation as the prospect.

- F., It is the nature of inflation hedges to act as aggravating rather

than equilibrating factors, .

" @. No one suffers more than the little man from the ravages of in-
ation.

H. A monetary authority dedicated to promoting the public wel-
fare must not relax restraints in the face of continuing inflationary
pressures, since any efforts to relax merely add to the forces tending

to keep the inflation in motion. )
Mr., Chairman, I want to conclude this phase of my statement with

a call for action.
WHAT MORE CAN BE DONE?

How, then, may further inflation be restrained? Bluntly, the an-
awer is to be found in & moderation of spending, both governmental
and private, until the demands for fun ‘are balanced by savings.

]

!
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This prudence must be coupled with sound fiscal policy, which means
a larger budget surplus as well as effective monetary poﬁcy to restrain
the growth of bank credit,

Among the factors influencing saving and consumption are thoso
fiscal policies relating to taxes and governmental budgets. These re-
quire special attention bocause they are not as responsibe to changes
in the availability of credit and interest rates as are private activities,

Untimely fiscal policies can create or aggravate imbalance in the
economy and thus dilute the effectiveness of monetar ;l)olioiea. On
the other hand, fiscal measures that help to maintain balance can re-
duce the degres of restraint that monetary policies might otherwise
have to exert.

Experience over the centuries has demonstrated that there is no
tolorable nltornative to adequate fiscal and monetary policies, operat-
ir}g in an environment of open, competitive markets under our system
of human freedoms,

Neither an economic diotntorshir nor complacent acceptance of
creeping inflation is a rational or tolerable way of life for the Ameri-
can f‘nvoplo. )

Thera is no panacea, no magical means of aaaunnﬁ‘orderly economic
growth, nor are we much more likely in the future than in the past to
nc}&mv:iporfect performance in the timing and execution of policy
and action,

Wo have every renson to helieve, nevertheless, that we can discern
and follow the right path. ‘Thus, it is clear that the present situation
calls both for a larger budgetary surplus than we have had or have in
prospect, and a continuance of restraint upon creation of new sup-

plies of money.
AUTION REQUIRED

Lot us not follow the defeatist path of believing that widespread
unemployment is the alternative to inflntion.

There 18 no question that the Federal Government and the American
,lmople, pulling together, have the power to stabilize the cost of living.

"he only question 18, whether there is the will to do so.
. If the will is there, and it is demonstrated convincingly to the Amer-
ican poosle, the cost of living can be stabilized, interest rates will
relax, and a sufficient volume of savings will be encouraged to provide
for tf\e economic growth needed in this generntion and the next.
I might say parenthetically here that I am one of those who believe
we haven't even scratched the surface so far as the gotential develop-
ment and opportunities in this country are concerned.

This committee and the Congress can contribute ﬁmady to that end
by declurin resolute}y-—-so that all the world will know~—that stabil-
izal(:,ion of the cost of living is n primary aim of Federal economic
po lcy. (3 33 3 ¢ % .

The goul of price stability, now implicit in the Eu)p105mmxt Act,
can be made explicit by a strm%htforwax:d declaration and directive to
all agencies of the Government that antiinflationary actions are to be
taken promptly whenever the cost of living begins to rise.

The executive and legislative branches of Government, in conjunc-
tion, can assure adjustment of Federal revenues and expenditures so
that, in times when total spending threatens to burst the bounds of
capacity and drive up the cost of living, the Federal Government will
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set an oxample of restraint in outlays and at the same time produce
a surplus to counter inflationary pressures from any quarter,

The Congroess and the Executive can take steps to assure that free
and vigorous competition is maintained in all segmeonts of the economy
a8 the bedrock of our free-enterprise system,

The Federal Resorve System, itself a creation of the Congress can—
and I assure you that it will—make every effort to check excesses in
the field of money and credit that threaten the cost of living and thus
undermine sustained prosperity und growth of our economy.

In all of theso ways we can, 1f we have the will, set the face of the
Nuét.ion so vesolutely agninst inflation as to keep that enemy from our

ates,
g No greater tragedy, short of war, could befall the free world than to
have our country surrender to the easy delusion that a little inflation,
year after yoar, is either inevitable or tolerable,

For that way lies ultimate economic chaos and inealculable human
suffering that would undermine faith in the institutions of freemen.

The Cuamman. Thank Kou, My, Martin,

Mr. Marrin. I would like at this point, Mr. Chairman, if I could,
to ask Mr. Wayne, who is the first vice president of the Federal Reserve
Bank of Richmond, one of the banks that has {mrformed yeoman serv-
ice in explaining our activities to the J)ublio hrough the years, if he
would put on as the concluding part of this presentation this morning
a flannelboard yln'osmntution of the structure and organization of the
systen. I would ask him to stop at the end of the structure of the
system, and I would like if it is agreeabls to you to put on first thing
in the morning a continuation of his show which will take about 45
minutes, which will give our diagnosis of the situation in a little dif-
ferent way, but exactly in parallel to what I have put in the printed
statement that I have here and having completed that, T would then
open myself to questions and I will go immediately to trying to get
the answers to these questions that you have given me here, and try
to get them up here {;nst as quickly as I can, .

The Cnammman. You have completed your initinl statement as 1
understand it.

Mr. MarTin. I have, sir,

The Cramuman, Do you have charts? L

Mr. Marmin., Yes, Mr. Wayne, will you take over at this point, sirt

STATEMENT OF EDWARD WAYNE, FIRST VICE PRESIDENT,
FEDERAL RESERVE BANK OF RICHMOND

Mr, Way~ne. Mr. Chairman, we would like to place on this flannel-
board a diagram of structure of the Federal Reserve System to illus-
trate what Chairman Martin has been saymg.

Certain features of the Federal Reserve System are in sharp con-
trast to those of foreign central banks. Most notable is the apparent
determination of the founders of the system that exercise of system
powers would be based upon a blending of divergent views and experi-
ence. It has been said that in the determination of policy the plurality
of origin is an essential aspect of the competition of ideas which marks
the democratic process. . i

Representation on the licﬂmakmg grougs within the Federal Re-
serve System reaches into all regions of the country. Balance of
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ower within the System rests with the Board of Governors of the

ederal Reserve System, but the System organization was so designed
that we might have a single national credit policy based upon informa-
tion drawn from the widest possible practical duy-to-dny contnets with
different areas in the national economy.

The structure of the Federal Reserve System includes more than
6,400 member banks. Not quite half of the commercial banks in the
United States belong to the Federal Reserve System, but these bunks
hold about 85 percent of the Nation’s banking resources, The law
stipulates that these member banks must provide the capital for the
12 Federal Reserve banks, Each member bank may be required to
subscribe to the capital of its Reserve bank an amount equal to 6 per-
cent of its capital and surplus, but qnlg half of that amount has been
paid in. The other 8 percent is subject to call.

The 12 Federal Reserve banks operate all told 24 branches, and
with these 86 offices throughout the United States perform many
public services, Among others providing the currency needed to meet
seasonal and other demands of the economy clearm% of checks that
are 8o essontinl in the functioning of a hi imly developed exchanﬁe
economy, making telegraphic transfer of funds for member banks
and their customers, making appropriate loans to member banks
tomporarily in need of funds, acting ns fiscal agent of the United
States Government in issuing and redeeming Government securities
and handling the Treasury’s principal checkmlg accounts and so on.

Profits are not the object of operation of the Federal Reserve banks
and their stockholders, the member banks, do not hi.ve the usual rights
of owners , They do elect six of the directors of the Federal Roserve
banks. Class A directors may be and usually are bankers, but 3 of
the 6 directors elected by member banks may not be bankers. They
may be neither officers nor directors nor employees of banks, and must
be actively engaged in commerce, industry, or agriculture in the dis-
trict which they represent.

Now the Board of Governors of the Federal Reserve System, as
you gentlemen know, comprises seven members appointed by the Pres-
ident with the approval of the Senate. Each member is appointed
to 14-year terms, and the terms are so staggered that 1 appointment
expires every 2 iears. No 2 members of the Board may come from
any 1 Federal Reserve district. The Board of Governors appoints
the remaining 8 directors of the Federal Reserve bank, class C
directors, and from these directors the Board of Governors desig-
nates 1 of these class C directors as Chairman and 1 as Deputy
Chairman.

These class C directors can be neither officers, directors, nor em-
ployees of banks. In fact they are prohibited by law from being even
stockholders. These directors together with the 150 plus directors of
the branches Fprovided an unparalleled source of economic information
essential to Federal Reserve policy formulation.

The Board also exercises general supervision over the individual
Federal Reserve banks. The members of the Board sit as members
of the open market committee along with five of the presidents of
the Federal Reserve banks who are elected by the Federal Reserve
bank directors. As Chairman Martin has pointed out, 4 or these 5

are on rotation service.
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The Federal Reserve bank directors also elect the members of the
Federal Advisory Council, one from each of the districts, usually a
banker, The Federal Advisory Council advises the Board of Gov-
ernors on matters of current interest,

The basic tools of monetary policy are reserved 1 to each of these
8 froupu. The Board of (Governors determines the Reserve re-
quirements of member banks. It also administers selective restric-
tions, when they are in effect, determines the maximum interest rates
;’i‘l‘aii(lli:?y member banks on time deposits and has many other respon-

ies, .

The open-market committee is responsible for the determination
of open-market policy. The New York Federal Reserve Bank acts
as agent for the system in executini the mechanics of open-market
operations for the obvious reason that the money market is physically
located in New York Ci%_ |

The directors of the 12 Federal Reserve banks establish the discount
rate subject to review and determination by the Board of Governors
of the Federal Reserve System. The directors are also responsible
for the discount policy of the Reserve banks within the provisions of
regulations issued by the Board of Governors.

this, in a diagrammatic form, is the Federal Reserve System, a
unique istitution designed by Con to assist in meeting the credit
and monetary needs of a large, diversified, and complex economy.
The power of decision over the 3 basic instruments of monetary policy
are divided among these 3 bodies. The organization of the System
was designed to insure that the vitally important decisions in the
field of monetary policy would be made on the basis of maximum
ovidence and informed judgment in the crucible of the conflict of
views and ideas,

(The chart referred to follows:)
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Mr, Wayne. Mr, Chairman, that concludes the brief presentation
of the structure of the Federal Reserve System through the use of
visual aids. As Chairman Martin says, with your permission we
would return to the other portions of our presentation tomorrow.

The CrarMaN. We have a half hour yet.

Mr. Magmin, I would like to hold it over because it will go too long.
Then it would g gut 1 o'clock and I would like to bring these up
a little closer £ I could, for the overall presentation, if you
wouldn’t mind.

The Cuairaan. How long will it take tomorrow to complete it!

Will you have any further statement

Mr. Marrin. No, I won’t have anything further. We can speed
g}xilfs up l!:l little bit, but I would like to get that whole presentation in
if I could.

The Cuamrman., How long would it take tomorrow

Mr. MarmiN, Tomorrow we could do it in an hour, I'm sure, and
then we can take questions, .

The CuamrMAN, What is the pleasure of the committee!

Senator Franpers, Mr. Chairman, I hate to stop. I would like to
kee{: going and if there is an hour’s presentation tomorrow, why can’t
we have it now{ ~

Mr. Martin. I think it would be better for the continuity if we
could be sure we went through the whole thing, Senator Flanders.

The CuamrMAN. I think the chairman has made his plans and as
far as I am concerned I would be willing to comply with them.

Is there any objection f

Senator BENNETT. Further, Mr. Chairman, if an orderly and full
{)resentation would require a little more than an hour, I would rather

he time tomorrow than have them feel that they are under pressure
to crowd it in.

The Cuairman. There will be an hour or more for queationinﬁ to-
morrow. Without objection the committee will recess until 10 o'clock
tomorrow morning.

(Whereupon, at 11:35 a. m,, the hearin&was adjourned, to recon-
vene at 10 a. m,, Wednesday, August 14, 1957.)
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THE UNITED STATES

WEDNESDAY, AUGUST 14, 1087

UnrTED STATES SENATE,
CommrrTEE ON FINANOE,
Washington, D. 0.

The committee met, pursuant to reces?‘ at 10:10 a. m., in room 812,
Sigrgate Office Building, Senator Harry Flood Byrd (chairman) pre-
siding.

Prgsident: Senators Byrd, Kerr, Long, Smathers, Anderson, Gore,
Martin, Williams, Flanders, Carlson, Bennett, and Jenner.

Also present: Winfleld Riefler, assistant to the chairman, Board of
Governors, Federal Reserve System ; Woodlief Thomas, economic ad-
viser, Board of Governors, Federal Reserve System; Edward A.
Wayne, first vice president, Federal Reserve Bank of Richmond;
George W. McKinney, Jr., assistant vice president, Federal Reserve
Bank of Richmond; Robert R. Fentress, assistant cashier, Federal
Reserve Bank of Richmond, Richmond, Va.

Elizabeth B. Springer, chief clerk; and Samuel D. McIlwain,
special counsel. ) )

The CEAIRMAN, The committee will come to order.

STATEMENT OF WILLIAM MoCHESNEY MARTIN, JR., CHAIRMAN,
BOARD OF GOVERNORS, FEDERAL RESERVE SYSTEM-—Resumed

Mr. MarTin, I will turn the floor over to Mr, Wayne, if that is all

right.
gl‘he CrarMAN. Yes; please identify him for the record.

Mr, MarmiN. This is Mr. Edward Wayne, first vice president of the
Federal Reserve Bank of Richmond.

will ﬁm identify, Eddie, when you come to it, the two officers you
want to help you!

Mr, Warne. Yes‘ﬂir.

The CaamMAN. All right. You may proceed, sir.

Mr, Waxne. Mr. Chairman and gentleman, in continuing this pre-
sentation this morning it is not our purpose here to forecast the future
of the dollar nor to predict the course of economic events in the
months that lie ahead. ,

We lpmpose merely to recall for you certain basic facts and funda-
mental economic principles with which the monetary authorities and
all thinking citizens should be and are viuﬁ ocon

An American statesman recently observed that:

Within a decade this Nation has been thrust into a position of enormous re-
sponsibility in a highly uncomfortadle new world,

. - 137
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This is the first basic fact with which we are confronted.

The free world looks to the United States for security not only ina
goliticd but in an economic sense, and so the value of the American

ollar, your money’s worth, has meaning, it seems to us, for peoples
throughout the whole world.
i The second basic fact is that in the past several decades our econ-
omy has undergone a fundamental shift from an economy with a
deflationary bias to one with a distinctly inflationary bias,

From the days of the earliest settlers in this country until per-
lu& the mly gm of this century, one of the prime limiting factors
in the Nation's fabulous growth was the inability of the money supply
to adjust iteelf to a rapid expansion. .

As the ropulution grew and spread, the country was plagued with
a series of so-called mom anics, Our money supply simply could
nﬁh adjust itself with sufficient rapidity to meet the growing needs
of the economy,

As all of ;‘gu tlemen know, one of the stated objectives of the
Federal Reserve Act was to achieve an elastic currency. Our prob-
lem in recent years has been too much money rather than too little
money most of the time.
~ In the past couple of decades we have also accelerated this shift
to an inflationary bias in our economy by certain measures which
-have gained wide acceptance, and many of which have been written
into the laws of the land.

- In addition to antideflation curbs which have been built into our
-economy, the Congress has declared it to be the established policy of
this Nation to exercise the powers of Government to achieve and
maintain employment and production at maximum sustainable levels.

In other words, we are now confronted and must deal with a

changed and changing situation. As the economists would say, we
have a new “frame of reference.”
" The third basic fact is that in the past sevem'I#eam this inflationary
bias has been intensified by the pressures of World War 1I, by the
Korean conflict, and other developments, with the result that your
‘money’s worth, our money’s worth, has been under severe attack,

The ensuing inflation has cut the value of our dollar almost in half,
in terms of pre-World War IT levels—it is now a 49-cent dollar,

~ 'With yox;ﬁipermission, in making this presentation we would like
:g gldopt medical terminology. It seems to convey the idea satisfac-

Hyyou would assume with us that the patient we are examining
is the economy of the United States of America, we would like to
explore the nature of the virus that infects the bloodstream of our
oogtzmy,and list the prescriptions available in our Nation’s medicine

' Mr. Robert Fentress, assistant cashier of the Federal Reserve Bank
of Richmond, and Mr. George McKinney, assistant vice president of
the Federal Recerve Bank o Richmond, will assist in this presenta-

ton, ~*
Mr. Fentress will undertake to, again continuin&the use of medical

terminolog{(: dit{;non the patient’s illness; and Mr. McKinney will
undertake to outline the treatments which are available to us, -

Then I shall return to summarize and answer any questions you
may wish to present concerning the presentation.

\ i
! .

{
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%“l:‘is t’tlem'm is Mr, MoKinney; and this is Mr, Fentrees,
, Fantress

Mr, FenTrEss. Much we will say this morning will be couched in
terms of inflation. This is not neceesarily because of the short-run
outlook, but rather, we do it for three reasons:

First of all, someone has said that today was born yesterday. If
we are to understand where we are now, we must look at the road we
traveled to igot. here.

Second, in the interest of conserving time, we shall treat only one
side of the picture. Deflation is essentially the reverse of inflation.
As we proceed, we shall see that the causes are but the opposite of
each other; even the remedies are essenially the same medicine applied
in reverse.

The third reason is that, no matter what the short-run outlook, we
are convinced that the long-run outlook is definitely for more infla-
tionary pressures,

Well, just what has the patient’s history shown! Let’s look at in-
flation’s fever chart. It is a little hard to realize, but for the period
gibnce the g apanese surrender in 1945, prices consumers pay have risen

ercent.

fet me say here, however, that rising prices are no more the cause
of inflation than rising fever is the cause of a patient’s illneas. Both
are but manifestations of the disorder, but both are pretty good meas-
ures of the extent of the disorder.

Waell, let us see just what has been taking place in this postwar

riod.
peIn August of 1045, the Bureau of Labor Statistics’ index of con-
sumer prices stood al 78, based on the 1047-49 average as 100. In
the succeeding 10 months, business was busy converting to peacetime
production. Most wartime controls were still in effect, and the index
climbed only a couple of points,

Then what happened?” Well, in June of 19468 most direct controls
were lifted. The lids were off. Rationing was abandoned. Most
controls over prices and wages were lifted. It was then that we got
immediate proof that controls do not prevent inflation.: They merely
dam up,. o the demand. ) -

When the floodgates are opened, this pent-up demand bursts
on the market with the effect of a tidal wave, Consumers pour into
the market seeking consumer goods. Business pours into the market
seeking larger plants, new un%ment, and to expand inventories, and
prices are forced higher and ;% or.

Well, the inevitable hap . Prices spiraled. The index reached
103 a8 of August 1948, That was a 25-point rise in just 26 months,

By then, much of this overhanging consumer demand had been
satisfled. Certain fiscal and monetary actions were taking effect, In-
ventory accumulation had about run its course, In fact, many busi-
nesses found themselves in ovmly and the pipelines were full.,

A short time later, a mild ed inventory recession got under
way, and continued tin'ongh 1649, with the index sliding to 100 as of

ebruary 1050, :

In tl.x:’ first half of 1950, strong upward pressure was :fain evident.
In spite of decreased Federal :Ken&ng and & substantial rise in pro.
duction, the index climbed another point or two; and then, Korea,
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On top of this high level of business activity, we sugerim?osed 8
huge war and military-aid budget. With plants already going full
blast, with labor scarce, with consumers mindful of the shorts?os of
the recent war and possessed of abundant disposable income and liquid
savings, another buying wave was on and prices spiraled once again.

Then, in the spring of 1051, the Federal ?Reserve and the Treasury
reached their now famous “accord.”

Basically, this involved an agreement to permit market forces to
determine the prices of Government securities, and permitted much
more effective use of the tools of monetary policy in combating infla-
tionary &ressum.

In addition, other monetary and fiscal measures were taken: “Scare
buying” subsided somewhat. The balanced inventory position
blunted the edge of consumer buying, and higher prices themselves
brought buyer resistance. o

Theee and other factors induced a lull in the feverish rise of con-
sumer prices, and the index leveled out in March and April of 1951
at about 110. Then the Nation entered upon the most sustained
period of price stability in its hiato(xiy

During the next § years, the index climbed only 5 points, & con-
trast of :Jmmt & month in the earlier period with a point a year in
this period.

In the spring of 1956, however, consumer prices started to rise
again, and today our index stands at 120,

Of course, a rise in prices is just another way of saying that the
dol!:s has cfeprooxated in terms of purchasing power in some base

riod.
p‘aSince our chart is based on the 1947-49 average as 100, an index num-
ber of 120 today means that, in terms of prices thon, a dollar today is
worth only 88 cents. However, in terms of prewar purchasing power,
say 1089, a dollar today is worth only 49 cents.

Of course, the real question that all this poses is: How is our fever

chart going to read 6 months or a year from now! Will we be able
. to regain tfxia substantially sidewise movement which we had durinﬁ

this period? Will deflation bring about a serious downturn, or wi
persistent inflationary forces push our fever chart even higheﬂ

(The chart ref to follows:)
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These are the questions, important questions, for every thinkin
citizen. But theyqaro of rticx:;ur significance for the m?netuy auq
thorities who are charged with endeavoring to attain and maintain
economioc stability. . '

Monetary authorities are coricerned primarily with the cost and-
availability of money as a means of influencing the sm%ing stream,
attem? to moderate swings in our econo b{ indirection, by in-
fiuencing the economic climate, and leaving to idividuals the freédom
of choice as to specifics, A

The ob?’octives, of course, are to create easy money conditions when
ib:sgggg t.hg’pmd" and to restrain the growth in the money supply
o,

Inflation creates siich an aura of prosperity and works to undermine
our Nation’s economy in such insidious wa&u that confusion is bound
to result whenever we look only at the effects of inflation, -

Inflation is so persistent and insidious, it presents one of the chief
threats to the defense of the dollar and our way of life, and for that
reason I think we should look closely at the nature of the disease and
its spread. Perhaps we should first begin by defining our terms,

e have adopted a fairly simple, nevertheless sound, definition of
inflation: “Inflation is a flow o g:gdmgs in excess of the flow of
goods and services.” Conversely, “Deflation is a flow of spendings too
small to support the flow of goods and services.”

I find it easier to understand this concept of a flow of spending sup-
portmﬁ a flow of and services if I remember that one man’s ex-
pense 18 another’s income. o o

Let us agsume that this factory is representative of any and all in-
dustry, and that this machine operator represents not only the factory’s
labor costs but all other costs as well. Vghat is expense to the factory
is income to the worker and raw materials supplier.

In turn, the worker's expenses, his suit of clothes from the mer-
ohl:mt, lfox;) example, become income to the retailer and others from
whom he bu o \ . | :

. The retaer& then pays his clerk, replenishes inventory, with his ex-
" pense boooming‘income to those from whom he purchases thin -

So here we have the flow of spending carrying with it thegt;&w of
goods and services, If there is no change in the flow of spending, and
no change in the flow of goods and services, there can be no pressure
on prices. : o
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It is an economic truiem that income can never exceed spending.
Caly that which is spent can become income.

On the other hand, spending may be either more or Jess than current
income. We can spend more than current income by withdrawing
savings, the spending of yesterday’s income today, or by borrowing,
the spending of tomorrow’s incoms today.

We can spend less than current income by saving a part of it or by

debt, |
Tt trve of the individual is equally as trus of business snd

industry.

Government derives its income primarily from taxes. It can levy
these taxes at any point in this spending stream, Normally, the tax-
ing in and of itself is deflationary; it draws dollars from the spending

On the other hand, expenditures by Government pour dollars into

the spending stream. \
us emphasize that theee two processes, taxing and spending, are
distinct and separate. ‘ )

Now, just as in the case of individuals and businees, Government can
spend less than it takes in in taxes, running a surplus and retiring debt,
asitdidmthoﬁmtew(?oawurym o

On the other hand, Government can spend more than it takes in
in taxes, Of. course, this spending in excees of taxes, this defloit
financing, puts pressure on priees,

In & period of mobilization, military buildup, and extensive foreign
aid, such as we have had during much of this period, not only does
this excess spending add to the spending stream, but the diversion
of strat?gw and scarce materials into the production of defense mate-
rial tends to limit the flow of goods available for consumers.

. Ilfxo result is we have twin preesures on prices—more dollars chas-
ing fewer S .
o the extent that this excess spending can be siphoned off into
savings, the purchase of defense bonds, for example, the pressure on
rices is relieved. That is why we say that bond purchases, defense
nd purchases, are such effective anti-inflation medicine. I would
like now to convert this spending flow into dollars and cents figures
for the postwar period, S

S ogl
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Spendings of consumers, business, and Government make up ous
total spending flow. By tracing their movements relative to the flow
of goods and services, you get a much clearer picture of the nature and
extent of our postwar inflation.

By looking ahead to probable future spendings of these components,
relative to prospective changes in output, we can make a reasonable
?italzgt %re oting the course of the patient’s illness in the months that

e .

Let us first take a close look at the first few postwar years.

Our patient’s fever was mountin rapoidltyil from year-end 1045
through the first quarter of 1951, ring this period of roughly
bi/ years, spending of consumers went up from an annual rate of
$ 58 billion to an annual rate of $210 billion.

Business spending for investment went up from $14 billion per
year to $57 billion per year. '

Government spending at the year-end 1945 was at the rate of $58
billion a year, including $49 billion for national security. Thereafter,
Government sgmdin ell as low as $27 billion or $28 billion. But by
the first quarter of 1951, it had risen again and totaled $52 billion,
including $27 billion for defense,
s1g‘zoghlli:s;:mnding had risen from $197 billion to $819 billion, up

on,

Now, in physical terms, that is, in dollara of 1045 purchasing power,
we were able to increase our flow of goods and services in this same
geriod from an annual rate of $197 billion to an annual rate of $228

illion, That is a substantial 16-percent increase in our Nation's
production during this period of 534 years. .

Now, of this 5122 billion increase in spending, $31 billion was
balanced off by increased purchases of goods and services, leaving $01
billion which spilled directly into prices, and the Consumer Price In-
dex went up from 78 to 110, as we have seen on the fever chart.
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Now, that is inflation—a flow of spending which increases faster
than the flow of goods and services. 'The excess apendinﬁoinavitably
spills over into prices. There is just no other place for it to go.

Well, we have to look now at what enables this increase in spen
to take place. Of co I am talking about the money nup‘fly an
the turnover of money. I would like to make just a couple of points

ere:
First, this money sugply includes deposit money as well as cur-
rency. You can spend by check perhaps even more readily than with

Second, the most common way in which the money supply is
increased is through the making of loans by banks or the purchase
of securities by ba

To illustrate this bank creation of money, let us look at what
happens when a bank makes me a loan.

ormally, the proceeds of this loan would be credited to my check-
ing account. This now means that I have more money which I can
spend as I see fit. |

But does anyone else have any less money? No. There has been
& creation of deposit money which did not previoual{ exist, and this
country’s money t!;l(x‘pply has been increased in exactly the same amount.

Money is created in just the same way when Government bonds are
sold to our banks. From year-end 1945 through the first quarter of
1951, our money supply rose from $102 billion to $113 billion.

But that was not all of it. We were also spending our money

faster.

That $10 bill which we got yesterday and spent again toda‘ir is
going to be turned over many times during the year. It would be
almost impossible to measure the number of times it is turned over.
But we can measure the turnover of checking accounts, and they are

money, too.
At year-end 1948, the turnover of checking accounts at 838 centers

in the country was at a rate of 14 times per year. That means simply
this: For every hundred dollars avergge balance which I might have
in my checking account at year-end 1945, I was writing, at an annual
rate, $1,400 worth of checks,

By the first quarter of 1951, instead of :1,400 worth of checks, I
was writing checks at an annual rate of $1,900 for every hundred
dollars average balance in my checking account.

Now, these are the factors which permitted the growth in 3ponding.
The swollen spending stream relative to the flow of goods and services
is the inflation, The inevitable result is a rise in prices.

Now let us look at another period of just about the same length,
the 614 years since the first quarter of 1051,
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. During this period, each of these components of spending for output
inc once again, These permissive factors went up. The money
supply, $1138 billxlon in 1951, is now $188 billion.

@ still have been spen&in our money faster. The turnover of
checking accounts today is 28 times a year.

Each of these components of spending for out%ut has increased sub-
stantially. Consumer spending is up from $210 billion fo $278 billion.

Business spending for investment is now at $69 billion, while Gov-
ernment spending has gone u&to $87 billion per year. Total spending
is up from $819 billion to $434 billion.

But in this Yeriod, we were able to hold our flow of spending to a
more reasonable relationship to the flow of gooda and services. This
time our physical output went up from $319 billion to $386 billion,

That is about a 21-percent increase in our flow of goods and services
in 614 years, despite the fact the flow of spending was not increasing
quite so rapidly during this period. ‘

Of this gua’ billion increase in spending, $67 billion was balanced
off by increased flows of goods and services, leaving only $48 billion
% sp¥g over into prices; and the consumer price index climbed only

ts,
we saw from the fever chart, 5 of these 10 points have been since
the spring of 1951—
Senator BennxrT. 1056,
Mr. FenTrEss, 1056, excuse me.
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Mr. FenTress. Whatever the future holds for our patient, the chills
and fever he faces from time to time arise from a common cause : A flow
of spending either too large or too small to support the flow of goods
and services which this Nation’s productive capacity can turn out,

‘With this, we have completed our diagnosis of the patient’s illnesg,

Now George McKinney will list the prescriptions available to treat
the illness. ‘

The CaarmaN,. Thank you very much, Mr. Fentress,

- Mr. MoKinNEY. Let us now take a look at our Nation’s medicine
chest and see what prescriptions are available to treat this malady of
instability in our economy. What are our prescriptions for stability?
.. Logica. }y, the most desirable treatments are going to fall under the
heading of nature’s remedies. Most frequently mentioned as an anti-
jinflation cure is increased production.
i Rut increased production carries with it a certain amount of spend-
ing arising out of the payments for the goods and services, so that it
‘also adds to the spending stream and you do not necessarily come out
ahead on that.
" We did have, as Mr. Fentress pointed out, & 16-percent increase in
b14 years immediately after the end of the Second World War, but it
wags not enough to match the rise in our spending. :
. The real contribution in this area is from increased productivity, in-
creased outp:t per every man-hour worked. This increased prq&uc—
tive capacitﬁels pretty generally brought about by business investment,
bigger and beter plants and equipment, better tools to work with.
. At the time that business is spending for the acquisition of new
plant and equipment, it is pouring additional dollars into the spend-
Ing stream and a.ctuaily intensifying the inflation process.

ut once the additional productive capacity becomes available, the
larger flow of goods and services materially serves to offset the excess
spendings that are bidding up prices.

During the postwar period, we had some unusual increases in pro-
ductivity At times it has been more than double the 2 or 3 percent
traditional annual increase.

The second of nature’s remedies is increased savings. By “saving,”
I mean the negative act, not spending. We save, as Mr. Fentress
pointed out, when we build up our liquid assets. We also save by
repayment of debt.

Any dollar that we save pulls out of this spending stream one dollar
which does not continue to go around bidding up prices.

Increased sa.ving also contributes to the long-run solution of the
inflation problem by making available true savings which can be used
to build up the capital stocﬁ of our country. That, of course, would
increase tomorrow’s productivity and offset some of that flow of spend-
in%‘when the productive cepacity becomes available.

his particular medicine can be too effective. DBack in 1933, we
were saving every dollar we could get our hands on, and we saved so
much that 1t shrunk this spending stream to a point where it could
not support our maximum sustainable flow of goods and services, and
a substantial portion of our Nation’s resources were wasted in idleness.
But saving has been verK effective in a more helpful way in the
ast 6 years. Following the accord between the Treasury and the
ederalyReserve in the spring of 1951, consumers substantially in-
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creased their rate of saving, principally because they cut down on. the
amount of dissaving that ay were do

The net rate of saving nngo! 1951,theﬂrabquamr was
about 814 cents out of eve ar of income available after taxes.
By the fourth quarter of 1951, thst rate had gone up to 9 cents out. o!

ollar of income.
en, it has fluctuated. Now it is more than 7 cents we m

out o{ a dollar of incomse after taxes, more than twioe the rate

of sl:vgmg when this tover chart was up 8o rapidl gu
- Saving. was one of the very eﬂectxve actors contri tmg to the
Jeveling off of the price index.

If nature’s remedies prove ma.deqnato to solve the problem of infla-
tigg what is our logical step! It is the use of provont ve
medicines. - -

These pmentive medininea fall under the hoa.dlng of fiscal polloy

and monetary polic

Fiscal pohcy rel{tzs to my sction of fo vernment in the ﬁeld of
taxing, spen % anagement of the public debt. That, of
course, inoludes ederal, Stata, and looal government. -

- We usual Bthink in tarms of the Federal Government, for s couple
of reasons: One is that two-thirds of this $87 billion total is Federal
Government spending for goods and services; and secondly, the Fed-
eral Government is concerned with the effects on the spen mg stream
of their taxing and spending activities.

Reduced spondmg is & very eﬂoctive anti-inflation medicine. To
the extent that you can out down on the number of dollars that Gov-
ernment roun into this spending stream, a contribution is made
tovlv;rdso ilt‘g s mbli?f;io‘!iinfil:a, 3?53& deflati Of oo

axes are, within lim efla onu-y nrsa,
too high tax rates can have adverse eff octa{) bstantially diminish-
g‘tho incentive to produce, but basically, uxation pulls dollars from
tht apendmg atmm, theroby oerving to reduoo it and oountermg in
ionary

_The third ﬁsonl lxc medicine: debt man t. The mmg?-
‘ment.of the public dob tailoring it so that it fits conditions in
economy at the time, plays a very important role in the treatment of
the virus of inflation. . To the extent that our national debt can be
placed in the hmdn of nonbank invston, we avoid creation of new
mone X

Thz most important. medicines of monetury poli fall \mdar the
hudm of general treatments, genonl restrictions, These treatmunta

mark out the bounds of play.
This illustration is su to bea football fleld. This murks out

the bounds of play, but 5«! not rutriot the actions of the indwiduﬂ

P tndirect influence of these general treatments is brough to bear
through member-bank reserves. ese member-bank reserves are the
- key to the money-creating p: rooesﬁan the kay to the way in which .
banksmublotocmtemone . uﬁaﬂectm the access of banks to
reserves, theee general monetary medicines influence the cost and avail-
abxlity of money, which in turn exert an influence on this spending

0068387 —pt, §8
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This influence ja in no way punitive. No individual is told what he
can or cannot do. Rather, it seeks to help bring about a flow of spend.
inﬁ just adequate to support our maximum sustainable flow of goods
and services so that there is no excess spending to be wasted in price
inoreases, on the one hand, and, on the other hand, there is no wastage
of our Nation's resources in idieness, '

These influences are applied in three ways:
First, resorve requirements, The laws of the Federal Government

and of the several States prescribe certain reserves which must be
‘maintained by the banking system. These requirements determine the
oxtent to which banks have access to these reserves, and determine the
extent to which banks can create money on the basis of a given volume

of reserves. . : : »

Actually, it is these excess reserves, reserves in excess of require-
ments, which are the focal point of these monetary medioines,

The Federal Reserve System, whose member banks hold 85 percent
of the banking resources of this country, can vary these reserve re-
rsuimmenw, incrensing them or decrcasing reserve requirements within
limits prescribed by law. - .

Inoreasing them has a double-barreled anti-inflationary. effect.
Here is how that works, ' ‘

Under current conditions, $1 of reserves will support about $6 of
deposit money. Banks usually carry some excess reserves. An in-
crease in reserve re?(nirementa will serve to wipe out some of these ex-
cess reserves by making them required reserves,

Secondly, an inorease in reserve requirements cuts down on the ex-
pansion potential of new reserves, ereas the banking system now
can create $6 deposit money if it is su g}i«l with 81 of new reserves,
if reserve requirements were incmseci m one-sixth of deposits to,
say, one-fifth of deposits, then $1 of new reserves would permit the
creation of only $5 of new deposit money. : )

This is & very effective medicine, but chanfea in reserve require-
ments are drastic treatments, Their impact often is greatest in those
sections of the country which are least able to adjust to the change,
Such indiscriminate and blunt treatments must be used with extreme
caution. |

Then a second medicine: Banks can borrow reserves which increases
their excess reserves and increases their lending power accordmglé

The rediscount rate, then, is our second medicine, the cost to ban
of borrowing those reserves from the Federal Reserve System. To
the extent that a higher rediscount rate discourages member bank
borrowing, it also discourages this creation of excess reserves, because
»bomwinqt: from the Federal Reserve System are reserves. =

Even when banks are not borrowing extensively, an increase in the
rediscount rate has a psychological effect, in that it is usually inter-
preted as a caution signal. : ' S

prs—— .
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Banks generally are reluctant to borrow, and they are quick to
repay when they do borrow. Therefore, when the need to borrow
becomes widespread across the country, the rediscount rate acts as a
flexible on further creation of new money.

This medicine, the rediscount rate, works very closely with open
aarket operations which increase or decrease the needs of banks to

ITOW
Under current conditions, o Fm -market operations, the third mone-

medicine, are our most effective monetary medicine, and because
of that fact I would like to trace briefly, if I could, how open-ma

operations have their effect.
If you will pardon me, I will not stick strictly to the way that this

occurs literally, but this is more diagrammatic.

Let us assume that institutional investors are dumping large quan-
tities of bonds on the market. Now, this will create & downward
Yreuuro on prices, But this pmsuro on prices is perfectly normal,
t happenl continually in any free market when selling pressures

If thoee bonds are purchased by nonbank investors, let us say by the
individual’s group, then the immedxate effect is a transfer of existing
money between two The check given in payment for the
bonds is deposited in e nk increasing the deposit account of the
seller. Then it is charged agamst the checking account of the buyer,
reducmg his checking account accordingly, and the only thing that
at?pons isa transfor of assets between groups,and & er of money

But if commercial banks pick up these bondt:i then again the check
given in émgment for the bonds increases the deposit account of the
seller, but there is no corresponding reductxon in depoeiu. There i xs,f

rather, & 1-for-1 expansion of the money su
So banks cmteexxlt)loney when they purchase A {uonds from outside tM T

If thelg‘:deral Rmi r?ec?, ystem enters tha fictum amé nrct%::a

these bon in, in e we give a check in aymen or
that check will increase the de gxlt.tweount;t:» 5 'I‘hobmé
which receives that check will ipx'vmant. it to the Fedoml Reserve
System for collection, and collection is effected by crediting the
reserve account of that member bank—a creation of hlnk resarves
which did not previously exist.

So the Federal Reaervo System by purchumg securities in the opon

market can create bank reserves. _
Similarly, by the sale of mritxes, we can destroy bank reserves.
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These three medicines—the reserve requirements, which may be
increased or decreased; the discount rate, which may affect member-
bank borrowing ; and the purchases and sales of securities in the open
market—these medicines can be used separately or in combi-

nation.
In addition to these general restrictions of monetary medicines, I

would like to mention one more.

In recent years, at the direction of the Congress, the Federal Reserve
System has mado use of selective medicines, selective restrictions that
are designed to limit expansion of particular kinds of credit. )

These have included controls over stock margins, consumer credit,
r%zlct‘wstate credit. Only the authority over stock margins is still in
e

There remains one further category of treatments available in our
Nation’s medicine chest. In the case of an emergency, such as a full-
scale war, we may have a need to resort to the straitjacket of direct
controls, or we may place our patient in this straitjacket even though
e ontrelehiging the ld on prices holding d doling out

ontrole—holding the lid on prices, ho own wages, doling ou
and rationing allocations of n&beriala—-thx;ge controlm be made
to X?rk, particularly under the stimulus of patriotic motives, as in
wartime,

However, to the extent that direct controls are effective, they are
very apt to substantially diminish the incentive to produ 'amly may
gctl;;ﬂ y intensify the inflationary problem by cutting on pro-

uction,

Further, to the extent that these direct controls are effective, the
day-to-day decisions are taken out of the hands of the 171 million
Americans and are placed in the hands of some central planning

authority,
event, direct controls serve to conceal and defer and not to

In an
cure inﬁ:tionurr prossures.
Well, with this, we have completed the inventory of our anti-

inflation prescriptions,
The chart referred to follows:
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We also have here on the board a diagnosis of the patient’s illness
in the last 1114 %?‘ars. Mr. Wayne will summarize our discussion.

Mr. Wayne. Mr. Chairman and gentlemen, in this particular pre-
sentation we have used this morning, I would like to say a word about
its origin. This presentation was designed essentially for use before
business groups and students, who are from time to time visitors at
the Reserve bunk or who ask us to provide an illustrated discussion
of monetary theory and instruments. - .

It was not designed for presentation to the Senate of the United

States, nor have we changed its presentation materially. We have
shortened 1 or 2 phases of the presentation in the interest of saving
time,
We have tried in the presentation to indicate our concept of the
problem with which monetary policies deal. Waetried to indicate that,
as we see the situation, all of the instruments of monetary policy are
dealing with a set of relative conditions rather than absolute condi-
tions; that this stream of spending is a changing stream, the growth
og vhhicfh is essential to the expanding economy which is the objective
of all of us,

But the problem arises when there are distortions that enter into
it and when imbalance creeps into the two sides of this equation.
These monetary instruments are balancing instruments in part, and
active instruments in part, ‘

It is not the purpose of our presentation to discuss the use of the
instruments in the recent past at all, but rather, to outline them, to
outline the problem, and on yesterday to put before you in diagram-
matic form the structure of the Federal Reserve System.

If you wish, Mr, Chairman, I can quickly place that structure on
the:tl;osrd so that you can see it. Maybe you could not see it back there

I'da . ! . +
¢ The Fyederal Reserve System includes the 8,400 member banks who
bhy statute provide the capital for the 12 Federal Reserve banks and
their 24 branches.

The directors of the Reserve banks, of which there are 9 in each of
the 12 Reserve banke] are elected, 6 by the member banks, 8 of whom
traditionally are bankers, 3 of whom by statute may not be bankers,

The coordinating body at the center of the System is the Board of
Governors, and that is the body which appoints the remaining 8 of
the 9 directors at each of the Reserve banks, and from these 8 desig-
nates & Chairman and Deputy Chairman,  « : :

Members of the Board of Governors sit as members of the Open
Market Committee along with 5 representatives from the 12 presidents:
of the Reserve banks, who are elected by these directors.

The Board of Governors supervises the Federal Reserve banks,
exercises general supervision over them. '

These directors of the Reserve banks elect the members of the Fed-
eral Advisory Council, 1 from each of the 12 districts. “

The instruments of the System are divided, their statutory respon-
sibility, between theee three groups, the Board of Governors ha
within its sole jurisdiction authority over reserve requirements; the
Open Market Committee, & merger of the two, having within its’
jurisdiction the direction of open-market operat{ons; and the direo-:
tors of the Reserve banks fixing the rediscount rates, subject to review
and determination by the Board of Governors,

E
I S
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That, Mr, Chairman, is our [t)reaentation Thank you,
The Cuamrman. I want to thank the Riohmond group for this

splendid presentation. I'm very proud of them,
Sohator Keorr desires to defer his questioning, and I desire to defer

The Chair recognizes Senator Martin, ‘

- Senator MarriN. Mr, Chairman, again I want to congratulato you
upon the fine manner in which you are conducting these hearings.

Also, I would like to express my appreciation for the very excellent
and comprehensive questxom which you submitted to Mr, Martin to
be answered later,

Noxt, I want to congratulate you, Mr, Martin, on the splendid state-
ment you made yesterday. It was most informative. I feel that it
pmvi a solid foundation for further inquiry into the many phases
of the inflationary problem.

The committee and the Nation have been most fortunate in having
the benefit of the tutimon of the Honorable Geor, Humphrey,

former Secretary mg and the Honorable W. Rnndol
nr%e:a, the Under Secretary. oth are men of outstanding ablhry,
ve a cho ugh understanding of governmental ﬁnuncmq
One of enoouragmg evelopments has been the interest

shown by Mam rs of Congress, the press, and the general publio, in
the financial situation confronting them.

Many of the problems we face today grow out of the vast expansion
that has taken Flaco in the United States in the last half contury.
No nation in al hinbory has experienced so great an expansion in 8
similar period of time.

havo the most extensive transportation system ever conceived.
thods of communication have improved far beyond anythin
ug poasnble u half century a, e have many industries an
ghn located in widely separa pa.m of the country; many indus»
ies and plants in distant parts of the world.
are brought close together by the modern systems of tunspom,-
ﬁon and oommunioation.

‘We have the greatest ‘E:OBP“’“;Y ever onjoyod by this or any other
nation, with our people ost full omg oyed d

Current income is at an alltime hig has been aug-
mented by borrowing in every ﬁeld lio md vau debt ‘have
grown at a rate never before witnessed in this or tny other country,
reaching record totals with each passing month,

The eost of Government has reached unprecedented heights. The
demands for credit are pressing harder and harder on tho available

g};lyoff\mda,ﬂndin ression in increased interest rates; - ' : -

ow, Mr, Martin, I would like to ask you a few questions.’ Some

of them you gave answers togmtd ut I feel they are of such'
Mporumthstitwﬂl necemrytomp«tthemfrombimo

~ Mr. Chairman and members of the committee, I have been very m\ich
encounged by the interest that the people of the United Staeea ate

hhﬁmthuhm . Ithinkall o themhaveabetterundomand
t.hc monetuy sitnation and wh:t ﬁaoal policieu moan ﬁmu m‘

111
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These first questions, you gave very good answers to yesterday ; but,
sgain, I think they are so important that they must be repeated, maybe

many times,

ngt are the purposes of the Federal Reserve System as expreased
in the Federal Reserve Act{ '

Mr. MarmiN, Well, the purpose, Senator, is to uce a monetary
olimate which will be conducive to th in the economy, and to
stable prices and to the well-being of all of us.

Those are the purposes and the objectives which the System is
directing its efforts to at all timea, ' : ,

I stated it here in my prepared statement—
to promote monetary and credit conditions which will foster sustained economic
growth, together with stability in the value of the dollar, : 4

And I emphasized there that we have to translate those into human
terms, which are job ogportunities, employment, and at the same time
recognize that the savings of peoJ)lo, hé money-that. they have pre-
served out of their thrift and industry, has to be safeguarded, also,
because that is their nest egg.

And that applies to older people, people who cannot any longer enter
actively into any business activities, and we must recognize the two
pug)oses are inseparable in that sense; and we have to recognize tha
particularly now that we have social security and pension funds an
others, there is a twofold obligation here both to provide job oppor-
tunities and to preserve the purchasing power of the dollar.

Senator MarTIN. In the United States, we pass an act of the Con-
gress, and then as we go along we frequently interpret it in various
Ways.

would like to ask you, regarding the purposes of the Federal
Reserve System as expressed or implied in other sources, what they
are. ‘

Mr, MagrTin, Well, the most important additional piece of lesi‘x:’la-
tion, I would say, is the Employment Act of 1046, and I subscribe fully
to the objectives of the Employment Act,

The preamble is stated for us here in the questions the chairman has
given us to answer, and it seems to me that all the efforts of the Govern-
ment should be directed toward achieving, as it says in that statement,
maximum production, maximum employment, and maximum purchas-

power .,
ator MartiN. I think we all are in agreement with that. But I
will come back to that, because I think is & very important thing
that all of us have an understanding of it. )
Mr. MagrTIN. Right, ‘
Senator MarTIN. What are the principal powers or functions of the

Foderal Reserve System as expreesed in the statute!
You have covered that to some extent, but I think that is worth

remti " .
. ﬁnme Well, I have listed here the ones that seemed to me to
cover the entire act. We, of course, have to exercise continuous
supervision over the Federal Reserve banks. That is a full-tiine job
for the Board of Governors here in Washington. co
We have to fix, within statutory limits, the reserves which the
member banks are required to maintain against their deposit liabilities.
The Congress has given us limits upon that. ‘
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It is 18 to 26 percent in the case of central Reserve city banks, 10 to
20 percent in the case of Reserve city banks, and 7 to 14 percent in the
case of country banks, Those geographical divisions were given us
l the Focl:‘ 1R§mi've Ar%:' A bmt.‘io tl:l feel fthom divisoiom;1 are no

onger particularly im nt, but in terms of monetary policy we
have been able to adjust within them. potley

We also have to review and determine the discount rates which are
established biweekly at each Federal Reserve bank subject to our
approval, and we have to consider those and determine whether, in
our judgment, the recommendations of the local banks are in accord
with national interests and our national policy.

Then we participate, as shown in the outline, with five of the pres-
idents of the Reserve banks, in the Open Market Committee, to deter
mine the purchases and sales of securities that we feel ought to be
made at t:!iven time, it being clear, of course, that purchases of
securities add money to the market, and sales of securities take money
out of the market.

I ought to make clear there that we do not have unlimited
authority for the creation of money, because the Congress has given
us a limitation there,

The base of our currency is eﬁold and the Congnas has stated to us
that our liabilities for the Federal Reserve notes which are issued,
and for our demncluding the deposits which the member banks
keep with the e banks, which constitute their reserves, must
never exceed four times our holding of gold certificates.

In other words, there is a limit there. OQur ratio must always be
watched, our ratio at the present time being approximately 47 percent.

Senator MArTIN, As a matter of fact, the matter of currency is a
congressional reaﬁ?nmbnhti-,—-

r. MarTIN, Thatisright,

Senator Marmin. Which is (glaced there in the Constitution, and
personally, I doubt whether Congress has the right to delegate any
of its responsibilities. | '

‘What are the princlﬁz}”methods or means by which you exercise the
powers in the Federal Reserve Act! . )

Mr. MarTIN, Well, we do it through the reserve requireinents under
the general restrictions or limits I mentioned earlier, We do it
through the rediscount rates; that is, the rate which is placed on
the borrowing that member banks can make from us, and the discount
window is always open.

Senator MarTIN. Do you happen to have—I was going to ask one
of the men there a moment ago, because I think that is one of the
most interesting demonstrations that I have observed for a long while,
I was going to ask the question, and then the chairman did not want
us to take the time, as to how much money our banks now have bor-
rowed from the Federal Reserve.

Do you have those ﬂ&lm'
Mr. MArTIN, Itisaboutabillion dollars, Senator.

Senator MarTiN. How does that compare with a year ago! Do you

have that information?
. For the latest week—through August 7—it is about

Mr. MarTIN
double, I would say, the preceding wéek and about a tenth above a
Jear ago.
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Senator MArTIN, What is the source of your responsibility to pre-
vent inflation !

Mr, MarTiN, Well, I think it is our reagonaibility there, which is
implicit in the Emp’loyment Act, to ?ro de maximum purchasing
power i and we have the responsibility, whenever imbalances are
0COUrT; ng in the economy, to do everyé\ing within our power to
exercise these restraints which we have, in such a way as to permit
the market forces to make the adjustments that are required to attune
themselves to a stable dollar.

Senator MarTiN, Mr, Chairman, the next two questions are most
debatable, and if you feel they are improper, I will not ask you to
answer them, :

Do you considex;{:ur obligation to encourage price stability, prevent
inflation, as im nt as your obligation to foster economio growth,
prevent unemployment {

Mr. MarTIN. I do not think there is anything improper in the ques-
tion at all, Senator. I think that is the problem we are dealing with
almost continuously.

. What I have come to believe in the last few years is that you cannot
completely separate the two.

I think that we have a responsibility for growth, We should in-
crease the money supply to provide for that growth. But I like to
put it in terms of a stream or a river: We should try to get the flow
of money in such a way that the growth factors can be maintained
by & growing riverbed for that stream without overflowing the banks
on either side and flooding ths flelds; that we should provide for
growth and we should provide for maximum employment and maxi-
mum 1ob opportunities,

But I believe that we undermine the stability of existing jobs and
lay the groundwork for unemployment if we do not recognize the
fact that if that money supply grows too rapidly for the riverbed,
and I am using my illustration on that, it will create imbalances which
will :ndarmine existing employment, and lead to further unemploy-
men

Now, in terms of the situation that we have been struggling with in
the last 8 years, the only possible means of attaining the objectives
of the Employment Act, in my judgment, are to resist inflation.

What comes first is inflation, and then deflation, In other words, we
are fighting deflation all the time. But under the growth potential of
expanding population and eximndmg needs and the pent-up demand
from the war, and the technology and improvements in services and
needs of people, partly resulting from the war, and the worldwide
grouping of needs and the development of raw materials, we have to
recognize an entirely different situation than we had in the thirties;
that the pressures here are for imbalance on the up side, for a swollen
money su ptlf’ creating imbalances which will ultimately lead to
serious deflation unless the adjustments which the markets can make
mmdmdmadoatumepwhen they can be made on a rolling ad-
ustment basis, without coming to a cumulative head as they will come

h‘ cumulative ?hud gcoixci:esaes justd m&pgnt, and, oonie‘qumtl&
when we reach the pice we su everybody having
make an ndjustmentl:t the same time, i

Under those circumstances, the objectives of the Employment Act

will be completuly destroyed.
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I happen to be one of those who believe that we can have full em-
oyment an rice stabl . am not one o 086 W0 a
ployment and pri tblit{ t f th ho believe that

the alternative to inflation is unemployment,

If you are talking about temlpomry employment, if you are talkin
about the expendiency of employment created for a period of 8 or
months which will not be sustained, that is a different thing. :

It is my conviction that, as the future is developing today, the o
fortunitiea for development are still unlimited, and that we have with.

n our grasp a substantially higher standard of living with relatively
stable prices—nothing is precise in this ares, relatively stable prioea
for many yeara to come, if we just do not fritter it away by trying to d
too much too fast, and believing that you can ignore excesseg or can
indulge in any amount of imprudence and improvidence and expect
that the Government or someone else will pick up the check for you,

Senator MarmiN. It is going to take a lot of courage on the part
of someone to do that controlling,

Now this gxasuon, if you do not want to get into it, it is entirel
satisfactory to me, but I'think it is one of the great things confron
mq our country right now. ' ‘

1 you were faced with the choice between price stability and tem-
goryry cessation of economic growth on the one hand, or creeping in-
ation and continuing economic growth on the other hand, which

would you choose f
Mr. {(Am Again, Senator, I think it depends on the point you

are at in the process of inflation.

Inflation i8 & process, It is a spiral, It is excesses, It really
does not make too much difference whether you are talking about
wage inflation, price inflation, credit inflation—you are talking about
excesses that have their origin in imprudence and improvidence, that
take the form of a cancerous growth, :

It is not a narcotic that you can just (ake in small doses and con-
trol. It produces a spiral, ,

I do not want a recession of any sort at.an{ time. I do not want
any man to be unemployed in this country if it is possible to avoid it.
But I still think you have to come face to face with the reality that
under conditions of excess, extravagance, waste, incompetence, and in-
efficiency—under those conditions somebody has to take & logs.

This 18 a loss economy as well as a profit economy, and we have no
way of getting away from the fact that if a child puts his hand into
the fire—I am not sa{u:giit is a good thing he gets burned—but he
does get burned, and I think that we have got to weigh at all times
in answering the question you have propounded, that question of
whether this economy can take adjustments and take them promptly
and propefx:{, without destroying itself, or whether we think we are
gg-powi:rm , masterful controllers that can prevent any pain or suf-

o o

Iﬁa my conviction, Senator, that we can recognize the forces of

&1: matrtl:ret, and that i is not money and credit polioy that controls
ma . ' . : i

Iam eonatanglj talking to people who say, “You are balancing on'
the thin, razor edge of inflatiom and deflation, and what the Federal
Reserve does will be terribly important; it may destroy this economy.
for years to come.” . N T S
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Ih ou will not mind my saying, if I really thought those people
were Xu{'aw, I think I woujg gigo gp the job.lyl could not sleep alt,xy
more, But X just do not believe it.

I think the vitality and the strength and the capacity of this econ-
om! is 80 great that the Federal Reserve may make a foew mistakes—
and I think it has almdmude a number of mistakes, and I think
the rest of us can make mistakes—without catastrophe, I have more
confidence in the vitality and the adjustability of this economy than
most people have, and less confidence in the ability of money or credit
policy or other Government policy to work economic miracles.

But, fundamentally, I think, Senator, that these adjustments you
aro tafkmg about have to be related to our overall objectives, and our
oyerall objectives are to have maximum production, maximum em-

oyment, and maximum purchasing power. And this is a continuous

rocess,

When you get out of balance, a8 we are today, we have more dif-

floult problems. This thing ?t away from us—I have said this
publicly & number of times, and I reiterate it—I think that inflation

t ahead of us a little over a year ago, and we now have to pick up

oom? of the pieces.
I illustrate that by saying that of the increase in the national
product from 1955 to 1956, in those 2 years, over $10 billion of it—
some people may say this is a small amount, but I do not think it i
even on & $400 billion gross national product—over $10 billion of th
increase is a markup in prices with no additional goods and services.

Now, that is an imbalance for which some adjustment has to be
made, and I do not believe that it is money and credit policy that
makes that adjustment, I think the adjustment is made when demand,
although still there—at a price—fades to where either prices have
to be reduced in order to stimulate demand, or adjustments have to
be made in the level of inventories; or some businesses have to .
nize that perhaps they are expanding too fast, and that they are
developing temporary overcapucit{--not overcapacity permanently,
but temporary overcapacity—which necessitates adf"t‘nstmenta.

I do not think there is any industry you can think of which, in
terms of capacity, has anywhere near enough capacity today for what
I conceive to be the needs of 15 or 20 years from now.

Senator MarTiN. Thank you very much.
All of us assembled here this morning—the Chairman of the Federal

Reserve Board said they have made mistakes, in Congress we have

made mistakes, as Americans we have made mistakes,
But is it not marvelous to live in a country where there is no danger

of being purged when an official makes a mistake? And if we all use

& little commonsense, we will come out of it.
That is why I am working 8o hard in this. I feel that we have

one of the most important jobs in any committee in Congress that has
ever been undertaken; we want to have a stable economy in this coun-

tr? and we want ou;?eop emBloyed. , o

ndustry is entitled to a profit; the farmer is entitled to a profit

on his lgoroducthn. But in the long run, all of us need a stable doliar.

. Senator Kern. Off the record. .. | | f
(Discussion off the record.) . .
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Senator Martin, Getting back on the record, would you recommend
tht 'priee stability be set forth as a specific goaf in the Federnl Reserve
¢

Mr. Marrin, Well, I think it is implied in the Federal Reserve Aot

today, Senator.
nmy sma yared statement, and I have thought about this for a lon

time, I sald that it might be made explicit us well as implicit, althoug
I think you have to recognise that this matter of price atabﬂity, s an
overall gonl, is not our end.

I happen to believe ﬁrml% that money should be our servant, and
not our mastor. I believe inflation makes money our master,

Senator Makrin, Money is just & matter of convenience.

Mr. Marmin, It is just & matter of convenience, and it sesms to me

thatree
Senator Mawnin. As the Chairman says, it is very convenient to

have,

Senator Kerr, What a convenience, [Laughter.]

Senntor Mawrin. I can remember, Mr. Chairman, in the United
States when wo did do a great deal of bartering, I Jived out in the
countr]v, and when my father and mother needed some groceries, sngar,
and salt, and so on, they took some chickens and some eggs in to town
and they bartered,

Now, of course, it is so much more convenient to have a medium of
exchange. But that medium of exchange, so peol)le may understand
our situation, ought to be stable; is that not correct?

Mr, Marmin, It %\é?ht to be stable. I personally like the definition
that money is 8 medium of exchange and a standard of value, and
that its basio component is confidence,

And I think that is the definition we want to keep in front of us,

at least the confidence aspect of it, all the time,

Senator Marrin, I would now like to ask you some questions about

the present, current inflation. .
en did this current inflation be‘im f

Mr. Marrin, Well, I cannot state it precisely, Senator. It is pretty
difficult tosay that it at any precise point,

I think those of us in the System—and mind you, the System is
not a one-man operation, for we have many vary ng views—I think
we began to get worried about the current aspect of inflation in the
middle of 1955,

Senator MasrTin. And that is when you began to recognize it as

[ Y——

Mr. MasTIN, Web:gmtorwo ze it.

Let me go back just a little bit, if I may, In the inventory reces-
sion of 19 , we pursued a policy, and I think we were quite cor
rect in our policg', in the early stages, of adjuetin%promptly, to make
the inventory adjustment as orderly as ble, ; easing money.

By the end of 1958 and the ear] of 1954, I personally think
that we were overdoing it & bit. We were using the phrase “active

sase,
One thigg ou find out about this is that while your weapons ma
be more o eo{iva in inducing restraint than'the yu‘e in 30 nizinz

v va.
the econ nevertheless it 1s.more difficult to fe to recog:
nize the ’fonction when it comes to restraint. et people ‘

o
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And I think in retrospect that one of the errors we made was tha
in 1054, when the adjustmenta that were being made by the mark
were culminating and the base was being laid for the recovery that
we had, we got a little bit enthusiastio about increasing the money
l\l&pl and we lowered our discount rate in February of 1954 from
8 to 184 percent § and then we lowered it again to 114 percent in April
of that year.

And we were then fomenting a fsyohology of expansion rather
than letting the natural forces take their &ln.y, and I am inclined to
think, in reg:roafmct, that we were permitting a validation at that
time of n price level which probabli was not warranted, and that we
therefore laid the seeds for some of our later difficulties,

Now, that iaujudgmentin retrospect,
The trouble in 1058, the place where I began to get concerned, was

when it took us from April of 1064 until April of 1055 to move back
from lt,%ato 184 percent in the discount rate—a whole year—because
the constant discussion in the System was, “Well, better not take a
step, m had better not do anything to slow things down.” You see,

eve y likes expansion.
Then we went up to 185, We later moved up successively during

1068 in four notches. But it was from the middle of 1955 that we
saw what was happemnf there was that a decline in farm prices was
taking slnce on a su;:{) y-and-demand basis, but inflation in manu.
factured products, end products, some of which were affecting the
farmer, was already beginning to take place. :
So our price stability in the last half of 1056 was, in my jm(!lgmont,
not the sort of price stability you would seek. It was one end going
up and the other end going down.
I do not think we can make prices, ever. I think we can help
influence them, but we do not control prices. And I think the minute
we in the Federal Reserve, or any of the rest of us, get the idea we
can completely control this economy or make this economy, we are

asking for trouble.
What we have to do is to make our adjustments within the frame-

work of the flow of the economy.

Senator MAarTIN. Do you feel you acted soon enough, and do you
feel those actions were strong enough to stave off inflationary pres-
sures then present !

Mr, MarTiN. No; I do not think we did. But there are differences
of opinion on that within the System.

I would think we would have been more effective if we had acted
s little bit quicker and a little bit sharper in our movements.

Senator Lhmu What factors or developments preceded the out-
ward evidence of price increases that you consi a8 inflationary?
What brought it to Your attentionf ~

Mr. MarTiN. Well, in the last half of 1958, the price of manu-
factured products began to rise; and then, as we approached problems
during the guaranteed annual wage negotiations with the automobile
companies, and then the steel contract later in the year, we
this problem of the price level during that period tilting upward.

And at one point in 1056, in the summer of 1956, it was not very
difficult to see that imbalances existed, and that the demand was so
much greater then for certain items--certain types of steel, at that
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point, at the tiine of the stee] strike--demand was so much greater than
supply. that additions to the money supply under those conditions
could do nothing but run prices up, - L

It becomoes more dificult later. in the stage when the shortages
dtiaappcimr and the demnud then changes. The demand ia there, but
at & price, , . : - : Yoo

Segutor Marrin. What are you doing currently to curb inflation §

. Mr, Martin. Our most recent action wns merely u recognition of the
money ratos that had developed in the market. :

* The rate on Trensury bills hag been higher than the discount rate.
for rou%hly 0 months, Wae work very closol‘y with the Treasury on
this problem; our purpose is always to assist the T'reasury, but not to:
guarantoe the Troasury a apeoific rate,

During this period, we huve leaned over backward, I think, not
to lead the market, but to keop in tune with tho market. And our most
recent step here occurred recently when, starting in late May, there
was a conjunction of forcos in the money markoet which wero gradually
adjusting upward that culminated in the Trensury's offering of a
1-year, 4-porcent socurity, followed o little while ago by an increase in.

the prlme rate by the banks,
as an adjustmont to theso pressures that we think were

nd, meml‘y X
alrendy here in the ecconomy, we incrensed our discount rate at 7 of the
12 Foderal Reserve banks, . .

Wae are not taking any overt nctions at the moment, We are watch-
ing this situation very carefully, and I could not forecast what our
policy would be for the future. But we still think, the great majority
of us in the System, that inflation or, put in terms of the man on the
street, the cost of living, is our major problem.

Senator Marrin. Do you believe that the inflation will gradually
wear itself out a8 your nctions produce their intended effects{- In other
words, will add &)roduotnon coming from now investments oreate:the
supplies to meet ex stinIg demand at stable prices? oo

r. Marrin. Well, I think in a country as strong and as vigorous
a8 this, in an economy aa strong and as vigorous as this economy, that
savings accumulate surprisingly rapid. It does not take too long for
savingstoaccumulate. . ' | o S

Our problem at the momant is overspending; too much spending
in relation to theavailablesavings. : :
belIi bolieivettho trend is in the right gli‘fctxon at the pfes?nt time, I

eve that savings are going up, and the money supply is going up.
But the demand hﬁ incmeeg and has outpaced pm.p Y go' g zp

I think that the factors are in the right direction. But letiug not
exaggerate the importance of money and credit policy, because we have
to. consider flacal policy and we have to consider debt-management
policy as well as money policy in connection with this problem. ~ .. -

Senator MakriN. Yesterday you mentioned velocity of cirenlation.
To what extent has this factor nullified or diminished the effect of
your actions in restricting the increase of the supply of moneyf ... ...

Mr, MagTin. It is our judgment that we have been trimg to look
at the whole economy—each time we have ap: open-market meeting.
) § wuld lillte to list, zftllx may,“i the things %h:}',t we are looking at. fi; ‘k

. ' We are looking at the requiraments of the Treasury.. We are look-
ing at the seasonal requirements .orb sinees. Welzul ing &t &
growth factor in the economy, and we that growth factor should

i

§

i
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normally be in the neighborhood of 8 or 4 percent. In excess of that
is, we think, too much,

We have let the money supply—of course, these figures sometimes
are ohnnﬂed, because you add time deposits to demund deposits, but
we usua tK eliminate time de{)osm from these figures—we have let
the growth of the money supply slow down to about 1 percent.

o have let the balance of the 2 percent on our 8 percent growth
take place out of the velocity of money, the turnover of money, and
we have felt that that was about right, though I think sometimes we
felt that perlm;z: we have erred a bit on the side of letting the velocity
acoumutl:(tlo faster—it is very difficult to measure—than the situation
warranted,

But we do not think that the economy has been starved for money,
and we have not tried to starve it for money. We do not want a
g)rgugbt f! money supply at all. We want the forces of the market

ave play, . ,

We chwxier ourselves aa managers of the money supply, Congress
has delegated to us the responsibility for managing this money
supply. That means there should not be an aoversupply or an under-

supply.
t %&v{%within the limits of human fallibility, that is what we are
ryin age.

)'Smgatoxg hﬁn'nx. If you muke some mistakes in this, it is really the
Congress’ responsibility. We have just simply delegated that power
to you, and it is like a commander in the Army, if he selects the wrong
man to command his left wing, it is his error.

So really, after all, it is our mistake, if you make one.

Mr, MarTiN. Well, I do not know. We may make such mistakes
that you should remove us, but we are trying to serve as trustees for
your under the trust indenture which you have given us in the Fed-
eral Reserve Act, and within the latitude prescribed by that act.

o The Cramrman, At least we will not send you to Siberia. [Laugh-

r,

S]onator MarmiN. Mr. Chairman, you have referred to the cost-push
effect on prices, The annual report of the Federal Reserve Board
page B, in discussing wage and price movements in 1056, states, and I
will quote: _ o

Wage increases were widespread, and increasing numbers of wage agreements
covered a period of more than 1 year and incorporated cost-of-living escalator
clauses and automatic annual wage increases, '

The increase in averago hourly earnings in manufacturing, amounting to 6
percent in 1056, exceeded the rise in output per man-hour. About half of the
gain in hourly earnings was matched by the rise in consumer prices,

Is there any reason, as things stand today, that this will not be
true this year and in the years to comet

Mr. Magrin. Well, that is a diffioult question to answer.

Senator Martan. 1 know it is & very difficult one.

‘Mr. Magmin. It is a very difficult question to answer, Senator.

I can onlg say I think if we can bring the nature of this problem
txgl tléie attf;? ion of everyone, it is possible that we can get a little better

onship. ,
will not say that an{ one of these things is the controlling factor
o miuf

in getting things out of line. But I cumulatively we hat 8
proﬁemg)doalg:ith. ' y 8
98088-~87pt. 8-t
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Sonator Marrin, In fact, had not wage gaing oxcoeded productiv.
inssince 10401
v Mawren, 1 just do not know,
Sonator Manrmin, ITknow that comnes from another,
Mr, Martin, you have referred to monetary and flscal policics as the
two impormn% wnti=inflationary tools of Government. You have also
said that industry, Iabor, and individual citizens must contribute their

nrts
d Just what oan any do about the income demand on the prlm:‘
and npendh\% by each of these? I would ggpreoiato it if you woul
comment on the governmental side of it fivst,

Mr, Martin, Well, on the governmental side, I have already pointed
out the necessity, under ourrent situations, for a larger surplus, a
larger budget surplus, than we have had,

am not oritical of anyone on the budget problem, I do not know

enough about it. But I think what you have ‘xoc to recognize here

gthat. ﬂ;é? is a rich country, We oan support the programs we have
sup

Butpvgo have to see our way clear to paying for them, and we have

t to provide taxes to cover programs that we think ave essential, or

o find some means of diluting some other program and keo lng
within this :&mnding-mvinga streamn that is the heart of our problem
and the heart of our debt,

It scoms to me that it is absolutely cssentinl that we recognive that,
and that we try to get noross to everybody that the inflation is not
inevitable, that it can be halted, it cun be minimized, .

But if we let this psychology which is the factor that has come in
the past year and a half that has caused us morw concern than anything
olve, this psycholo%y of the inevitability of inflation, carry us awa{ 80
that you impair the saving investment prooeos‘ then we will not be
able to finance the programs that are essentinl to the country, and
we will find a steady erosion of our dollar and, ultimately, I think,
a change in all of our institutions and the nature of our socfety.

Senator Marmin, Have you given any thought to the effect this
cutback in defense spending may have upon our economyf? That it
may cause unemployment in certain segments of our industry? Have
you given any thought to that! »

Mr., MarTiN. I would hope that, if it does, the employment could
be taken up in other segments of the economy.

Senator MarTiN. That is what we all ho;l)e. Of course, there is now
talk of decreasing the ﬁround forces by at least 100,000 men. We are
brinai‘ng many troops back from Japan and other parts of the world,
and those men will be thrown out on the econom{ and they must have
jobs. Do you feel there are enough of them hat it w 1 have any

serious effect on our economy ! ‘
Mr. MarTIN. X am not competent to comment on the military aspects

of it, but so far as the goonom{«iis concerned, I think there is still,
a8 I have said previously, unlimited opportunity here for development.

I think we have to recognize in this armament field, Senator, as you
know as well as I do, that there are some people who think that arma-
ment is a great blessing, because if we cut armament we are ltgoin%
to collapse. I think that is a completely false thesis. I think tha
is part of the thesis that war per se is a good thing. SR

m—_——— .
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We have to protect ourselves, to be sure, but the utronfth of our
cconomy is not armament, The strength of our economy Is the pro-
duction of gfoodn and wservices for individuals, apart from armament,

Senutor Marrin, 1 ngree with you fully, But I think it is going
to take men like yourself to sell it to the American public, because,
just since this announcement has boen made, I have had a great number
of investors sny to me, “Well, that is going to cripple certain industries,
it is going to put mon out of employment,” and so forth, That is the
rouson T am asking you to comment on it.  What you say will go out
ovor the Nation much more than what a Benator will have to say.

Mr, MArniN, No one likes cuts, Nobody likes to take a loss,

Senntor MarriN, 1 agree with you fully, and I hope the day will
come when we do not have, when it is not necessary to have, anybody
under m'mn:1 and T have done about ns much soldiering as anyone.
But war is destructive, It does not create anything,

Now I would like to get back to the wage end again, and I want
to mnke this statement. I made the statement in an addrees last
Suturday, that I wanted to see every American, who wanted to work,
omployed in gainful wages, I wanted to see the farmers have s
!n'oﬂtuble snle of their production, And I felt that men who invested
n indust ouﬁht to have a proper return on their dollar, And I
agres in all of those things,

But there are some of these things that are bothering s lot of us
n ;iroat denl, and so I want to ask you some questions, because I
feel you are better informed than anyone, to my knowledﬂc.

Are not wage inocreases continuing year by year, covering Iarger and
Iarger segments of the labor force!

r. Mantin, They are; but I think wage increases must be related
to productivity,

think judging whether they are actually related to &roductivity
or not is something that you cannot precisely come to an agree-
ment on, Thatis one of the reasons you have collective bargaining
in labor negotiations.

- 'There are some people who say they can never pay higher waglm.

There are some labor geoplo who say that there are no cost-price rela-
tionships to be considered, and I think that quite frequently the

truth is in the middle ground. ‘

But it is real wages that we are talking about, and rea] wages that
we want to see increased. And we also want to have the produc-
tivity increases.

Senator MarTiN. If the productivity equals the increased cost in
wages, there is no danger, so far as inflation is concerned !

r. MarTIN, That is right. And if we can spread that produc-
tivity. What we want to do is to spread that productivity through
the entire economy as far as we can, and not get it imbalanced and
in the hands of a relatively few people.

o Se;mtor ?mmx. Are not more and more contracts including escala-
r clauses ~
Mr. MarTin. They are; and cost-plus contracts have become quite

common, also, = ‘ * :

Senator MARTIN. Are not fringe benefits being extended by both
Government and in industry? -

Mr, MarTin, They are.
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Senator Marrin. In all of this, hns the supply of monoy and oredit
been fully adequate to support these incrensing demundsf{

Mr. Marrin, I do not know whether it has boen fully adoquate to
support them, but it is our intention to keep w stendy flow of money
us stoady o flow of money as we can have, And if that flow o
money does not cover the inoroases that are unwarranted, there should
bo no pressure on us to incrense the money su iply‘jmat to validate
somo imbalance which ooours in the economy which is not warrantud
by praductivity, )

guin, I want to sny I nover want any rocession, I do not want
anybody to bo unemployed,  Cortainly our job nt the Fedoral Reserve
would bo muoh better and muoh easior if wo nover had to look at a
decline of any sort.  But, unfortunately, it is not made that way at
the present time,

Senator Marmin. It is true that, starting with about 1810, we have
had the ups and downs in almost surprisingly equal cycles, T inean in
equal number of years, It is amazing how that has worked out,  And
isit no;. true that most of the depressions followed too much borrowed
mone

Mr?Mamn. I think that is genorally correct.

Senator Marmin, Of course, in the early days, it was land slmculu-
tions and that was followed by railrond expansion, and different
things. Wa had got too much productivity for onr consumer capncity,
and so on. But usually it was antedated by too much borrowing.

Mr, MarTiN, Borrowing is not the groat blessing that some poople
like to make it out to be. Debt isnot, We have tended to glorify debt
in recont years, all out of proportion to the benefit that it produces,
That i8 not to say that I do not recognize that debt is important, and
certainly people should have access to borrowing.

_ But let us not forget the fact that the greatest slavery in the world
is to have peome owe for borrowed money to the point that they are

just breaking their backs.
I have watched plenty of them just breaking their backs to meet the

)ayments.
f ne of the interesting things is that people who are always advocat-
ing easier terms are the people who are the least forgiving when it

eoglu to paying back a debt which has been contracted.
That is one of the human nature facets that I have observed a good

many times. , ,
e CitarRMAN. Tt me interrupt you to say that is one of the wisest
statements I have ever heard,  You ave right,

Senator MarTiN, Personally, 1 feol——
The Cuamuan. And that applies to a nation as well as ])0(?)]0.

Senator MArTIN. Personally, I wanted to make this addition to
what you said, Mr. Chairman; ﬁ‘pqt governmental debt is even more
dangerous than corporate or individual debt. TIndividuals and cor-

rations have the means of creating wealth., Government does not

ave.
. Government is just created for the pu of defending and render-
ing service. Take here in the United States, our first job was to ar-
range for our defense. That was against the Indiana.
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And then, a8 we becume an independent country, to defend ourselves
against other countries,

So debt is a dangerous thing., And, of course, we hnve got to have
it. But I have beon worried, and I wonder what your thought is, ns
to whether or not we do not now have in this expansion too much
debt ns compared with the mﬁuity capital,

Mr, Marnin, Well, 1 would not want to make n catogoric statement
on it, but 1 think the trend has been in that direction,

Senator Martin, At one time, 1 thought 1 would put in the record,
Mz, Chnirman, the nmount of debt owed by the 20 Iargest corpora-
tions in the United States, And, I will tell you, when you study it, it
worries you a lot,

You roferred wieaterduy to the dangers arising from expoctations
of inflation, en it is here, how are people to avoid behavin
on the basis of expectation when it affects us, being felt daily an
over a period of time

I do not know whether I have mnde that entirely clear or not. ‘I'hw
American people are ruggod individualists, They want to take care
of their own situation. And when we have this expectation of infla-

tion, they are worried about it
M’agazinos and commentators comment relative to it, Congressmen

and Senators make speoches relative to it.

I would appreciate a little further commment on that from you,

Mr, Marnin, Well, 1 would only reiterate the closing part of my
statement yesterday, Senator, and say that I think you can destroy
the cynicism of people on a matter of this sort when they see nctions
being taken, and resolute determination,

And when they see, they notice a relationship between stocks and
bonds, for example; that is where the process does begin to work.
And people see that the yield on stocks is not as high as on bonds,
and there is a closing of thogap. :

Now, this takes time. This does not happen overnight, And 1
think one of the most unfortunate things, and it is one of the things
3;0 himée been dealing with, is this psychology that has come into

e picture,

Senator MartiN. Do you anticipate any lessening in the demand
for wage increases, escalation provisions, and fringe benefits, in the
foreseenble futuref

Mr, Mar11iN. Ido not know asI do.
Senator MarTiN. How can prices be stabilized as lonﬁ‘u labor

leaders compete with one another over who can achieve the largest
wage gains and fringe benefits, irrespective of productivity gains in
their respective industries or in the economy as a wholef
Mr, Martin, I think there I can only say the tj:m»blem is to reduce
spending and increase saving, and get back to the fundamentals,
Senator Magtin. That is what I am trying, through these ques-
tions, to do, and you are doing wonderfully well ; what I want to do

i W these things before the American People. |

e in the United States, we the people, are still the Government,
and I have always had, Mr. Chairman, great confidence in the Ame:
ican people when they understand the situation. ‘
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I have great confidence in the labor groups in our country. I have

fmat confidence in the agricultural groups. I have great confidence
n the industrial grougg.

And what I think, Mr. Chairman, will do more good in this investi-
q‘o.tion is if we get the real situation before the American people.

hat is why our questions may seem at times a little cruel, but we do
not intend them that way, because you and your group are in position
to understand these things, and people have confidence in you,

That is the reason I am asking them. I do not want my questions
to seem cruel, and I do not want them to be that way, becauss I think
probably you and I have the same ideas.

I want, :fam, to see every man and woman in America who wants to
work, gainfully employed. And then I want a stable dollar so that,
at the end of the year, if they are frugal, they have a little money in
their savings account.

But a savings account is not worth anything if the dollar is not
stable; is that not correct {

Mr, MarTIN, That is correct, sir. .

Senator MarTIN. Can it be that the cost-push factor in the inflation-
ary pressures will not subside until a better balance is achieved by
negotiations of industry nad labor over wages and fringe benefitst

r. MARTIN, I just do not know on that, sir.

Senator MarTIN. All right.
Do higher interest rates cause inflation, or do they check inflationt

f%ﬁ e 1N. Higher interest rates, in my judgment, are not a.cause
of inflation,. =

I pointed out in my prepared statement the relative problem, In-
terest is a wage to the saver as well as & cost to the borrower.

Now, no one deprecates more than I do the cost of carrying the
national debt, and I do not favor h:ph interest rates. I stated that
Yestterg:g, and I keep stating it, as I did when I was over in the House
as w 1]

I favor as low interest rates as it is possible to have, without pro-
ducing inflationary pressures.

Senator MArTIN. You are saying we want to be able to buy bread
and meat as chea}f)ly as we possibly can, as long as it does not disturb
the economy. Of course, you cannot produce meat and bread and
clothing without & profit, in our countrf. ) .

Mr. N. The heart of the problem here is debt. And interest
is one of the balancing factors, it i3 one of the governors, and I think
that an increase in interest rates will encourage saving. )

I do not with people that interest rates make no difference.
They take a long time to operate at times. But as to interest adjust-
ments—you have to pay more if you want to borrow more than is
available out of savings; you have got to pay more,

The way to reduce interest rates is to reduce spending, and to see
the level ¢ sgwinﬁﬁo up in relationship to it: then you have a leveling-
out process. And I know of no other device in a free society that can
ftfu;ction better as the governor on the economic fiywheel than the rate
of interest, : |

Senator MarTIN. Mr, Chairman, I agyreciate very much the an-
swers to the questions made by Cousin Bill, but I would like the op-
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portunity of asking some further questions after he has made his
answers to the questions which you ¥ropounded to him yesterday.

The CHARMAN, Every member of the committee will have that
op&ortunity.

r. MARTIN. I would like to have them up here Monday morning,

if that is all right, Senator. . )

The CrAmMAN, I want to thank the Richmond group again for
their fine presentation.

The committee will recess until tomorrow morning at 10 o’clock.

(Whereupon, at 12 noon, the committee recessed, to reconvene at

10 8. m., Thursday, August 15, 1957.)
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Mr. Marrin. Not entirely. I think they have had some success. But
I think, again, we must never exafzfemm the influence of money and
credit policy, It cannot do everything, and we have to recognize that
fiscal policy and management of the debt also enter into it, They all
have to work together,

‘Wae have not been completely successful in halting the present infla-
tion, but I think it would have been a whole lot worse if we had not
taken the stops that we have taken.

Senator Wirntiams., You think this was one of the essentinl steps?

Mvr. MarTIN. One of the essential steps,

Senator Wirniams, Are the rediscount rates in goneral tending to
lead or follow the market in interest rates?

Mr. Martin, T do not think you can state that, s ench individual
move has to be considered on its own. There mny be circumstances
where it would be desirable for the rediscount market, if we thought
there was heavy pressure building up, to lend the market n littlo bit.

But generally speaking, we recognize that the market forces are the
ones that are controlling—that we can influence the market. We
never want to take the position that we do not have any influence at
all—that market forces just produce all these changes. Otherwise,
there would not be any reason for our existence.

We influence them,  We lean against the wind when we can deter-
mine which way the wind is blowing. But we never try to usurp the
function of making the wind. Whenever we think we can make the
wind, we think we are in trouble, ,

Generally, in recent years we have tended to follow the market rather
than lead the market. The last increase in the rediscount rate def-

initely followed.
Senator WiLrtams, Was that the same situation a couple of years

agof
g&r. MarmiN. It was a moot point of judgment at that time,
Senator WiLLiams, It was a point of judgment. It was planned to

increase the rates; is that correct?

Mr. Marrin. That is right,

Senator WiLriams. That was part of the plan,

Was one of the factors that were giving you concern, the speculative
activity in the stock market at that timef

Mr. MarTIN. Yes, that was one of the factors that concerned us, and
that concerned us more in 1955 than in 1956. )

The stock market was in better control in 1056 than it was in 1058,

Senator WirLiams. Then has the leveling off of the market in the
last couple of years and, we will say, the recent decline in the market

been a part of your l]:rogram? . )
Mr. MarTIN. We have not consciously attempted to influence——
Senator Wirianms. I understand that. But 1 mean, you were try-

ing to put—- L )
r. Khmx. 'We wanted to minimize speculation.

Senator WrLrLiams. Minimize speculation. L

Do you feel, so far as the management of the credit is concerned,
that you have the situation under control now {

Mr, MarTiN. No, I would not want to say that, Senator,

I say we are wori:ing with it every day, and we are trying to keep
a flexible policy.” We want to see to it that the legitimate needs of
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credit are met at all times, I would not want to make the specific
statement that we have the situation under control,

I think that we are doing everything within our power to watch
it and adjust to it as it develops, recognizing that it is a moving
picture; it is a continuous operation.

And I think that, by and large, we have not been entirely unsuccess-
ful; let us put it that w‘%‘u

Senator WiLLIAMS, at, in
of the inflationary pressures w

spring of 1056
Mr. Martin, Well, I would say that the primary force since the

spring of 1056 has been the plant and equipment expansion. We have -
had a constant pressure on the cagntal markets for lonq-term financ-
ing, some of which had been postponed for sometime in hopes that
money would get easier or that they could use bank credit in place of

lo:ig— erm credit for financing.
just happen to have some figures here which I would like to

read into the record :
Corporate financing for the first 8 months of 1957 was $8.4 billion

compared with $6.6 billion in 1956,
State and local financing, $4.8 billion in 1957 compared with $3.7

billion in 1956.
I had those figures here yesterday in hopes somebody might ask

e that.

Senator WiLrL1axms, You mentioned the fact that the control of in-
terest rates was just one phase of the problem, and that budget was
another factor, balanced budgets.

Do you think it is more essential today than perhaps ever before
that we do maintain a balanced budget at this time?

Mr, Marmin. I think it is extreme g essential that we have a larger
surplus as long as we have the ayen ing impetus that we have, than
we have had or presently have in prospect, because that definitely
lessens the inflationary pressures, )

I would like to comment on the ebb and flow of this, as I see it.

When I was in the House last week, I commented that the forces
that we are dealing with here are very much like the tides, They are
as large as the tides, 'We cannot stand, like King Canute, on the shore
and tell the tides to stand back. We have got to adjust to them.

‘When the spending stream definitely exceeds the savings that are
available for the economy, it is most unfortunate, in our judgment,
to use bank credit to supply the deficiency.

Senator WrLuiams. Do you feel that Government deficits are one
of the major contributing factors toward inflation?

Mr. MArTIN. I think that—I never favor deficit financing, although
I recognize that it can sometimes have an impetus on our economy.

But again, it is like debt, that I commented on yesterday: It is not
a situation to be desired. Under certain circumstances it may be
useful, but—and I do not want to make a blanket statement on it,
but I never favor deficit financing. I think it is wrong in principle;
and I think it is not reallﬁ the benefit, even when it is used, that those
who claim it has the benefits think it has.

Senator WiLriams, How long have you been in the Federal Reserve

System, Mr. Martin{

{lour opinion, are the principal causes
ich we have experienced since the
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Mr, Masmin. I wag appointed on April—I took office on April 2,

1051, |
Senator WirLLiams. 1081,
Well, since that time, we have had surpluses about half the time,

have we not!

Mr, MarTin, That is right. '
Senator WiLiaMs. Do grou think that the deficits prior to that time

were—I will put the question this way : Do you think that the inflation
between 1046 and 1951 could be attributed to the deficit, or partly to
the defloit ﬂnancmg during that period f

Mr. MarTIN. That was a very difficult Beri » Senator, because we
came out of the war period with a heavg ackl? of latent pressures,
and even though we had a balanced budget and a surplus—I was in
the Treasury with Secretary Snyder in 1049 to 1951 before I came
with the Federal, and I think he did an extremely good job on the
budget, the surplus that he was tryin&to create.
_ But gou had dammed up through the war years a very heavy back-
log of demand and of money that had been kept in control by patriotic
movea and by the specific controls that were then in existence, and I
thixi\gdg'ou have got to be very careful on generalising about those

p°Amd I do not think, when you talk about the budget—I think it is
always desirable to reduce debt. I refuse to join the group of those
who insist that an inorease in the debt is beneficial.

Senator WiLriams. I recognize the unusual circumstances’at that
time, The reason I asked the question was that beginning with 1088,
and through 1058, we did have a rather stable dollar, and during that
period we had a balanced budget. ,

Lot me ask you this question: Do you think that the prospective
laxl'ﬁe budget which was submitted to us this year was inflationary?

r. MARTIN. I think the impact of it was, definitely.

Senator WinLiams. Do you think that jf’ it were approved as sub-
mitted, that it would be a major contributing factor toward inflation?

Mr. Marin. Under existing circumstances, yes, sir.

Senator WrLLiams, You think it would.

Do you think that it is the res{)onsibility of Congress and the Execu-
tive, working together, to trim that budget ? .

Mr. Marri. 1 do indeed, sir.

. Senator WrLriams. I think you indicated that KO“ feel your poli-
cies on interest rates are working. Do you think we have reached
the point where you can say that you are satisfied with the leveling-
off process or do you think further increases in these rates are going
to be necessary? . L

Mr. MarTiN. I do not know, Senator. That is forecasting the
future. And I fall back on the cliché that we are watching the situa-
tion on a day-to-day basis, and trying to adjust to the moves as we
see them developing. I will not forecast the future.

Senator WiLLiams, Of course, part of your work is to try to picture
and forecast the future as far as you possibly can. S
. Mg Marmin, Well, it is, indeed. We have to gage it in terms of
rends, , S
. But whenever we got wedded to a theory, whenever we start
riding a hobby, as I frequently call it, I think we are probably asking
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for trouble, because the nature of the problem we are dealing with
requires us to be ready to admit miataﬁu. just as well as to acoept
ita success in what we are trying to do, ‘
Senator Winriams, When was the last increase in the reserve
uirements?

r. MARTIN. September 1054, That was a decrease.

Senator WiLLiAMs, Decrease in reserve requirements. ,

Mr, MartiN, The last increase, I am sorry, the last increase was in
January of 1951,

Senator WiLLiams. Do you anticipate that this management of
the oredit policy is going to necessitate a change in those reserve

uirements{

r. MarTIN, Well, I hope not. I have testified on a number of
occasions that I think, for the growth that I foresee in the country,
the reserve requircments—I will probably be picked up by the news.

apermen on this—I think reserve requirements are too high. That
does not mean we are going to olm!;ge them tomorrow; but I think
in terms of the long-term growth of the country, reserve requirements'

are on the high side at the present time,
The two reductions in reserves that were made in 1963 and 1954

have helped ad{ust them in that direction, but it is our objective always
to see that the legitimate credit needs of the country are supplied.
tUnder no circumstances do we want to completely starve the credit
stream, '
Senator WiLLiams, Would you say this inflation of today was merely
a continuation of the war born inflationary pressures of 1046 to

1050% : ~

Mr, MarTin, No. I think the inflation today is in a little different
category than that. It is hard to L’i“t Emr finger on it, but as I said
yesterday in answer to Senator Martin, we were worried about it,
certainly I was worried about it, from mid-1958 on.

I was not worried about it in the sense that I have been talking
about it now. The spiral, the inflation spiral, it seems to me, seems
to have begun about a year ago, in the summer of 1956, And there
the important aspect of it was ps'ychology, in the sense that there was
general acceptance that gradually grew in the early stages of 1957,
of the inevitability of inflation, and that is the most difficult thing
to deal with, because now I{vou are dealing with people’s expectations,

I think the inflation which we had had previously did not have.
quite that spiral effect of expectation. It had the other elements in it,
but the portion that has concerned me the most has had to do with
&iis Fsyehological aspect of the expectation of the inevitability of

ation, | S
It just scems to me we have got tostop that, B :

Senator WiLLiams. Do you have any theory to account for that

paigrholo onthe artofthetgooglo! g o

. MARTIN, Theories, I think, are very difficult. I think unques-
tionably it was connected, and 1 do not know what point in time
to place this, but it was connected with & conviction that spend
was8 g:th‘ﬁxw continue on an increasing scale, and a recognition of
{,hel ; ag i:avings were not available in amounts to handle that
evel o o ‘

Now,mha point that took hold, I do not know. I suspect it
took hold in around the turn of the year, 105657,
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Senator WirLiams., Do you think that was the rosult of a submis-
sion of an extmordinnrilr high budget .

My, Marrin, Ithink that was one of the factors in it.

Senator Wirriams, Do you think that the inflation in the peried
botweon 1046 and 1080, or the recent inflation which we are just
experioncing, was in any way connected with the prematuro rolense
of controls?{

Mr. Marrin, I think that that was o factor in it, yes, I think that
¥ou cannot—I think it is extremely diflicult to analyze the transition

rom a controlled economy to n freor economy, It has to be taken
in atages and in degroes, .

My own judgmont was, and I exprossed it at the time to the Con-
&o we would have been a little wiser, much as I disliked regulation

y if we had not relensed regulation W and regulation X quite as
c\uwkly a8 we did in 1952, nlong with all the other physical controls
that were boing released at that time. ) ‘

It is very easy to make stautements about things that might have
been done differently, but we did have an enormous buildup and
ineronso in consumer installment credit ns soon ns those regulations
wore taken off,

Senator Wirtxams. What year was that{

Mr. Marnin, That was 1062, It was in June of 1052,

Senator Wirriams, What was your rediscount rate at that period 1

Muv, Marrin, In 1052, it was 134 percent.

_ Senator WirLiaMs, Do you think that your low money rates nt that
time were a contributing factor, in looking back retrospectively; that
you perhaps made a mistake at the snme time?

Mr, Marrin. I think you have to put that in perspective. I want
to comment here, Senator, that the ‘L'reasury-Federal Reserve accord,
which was adopted on March 4, 1951, was & transition to n flexible
money policy.

One of the elements in that accord was an understanding that in
view of the heavy Treasury requirements, the heavy financing needs
of the Treasury for the balance of 1051, that except in a cataclysmic
situation we would not change the rediscount rate.

When you are unpegging the market, you do not unpeg it in_one
fell swoop, and that applies to controls and everything else. You
have to watch it.

We have the responsibility to see that markets do not go completely
haywire. We do not want the law of the jungle prevailing in markets.
And when we embarked upon the unpegging of the Government securi-
ties market, we faced for a couple of years the very difficult problem
in which the ordinary criterin of money and credit policy that we
are trying to apply today could not apply, because we had to take it by

stages.

We had Government securities pegged at par and twenty-two
thirty-seconds on the long end. They came down to about 99%’: and
then stabilized there for a while.

It was our hope that perhaps the demand would strengthen at that
point, and they did strengthen for a little while, and then later they
adjusted further, when the demand for credit constantly grew.

The point I am trying to make here is that, in the perspective of
this period, I think probably we did not make a mistake in our dis-
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count rate. I think our agreement with the Treasury there—and we
always have to have the requirements of the Treasury in mind—were
sich that it would have been unfortunate for us to have adjusted the
discount rate,

And I think that understanding, which was a part of the Treasury-
Fodoeral Reserve accord, was an important part of it. I do not think
you can apply the ordinary criterin to that period.

Senator Wirrxams, Spenking of that Treasury and Federal Reserve
accord, the Federal Rosorve has always been an independent agency ;
is that not correct {

Mr, MawriN, That is correct, sir, )

Sonator WitLiams, And the 'l‘ronsur{ ncts in an advisory capacity, -
As I understand it, oven in 1061, the final decision was with the Federal
Reserve; is that correct?

Mr. MarTIN, Thut is correct, sir.

Senator Winrtams, At that time, you were with the Treasury or
tho Federal Reservef

Mr, MarniN, T wag with the Treasury.

Senator WitLiams, When you speak of the accord you were able
to reach, ur arently referring to between Trensury and Federal Re-
gerve, would yon say that Trensury had more to say about determin-
ing the Federal Reserve policy then than they do todaz%

n other words, was that change in l)olic on the part of the Federal
Reserve to suslmnd the supporting of the Government bonds a decision
of the Federal Reserve alone, or was that done upon the insistence of

the Treasury, or what{ .
Mr, MarTIN. Well, T cannot comment about the period prior to the

accord,

Senator Witrtams, I am speaking about the accord, at the time.

Mr, Marmin. That is when I am srenking about, too. The accord
wag brought taofgother in March of 1951, Immediately prior to the
accord period, I'hnd nothing to do with that aspect of finance. I was
an Assistant Secretary in charge of international finance. I con-
sulted with the Secvetary directly on the matter.

Now, what understandings there were between the Treasury and
the Federal Reserve with res%ect to pegzging the market is not a com-

can t.

pletely clear picture as far as see
But during the war period, an understanding had grown up between

the Treasury und the edeml Reserve that, in the interests of winning
the war, they wonld keep Rovernment securities at a certain level.
As we came to the 1051 period, after Korea, the early stages of the
Korean conflict, you had a rather wild, nilmost hysterical period of
buying and readjustments of everything that went on, and the Treas-
ury was very anxious not to have the Government securities market

unpegged.
{Vgnt those negotiations were with the Treasury and the Federal

Reserve at that time, I am not in a position to 8?'
Senator Wirriasms. I understand that. But I would be interested

in hearing about the part with which you are familiar, because as I
understand it, you were in on the negotiations in 1951
Mr. MArTIN, Ihad 8—
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Senator Wirriaxs (continuing). When they suspended the n
of the Government m(urket, and? was just wo’x'uieri)::;l whcsthm'pe giln‘-
fluence of the Treasury was greater then than it is today.

Mr, MamnihNo; wou% noc”ug th:lc. tWhat w:i ml);kedt imfw vgth

10 u en_was not som 1at was entirely satisfactory
to the 'l‘m:n’h » I do not know ch';% it was entirely satisfactory to
the Federal, It wasacompromise, ,

Senator Witntams, You would say that the relationships between
the two departments are still Food'

Mr, MartiN, They ave still extremely tﬁood.

Senator Wintrams, In working out that agreement to suspend the
Federal Reserve supporting of Treasury, as I understand it, a part
of the agreement was, the Treasury Defartment was to oall a g’rovi-
ously floated bond issue of about $16 billion, 81483 they were 26-year
bonds, in which they were onlled and refinanced at 284, with a proviso
that each bondholder would have an option to convert those bonde
into a 8-year certifioate. v

I wondered what was the basia or reason behind that, of a prema-
ture calling of # long-term issue, and floating it at a higher interest
rate and putting an option on it which would make it possible to con-
vert the entire issue into what at that time was rocognized would be
n higher interest rate than the other. Because, as I understand it
that was the beginning of the higher interest-rate policies.

, Marrin, Well, that was to face up to the fact that there wns o
persistent overhmgling of Government securitics that were pressing
upon the market; the sales during the period were large, 815 million,
ﬁ’ million a day, and they were growing in volume and intensity.

8 the demand for credit grew, it became apparent that the entire
flood of these longer-term securities was ing to come into the market.

So this convertible issue that you refer to was a device which we
worked out in the Treasury-Federal Reserve uccord, to remove that
overhang from the market. In other words, to give an incentive to
theee holders of long-term bonds to stay in, give them a little better
interest rate and stay in. .

If the market had firmed up, they would have a lontgor term piece
of paper with 23, peroent instead of 814 percent. If they wanted to
get out at any time, they could convert into the 5-year security, and
they would have a 134-percent marketable issue,

was a devioe to handle a specifio situation that was overhanging
the market, R N

Senator Wnaiams, Woell, what was there about that bond issue
that made it any different from the other types of bonds which were
outstanding?! use there were other 2148 outstanding at the same
time, and just what was there about this particular issue that made

t—

Mr. Marrin. Well, the fact that you gave them & 284-percent in-
terest rate and gave them the privilege of unlocking.

Mr. Wiitiams. I understand that. But what was there about this
issue which made it necessary for the Government to favor this par-
ticular issue more 80 than any other issue? It unquestionably oost
the Government or substantially will cost the Government a sub-
stantial amount of money. You pay more for the extra oursing
chsra:a on this issue over a 25-yoar period than you would have done
bad they not called it.

‘s
3
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Mr, Martin, That was where the pressure was at the time. It was
in the long end of the market. a

Senator Witrtams, But there were other long-term bonds out-
standing; were there notf . ,

hi‘r('i wriN, Lot me ask Mr. Riefler to refresh my mind on that

eriod. ‘ ~
P°Mr, Rruruan, T think it was offered in exchange altogether for the
four longest bank-restricted issues, o .
' N. It was offered—— .

Mr, Rierrer, They were the ones that were so large,

Mr. Marrin. They were offered for the 214-percent bonds. - _
Senator WiLtzams, Do you know any other instance in Government
finanoing where they have called a long-term bond issue and voluntar-

ily refinanced it at a higher interest ratef

Mr. Marrin, I think there are some instances, but I will check it
for you, Senator., = o

Senator Witstams. And where it was called prior to the 20 years,
prti:r to the maturity, and voluntarily financed at & higher interest
a T T

Mr, Martin. Mr. Thomas points out it was not actually o call. I¢
was an optional conversion. o .

Senator WiLLiams, That is true, but I would say that you had s
100-percent conversion, Anyone who had a 914-percent bond would
certainly convert it into & 93’ . ‘ .

Mr. MarTa. Oh, nio, we did not get anything like 100 poroont. We
did very well on it. I do not have the precise figures, but I can get
btl;om for you, And we did very well, but we did not get all of them

any means,

Senyator Wiriaus, You mean there are still some of the 214s
outstanding? | L ’ ‘ o

Mr, Marmin, Oh, yea indeed.

Senator Wrrtiams. But they are exchangeable into these 114s or

2348,
'Vﬁr. MarTIN, No. They were only at that time. E
Senator WrnLiams, According to the Secretary, I understood the
bulk of them were transferred into 23;s, and about $8 billion of them
transferred into the 5-year certificates, - 3
Mr, t.Mwmr. The transfers to 5-yesr certificates have been sub-
uen SRR
- Senator WirLtams, That is right,
" Mr: MartiN, There were practically none-—-
Senator WirrLiaxs. At that time. :

. Mr. MarTIN (continuing). At that time.

- Senator Wririams. That is correcte -~ -~ - -

Mr. MarTIn. But there are still some of those bonds trading in the
market that were not converted at that time. .

- Senator WrLizams. But the conversion rights remained with them;
even ‘today‘they&mgin! SR | ‘ =
o M. . Ohyno .~ . |

'Senator WiLriams. To convert into 5-year certificatesy
yxii gimmbl N. Oh, no. If youdid not take it at that time, you were
not eligible. |

Senator WiLriams. I am sure you would know, but I wish you
would put that in the record.

03638 —-57—pt. 8—8
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Mr. MarmiN. I will, \ .
Senator Wirriams. Because that is not the information we received

at the other hearing.
Mr. MarmiN, 1 w%ll, indeed. But I am quite certain I am correct on

that.
Mr. Riefler says you can convert the 284, if you converted them at

that time, into notes. But if you did not convert at that time into

the 2848, you have just the 214 percent securities,

Senator Wirrzams. That is true. But the 234s carries a continuing
option,

Mr, MaARrTIN, Oh, yes, if you converted it.

Senator WiLLiams, That is the point. o

I wish you would furnish at this point, if you can, any previous in-
stance wherein the Government called a long-term bond 1ssue and sub-

stituted a higher interest rate,
Mr. MarTIN, I will check the records on that, Senator.
Senator WiLriams, On a voluntary basis. Because this was a

voluntary calling of a bond issue.
Would you make any estimate as to the extra cost to the Government

on that basis on that issue? -
Mr. MarriN, Well, I could take the amount that was actually con-

verted at that time, i .
Senator Wirriams, Could you furnish us an estimate of that{

Mr. MarmiN, We will put that in & memorandum,
(The following statement was subsequently furnished by Chairman

Martin:)

There have been two occasions prior to the offering of the 28; percent Invest-
ment series B honds in 1851 when holders of United States Government secur-
{ties have been offered a conversion opportunity into higher ylelding issues,
These were the jssuance of the conversion 8-percent bonds of 1948 and 1047
(dated 1016 and 1017) and the llberty loan convertible bonds put out during

World War I,
OONVERBION 3-PERCKNT BONDS OF 1046 AND 1047

Prior to the establishment of the Federal Reserve System, national banks
had the privilege of issuing natlonal bank notes collateralized by United States
Government bonds deposited with the United States Treasury., United States
Government bonds go utilized were those bearing the circulativg privilege. With
the establishment of the Federal Reserve System and introduction of a new
circulating media, provision was made for a shift out of the natlonal bank note
circulation. To reduce natlonal bank note circulation, Federal Reserve banks
were authorized to buy the United States Government bonds bearing the cir-
culating privilege and to use these bonds elther as backing for Federal Reserve
bank notes or to convert into other United States obligations without the cir-
culation privilege.

In 19168 the Secretary of the Treasury issued a series of 80-year, 8-percent
bonds and of 1-year, 8-percent notes. According to the Federal Reserve Act of
1918, the Federal Reserve System could buy 2-percent circulation privilege bonds
from national banks at par plus accrued interest any time during the period
December 18, 1018, to December 18, 1035, The Federal Reserve banks could ssue
Federal Reserve notes against these honds or convert them, roughly one-half into
the new 8-percent, 80-year bond, and one-halt into 1-year, 8-percent notes. The
Federal Reserve banks box:ght from the national banks $56,256,500 of the 2-per-
cent bonds and converted them into $28,804,600 of the new 8-percent bonds and
$27,862,000 of the new 8-percent notes, The new 8-percent bonds thus actiuhed
by the Federal were then sold to the public at prices ranging from 0434 to 1081,
This program ended with the outbreak of the war.

o ———
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OONVERTIBLE LIBERTY LOAN BONDS

The first and second liberty loan bonds of World War I, which were issned with
coupon rates of 8% and 4 percent, m'geotlvoly. were each made convertible into
bonds bearlnf higher coupon rates, The terms of these liberty loans provided
for convertibility it any su uent series of bonds bearing interest at a hlah:r
rate should be lssued by the United States before the end of the war with Ger-

many.

V%en holders of the 814s, dated June 10, 1917, exercised this optlon, they re-
celved the first liberty loan converted 4-percent bonds of 1982-47, dated Novem-
ber 15, 1017, These converted 4's were, in turn, made convertible into any higher
rate bond {ssues during the war. Conversions of these 2 {ssues were in turn
converted into to first liberty loan converted 414 percent bonds during the period
May 9, 1018, to June 80, 1025, Holders of the first 814s were also permitted to
convert into the first-second liberty loan converted 414 percent bonds of 1082-47,
dated October 24, 1918,

The second liberty loan 4-percent bonds of 1027-42, dated November 15, 1017,
were also made convertible into any higher rate bond issued during the war,
This offer was good for the perlod November 16, 1017, to June 80, 1925. As a
result, practically all of the second 4's were converted into second 4% s during the
ggrlod ay 9, 1018, to November 9, 1918, As in the case of the first liberty loan

nds, this conversion privilege terminated June 80, 1025,

INVESTMENT SERIXS B CONVERTIBLE BONDS

It may be of interest to note the circumstances under which the 2% percent
investment series B convertible bonds were offered to holders of long-term
2% percent Treasury bonds,

e fundamental problem which both the Treasury and the Federal Reserve
faced in the postwar period developed out of the serious issue created by the
exlstence of & huge nPubuc debt in a period of growing private demands for goods
and services, Liquidation of Government securities on the part of holders was
an important source of funds for current spending and for credit expansion. In
order to give some assurance to investors that their securities would not be
subject to severe declines in prices and encourage the holding of such securities
and to aid Treasury refunding operations, the eral Reserve had been follow-
ing a policy of supporting the market for Government securities. In view of the
recurrent heavy demands for funds durln, the period, these purchases had the
effect of monetizing substantial amounts of Government securities, creating bank
reserves, and laying the basis for excessive credit expansion,

Both the Federal Reserve and the Treasury recognized the dilemma presented
by the conflicting problems of debt management and credit restraint in the infla-
tionary situation which developed. Varlious measures were adopted through
credit, fiacal, and debt management policles in an endeavor to restrict credit and
monetary expansion, to retire debt, especially that held b&bankn. and to attract
the investment of savings into Government securities, without withdrawing sup-
porting in the Government securities market., The problem came to a head
during the Korean crisis and led to the accord.

The following joint announcement was made on March 8, 1951, for publication
March 4, by the 8ecretary of the Treasury and the Chalrman of the Board of
(s}ov&rnou and of the eral Open Market Committee of the Federal Reserve

ystem :

“The Treasury and the Federal Reserve 8ystem have reached ful} accord with
re:{mt to debt-management and monetary policies to be pursued in furthering
their common purpose to assure the successful financing of the Government's
(xi:gttx‘l'gemenu and, at the same time, to minimize monetization of the publie

It was agreed that there were both immediate and long-run factors which had
to be taken into account in arriving at an accord, and that the purpose of the
negotiation was to reach agreement upon policles that would reduce to & minimum
the monetization of the public debt without creating an adverse market paychology
with reference to Government securities. ‘

Constderation was given to the matter of long-term bonds overhanging the
market and at the time being offered for sale daily in large amounts. It was
agreed that a substantial portion of these bonds could be taken off the market
by a Treasury offer to exchange for them a nonmarketable 2% percent, 20-year
bond, redeemable at the holder's option before maturity only by conversion into
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a B-year marketable Treasury note. The S84 -percent bonds were not called but
were oftored ab optional exchange of this kind, The purpowss of offoring this new
sscurity, as announced by the sury was to encourage long-term fuvestors to

retain their holdings of Government securitios, in order to minimire the monetisa.
rough liquidation of outstanding holdings of the Treasury

tion of the &abllc debt th

bonds of 1867-73. The Federal Roserve agreed to help the Treasury in expluin.
{ug to lnr fnatitutional investors the nature and purpose of this new lssue,
The vxtent of the acceptance of the offering testified to the succeas of this joint

endoavor, :
On March 4, 1081, the Treasury offered the Investment sories B long-term
nonmarketable couvertible Treasury bonds of 1076-80 In exchange for $10.7
billlon ouuunmn’ 8%-&;»«“ Treasury bonds of Juns 18 and Decomber 18,
1007-72. On April 1, 1081, about $13.0 billlon of these Bl4-percent bonds were
exchanged into the ﬂk-mmnt investmont serics B bonds of 1076-80, In Mn
1083 the Investment seriea B bonds were reoffered for cush or for cumbined cas
and oxohmr for a llmited time for the June and December 1067-T3 214 -percent
bonde and in addition for the March 1065-70 8% -perceut bonds and the March
1000-71 844-pevcen* bouds. The latter two 3% -percont {ssues were outstanding
in amounta of §5.2 billlon and $3.8 billion, respectively. Additlonal exchanges
totaling $1.3 billlon were made into the invostment sories B bonds from the
June and December 1087-78 S44-perceut issues and from the 2%-percent bonds
of March 1063-70 and March 1 . In addition $480 milllon of the 8% per.
cout bonds were isaued for cash. The investinent series B bonds are convertible

into marketable luu-gmont B-yoar notes at the owner's option, A total of
$#4.8 billion of the ‘21 8 billlon rcent bonds originally lsaued have been cou-

vertad into the 1i4-percent notes ?: date. Three of the latter fssues have ma.
tured and have boen refunded Into regular mnirketable issues.

Taking into account the interest cost of the 2% -percent bonds, the 114 -percent
exchange hotes, and the issucs into which 8 issnes of the notes have beeu re-
funded, the additional interest cost to the Governmont through Juno 80, 1087,
amounts to about $15 million. Intercst saved in the 2!4-percent bonds totals
$2,379 million while intorest coat on the convertible issuca totals $2,204 milllon
through June 80, 1087. These interest coats are divided as follows: 2% -porcent
bonds, $1,078 milllon; lmégomnt exchange notes, $238 million; an\ issues
exchanged for maturing exchange notes, $58 milllon.

Senator Wrtzaans. As I understand it, at that time this was a pro-

which was worked out as a part of a planned tg‘rogmm at that
tSmo to promote higher interest rates, on the basis that it would be
better to aid and assist in controlling inflation; is that correct! -

Mr. Marrin. No, I do not think so, Senator. o

This was used as a device to handle a monoy market situntion that
was fast developing into one we could not handle. This was not »
part of & ;;lan to raise interest rates. It was a a‘)emﬁo handling of a
situation that, if the demand for credit had declined in the next 5,
6 months, or so, why, this would have been just something standing
0

ut. A = 2
It was merely an adjustment to a market situation at the time.
Senator WiLriaMs. When did your program become a part of &

plam\egammgmm to raise interest rates on the basis——
_ Mr, . It never became part of s planned program to raise
interest rates, ‘ : T =
Senator WiLrtams. I understood in the beginning that you were
speaking about part of your plan which wag that you were leading the
market on the basis that yeu felt it needed some restrictive controls,
credit controls, and that you were at that time promoting more ex-
pensive money in order to curtail some of this excessive ox&anaion. |
Mr. MarTiN. Well, the lead, whether we are leading or following the
market, it was the market forces that were the determining.factors,
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Now, it is m{ contention that if we lead the market and the de-
mand for credit falls awa y then we are out in front and we have to
foll back after a time to ’ust to the market.

Now, that is the fine line of judf;ment that we were discussing
earlior with respect to these trends in the economy. But so far as
consciously trying to g)romoto higher interest rates, that has not been
our aim at all. And I keep stating this for the record because 1
haypen to believe ity that I favor as low interest rates as it is pos-
sible to have without producing inflation. I am not in favor of high
intorest rates,

Senator WinLiams, 1 ap%reointe that. I did not mean to put the
question in that manner. But you said that you promoted as high
interost ratos ns necessary to combat inflation.  And as I understood
ity your program a few months back was that you felt the inflation
threat was such that you had to combat it with, which you did, with

raising the discount rates,
Mr, Marmin, We have to permit—yes, we raised the discount rate

booause the forces in the market were such that they would have been
borrowing through the discount rate. And since we were keeping
the money supply at about a 3-percent growth factor in the economy,
any additions to the money supply over and above that could have
done nothing but add to higher ﬁrim and add to inflation,

Senator WiLriams., Do you believe that the current inflation is due
to causes which have developed since the end of the Korean conflict!

Mr, MarTIN, Yos; I think the current inflation is. After the in-
ventory recession in 1953-84, we had a period toward the end of
1964 where mortgnge financing and automobile tKm'clmm blossomed
into o full-fledged period of prosperity; and I think a great part of
what we have been having is prosperity, but the seeds of inflation,
which we presently have, resul m too much expansion and too
much exuberance following that period and in that period.

Senator Winuiams, Would you say that the cu:'?mgvar of the
authoritéy, for issuing these 5-year amortization certificates was infla-

tionary
Mr. Marmin, I think in re that it was inflationary. It

was certainly one of the contributing factors to the exuberance in
the economy. I would think that it was perfectly sound to have a
better depreciation schedule than we had; but that taken with all the
other factors, it certainly was one of the factors that added to ex-
uberance of the econom%.
Senator WiLLiaMs, Well, by the same token, do you think the fact
ahet&t t?ongreas' had just recently repealed that authority, would be
ationa :
Mr. Mustr, T think it will tend that way; yee.
Senator WiLLiams. You spoke a momen ‘tﬁ about the wide ex-
Fansion in the financing of automobiles and the financing of goods
n feneral through amaﬁ-ioan companies. )
n recent years, I noticed that many of our banks have established
separate departments wherein they operate their own small-loan buai-
ness and financing. Do you think that is a healthy trend to encourage

that?. : ,
Mr. Martin, Yes; I think it is all right, But I think it has to be
watohed very carefully. What the terms should be, and the handling
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of it has been loft to the individunls concerned, 1t seoms to me that
it in & porfectly sound business, provided it does not outrun the ca-
pacity of people to repay; and that at that point an element of judg-
ment that has to be exercised,

Senator WiLLiams, Are there adequate Foderal controls over the
small-lonn departmonts at these banks ns of today ¥

Mv, Marrin, I think that the small lonn departmonts of the bunks
are tm\tty adoquately covered in our examination procedures, Wo
don’t use examination as a control, but we know what is going on in
thoso o‘mmtions. Our control of tho banks is through resorves,

Senntor Wrnriams, You have no objections to the bunks entering
into this phase of operation?

Mr. MarmiN, None whatever,

Sonator WiLriams, Do you think there is any dangor in the existing
trond of the oxtension of branch bnnkinF' )

Mr. Marvin, Woell, that is a—branch banking, I ;)ersonnlly—-—- .

Senator Wriraams, Iot moe put it this way: Do you think it is
being overextended in mergorst

Mr. Marmin, I think the mergor trend ought to be watched protty
cavefully. I don't think it is necessarily bad, but 1 think it has to be
examined on an ad hoe busis, a8 we do with our supervisory authority,
and I happen still to favor the dual banking system and beliove that
it is :lqsimblo to have ns many small unit banks ns it is possible to
maintain,

Under certain cironmstances, however, I think that mergers are
perfoctly appropriate. The States have supervision ovor branch
activity and there is no question but there has beon an activity in the
expansion of branches in recent years, Some of it is becnuse of the

m\(\iling need for capital and the inability of the smaller units to
andle it

Senator Wrntams. I notice you ealled our attention to the fact
that in small towns the banks are being absorbed through mergers by
the larger banks. Do you think that is a healthy trend or do you
think there is move value in local ownership

Mr. Mart1n, I think there is more value in local ownership, It is
not a trend that I welcome,

Senator Wirtianms, Have you done anything about it, in your Fed-
eral Reserve System, to frown on it, or made any recommendations to
your members

Mr. Marmin. Well, the Federal Reserve System is presently en-
gaged in administering the Holding Company Act which the Congress
Ra?ed, and we have struggled with section 7 of the Clayton Antitrust

¢ .

One of my first problems when I came to the System was the famous
Trans-America case, which we lost in the courts. 'But that is a problem
that is on our agen&a at least every week, I would say, in some form
or another. It is a problem that we don’t have the complete answer

Senator WiLLiams. Would you say the present inflationary trend
was the result of shortage of goods?

Mr. MarTiN. At this particular stage, no. I think that a year ago
that there were imbalances, taking steel as an example, where there
were real ghomges In certain types of capacity; and that those short-
ages contributed at that time to the imbalances which have come about.
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Now, I think that as we have ﬁone ahead in this period, that those
ghortngos are now—the only really basic shortuge today, outside of
cortain types of skilled labor, is savings, I think that the (Principal
ghortagoe today is suvings, und that some overcapacity hus developed
at the current lovels for goods; but the demand for goods, at u price,
is still substantinlly in excess of the supply that is available,

Sonator Wirnniams, Do you think that the recent incrense in steel
prices was inflationary{ , ,

Mr, MarmiN, 1 do not know, Senator. I have tried to study that a
Jittle bit and I do not know, 1 have beon rending Mr. Blough’s recent
spo«;ch. It is a little bit of a question of which came first, the chicken
or the egg.

Sonut%g WiLLiass, That is what I was going to ask you first,

Mr. Makrin, Well, I just do not know. I simply say that when

rices are rising, it does not make too much difference which came
Hrgt, tho chicken or the egg; the end result is that we have a higher
irice,
: Senator WiLriams, I noticed that the steel companies attributed the
rise in prices to labor, und labor attributed their demands to the rise
in prices, and each suy there ig no relationship between the other, and I
was wondering if you would—

Mr, MarmiN, I am just not competent to solve that one,

Senator WiLLiams, Do %'ou think that the escalator clauses in wage

contracts are constructive .
Senator BeNNErT, The Senator has agreed to yield to me, so these

are words I am putting in his mouth.

If we had not been in an inflationary situation, would either the
wage increase or the price increase have been made so readily in the
steel situation{

Mr, Marmin, I don’t think so,
Senator WiLLiams, Do you think the escalator clauses in some of

the wage contracts are good or bad for the economy

Mr, MarTIN, There again, I do not know. I have no objection to
escalator clauses, but I \yopld say if the escalator clause in the long run
contributes to inflation, it is bad for the worker, and it does not achieve
its objective. .

Now, it is a device to recognize an increase in the cost of living; but
if the overall cost of living gets away from us, I think that the person
benefited by the escalator clause suffers also,

Senator WiLLiams, Now, I am not sure I quite followed you, Did
yogqagree with me? Do you think they are good for the economy or
no
Mr, Marmin. I did not say—if they make inflation, I think they are
pafcll ipr the economy. I am not certain that they do always make for
inflation,

I think that they have to be related to the individual industry and
to the cost-price factors in that industry.

Senator WiLLiams, In your opening statement, I understood you to
say that you felt that escalator clauses and cost-plus contracts were
both inflationary and should be avoided. Am Iinerroron thatt Did
I understand that to be— *

Mr. MarmiN, I said they could be factors in inflation. I did not
mean to take the categoric position that they always are.
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Senator WiLLiaMs. I notice in your statement beginning with para-
graph 8, under B:

The wldnmmd existence in the economy of escalators which act automatically
to transfer rising costs or prices into rising prices and costs—

and so forth. )

Now, that is listed as one of the inflationary causes, and—

Mr. N. I have here under B:

The tempo of interaction between rising costs and rising prices will be speeded
up if the situation is characterized by :

Senator WiLrLiaus. That is right.

Mr. Marmin, I think that is one of the factors that can speed it up.
I did not mean to say that it always speeds it up. But it certainly is
one of the factors that can speed it up. ' )

Senator WiLLiaMs. That was the reason I was asking the question.

Mr. Max1iN. Right. ' ‘ A

Senator WiLLiams, Because it was my understanding that you had
otated that, .

Do you anticipate & climb of Government expenditures in 1958 or
19591 Of course, that is out of your department, if you would rather
pass on it.

Mr. Marnix. I would rather pass on it, Senator. I do not know
enough about the—-

Benator WirLiams, 1 will go back into your department. Do you
anticipate a climb in business activity in 1958 or 10501

Mr, MagTin, Well, 1058-59 is too far off for me to make any cal-
culation; but 1 would say that the longer range outlook for business
isstill quite good.

Now, there may be some dips from time to time, but I am quite
confident on the longer range outlook for business.

Senator WiLLiams. You feel, if the Government can bring its budg-
etary policies under control, we would have a reasonably good chance
of controlling this inflation which is with us{

Mr. MarTIN. Ithink it would be very helpful; yes, sir,

Senator WrLLiams, Would you say that it would not only be help-
ful-(-l—I' mean necessary—but it would be practically essential that
weao '

Mr. Mazmin, Yes; I think it is practically essential O;dyes.

Senator WrLL1AMs, Do you think one of the methods of doing that
would be to maintain the gresent ceiling on the national debt?

Mr. Martin. That is out of my field again, the management of the
debt. I do not know what the answer is. There are some real prob-
lems with the way taxes come in and the management of the debt, but
1 certainly favor keeping the debt down.

Senator WiLLiams. Well, based upon your experience in the Treas-
ury Department, and, of course, your experience with the Federal
Reserve System,

Mr. Marmin. I think a limitation on the debt is a very salutary
thing, generally speaking. |

Senator WrLLiaMs. And a limitation is not any good unless it is
maintained as a ceiling; is that correctt

. MarTIN, That is correet. ‘ :

Senator WiLriams. If it is going to be moved every time we approach

the ceiling, then there is, in effect, no limitation?

\
}

|
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Mr. MarTIN, It certainly trends that wa&. .
Senator WirLLraxs. Do you think that the fact that in France infla-

tion has reached the point where they have had to recently devaluate
the French currency should be interpreted as a warning signal not only
to us but to other countries at this timef

Mr. MarTiN, Imost certainly do. )

Senator WiLL1ams, Do you think there is any danger that this
devaluation will extend beyond Francet

Mr, Marmin, Well, I would not want to comment on that, I think
that any country that spends more than it has is faced with a real
problem, that sometimes the chickens come home to roost. I would not
want to make any comment on any foreign oountxg; »

Senator WiLr1ams, I think you are correct on that, I will not push
the point. But the effect, when one country is placed in a position
where it must devaluate its currency, it inevitably has an effect on other
countries; is that not correct #

Mr, MarTIN, That is correct.
Senator WiLLiams, Do you not think that the fact that the Canadian

dollar has been in recent months selling at the highest premium over
the American dollar should likewise be interpreted as & warning signal
to America{ .

Mr. MarTiN, It should certainly be interpreted as a warning signal
in the sense there is an imbalance there.

Senator WrLLiaMs, Do you not think it would be just as appropriate
to say that the American dollar has declined 5 or 6 ?ercent ow the
Canadian dollar as it is that the Canadian dollar is 5 or 6 percent
above it! I mean maybe it protects our ego a little more to say that
it is higher ; but, in effect, is that not what happened, that the American
dollar 18 worth less than the Canadian dollar by 8 or 6 percent {

Mr, MartiN. I think that is what the effect of it is, yes; without
getting into the technicalities of it.

Senator WiLriams, It is only in recent years that that situation
hasprevailed

r. MarTiN. Has prevailed. There are reasons for that on the
investment side. But the effect is as you have stated.
. Senator Wi1axs., Would you care to give us some of the reasons
in order that we mif_ht have them in the record here at this timef

Mr, MarTIN. Well, I think the reason is primarily the tremendous
opportunity for investment in Canada and the confidence in the oppor-
tunity for developing raw materials and minerals up there that has
attracted a persistent flow of American capital to Canada. That is
the basic cause of it. It has been almost an overwhelming flood at
times. The volume up on their stock exchanges and in their securities
markets in relation to ours has been (proportionately ter, and
that unquestionably has been the major factor in causing the disparity
in the two currencies.

Senator WrLriams, Canada has done a relatively good job of bal-
ancing their economy, too? ‘

Mr, . They have done a relatively good job; yes, sir.

Senator WrLriams, Their tax rate is lower than ours, too; is it

not{

Mr. MarniN. That I donot know.
Senator Wirr1aums. At least they have been reducing their taxes in

recent months. I know that isthe case.
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Mr, Marnin, T would be glad to have a little memo propared on the

Canadian situation and put it in the record.
Senator Wirrtiams, I wish you would,
Would youalso grepnm for us—never mind,
I wish you would do that,
(Mr, Martin subsequently supplied the following ;)

RECVENT CANADIAN BUBINESS DEVELOPMENTS

During the last fow yenrs, economic developments in Canada have been roughly
similar to those in the United States, The business adjustment of 1083-84 wanu
even more Hmited In Canada than in this country, but the recovery there cate
severnl months luter, in the spring of 1060 rather than mid-1054, In both coun.
tries, the recent homin has been dominated by unusually heavy investment in
business plant and equipment ; in Canndn, exploitation of naturnl resourcen—
ofl, fron ore, waterpower, uranium, and nonfervous metals—han attracted
capital from all over the world,  In nddition, Canndn has experienced n higher
population growth, with heavy hmmigention gsupplementing new birthn,  ‘Chis has
generated a strong demand for housing and publie services,

Canada's rapld growth has led to record imports, especinlly alnece the fourth
quarter of 1053, These tmports, which have come prineipally from the United
States, have provided capital and consumor gooda for the Canadian expansion
and have modorated Influtionary pressures in Cananda.

Despite the heavy oxcess of fmports over exporty, the Canadinn dollar hax
moved to the bighest prembum in recent history, A sustained jntlow of capital
from abroad, mostly long-term In chnracter, hns hoen more than suflicient to offret
the trade deflelt : under the Canadian poliey of totting the exchange rate fluctunte
freely, In responxe to demand and supply on the exchnnge market, this fuflow hau
boosted the value of the Canndinn dollar in the forelgn-exchange market,

There have eeu three principal sources of capital flowing into Canada: (a)
Direct inveatment by forelgn interests in Canadian firms; (b)) new cash {ssuen
floated in New York by loeal governmental authorities and Canadian businesses
and (0) purchares of outstunding Canndinn securition by foreigners, In the "8
montha hetween October 1008 nnd Marely 1067, Canada rhowed a current account
deflelt of Cang2.040 wmitlion offret by the followiug capital movements: Net direct
Investment, Cangtid milllon; net new recurlty tasues, Can$701 milllon; trade In
outstanding seeuritios, Can$300 milllon other capital flows, Cangi00 miilion,
Canadian ofileinl holdings of gold and United Ntates dollars rose hy Cang16 wil-
Hon. Appendix table 1 shows the quarterly movements in this flow of funds into
Canadn since 1934,

Since 1084, the Cunadian authoritles have made use of flexible monetary,
fizcal, and debt management policles to promote economie stabilization. In early
1058, both monetary and fiseal measures were deslgned to aid business recovery,
Credit expansion was encouraged by a policy of monetary eare and hank rate
wns reduced from 2 to 1% percent in February. The budget for 1956-56, intro-
duced In April, provided for n treasury deficit at the national Income level
existing at the time.

With the rapld recovery of business activity in the second quarter of 1055,
Canadian monetary policy changed from encouraging to moderating credit expan-
slon. The discount rate was gradually raised to 8% percent, and the Bank of
Canada persuaded the chartered banks to adopt a minimum level of secondary
reserves equal to 13 percent of deposita and to restrict certain types of long-
term lending. The banks' loan expansion came to a halt in May 1956, but not
before general loans had increased by 40 percent over thelr February 1035 level ;
this waa the most rapid sustained bank-loan expansion in Canadian history, In
addition, the volume of corporate, and local and Provineial government borrow-
fng through the fssue of new securities swelled to record proportions, reaching
Cang1.2 bhiltion net of retirements in 1958 and Can$2.3 billion in 1050,

In November 1056, a policy of tying the discount rate to the weekly Treasury
bill tender rate wns adopted. As market interest rates continued to rise, the
disccount rate roxe correspondingly, reaching 4.28 percent on Augnst 15, 1057.
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At tho J)rmnt time, market luterest rates in Cnnada are at postwar record
levels and range from 0.4 to 0.8 percentage polnts abuve thosoe in the United
States,

Fiscal polley has had a less active role In recent Canadinn stabiligation efforty
thun monetary policy, After the Korenn hoow, there were signiflcant tax reduc-
tlonn for fiseal yenrn 100634 and 1005-0i),  The tax reductions for 1053-64 con-
sinted mninly in ollminating n surchargo on individual income taxes and a re-
duection in the corporate profits tax. Himilar but amall reductions charactor-
Jzed the rate chungos for 10008-00, Introduced when the extent and thining of the
cconombe recovery was still unknown, For 1097-08, there wore smaller cuts in
indirect taxes, reducing aggregiato tax revenues by about 1 percent and still
feaving an Inereased udgot surplus.  (Hee appendix table 2,)

Becnuse of differences in tnx bases, oxemptions, and Income entogories it 1s not
founible to compnre directly Conndinn and Unbted States tax stroctares,  Com-
parison of the percontage of ONP absorbed by Foederal taxes is more meaningful,
In Canuda, this percentago has averaged 17 percent for the past 2 years com-
pared to 10 percent for the United Btates, It mnust bo remombered, however, that
the United States has felt it necessary to spend more than 50 percent of {ts budget
on natlonal defenxe coz:‘pnrod with about 40 percent in Canada, The share of
total tax revenue derived from individual nand corporate incoine tuxes is smaller
in Cannda than o the Unlted Biates; bu furn, however, exclke and sales taxen
are heavier,

Prices In the recent boom {n Canada have heen much more stable than in the
immediate post-World War 1I and post-Korean war perlods,  From 1052 to mid-
1980, consume: prices remained virtually unchanged ; howover, in the 13 months
from May 105¢ through June 1057, they Increased by 4.8 percent, compared with
an increase of such prices in this country of 3.0 percent. Wholesnle prices have
nlso Increased in the past few years but at a sllghtly slower rate than In this
country.

In recent months, several soft spots have appearcd in the Canadlan economy—
In purticular, in housing, automobiles, and lumber products. The percentage un-
vmployed han been slightly greater than In 10430, and the index of Industrial pro-
duction, seasonally adjusted, has declined slightly from its high point in Febru-
ury of this year. Nevertheless, consumer prices and wage rates have continued
to rise in the face of mmonetary restraint and a budget surplus,

TasLk 1.—Canada: Selcoted balanco-of-payments statiatics

Financed by -~
Current
account Net Net new | Trade Other | Changes Net
deficit direct | security | Inout- | capital in capital
invest- Isstues | standing | flows officlal uw
ment securities rescrves!
10B4:

P - 177 '/} 4 140 1—#) ~ 80 -4 +177
.......................... - 195 B0 -9 »n +124 -~37 +1905
DR, +% 47 - 14 0 ~18 -38 -
V o neaacrieba e - +102 - 19 +13 +29 ~ 48 -+ %0

J955;
.......................... -~ 188 474 +2 ~19 +38 471 185
................. -~ 163 +103 -5} -1 +168 - 50 163
| S, - 48 im +8 -~ 18 +10 -7 +RS

1088 Voo coeeens - 205 v} -~ 27 +-36 4146 -+ 38 +268
.......................... - 303 458 439 61 +179 +2 +4-363
.......................... - 435 +l& 153 53 4905 -30 438
I.. ~ 204 -+ 153 +80 ~118 -5 204
V.. -~ 370 +170 183 I‘ﬂ 44 -27 4370

1087 1o e cnn -~ 400 +80 01 ki) +84 +13 +400

1 Minus denotes Increase and plus & deerease in offlcial reserves.
Bource: Dominion Bureau of Statistios,
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Tanws 2.~-0anada: Selooted Federal budget estimaion
{In millions of Canadian dollars)

tod | Bstimated | Bstimated | Planned | Planned

receipts at ouns ] budgel budget
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}m g ‘“ ------------------------------ " % "‘:‘ " " —!ﬂ
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Bource: Nudget speech of the Minister of Finance,

Senator WirLLiams, When inflation hits a country, who is it that

is hurt the most{ .
Mr, Marrin, I am convinced, Senator, that it is the little man that

bears the brunt of inflation,

The man who has small savings, small income, the white-collar
worker, and the men at the older nges, with the pensions—those are
the people who are almost defenseless.

ow, as to the bigger operators, in the long run, of course, ns I
have tried to outline in this paper, overflndy suffers from inflation.
But in terms of its immedinte impact, I think the primary sufferer
is the small man,

I think the best illustration of that is in the way that so many well-
to-do individuals have been able to purchase securities and properties
and one thing or another, and thus participate in the expansion,
whereas the little man has been limited to a fixed income security
largely, unless he has been willing to gamble pretty heavily with his
small means. He is not in position to adjust to inflation as the larger
individual is,

Senator WirLiaMs. As a rule, the smaller individual has his invest-
ments either in a pension fundg life-insurance policies, savings
accounts, or Government bonds; isn’t that true?

‘Mr. Marmin, That is correct.

Senator WiLriams, And the result of the American dollar losing
one-half its pumhasinfx {»ower, is it not the net effect of that action,
the destruction of one-half the savings of the American people?f

Mr. MarmiN, That is correct.

Senator WiLLiams. As they are invested in those fixed-income

items?

Mr. Marrin, That is correct.

Senator WiLLiams, That is all the questions I have,

Senator Lona. Looking at these factors which you said contribute
to inflation, I think it might be well to look at the labor supply. Dur-
ing the first 6 months of this year, we averaged more than 4 million
unemployed. In the years 1060, 1952, 1056, and 1956, there was less

unemployment and less inflation.
On this basis, would you say that we have too much strain on our

labor force, or too much employment {
Mr. MarTin. Could I get those figures again, Senator{
Senator Loxa, Here i8 a tabulation that I made. Do you have a
copy of Economic Indicators heret
» MARTIN, The most recent figures we have—I see.
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Senator Loxa, I will suaply for the record here a tabulation of
unemployment as a ge of the civilian labor force for theee

years: 1952, 1968, 1056, and the first half of 1087, .
(The tabulation is as follows:)
Here is & tabulation of unemployment as a percent of the civilian labor force:

Year: Peromni
J00 e et ————————— 11 50 2 20 1 0 0 0 {17
0B v rnc i ra e tmcicmrmnan e emc e ———————————————————— 25
1000..... 1 4 . e 50 00 50 2 B O B O B O o o 8.8

4.1

Mr. Maztin, I would say that the record is quite good during this
period. I am a little bit surprised at the 4.1 percent in the first half
of 1067. I do not know what the precise ﬂﬁm on unemployment
ought to be; and I am sure I agree with you that I do not want any-

one to be unemployed. ) .
But by and large it is my view that we have had during these

periods, 10562, 1053, and so on, that you cite here, what I would con-
sider full employment. . ' .
Senator Lona, Do you have Economic Indicators available to yout
Mr, MARTIN. Yes,
Senator Lona. If you will look at page 11,

Mr. MarTIN, I have got it.
Senator Lona., You will see that, on the third from the last col-

umn, allowing for seasonal adjustment, unemployment during the
first half of 1057 has been more—has averaged more than 4 million.
There is some improvement in the next succeeding month, I under-
stand. Even so, this is a higher rate than we had in these other years
which I have mentioned, when there was much less inflation,

. The question I have in mind there is: With approximately 4 mil-
lion people unemployed, do we have any strain on the labor force
that could be regarded as an mﬂationurtv pressuref

Mr. MAR’I‘IN.8WGH, I have not analyzed these figures, but I feel,
fenerall speaking, we have had full employment during this period.
do not mean everybody has been employed, but the level of em-
pl(é:ment has been extremel bigh.
nator Lona, Well, to illustrate what I have in mind, let us take
the year 1952. We had about 1 percent inflation during that year,
and we had 2.7 percent unemplo?ved, which was about 50 percent
less than the current figure, that is, there is about 50 Fercent more
unemployment today than you had at that time. Or if you look at

1053, which was a 1ymu‘ in which there was very little inflation—
there was less than 1 percent inflation that year—and then you had
2.5 percent unemployed, which again would indicate about 50 percent
more unemployment, at least, now. Or if you look at it the other
way around, unemployment then was about one-third less than today.

ould that at all indicate that we have any inflationary pressures
today, as a result of shortugga of the labor supp g'
Mr. Marrin. Well, you have to recognize that we had a—we have
ne through a transition period in which there has been a lot of
fting of labor, and the removal of controls and shifts in the
mihtm? program, and one thing or another, have caused a lot of
shifts in employment of one sort or another that cannot be taken

np quickly in igures of this sort.
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But the principal labor shortnges that I would see at the moment
are all in skilled types of labor. I do not think there are too many
of them, but I think that there are certain areas where the only way
you can get certain types of technicians is to bid them away from
somebody else,

Senator Lona. Have we had, would you say, in any general sense,
any inflationary pressure as n vesult of the shortage of Tnbor supply,

very recontly !
r. MarmiN, I would think that in skilled labor there is, Senator,

ROIMNO,

Senator Lona. Would you. make that statement in n general sense
with regard to labor, that there is n shortage of the labor supply today
which is creating an inflationary pressuret

Mr. Martin, I would think so.

Senator Lona. Well, can you support that statement, as compared
to previous years, when we had 1 percent or less inflation, when the
labor suppl{y wag a8 short as 2.5 percent unemployed, or far less un-
omployment than we have now—in other words, here we have the
first half of 1057 o percentage of unemployment of 4.1; in 1052 we
had 2.7; in 1953 we had 2.5. So the percentage now is one-half
greater than in those years. Those were not regarded as inflationary
years, In fuct, tho administration has taken quite n bit of solace
from those years, in saying those were years in which you had what
might be called stability and that inflation was less than 1 percent
during those years,

Mr. Martin, Well, T would say that as indicated on the chart we
had yestarday, that from April 1951 to April 1956 we had a renson-
ably good record. T place this on a completely nonpolitical basis be-
cause that includes a year and a half of the previous administration,

Now, the point, it seoms to me, on these figures is, that without
(\uarmling with them, I think they do an awfully good job in putting
them together——-

Senator Tona, Well, you are perfectly free to make your own
caleulation.

Mr. Manmin, No: T was not quarreling,.

Senator Toxa. You and T are looking at the snme publication.

Mr. Marmiv, T was not quarreling with tho figures at all. T was
just making the point that in the shift that has occurred and the new
opportunities that have doveloped with the advancing technology,
that unquestionably it seems to me there are at the present time short-
ages in labor, as I say in my statement here, where employers face
rizing costs by having to bid employees away from someone else of a
skilled variety in order to handle their expansion.

Senator Loxa, Well, of course, have you not always had that prob-
lem with regard to training skilled labor? Did you not have it in
1952, in 1953, when we were developing new weapons and things of
that sort? Did we not have the same problems then we have now in
that respect ?

Mr. Martin, Well, it is accentuated.

The period, the post-Korean period, the period right after Korea
was, in my experience in the Government, the worst I have ever ex-
perienced. You had almost hysteria in the purchasing of goods be-
cause the public had in front of them the recent war experience, you
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see, and we were not adequately equipped to handle it so quickly after

one war, ‘ s .
Now, the early part of the post-Korean lpermd was a period where

we had to use all the weapons in our arsenal. The Congress promptly
granted authority to invoke the price control and wage control mecha-
nism at that time, But the thing got a head of steam on us, and we
had a very difficult problem handling things through 1950-51. And
then gradually it turned out that the Korean war was a different t)&[m
of conflict than we anticipated it would be when we started. And I
think that some mistakes were made in that period, too, by all of us;
and certainly I think that money could have been handled a little
less freely than it was in the early stages of the Korean conflict,

Senator Lona. I would like to stay with this question of the labor
force just a moment or two longer, because we always have a problem
of training skilled labor., Even if we did not have any unusual sit-
uation, we would have somebody die, and we would have to replace
him and have somebody to train and take his place. But as long as
we have an ample labor force from which to recruit the laborers and
train them, I would not regard that as being any inflationary pres-
sure, certainly not in a general sense. Wo may have need of some
articular type of technicians, but I do not see that we have an
inflationary situation if we have enough unemployment, or enough
labor available so that labor can be recruited and trained for the
job, Certainly the laboring man is not in any position to make any
excessive demands for wage increases in a general sense when we
have a considerable amount of unemployment, i1s he ?

Mr. MarriN, That is right., I think it is just a matter of degree.

Senator LoNg. Well now, the point I have in mind is that when you
have a higher degree of unemployment now than you had in these
years that were not inflationary, can we regard a lnbor supply with
approximately 4 percent unemployed as having any genuine infla-
tlonur}i\rressure upon our economy ¢

Mr, Marrin, Well, I think it has some inflationary pressure at the
present time arising from its origin of a year ago.

Now, this is o moving picture here. We have fgot from 1951 through
1956, T think from April of 1951 to April of 1956, we did have a
reasonable stability. Then I think the situation got a little bit out
of hand in 1956. And the impact of the very valid point that you
are raising is one that we will see in the next year or so.

Senator Lona. I just have in mind at this moment the labor supply,
and looking at the published figures in Economic Indicators, Y see
that we have had more unemployment during the first 6 months of
this year than we had—that 1s, over the period—than we had over
any year starting with 1952, with the exception of the 1954; and
that year was regarded as being a recession era when we had 5 million
unemployed.

Mr. MarTiN, That is right.
Senator Lona. That prompts the (‘ueetion from me as to whether

we can regard the current labor supply as creating inflationary pres.
sures, In January, you had 4.9 million; February you had 4.7 mil-
lion unemployed; March, 4.3. Then down it dropped down to 4 in
April and to 4 in May; then up to 4.8 in June. And I understand it
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is going to come down by several hundred thousand in the next month,
when the next Indicator comes out. .

I do not see how you can contend that we have inflationary pres-
sures or a shortage of Iabor supply, when you compare this to the
years which were not inflationary years, and when unemployment
was & third less than it is now. It seems to me as though the labor
shortage should certainly be regarded as being greater during those
times, less available labor to employ, and I do not see how you con-
clude on this basis that you have an {nﬂationary labor situation now,
certainly not compured with years where you had little or no inflation
but far greater labor shortages.

Mr, MarmiN, Well, now, I do not have the gross national product
ﬂgtir(:ls, but look at the increase in gross national product in the same
period.

Senator Lona. It seems to mo that the crucial point would be the
Yercentnge of unemployment as against the amount of civilian-labor

orc:d available. Now, those are the figures that I gave you for the
record.

Mr. MarTiN. That is right,
Senator Lona. As to how productive these laborers arei that re-

lates to the kind of machinery they have, or perhaps how long they
are working, or how much overtime employment they are putting in,
and I believe that the overtime is no higher now. Wae are not working
people any considerable degree of overtime now, are we ?

r. MArTIN. No, That has diminished, but the reason I introduced
the gross national product was that you have a tremendous shift in
the whole content of the economy during this E)eriod, and I think your
point is perfectly valid, but I do not think it can be done on a com-
parative basis. You have got to relate all this to the achicvements
of the economy.

Now, the last year from 1958 to 1056, as I indicated yesterday, you
have more than $10 billion of the increase in your national prod-
uct that has been merely a markup in prices without any additional
goods and services, And that is a factor to be taken into consideration
also in this &)icture. And I still think, as to the labor force, that we
are in a condition of full employment, and certainly in certain skilled
lines there is a shortags,

Now, I agree with you that the availability of labor here and the
educational—I think one of the great things in this country has been
the educational facilities we have been provn'linkg.

Senator Lowna. It seems to me, when one asks the question, what is
causing the inflation that we have now, and what has been causing it
for the last 6 or 7 months, you just cannot say that it is the shortage
of labor. There may be a shortage in some particular skills, but in
general, labor is in more full supply now than it has been for several

years,
You have got to go back to 1054 to find a time when labor was in

more full supply than now.
Mr. MarTIN. I am not contending for a moment that labor is the

onls:lfacwr at the present time,
ator Lona. Aside from 1954, you have ?ot to drop back to 1950
to find a time when labor was in more full supply.
You say—you do not contend that——

i



FINANCIAL CONDITION OF THDP UNITED STATES 1339

Mr. MartiN. I do not contend for a moment that labor is the pri-
mary inflationary factor, but I think it is one of the factors,
Senator Lona. You think that a shortage of labor is creating an

inflationary pressure upon our economy at this timef
Mr, MarTin, In certain skilled areas, yes; I think that they have to

bid—I stated it in my statement here, Isaid:

this general pressure has been expressing itself particularly in rising prices for
services as compared with goods. Desplte the exlstence in some lines of reduced
employment and slack demand—I recognize that—many employers now face
rising costs when they seek to expand activity by adding appreciably to the

number employed.

I think that is true, Senator.

Senator Y.oNna. Well, in some instances, of course, l\‘rou have to pay
more. But did you not have the same situation back to the Korean
war? Woe have been having a shortage of these skills, I have been
on the Armed Services Committee, and the Air Force has been com-
plaining they could not get these skilled technicians because industry
was buying them away from them. And did not that same general
gituation exist all through these previous years{ .

Mr. MarTIN, Yes. But wages have been steaclily going up durmg
that period, So that the price factor, you see, has gotten into that.
am not criticizing the wages going up.

Senator LoNo. Wages have gone up, but did they not also go up
during years like 1950 or 1958 or 1054 or 1955 %

Mr. MarrIN, I do not think they went up to the same extent.

Senator Lona. Let us keep this in mind: It is one thing for wages
to go up because a labor union calls their men out on strike and in-
sists on a pay raise in order to go back to work. That is something
you and I cannot do much about with monetary policy.

Mr. MarTIN, That is right.

Senator LoNa. But it is another matter for wages to go up because
labor is in short supply, and to hire labor—and I do not mean just to
hire a few skilled ones, but I mean to hire labor in a general sense—
fvou have got to bid the price up because it is very difficult to get

abor.
Mr. MagrTiN, Thatis right.
Senator LoNa., The point I am making is we had years where we

had very little inflation; and the Administration, I think properly
pointed to those years, and Secretary Humphrey in his testimony here,
and I think he had a right to, pointed to those years as years of very
little inflation. And during thosa years, there was a gmter shortage
of labor than there is now, and I am speaking of it in the general
sense. There were times as low as 2.5 percent for an annual average
for unemployment, which is a very low figure. And the point I have
in mind that there is now no inflationary pressure with regard to
a general shortage of labor, and there is no widespread shortage of
labor as far as the avmlabiiity of labor is concerned,

Mr. Marmin. I will agree with you on a widespread basis, I agree.

Senator Long. In fact, it seems to me that, in a general sense, it
would be desirable to increase employment at this time, when you look
at your June figure of 4.8 million une%oyed. I understand that
the July figure will bring that down by 600,000. Even that would be
4.2. And while there may be some adjustment made in the availa-
bility of labor, reducing or increasing the labor force in ways which

080888 T—mpt. S
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might affect the figure, I should think that even at that figure it would
be desirable further to reduce unemployment. Would you agree
with that statement? '

Mr, MarmiN, I would like to see unemployment reduced to the
vanishing point, but I want the employment that occurs to be not
of a temporary nature but of a permanent nature. And if you just
got oversupply in some goods or temporary overcapacity—and it is
only temporary, in the growth of the country as I see it today—you
are going to have pressure then on Eroﬁts, and there will have to be
some reduction of prices or losses taken to remove inventory accumu-
lated under those circumstances, and then you will be forced to some
unemployment. )

Senator Lona, I do not share your hope that we are going to reduce
unemployment to the vanishing point, Mr, Martin, 1 think we are
always igoing to have some unemployment, even if it is Xeo le who
have left one job to try to seek a more desirable job. And it does
seem to me that there are inflationary f)rossures, if you try to get
unemployment down below a million. I should think, when we are
above about 2.5 percent unemployed, if labor is fairly well adjusted
to the areas where we need it, that we do not necessarily have infla-
tionugy pressures, And I spy that is based on years when you did
have 2.5 percent unemployed, a very low figure, and yet we had ver,
little inflation. I have particularly in mind the year 1958 whic
gmd that effect. There was a year with lees than 1-percent increase
n prices,

r. MarTiN. Well, and by the end of the year 1953 you had an
inventory recession underway, and then your unemployment rose to
b percent in the following year.

Senator LoNa, That 18 right; and that was the highest degree of
unemployment that you had; that was regarded as a recession year.
Certainly, no one is going to argue in that year that g'ou had any
inflation’ because of & shortage of Irbor supply. That was a year
where you had an excess of labor supply, I would sny. Would you

not a
Mr, MarTIN, That was a year where the adjusting process resulted

in an increase in unemployment. . . i
Senator Lona. Well, it did not result in any inflation f

Mr. MarTiN, Oh, no
Senator LoNa. Yes, That is the point I have in mind, that we

could operate with a smaller number of unemployed by a considerable
degree than we have now without having inflation, based on our

actual exgerienoes. ) .
I would like to look at production. Here is my tabulation, and I will

hand you a copy of this. . .
Mr. MartiN, This is from the President’s economic report, page 124
Senator Lona. Here is my tabulation of production increases, 1949
to date, inclusive, in terms of annual average percentage change over
tho previous year, measured in uniform 1956 dollars. I would like

to put that tabulation in the record.
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(The tabulation is as follows:)

Here is my tabulation of production increases 1049 to date, inclusive, in terms
of annual average percentage change over the previous year, measured in uni-

form 1006 dollars:

Year: Peroontage
1049 to date, inclusive (average).. - o - 40
1049 to date, {nclusive, but excluding 1051 (average) cuw +3 B
1058 t0 date, INCIUBIVE..vcmecrncmeccnccnmemmacmcarrm—e - am—— - +3.1
10086 to date, INCIUBIVO.eecn e wenmwmenmane o o 0 s b 0 - $+2.7
24 quartor 1986-20 qUATLOPr 1087 cccvcn e ccvncccrnrnscnanmmcnmmene 2.1
20 half 1950188 BAIL IDBT e ccmmccnonnesncncenreme e ann e 1.2

(See p. 124, President's Economic Report, also p. 2, Economic Indicators.)

Senator Tona, You could find that for all the years at ‘m 124
of the President’s Fconomie Report. That is my own tabulation of
the percentage of change. I believe you can glance over that and check
the accuracy of that calculation,

Mr, Marmin. I will certainly accept your figures, Senator.

Senator Lone. T expect you to correct me if you find them wrong,
Mr. Martin,

Mr. MarTIN, I certainly will,

Senator Lona. Because you have got some better calculators over
there than I have in my office, and I am sure, when your people look
it over, that they can correct it if it needs correction.

Here is what my calculntions indicate: From 1949 to datoi the
average increase in production, measured in terms of uniform dollars,
was 4 percent. .

Now, during that period of time we had the Korean war, and we had
n great increase during the year 1051, It would seem to me it might
be well to drop out that yenr, if you wanted to arrive at what sort of
increase ]you could expect in peacetime. And so if we drop out the
year 1951, the average for 1949 to date, excluding 1951, would be 814
percent increase; or 1958 to date, during this administration, the in-
crease hns been 8.1 percent.

Now, that accords with what you stated to be a desirable rate of

growth, between 8 and 4 percent.

In 1956 to date, inclusive, the increase has been 2.7 percent, which
ie less than 8.

If you would refer to the Economic Report on page 2—pardon me,
the F.conomic Indicators on page 2, the picture can be brought for-
ward, If you allow for the degree of inflation which has occurred,
which is about 8.5, comparing the month of this year as compared to
last year, or is a 3-percent increase if you compare the first quarter
of this year to the average of last year, my calculation is that from
the second cllum'ter of 1956 to the second quarter of 1957, your in-
crease in real production has been only 2.7 percent.

Here is the final figure that I calculate. The second half of 1956
agninst the first half of 1057, the increase is only 1.2 percent.

Mr. RierLer, Is that annual, 2.4 ¢

Senator LoNa. Perhaps annual 2.4. Would this indicate any in-
flationary strain on our production facilities?

Mr. MartiN. I would say it certainly shows we are reaching ca-
pacity. Our production index——
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Sietna’tor Loxna. You say indications are we have reached our ca-
ac

P Mr).' Marrin, We are over our capacity, we are straining against
our capacity in that sense. What I am trying to relate are these—
well, I cannot relate all of these items here, Senator, These are only
manufacturing,

Mr, Tromas, This is more coms)rehensive, his figures,

. Mr, Marnin, Well, we certainly have been straining against the
limits of our production capncity. And do not forget, ns I pointed
out earlier—

Senator J.oNa, It secems to me quite the contrary, that we are not
producing because we are not consuming,

We could produce a lot more houses, a lot more automobiles, a lot
more consumer durables in things like washing machines or household
appliances, which we are not doing; and we have 4 million people
unemployed,

Mr. MarTIN. And we have got demand for them at a price. But
at the price level we have gotten up to—

Senator Lona, Tet ussee what the strain is on our productive facili-
ties now, That is the point I have in mind at this moment.

I attempted to calculate, for example, ns uguinst 1956, allowing for
the rnce increnses, where we stand in the first and second quarters
of this year. It appeared to me, if you adjust your prices upward
from the first quarter of 1056~loo’king nt that, page 2 of the Economic
Indicators, looking at what our production was at, say, $405.2 billion,
do you see that second column there, first quarter 19561

Mr. MarTIN, Yes; I have got that first quarter,

Senator Lona. $405.2 billion{

Mr. MarmiN. Right.
Senator Lona. Then compare that to the first quarter of 1957, com-

pure that to $129.1 billion. Now to see where you stand, however, you
would have to make a caleulation of 314 percent to allow for price
inflation, which would cause you to add $14 billion to that first quarter
1956 figure, which would give you $419.7 billion, which would show
a 2-percent production increase in real terms from first quarter 1056
to first quarter 1957,

Now during that year, with a 2 percent incrense of production, we
had a 114 percent increase in our population, Would iyou call that a
desirable rate of expanding our gross national ‘)mduct

Mr. Marmin, I would say that we are expanding our gross national

roduct here—you are adjusting on prices there. You are taking
3Y% percent; is that right?

éenutor Iona. Yes. You certainly cannot sny—I mean by the time
you look at. your gross national product to see whether you are increas-
mg or falling off, you have got to allow for the change in prices.

{r. MarTIN. Right, )

Senator Iona. And if you had a 814-percent price incrense, and if
your production figure in current dof ars stnys constant, your real
production has declined. When you make that calculation, you get
slightly more than a 2-percent increase in real gross national product
in the first quarter of 1957, as agninst the first quarter of 1956; and
you get even less increase if you compare the second quarter of 1957

with the second quarter of 1956,



FINANCIAL CONDITION OF THE UNITED BTATES 1343

So that would show that our rate of increase in our gross national
product has fallen off almost to a standstill,

You do not regard that as a desirable situation; do yout

Mr, MarTin, Well, I want to sce the gross national product ex-
pand, but I also—you have to recognize that business has to earn a
profit, and that—

Senator Lona. You are not complaining nbout business profits at
this time; are you? My impression is they are in good shape at the
present time.

Mr, MarmiN, They are beginning to be squeezed, but the main point
here is that you have got to have demand to take care of the products
that are being turned out; it has to be there, and it has to be at a price
that the consumer—who has money todny ; there is no question of the
nbility of the consumer to buy—that he will take, If you want to say
you can produce—if you want to give awny houses or if you want to
give away automobiles, you cun do that.

Senator LoNa. 1 am not trying to give them away. I am not pro-
posing that, All I am discussing at this point is whether there is
any inflationary pressure upon our productive capacity in this coun-
try, based upon the average annual increase of 3 to 4 percent which
you state is desirable, and a showing that the actual increase has been
substantially below that, in fact, hardly keeping up with the increase
in population so far as the ex‘pmmion of our gross national product is
concerned. Do you regard that as indicating any inflationary pres-
sure upon our productive capabilities in this country{

Mr. MarTiN, Well, I cannot go on your statistical basis here. I do
not think it is a statistical problem.

Senator Lona, Now, that is not my statistical basis, These are the
facts presented for you and me to look at, and to attempt to see where
we stand, and to help us in analyzing what is happening and where
we are going and where we have been,

Iam 1ust attempting to convert these matters to constant dollars,
just as the President’s economic indicators do when they make them
available. They make them available right up to 1957, but we have to
calculate ourselves from the year 1956 into 1957,

Mr. Marnn., Well, I cannot do more with it, Senator, than to say
that—— .

Senator LoNa. Well, there are the figures and they are published
for that purpose, and they do not indicate that expansion; do they?
They do not indicate that there is any pressure on our productive
facilitics that are exerting any inflationary pressures upon this
economy { )

Mr. MarTin. Well, I just cannot concede that. I would have to—m

Senator Lona, Well, you and I know what it is like to have in-
flationary pressures upon our productive capacity; do we not! You
just take the year 1042, when we increased our real production

y almost 18 percent in a single year, as agninst this 2 percent this

ear. :
y Now, that is what you would call real inflationary pressure, when
ou had tremendous pressures to produce, and that caused great Prnce
ncreases. We just do not have anything like that now; do wef In
fact, we are well below, and I should imagine even distressingly
below, what we would hope for, as far as our rate of expansion is

- concerned.
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Mr. Martrv, If you had a planned economy, you would seek a
higher level than is projected by these particular figures; but you have
to recognize here that you are quite correct in saying that a year ago
or over you had this constant g)ressure in which the supply of goods,
where there were shorta that is the easiest way to think of it.

Now those shortages do not exist today in that sense, but the con-
sumer is not willing to take some of this supply at the prices at which
they are being offered, and therefore you have temporary overcapac-
ity coming into the economy that will only be absorbed by adf\)lab-
ments in prices of some sort or developing & market, marketing tech-
niques to sell further products, _

Senator Lona. Do you think it is desirable that we should try to
set into action a round of declining prices?

Mr. MarmiN. I do not think we set it into action. I think that is
determined by the market. _

Senator LoNa, Do you think it is desirable that we should have a
fiscal or monetary or tax policy that should contribute to that result

Mr. MarTiN. We should have a fiscal, monetary, and credit policy
that contributes to stability.

Senator Lone. T mean either,

Mr., MarmiN, That permits the market to operate; otherwise we
have a completely controlled economy.

Senator Lone, Wait a minute. I wanted to relate that to your
previous answer, saying that goods are available, but they are at a

rice that the consumer will not pay. Do Kou regard it as a desirable

overnment policy, in any respect, whether fiscal, monetary, taxa-
tion, or any other way, that we s ould try to set into effect a round of

declmiilf prices{
Mr. MarTiN. I have never advocated recession at any time.

Senator Lona, Well, you used the word “recession.” I did not use
it. I suspect that is what it would mean.

Mr. MarmiN. I think you are quite correct. I do not quarrel with
you as to the use of the word. )

Senator Long. Therefore, it would be desirable, and I want to know
if you agree with this, that it would be desirable that we should at
fhislti'me have higher consumer expenditures at the existing price
evels

Mr. MArTIN, No; Ido not thinkso. Ithink what we need today for
plant and equipment expansion is more savings.

Senator Lona. First perhaps I should have prefaced that by this
question: Do you believe it would be desirable that our gross national
prod'uct in real terms should expand more rapidly than our popula-
tion

Mr, MarT1x. I do not think tvou can relate population and the gross
national product that precisely. But certainly if productivity——

Senator Lona. Why not? Because ir time you have more people,
you have got more mouths to feed, more to clothe, more to house,
more to put in automobiles. Why not?! Why should you not be
able to state the desirability of increasing the national product
more rapidly than you increase your population, so that living
standards can rise, ‘ L

Mr, Marmin. If it can be expanded on a business basis, it is desir-
able to do it. But if it is to be expanded without regard to whether

v
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the consumer will pay the price, without response to market condi-
tions, I do not see how it can be done.

Senator Lona, I am just trying to understand your answer. You
tag m(zl on the one hand that you do not think prices ought to be
reduced,

Mr, MarTIN. Oh,no, I have not said that at all. '

Senator Lona. You said you did not think we ought to do anything
to contribute to a declining price level. ‘

Mr. MarTiN. I think the forces of the market produces that,

Senator Lona. Fiscal policy, monetary P(‘)h?’ or any other policy
aside, do you think a declining é)rice level is desirable at this timef

Mr. MarTIN, I donot say it is desirable. I say it is inevitable if the
goods cannot be moved at current prices. .

Senator Lone. You are the one who used the word “recession.”

Mr. MarTin, I will stick to it. .

Senator Lona. Do you think it would be desirable for us to use any
fiscal or any monetary policies that would head off a recession?

Mr. MarTin. I do not believe you can—there is no way, there is no
magio to this. You cannot just turn on a lever and prevent adjust-
ments. You cannot turn on a lever and crank it u;t)(.) .

Senator Lona. Well, you testified here—and it took you some time
to J)resent ity & very Tearned statement—that you were using fiscal
and monetary policies at the Federal Reserve Board level, which you
as chairman—-

Mr. MarTIN, We have no control over fiscal policly. .

Senator Lona. You were using monetary policies then; is that
correct {

Mr. MARTIN, Yes.

Senator Lone. Let us use monetary policies. You were using mone-
tary policies in your effort to prevent inflation.

_Should you use {our monetary policies, in terms of your respon-
sibilities as you interpret them, to prevent a recession

Mr. MarTIN, Why, if we could, we certainly will. We want to pre-
vent either. But the point I am trying to make is that inflation
recedes the recession; and that is just the reason why at the present
.ufxlxetye have to come to grips with inflation. We are always fighting
inflation.

Senator Lona. Here is the thing we are discussing: We are dis-
cussing the fact that, as of this past year, we have had a very inade-
quate increase in our national production. And the question that I
am attempting to get to is whether it is desirable that we should have a
further increase in our national production, or our gross national
Prqduct, 8o that it will increase more rapidly than we increase popu-
ation?  And I would like to see us increase it considerably more
rapidly than we increase population. I would like to see us increase
it around 4 percent on the upper end of the 8 to 4 percent that you
saizxs desirable,

ow that being a desirable result, the question I have in mind is:
Is it desirable for us to use any efforts at this time to reduce consumer
spendi%or restrain it ?

Mr. MarTIN, Well, we have to have more savings if we are going
to finance the programs of Government—more savings if we are going
to have to finance the State, local, municipal, county plans, if they are
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going to finance this education we both agree is so essential in terms
of technology for the new type of skilled labor that is required. We
have got to have—- ) )

Senator Lona. But now, on the other hand, if we are going to make
more of the better things of life available—that is, in terms of more
clothes, better food, better diet, better housing, more automobiles,
more household appliances for our people—then we also need to in-
creass our production, and in order to do that, we need to increase
the consumption of consumer goods, do we not .

Mr, Marmiv, Well, the consumer has to have the wherewithal to
buy the goods. We could not comgel him to spend his money. He
is the one who has to determine what he needs and what he wants,
and we can not just force “X" added production on the market with-
out regard to his wishes, - .

Senator Lona. Now, insofar as, and separating this item of infla-
tion for a moment and looking at consumer spending only, insofar as
a tight money situation, and a high interest rate situation, reduces
consumer‘spendi&g is that o desirable thing at this timet

Mr. MaRTIN, eil, I contend that there is no tight money situation
that is reducing consumer spending at the present time.

The problem is that the consumer is spending at a colossal rate, and
I think the phrase “tight money” is a misnomer. I think it is really
loose money we have been having for the past year or so.

Senator Long. Is the consumer spending at a sufficient rate to en-
able us to expand our production at the normal rate which you have

advocated, between 8 and 4 percent
Mr. MarTIN, It is not unless we have more savings that come into

it—you have got to have plant and equipment.

Senator Lona. I do not think you need at this point to condition
angthmg. It looks to me as if you can look right there at the facts
before you, and see whether we are doing it or not. You can take the
next column, consumption expenditures, and see the extent that it
has increased during the past year.

Mr. MarTiN, I would say the consumer is spending quite adequately
at the present time, The thing we have got to do is—we are not earn-
ing enough throu%\ our production—

enator Lona. How do you account for the fact that we have had
go little expansion in our gross national product, nlthon(llgh we have
built all these new glants and have tremendously increased production
capabilities, and yet we are hardly expanding production more rapidly
than the population is increasing? How do you account for that't

Mr. MarTIN. I account for part of it by inflation.

Senator Lona. Well now, we 2ust got through calculating for in-
flation; that is how we found out that we have not gotten anywhere.

Mr. MarTiN, Well, Senator, the only comment I can make on that—
and I come back to it—is that inflation is a process; it is not something
that you can calculate here ns 814 percent and mensure it from this
roint t;; tllxo other point. This is a continuous process that is operating
n & spiral,

If we can {)roject production for a constant level of increase, 8 or
4 percent, without regard to the ebb and flow of markets, why then I
think your thesis is perfectly correct; but I do not think you can.

Senator Long. Let me %o back to this question I tried to get
. answered sometime ago, and perhaps we are ready to get an answer

i

!
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to it now : On this showing—and these are the figures I have to show
it, and I hope you can answer this question yes or no, but you do not
have to—do these figures show any pressure on our productive capa-
bilities of a genuine inflationary nature?f )
Mr. MarTIN. Now, in terms of prices, I think it does.
Senator Lona. Let us not talk about that just yet, let us talk about
productive ability to produce to meet demand.
Mr. MarTIN. Well, the demand is at a dprice, though. )
Senator LoNa. In other words, I would like to separate these things,
and that is the reason I started talking about the labor force. I want
to talk first about our capabilities to produce, and I do not want to talk
about the price at this moment. We will get to that later, and if you
want to make a statement about that now or any other time, I
lad to hear it. But I want to know if the facts before us, the
acts in the President’s Economic Report, the facts in Economic Indi-
cators show any pressure whatever upon our overall productive capa-
bilities to indicate that there is an inflationary strain on our productive
capabilities?

r. MarTIN, Well, if you are talking about can we produce more
than we are producing at the present time, without regard to whether
we can sell it at current prices, I think there is very—

Senator Lona. That 1s all I am talking about at this moment.

Mr. Magrin, All right. I think there are very few instances where
you can show any strain on our capacity at the moment.

Senator Lona. In a general sense, the answer is “N. o,,” is it not{

Mr. MarTIN. In a general sense, the answer is “No.” But on prices,
I want to come back to it. _

Senator Long. That is all right. I am not foreclosing you.

Mr. Mar1IN. Ata price. Thatisright. Iknow you are not.

Senator Lone, We will tackle this price issue. But as far as the
production is concerned, there is no showing here that production is
under any inflationary strain, is theref

Mr. lt\f[umn. I would say that you are generally correct at the
momen

Senator LoNa. Now, I would like to discuss in somewhat greater
detail consumer expenditures; and I have prepared a table, and I
shall refer to how calculated it, and here is one for the record.

This is my calculation of the trend in consumer expenditures,
annual average growth rate in uniform 1956 dollars.

Trends in consumer eapenditures, annual average growth rates in uniform 1956

dolars
Year Poroent
1958 to 1st half of 1057 , 8.7
1058 to 1880 - - SR ws $+8.8
2d quarter of 1056 to 24 quarter of 1057. - 1.7
2d half of 1056 to 1st half of 1087... - - 1.4

I derived that from two sources: One is from page 124 of the Presi-
dent’s economic report. That is where I derived the basic figures, and
I calculated the increases, which I do not believe you will ind sub-
stantially in error, if at all, in terms of personal consumption expendi-
tures. You will see that as the second column,

Senator LoNa. On that page—that indicates that from 1958 on
through the first half of 1957, our consumption expenditures increased
at an annual rate of 8.7 percent in uniform 1956 dollars,
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Now, that is in line,hI have always contended, with the fact that in
order to produce, you have got to consume——you have got to have buy-
in?ower in order to have production.

ow, there you have an average of 8.7 percent, which is within the
ran that you referred to as desirable, between 8 and 4 percent.

ake the average from 1053 through 1956, where the average is 8.8
percent. Then mfmixég to page 1 of the Economio In cators,
and adjusting for price change, it appears to me that if gou compare
the second quarter of 19568 with the second quarter of 1987, that the
real expansion rate is about 1.7 percent.

Now, you can caloulate that at some other time if you want to, but
that is the information that is available to me,

Mr. MarTin, All ri‘fht. )

Senator Lona. And I would ask you, assuming the substantial cor-
rectness of those figures, does that not indicate that our consumption
exm\ditum are not inoreasing at the level that would be desirable?

. MArTIN. No, not a bit, Senator. '

T think that it shows that the savings trend is in the right direction,
and that if we can continue to reduce those expenditures and increase
our savings, we will be able to finance this plant and equipment expan-
gion that will lead to a sound expansion.

Senator Lona. It is not going to do us any good to have a lot of
lants, if they do not have somebody to buy the stuff they are pro-
uoing,

It takee both ; does it not !

Mr, MarTiN. They have got to have the earning to pay, and you
cannot just manufacture savings, you know. We cannot use bank
credit to produce these buildings and plants.

Senator Loxa. Let me ask you—over here on about page 11 of the
Eoconomio Indicators, in terms of income; I think it ought to be there—

mati oxtlg gecond. Let us find disposable personal income in your
ndicators,

No, it is not on page 11. On Pago 6, there is & figure that I know
is not satisfactory from your Po nt of view, and it is not a desirable

gure from mine. If you will look at the second to the last column,
per oagiu, compare the second quarter of 1056 with the second quarter
of 1957, you will see in the second quarter of 1956, per capita disposable
income was $1,713,

The per capita disposable income for the second quarter of 1957
was 81,005, and I would like for the reporter to put this particular
column in the record.

That is in terms of uniform dollars, which indicates that income
after taxes for the average person on a per capita basis is $8 less this
year than it was Jast year. ‘

' Now, that is not desirable, is itgfr this quarter! |

Mr N. Isthere an adjustment of prices in that, Senator{

'Senator Lona, That is in terms of constant dollars, in order to
allow for the inflation of the dollar during that period.
Mr. MarTIN. Well, that is an $8 loss, then, as a result of inflation.

(The table previously reforred to follows:)
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Tolal disposable perso Per oapita disposable
Inoomo?bﬂlm ol dollar) ¢ lon?l‘inmmo (dollare) ¢
Petlod Population
Cutrent 1004 Ourrent 1048 (housands) ¢
prives prioes prices prices §
13,0 854 1,003 181,08
lgg N0 }.m 1,448 146,631
188, 3 N . 961 }.m 149, 188
& ﬁg , 360 , 838 184, 653
,408 g. m 184, 300
7. 0 013 » 187,03
250.3 .0 }, 808 1,802 180, 638
I
97, 7.9 1,708 1708 108, 174
Soasonally sdjusted annual rtes
1086: 108 QUAIOc..cneecrevannnns (] (] 1,073 1,607 162,1
QUATOE rememitr oo 4 = 1,708 73 107,84
QUALLO v evurnanasanansses =88 6.8 LN , 701 104, 804
QUATME .o vcnvevennnaues 4 g %:9 1,738 L7t 169, 410
1087: 188 QUATNy cecnveereraanss 08, 4 NGl 1,701 170,188
quarter ..o llTilill 20.7 01,3 1,754 ~1, 708 170, 880

} Income loas taxes,
' E‘m estimates In current priocs divided hy consumer price indox on a 1058 base,
¥ Includes Armed Foross overscas, Aunual date as of July 1; quarterly data centered In the middie of the

» interpolated from monthl \
p“' inary cetimates 'I?y'hou{w oﬁtoonomlc Advlsers.

ore.~Seriea revised beginning with 1054,  For detalls, sco Byrvey of Current Business, July 1087,
Department of omm‘gm. partment o?‘tnl"or. andd Connoll of Koonolilo AdYisers.

Senator Lona. Well now,ﬁyou say us the result of inflation; but we
have had some years of inflation, when the real per capita income
nevertheless incroased very ﬁzma‘tlx. Inothor words, we both increased
our real income and had the inflation all at the same time, bect_xuao
the increase in dolluar income ran way ahead of the increase in prices.

That ocourred all during the years 1939 on up, in fact, almost up to
the present time,

For example, let us just take—if you tuke the years during this ad-
ministration, under President Eisonhower—Ilet us give credit to the
Eisenhower administration here—in torms of real dollars, every year
starting in 1088, with the exception of 1044 when there was a slight
falloff that year and we did not regard the recession ns being desira-
ble—but going forward then, 1960, 1061, 1052, 1958, 1955, we had
increases. Then it increased in 1086 until we got to the lafter part,
and then it started falling off.

is year we find, comparing one quarter to the other, here is a year
we are just spinning our wheels so far as making any progross, - That
is not use of inflation, Mr. Martin, that is because of failure
to ﬁrmduco; is it not? . : :

. MARTIN. No, I cannot agree with you, Senator,

Senator Loxa. Woll, suppose we had produced substantially more.
We would have had more to share and more for everybodly to buy.

Mr. MarTin. We have to come back to our price. 1f you could
ignore l)onces it would be, perhaps—

Senator Loxa. Suppose it had begn a case of spending more and
producing more. Suppose the automobile %roducers had more output,
and the producers of household aplphances ad more, suppose we pro-
duced more automobiles, household applianceai homes, clothing, any
particular thing you might want to mention in terms of consumer
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oods, and the people, having produced them, had proceeded to pur-
5uwe them. We would not have this kind of showing of a falling off
in ronl terms, inflation or no inflation ; would weft

Mr, Mawrin. Well, you are completely ignoring the necessity though
for using a {mrtimx of our income to come onut of savings for the pro-
duction of these itoms,

We cannot use bank credit or borrowed money for that type of
productive—

Senator Lona, Tet ua got around to that in & moment, because you
have discussed that at considerable length here, and you have en-
lightened us on that, perhaps, not enough, but I will learn more about
that, T am sure, )

But, for the moment, 1 want to talk about where we are going and
whether we are making any headway. .

Hero wo have a showing that during this last year, without any tax
incrense, mind you, income after taxes did not keep up with the
incrense in the population; did it?

That is, com{mring this quarter to tho same quarter of last year,
is what I am talking ahout. That is the figure. I do not make those
figures, Those figures are made by responsible people who are doin
their j«;b from day to day as conscientious Federal employees,
N88UMe

Mr. MarTiN. Absolutely, They do an excellent job.

Well, I think the cnuse-and-eflect relationship which you cite and
that I cite are just the opposite. That is the point.

Senator Lona. Let me ask you this: Does not that, plus what I have
been saying about the gross national product, indicate a desirability
of more consumer spending{

Mr. MartiN, Well, but under the present demands for capital, I
earlier this morning mentioned——

Senator Lona. Let us just leave the demand for capital out of it for
the moment, because that might change the answer—and if so, why
you are entitled to prove that. [Laughter.]

But if we just leave the demand for capital out and say, based on
these facts, separating the demand for capital at the moment, does
not the slow increase of gross national product and the actual reduc-
tion of per capita disposable income, without any tax increase—and
that is the only calculation you make to find out what your dispoeable
income is, you sa¥, “How much did I make? What are my taxes, and
how much have I left after taxes!” and that is disposable income—
now, without any tax increase, with disposable income l-5oing down
rather than up, and with our gross national product hardly expand-
ing fast enough to meet the incrense in population, does not that in-
dicate that there is a desirability for more consumer spending?

Mr. MarTiN. No, not under present conditions, because you are
taking out of this wheel-— Lo

Senator Lono. I asked you to separate this thing, that you want to
explain, that makes all the difference, this price matter.

r. MarTIN, Well, the only point——-

Senator Lona. This industrial expansion that you want to talk
about, let us separate that for A moment. Let us just say that, based
on those facts, without any reference to other things, standing alone
without any reference to the industrial expansion problem, these

trends are not desirable.
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Mr, Mawrin, Woll, if I aceopt your hypothesis, yos,
Senator Lona, That it is desirable to have more consmuer spend.

fng?

i(r. Mawrin, That is right, 1 T accopt the hypothesis, '

But agnin, the point 1 am teying to make is, where we disngree is,
that we cannot stop it at n given point and ixolute these things. ‘T'his
is a cirele, you seo, thin tuvnin{z around, '

Senator Lona, Mr, Martin, it soems to me that you feel you ave boing
lod to an answor {ou do not want. to give, and that you are afraid theso
faots add up to it,

Mr. Marin, No.

Senator Tona, Later on, ar far ug your argument about the in-
dustrial oxpansion and the inflationary prossures that that crentes,
weo can look at these other fuctors, and I think we should,  But heve
are the facta before us, and it docs seom to me the answoer is fairly
clear and obvious, ns fur as this particular point about. consumption
is concerned,

I know you are not gfoiug to say it is desivable in |1mwut.ium to have
n veduction in per capita consumer expenditures unless there is some
major factor to nccount for that.

Mr, Magnin. I think it is desirable, .

Senntor LoNa, Tat me ask you this: Do you think it is desirabloe to
have less consumer spending if the result of it is loss production{

Mr. Marmin. Well, there again you are taking the wheel—it you
could take any isolated point and project—-—

Senator Loxa. You are the man who told it to mo first. You are
the one who told me hoere that you have less production because of
people not being willing to buy, you say, at these prices,

I u{, “Is it desirable to reduce pricost” And you suy, “No.”

“Is it desirable to increase prices?” And you say, N o,” if I under-
stand you correctly. . .

Mr, MarmiN. No. I think you are misquoting me a little,

Senator Lona, Lot me ask a second question,

Do you say it is desirable to increase pricest

Mr. MarmiN, To increase prices?

Senator LoNa, Yes. -

My, Marmin. No; I have not said it is desirable.

I say that the market forces are the ones that are going to control
ultimately theee price adjustraents, and that neither you nor I can
make them ; that there you are up against the operation.

Now, if we could plan the economy in its entirety and ignore this
problem of saving and investment, we could unquestionably just tr
to produce more goods, but the people want them at lower prices all
the time. I just do not think you can do that in this production,
oohsumption, and distribution scale.

Senator Lona. We will be through by 10: 80 here if you will just
give me the correct answer. [Laughter.]

All I am try::g to get from you is just the answer as to whether
or not it is desirable, one, to have a reduction in normal times of per

capita disposable income where no tax increase has occurred from

one to the other ; that means, after taxes.
., Maprin. Senator, would you object to letting Mr. Riefler com-

ment on thist?
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Sonntor Lona, That is all right with me, provided you will claim
tho answers ay your own. It is all right with me, Mr, Martin,

Mr. MarTin, I will claim it as my own,

Mr, Rugrexn. This in a computation of per capita income in con-
stant dollars,

Senator Lona, That in com?llewly correct,

Mr. Rixvren, They take the total income and divide it by per
capita, Then they take out estimnted price change, and get per

cnplta,
’Whut it shows, if the figures are correct, and these are difficult
things to got within fine marging—- )
Sountor Long. You are not going to nccuse me of falsifying that

thing, [ know that. [Laughter. '
r. Ruernen, Noj but what it shows in less output per capita this
your than last. .
Senator LoNa, You mean loss income per capita,
Mr, Rizrrer. Tous output,

Senator Lona, Both ways,
Mr. Riernn, So t