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FOREWORD

HE current mobilization program raises issues which are of
Tobvious importance to law and economics. These issues
concern the effectiveness of alternative measures to achieve eco-
nomic mobilization as well as the influence of these measures
on the more permanent objectives of public policy.

The conference held at White Sulphur Springs, West Vir-
ginia, on April 5-8, 1951, was planned to achieve a discussion
of these issues and to clarify the areas of agreement and dif-
ference. It was sponsored by the University of Chicago Law
School. The following committee was in charge of the confer-
ence: Walter J. Blum, Milton Friedman, Wilber G. Katz, Ed-
ward H. Levi, W. Allen Wallis, and Aaron Director, chairman.

I am indebted to Mr. Ward S. Bowman and Mr. Harry Kal-
ven, Jr., of the Law School staff, and Mr. Milton Friedman, of
the Department of Economics, for their considerable assistance
in preparing the Introduction.

The University of Chicago Law School is grateful to the Wil-
liam Volker Fund of Kansas City for a grant to cover the ex-
penses of the conference and for further financial assistance
toward publication of the transcript.

AARON DIRECTOR
University oF Cricaco Law ScHooL
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INTRODUCTION!

IT seems useful to preface this transcript of the three-day
conference on “The Economics of Mobilization” with a brief
review of the issues raised, the conclusions reached, and agree-
ment and disagreement expressed. A mobilization program is
to be judged by three principal criteria: the rapidity and effi-
ciency with which the required resources are allocated to the
defense effort, the extent to which inflation is prevented, and
the extent to which other inequities and hardships are mini-
mized.

The major theme of the conference was the nature and ex-
tent of the controls which should be applied by the govern-
ment. All agreed on the need for some form of action by the
government. Moreover, there was agreement on a great many
specific proposals: that expenditures for the current mobilization
program should be covered by increased taxes and that the
budget should be substantially balanced; that the base for the
additional taxes would have to be broad, including increased
taxes on low and middle incomes; that an easy-money policy
should not be followed by the monetary authorities and that a
Reserve policy of rigorously maintaining existing interest rates
was inappropriate; that the monetary authorities should not
purchase government securities for the purpose of maintaining
existing interest rates and that affirmative measures should be
taken to prevent increases in the stock of money; and that pri-
orities may be appropriate in cases where market imperfections

1. This Introduction was prepared by members of the Law School and
sent to all participants. To expedite matters, we asked not for suggested
changes but for comments which could be used as footnotes to specific
points. Of those participants who responded, some merely indorsed the
statement as an accurate summary of the discussion, one even going so
far as to say that it was “too fair.” But others were of the opinion that we
had failed at several points to grasp the substance of their views, While

they did not in all cases direct their comments to specific statements, we
have put their comments where they seemed most in point.

1



2 Defense, Controls, and Inflation

prevent the government from getting resources for the defense
effort by bidding them away from other purchasers.

~ In addition to the agreement on the above specific proposals,
there was also agreement that a mobilization program should
be judged by the consequences of indefinite continuance. There
was hope and, indeed, some belief that the emergency would
be of short duration, but no one held that policy should be
based on this hope. It was agreed that general fiscal and mone-
tary control could be continued indefinitely without interfering
with long-run objectives of public policy but that widespread
allocations and direct wage and price controls could not. No
one held that direct controls would be desirable permanent
institutions.? At the same time there was considerable feeling,
which was given strong stimulus by the report on the British
situation, that public irritation against widespread direct con-
trols would necessitate their eventual removal. Hence the im-
position of such controls during the emergency would in fact
not involve a permanent commitment to central planning.?

2. Mr. Stem: I do not think this paragraph adequately explains the
frame of reference with respect to the duration of the mobilization pro-
gram. As I see it, the proponents of direct price-wage controls generally
assume that there will be 2 hump period in the mobilization program and
that the hump period will not last more than three of four years. I do not
think they would accept the proposition that the desirability of direct
controls in dealing with the problems of the hump period should be
judged by the desirability of their indefinite continuation, if by “indefinite”
we mean permanent. On the other hand, while accepting the hump
hypothesis, I do not think the desirability of adopting direct controls in
the emergency can be argued without reference to longer-run implications.
Many of the assertions made in support of emergency controls would, if
valid, also support permanent controls. The argument that monopoly
business and labor organizations will push up prices in a free market and
the argument that we cannot tolerate “rationing by the purse” are exam-
ples. I am personally less worried by the actual harm that would result
from a year or two of price control than by the long-run consequences of
the kinds of statements one apparently has to make and believe about the
American economy in order to justify controls even for a year or two.

8. Mr. G. E. Hacrg: I was slightly disappointed that the Introduction
did not touch upon the long-term effects of direct controls upon free insti-
tutions, While I recognize that the discussion of that aspect of mobiliza-
tion was telescoped and perhaps contained little of permanent interest, the
subject seems so vital that some mention in the Introduetion would appear
appropriate. Indeed, it might be possible to effect some linkage between
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This widespread consensus on some of the major issues should
not obscure the important fact that there was disagreement on
a number of other central issues. Perhaps the chief disagree-
ment was whether direct controls were needed as a supplement
to or substitute for the market system supplemented by vigor-
ous monetary policy and an approximately balanced budget.*

the impact of direct controls upon free markets and the argument that
direct controls are made necessary by the absence of competition.

4. Mr. AckrLeEy and MRr. DiSaLiLe: We believe that the whole focus of
the conference and the summary give undue prominence to monetary con-
trols. The issue is stated to be “direct controls” versus “monetary controls.”
In particular, fiscal policy is not specifically set forth as a major alterna-
tive. Many people confuse fiscal and monetary policies. Most fiscal policies
have monetary consequences, but the two are clearly separable; and in
our opinion fiscal policies are more important than monetary policies.
Obviously, however, the monetary policies we use should operate in the
same direction as our fiscal policies.

Mgr. Misges: There is no agreement whatsoever concerning the funda-
mental issue. There is, on the one hand, the official doctrine. It passes
over in silence the problem of the increase in the quantity of money in
circulation and deposits subject to check, the phenomenon that until a few
years ago would have commonly been called “inflation.” It applies the
term “inflation” to the inevitable consequences of this increase, viz., the
general tendency of the prices of all goods and services to rise. It ascribes
this tendency not to monetary factors but to the selfish machinations of
businessmen. It thinks that all that is needed to prevent prices from rising
is to decree and to enforce maximum prices. There are, on the other hand,
the quantity theory of money and the theory about the necessary conse-
quences of fixing maximum prices below the height at which the unham-
pered market would have determined the market price. The supporters of
the first doctrine want to stop what they call inflation by price control.
The second group wants to stop inflation by preventing the government
from increasing the quantity of money in circulation and bank deposits
subject to check. There is no compromise possible between these two
opposite points of view. e

Mgr. LEvenTHAL: I have the general reaction that the Introduction pre-
sents, more in its tone than in any specific statement, a report of the
conference which slants it in favor of those advocating reliance solely on
indirect controls. For example, the conference reports the general agree-
ment on the necessity of “indirect controls” (itself a misnomer) and then
focuses on the question, “Why direct controls?” in such a way as subtly
places the burden of proof upon anyone who argues for additional
controls.

Mg. Brusaker: The Introduction shows substantial bias in favor of the
exclusive use of monetary controls throughout its discussion of most of the
points raised in the conference. In my opinion, the conference was pre-
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Some felt that there was no occasion for direct controls except
possibly for some limited priorities. Others argued that they
were required to promote the transfer of resources, to prevent
inflation, or to prevent inequities. Still others felt that they were
required simply to assure the public that the government was
taking its responsibilities seriously.”

The following summary concentrates attention on the un-
resolved issues in the hope that an attempt to sharpen these
important issues of public policy by relating them to three im-
portant criteria of a mobilization progam—efficiency, prevention
of inflation, and equity—may serve to delimit areas of apparent
disagreement and make further discussion of them more sig-
nificant.

I. EFFICIENCY OF MOBILIZATION

Mobilization involves the efficient and rapid marshaling of
the human and natural resources required for national defense.®
Under current conditions, with high levels of employment and
production, there is little slack in the economy. Consequently,

dominantly opposed to any sole, or even major, reliance on money manip-
ulation as a means of controlling inflation or furthering our defense effort.
I find it impossible to understand why advocates of monetary “controls”
and a “free” market—a sharp inconsistency in itself—are so sure direct con-
trols cannot succeed because no one is smart enough to make the com-
plicated decisions which are required in a system of direct controls. Surely,
if the conscious decisions which constitute the “market” itself can be made
by mere men, so could other distribution decisions.

5. Mr. Hrrca: My view is that there is no general categorical answer
to this question; that the need for direct controls (or expenditure ration-
ing, which is bard to classify as direct or indirect) depends upon the
magnitude and speed of mobilization.

6. Mr. Morison: The attorney-general, in his second report to the
President and the Congress under the Defense Production Act of 1950,
which was submitted on April 30, 1951, pointed out that a primary objec-
tive of the act and the directives of the President is to attain our defense
requirements within the framework of our competitive enterprise system.
He emphasized that this objective can be met only by broadening the base
of our procurement program so as to utilize all of our production facilities,
small as well as large.

The attorney-general’s second report under the Defense Production Act
emphasized the need for the introduction into our mobilization program
of the essential element of over-all central planning, which “will make
possible considered decisions in the execution of the nation’s procurement
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the mobilization job involves primarily the shifting of resources
from other uses to the defense sector. According to current
estimates, the defense program at its peak will require approx-
imately 20 per cent of the national income. It is not apparent,
however, that the argument would be much affected by substan-
tial increases in-this estimate.

Will the market allocate resouices rapidly enoughP—Since
time is of the essence, debate here centers on whether resources
can be allocated to the defense program more rapidly by rely-
ing on the market alone or by supplementing the market with
some system of controls. The advantage of a free market in
allocating resources in normal times was generally recognized.
Scarce means are rationed among competing ends by this
method more efficiently and more sensitively. The most effec-
tive inducement for shifting men and materials to needed areas
is to make work in those areas relatively more attractive. The
case for the market with respect to mobilization is that the gov-
ernment can obtain all the defense goods it needs by outbidding
others.

There was a strong challenge to this position. Priorities for
strategic defense requirements were said to be indispensable,
because some prices, especially for important defense items
like steel, either would not respond to higher government bids
or would not respond rapidly enough to meet the requirements
of the mobilization program. The principal factors offered to
account for the slow response of the market were lack of effec-
tive price competition in the markets and large backlogs of
orders or contractual commitments. In addition, the expectation
of a very short mobilization period may well cause some pro-

program so that we can best utilize existing and potential industrial
capacity to meet military requirements and achieve a balanced expansion
of our economy.”

Central procurement planning for our defense and essential civilian
requirements will avoid, the attorney-general pointed out, the undue con-
centration of production and production facilities in the hands of a few
dominant enterprisers and will thereby directly promote the objective of
the Defense Production Act to meet our defense requiremnents within the
framework of our competitive enterprise system. Such planning, the
attorney-general noted, will also contribute materially to the strategic dis-
persal of production facilities as a defense against air attack.
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ducers to prefer to retain steady customers in the private sector
even though higher prices might temporarily be obtained for
defense work.

Some advocates of priorities stressed that their points were
not applicable to a long period of mobilization in which market
factors would have time to adjust and that these controls should
be limited solely to strategic defense requirements and then
only to those industries in which the above sticky characteristics
were fully manifested. It should be noted that, although there
seemed to be considerable agreement that there were some

“areas in which market reactions would be slow, there was little
discussion and no evident agreement as to how widespread
those areas were.

Inasmuch as the principal reason given by some advocates
for priority control was the fact that market prices would not
rise or rise fast enough, these advocates took special pains to
point out that price and wage controls would be wholly inap-
propriate. They envisaged supplementing market forces by
priorities alone, leaving prices completely free. The introduc-
tion of this one limited type of control would not entail as an
aftermath the addition of all sorts of collateral controls to sup-
port it. It was thought that the limited priorities would be
required only for what was described as the initial step-up part
of the mobilization program, which is not likely to last for more
than two years.

The above case for some priority controls does not depend
on the existence of inflation. The presence of inflation would
strengthen the case for such controls, as still larger price rises
would be required to enable the government to bid resources
away from other purchasers.

Other proponents of priority control did not limit their case
to areas where the market was not fully competitive. They ar-
gued that the market mechanism could not be relied upon to
bring about substantial changes in the allocation of resources
rapidly enough and that the price changes which would be
required were not desirable. These advocates of priority control
consequently favored a much wider use of priorities as well as
price and wage controls. Some among them, however,
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tavored such wider use only for the period when defense pro-
duction was being increased and conceded that such control
would not be required to maintain a given level of defense
production once that level was attained. -

Does reliance on the market make the procurement cost for
the government so high as to call for price controlsP—Reliance
on the market either alone or supplemented solely by priorities
requires that the government bid as high as necessary to obtain
the resources it requires. It has been argued that this is too ex-
pensive a method of procurement. Though little explicit atten-
tion was given to this issue at the conference, it was implicit
in some of the positions taken and accounts for some of the
support given to price control.

The issues here involved can be suggested by noting that high-
er monetary costs to the government are undesirable if they in-
volve the use of more real resources to obtain a given amount
of defense production, if they reduce the efficiency of use of
other resources, or if they have undesirable effects on the distri-
bution of the costs of the defense program through such conse-
quences as windfall gains to some and high burdens to others.
But, equally, price or other controls may reduce the money cost
to the government and yet involve the use of a larger volume of
resources to obtain a given amount of defense production, may
reduce the efficiency of use of other resources, or may have un-
desirable consequences on distribution of the cost of the program.

II. PREVENTION OF INFLATION

There was virtual unanimity that mobilization increases the
danger of inflation, that inflation is a serious evil, and that some
form of government action was urgently required to prevent
the mobilization situation from producing an inflation. The dis-
agreement centered upon the best forms of government action.
The widespread agreement on the desirability of two types of
government action has been mentioned: that the government
should be on a pay-as-you-go basis during the mobilization
emergency and that the Federal Reserve policy of maintaining
present low interest rates on government bonds was inflationary
and should not be continued. Attention was repeatedly called
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to the fact that in contrast to World War II experience the busi-
ness community was today solidly behind an increased tax
program. But there was deep disagreement about the use of
additional monetary measures to the exclusion of other devices
for inflation control.” .

The controversy centered on the position, strongly held and
strongly challenged, that additional monetary measures by
themselves were the best method of preventing inflation. Those
who stressed monetary control urged that the Federal Reserve
authorities should sell securities and thereby contract the money
supply by whatever amount necessary to prevent prices from
rising—and this irrespective of the effect on interest rates. The
alternative urged was the use of direct controls, either general
direct controls on wages, prices, and credit or some combina-
tion of selective controls.

The advocates of monetary controls urged not only that the
monetary controls would work without aid from the direct con-
trols but that direct controls, even if vigorously and effectively
enforced, would, except for its possible effect in reducing the
deficit, merely delay inflation. The converse challenge was that

7. Mgr. HaLey: I doubt whether the issue between the advocates of
monetary controls and direct controls was as clearly joined as it might
have been. The former appeared to maintain that, no matter how inade-
quate, say, for political reasons, fiscal policy might be, it would be feasible
to make up for this deficiency by a sufficiently rigorous monetary policy.
Those who disagreed and who believed that there might be circumstances
under which price controls or rationing, or both, might be useful doubted
whether it would be any more possible politically to make monetary policy
effective than it would be to make fiscal policy effective. Both groups -
would have agreed, I believe, that monetary policy under the assumed
conditions probably would result in very high interest rates and that this
would create political obstacles to the continuance of the policy. But in
the discussion there was not adequate examination of (1) the effectiveness
of high interest rates for discouraging less essential private investment and
for encouraging saving and (2) the alleged serious economic conse-
quences for the economy as a whole of very high interest rates.

There was, I think, a third group who felt that the issue was discussed
at too high a level of abstraction to be very interesting. They had mental
reservations to begin with about the implicit assumption that there was
some one best method of preventing inflation. They felt, furthermore, that
too much time was devoted to debating a position which was so far iso-
lated from political considerations as to be not very useful. T shared this
view,
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monetary controls alone were clearly not sufficient and that
direct controls would make a substantial contribution to pre-
vention of inflation.®

A, THE ALLEGED WEAKNESSES OF MONETARY CONTROLS

Will monetary controls be ineffective because of the exist-
ence of large quantities of liquid assetsP—It was contended
that monetary controls alone, even if the budget were substan-
tially balanced, could not stop inflation because of the potential
increase in expenditures without an increase—and even with
a decrease—in the stock of money. Much emphasis was given
to the large volume of “savings bonds” for which the govern-
ment is obligated to give cash on demand and to the large vol-
ume of other government securities which could readily be
converted into money. While it was implicitly assumed that
current policies of meeting these demands with new money
would be continued, the argument was also independent of
this assumption. It was contended that attempts by the Reserve
authorities to limit or decrease the quantity of money would be
doomed to failure, since the contraction of the money supply
would be offset by an increased rate of use of money.

The proponents of monetary control gave a summary answer
—any increase in the rate of use of money could be offset by a
sufficient decrease in the supply of money. This might involve
a substantial rise in the rate of interest, but there would be
some interest rate at which inflation would be effectively coun-
teracted by the proposed Federal Reserve action, whatever
the other consequences of raising the interest rate that much
might be.

8. Mr. Burcess: This whole presentation seems to me to state the
dilemma too sharply. There is a whole range of anti-inflationary steps
which are neither monetary controls nor, strictly speaking, direct controls.
These include the cutting of nonessential government expenditures, na-
tional, state, and local; the reduction of investment by various means, in-
cluding capital issues committees and voluntary co-operation; and a cam-
paign to induce saving. The solution seems to me neither monetary con-
trols nor direct controls by themselves but a broad program including
these and various other means of influencing human action. The discus-

sion at the conference covered this broad range and did not confine itself
to the dilemma with which this Introduction is preoccupied.
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The possible effectiveness of monetary policy in controlling
inflation was not systematically explored. It seems probable that
the critics of the monetary approach were not urging that it
would not work at some “price” but rather that the conse-
quences of very high interest rates would not be acceptable.

Will monetary control be ineffective because it will require
prohibitively high interest ratesP—The advocates of monetary
control believed that a great increase in interest rates would not
follow from reliance on monetary measures to prevent inflation.
The critics believed that there was at least a very strong pre-
sumption that large increases in interest rates would result.
Advocates of monetary control seemed not to be concerned
with high interest rates. In any event, they were willing to state
their case, for purposes of analysis, as though high rates could
be expected.

It was argued that the sharp increase in interest rates would
be a pronounced deterrent to investment, but the advocates of
monetary control contended that this was not a disadvantage.
They held, in fact, that this would actually be in line with the
goals of those who were proposing direct controls to reduce
private investment. In so far as high interest would equally
deter investment in the defense sector where the investment
was desired, the relative profitability of defense investment in
a free market would be adequate to attract the investment
needed at the higher rates.

Another objection was that high interest rates on government
securities would mean a revaluation of these securities in the
market and, further, that this effect would be pervasive, caus-
ing a readjustment not only of government securities but of all
capital assets. There appeared to be rather widespread fear of
the consequences of a sudden and sharp change in capital val-
ues throughout the economy because of possible individual
hardship raising equity consideration and because of concern
for the embarrassment that might be caused banks and insur-
ance companies by substantial shrinkage of asset values.

Those who rejected the monetary approach because of the
high interest rates which might follow did not regard the danger
of inflation as the lesser evil. Their position, rather, was that
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monetary measures should be supplemented by direct controls,
thus avoiding dangerously high interest rates.

Will monetary controls be ineffective because undue unem-
ployment will result?P—If inflation is prevented by monetary
measures, price rises would be compensated for by price de-
clines. It was said that such price declines were not likely to
occur in many areas, at least in the short run, because of sticki-
ness in money wages and prices resulting from market imper-
fections. If prices in such instances do not decline, a substantial
amount of unemployment might result. On the other side it was
contended that any mobilization scheme will draw workers
from the civilian sector, and a limited amount of temporary
unemployment, which makes that movement easier and faster,
is not too high a price to be paid for the necessary shift.

- The seriousness of the unemployment problem depends upon
one’s evaluation of the nature of a large number of market
structures. It is generally thought unlikely that there will be a
general lack of demand for workers during mobilization. In
fact, the opposite situation is usually cited. Still, even temporary
unemployment in certain sectors is certainly not a desired end
of mobilization policy. The use of direct controls was urged
to meet this difficulty. Publication of defense-job opportunities
as well as other aids to increased mobility of labor were also
suggested as appropriate measures for short-run unemployment.

Will monetary controls be ineffective because they will not
work rapidly enoughP—A further objection to reliance on mone-
tary policy was derived from the uncertainty about the rapidity
of the impact of any measures of such policy. Two answers
were given to this objection: (1) it is not clear that the mone-
tary method is any slower than alternative means of inflation
control and (2) the primary problem here is the effectiveness
‘of measures to stop inflation with finality rather than the speed
with which they might work. ‘

Will monetary controls be ineffective because for “political
reasons” they cannot be used as fully as requiredP—One other
line of attack was that monetary controls substantial enough
to be effective would be political impossibilities. It should be
noted that it was not contended that the Federal Reserve au-
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thorities now lack adequate legal power to take the necessary
steps but that public pressures generated by a fall in capital
values will cause the Board not to take the necessary steps or
to cause Congress to intervene. The argument was buttressed
by reference to the history of monetary policy in the United
States. Critics and proponents of monetary control agreed that
at several critical stages in the country’s financial history when
prices were rising rapidly the Reserve Board’s action was of a
kind that fostered the price rises rather than checked them. On
no occasion has the Board taken sufficiently vigorous counter-
inflationary measures. While the record clearly does not support
the contention that the history of monetary policy shows that
it does not work, it is, on the other hand, disquieting evidence
that the political point may be well taken. Finally, it might be
added that in so far as gestures by the government are impor-
tant to morale during a national crisis, monetary measures have
singularly little political glamour. Of course the political fate of
monetary policy depends on the cultivation of an informed
public opinion.

B. THE ALLEGED WEAKNESS OF DIRECT CONTROLS?

Will limited direct controls be ineffective in preventing in-
flationP—There was considerable feeling that the situation did
not call for general controls in all areas but rather for selective

9. Mr. Harey: The Introduction seems to be deficient in that, al-
though it offers a very complete statement of the case for monetary con-
trols and of the counterarguments to criticisms of this method of con-
trol, it offers, in my opinion, a less adequate statement of the positive case
that was advanced for direct controls other than priorities and allocations
—specifically the case for price controls. For example, I have been unable
to find reference to the important political consideration that organized
labor might be willing to exercise self-restraint in its demands for higher
wages if effective price controls were maintained.

Mg. LEveNTHAL: There is a failure to state the case for the use of direct
controls in its, let us say, most appealing form—that fiscal and monetary
controls must be regarded as basic elements in a sound government pro-
gram to combat the problem of inflation but that relying solely on these
forms of programs would yield many undesirable consequences and that
it is the part of wisdom not to push any one program coldly and analyti-
cally to its logical extreme but instead to rely upon a combination of pro-
grams, each having some role to play in supporting the others.
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controls especially tailored for particular situations and that the
problem of social policy was to devise such new and appropri-
ately limited controls. Control of consumer credit, of prices,
and of sensitive wages and the use of such devices as deprecia-
tion allowances in the tax system to regulate undesired private
investment were cited as examples of desirable types of limited
control.® Proponents of controls indicated that the sources of
inflation could be identified and that inflation could accordingly
be stopped by dealing with these sources directly. The advo-
cates of monetary control objected that the use of selective
controls would only divert spending to other sectors.

Will a general scheme of direct price controls be effective to
stop inflationP—A comprehensive system of price control fully
enforced would by definition prevent a rise in prices while the
controls were enforced. It is perhaps surprising to note that the
possible emergence of black markets and product deterioration
under a system of general price controls received almost no
attention in the conference discussion. The critics of such con-
trols did not choose to rest their case on difficulties of this order
but on the distortions in the allocation and use of resources
which they feared might follow from the replacement of the
market.

Will the general scheme of direct price controls merely defer
inflation to the period when controls are removedP—There was
in this connection some discussion whether inflation later was
better than inflation now. Even if price controls did nothing
but defer the inflation, was that not useful to morale during the
crisis period?'* Even on this issue when so narrowly joined the

10. Mg. G. E. HaLk: There should have been more discussion of the
possibility of so altering the income tax as both to discourage consump-
tion and to avoid the necessity of direct controls. I have in mind, of
course, an increase in tax rates with a credit for savings. The savings
credit itself might have to be adjusted to mobilization requirements. My
own feeling is that some proposal of the foregoing type offers the most
hopeful prospect of maintaining free institutions during a protracted
period of semiwar effort.

11. MR. LevenTHAL: Did not one of the labor people make the point
in favor of direct price controls, as contrasted with reliance solely on fiscal
and monetary controls, that they permit the workers to increase the
amount of savings? There is much to be said from the point of view of
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opponents of direct controls contended that if it had to be a
choice between evils they would prefer their inflation now,
since it would then not be necessary to forego the very im-
portant advantages of relative price changes.

The main argument, however, was whether the direct con-
trols actually reduced the inflation which would subsequently
occur when controls were lifted.’* There was the opinion that
inflation resulting from so-called price-wage spirals which were
not related to more basic monetary causes could be prevented'®
by controls and that the inflationary effects of removing con-
trols could be greatly mitigated by keeping the controls' on
after the mobilization crisis was over until production in the
private sector began to catch up with the demand. This po-
sition was challenged by the advocates of monetary policy who
claimed that price controls only delay inflation, because there
must be a monetary concomitant of inflation, and that there is
nothing in the direct control mechanism or in the subsequent
restoration of the premobilization level of civilian output which
removes this basic factor. In any event, it was clear that the
appropriate timing of removal of price controls provided a use-
ful test question for both positions.

Are direct controls undesirable because they prevent relative

psychological ‘incentive. which would have a very favorable effect on
productivity, if the workers work, meet their bills, and save money rather
than work and merely meet their bills.

12. Mr. LeventHAL: If I recall correctly, it was argued that the defer-
ral of inflation is important even if deferral cannot be contained to the
perfect moment when it will mean no price increase. Even if controls are
lifted in a time of insufficiency of supply, so that there is a strong increase
in prices, the resulting inflation will in any event be smaller in amount in
view of the fact that it has been deferred. Thus if there has been a dou-
bling of prices due to the “inflation” following World War II, there would
have been a tripling of prices, reflected in the 1949 price level, if the in-
flation had taken place during World War II and then been compounded,
ete.

-18. MR. Hrrcr: Not “prevented” but slowed down. If one realistically
assumes a fairly elastic supply, the amount of money created during
mobilization and therefore the amount of inflation we ultimately experi-
ence will be reduced by any measures which slow down increases in
prices and incomes. The choice is not merely between inflation now and
later but also between more and less inflation.
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adjustment of prices in the private sectorP—It was agreed that
one consequence of direct control would be that they would
prevent the utilization of relative price adjustments. While the -
tunction of such adjustments was generally recognized, some
argued forcefully that the suspension of this function would
not be too high a price to pay for the advantage of direct con-
trols. They further argued that the large adjustments which
might occur because of the shortages in the civilian sector
would be undesirable because of the resulting inequities in
distribution.™

14, Mg. Acxrey and MR, DiSarie: We believe that the summary of

the discussion of direct controls neglects a number of crucial points.

~'The advocates of indirect controls, and of monetary controls in partic-
ular, treat the economy in very mechanistic terms. The economy does
permit certain mechanical analogies—viz., our use of the term “market
mechanism”—but the economy basically consists of people. The market is
unquestionably an efficient mechanism for resource allocation when
changes in demand (or productive techniques) are slow or are of rela-
tively small magnitude. The market may not be an efficient mechanism
for dealing with very large and very rapid changes in demand. If we ask
the market mechanism to assume the entire load of resource redirection,
the task might conceivably be accomplished but, like any machine carry-
ing an overload, with great inefficiency and substantial destruction to the
parts of the machine. We must remember, however, that the parts of the
machine in this case are people and that people do not like to be pushed
around. ‘

To be more specific. Even if fiscal and monetary controls were applied
with sufficient rigor to hold stable the general price level, prices of the
most critical and scarce goods would nevertheless rise sharply. This rise
in price would provide sure incentive for the hoarding of scarce goods,
thus seriously impairing the efficiency of the mobilization program. A
moderate rise in the relative prices of the particularly scarce goods might
have a favorable effect on resource use (and such selective increases can
be permitted under controls), but the very sharp rise which would ensue
without controls would mean profiteeering for those fortunate enough to
be engaged in the production of such goods and hardship to those un-
fortunate enough to depend upon such goods. We must not forget that
both supply and demand may be very inelastic, particularly on the part
of some producers and some users. This can create powerful social pres-
sures and unrest. Once again, we are dealing with people, not supply-and-
demand schedules. '

Advocates. of indirect controls assume that sufficient restriction of ‘de-
mand through such controls would restrain pressure for wage increases,
even in a full-employment economy. No such pressure would operate to
restrain wage increases in the industries producing the particularly scarce
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III. FAIR SHARING OF MOBILIZATION COSTS'®

Fair and just allocation of the burdens of a mobilization pro-
gram is an objective on which one would scarcely expect to
find disagreement. Discussion of what constitutes fair distri-
bution of the rewards and penalties in a defense mobilization
program becomes to a considerable extent a restatement of
general convictions about the equity of the distributive process
at any time. The very strong and almost unanimous conviction

goods, whose largest buyer is the government. Wage increases in these
areas would surely spread throughout the economy, unless prevented by
so heavy a dose of fiscal and monetary medicine as to create substantial
unemployment, And people do not like to be unemployed. (Perhaps they
could avoid unemployment by moving, accepting wage cuts, or not trying
to get wage increases which others have received; but people unfortunate-
ly behave in a very human way.)

Most absurd were the statements of those who argued that, even if the
general level of prices could not be controlled through indirect means, the
advantages of market allocation were greater than the cost of inflation.
Surely it cannot be argued that the market operates efficiently in allocat-
ing resources when all prices are galloping upward, when anyone can
make profit on anything if he merely withholds it from use, when the
speculator rather than the producer is rewarded. It is not even clear that
the government could win out in a race of competitive bidding when one
recalls that government procurement must of necessity be surrounded by
substantial “red tape.” And the argument ignores the plight of the fixed-
income recipient, the interruption to production and social unrest arising
from the necessity for constant revision of wage contracts, the effects of in-
flation in impairing willingness to make long-term contracts, the perma-
nent damage to the social fabric from the destruction of middle-class assets.

We believe that indirect controls, both fiscal and monetary, must have
a major role in inflation control. But if the magnitude of the mobilization
is great, direct controls are needed, too.

15. Mr. BruBaker: I find it difficult to understand why such a low
place is given to equity considerations in the summary, almost as though
equity were something of which one should be ashamed or for which one
should feel it necessary to apologize. Certainly, efficiency and inflation
control are entirely proper goals in a mobilization program, but any such
program will fail miserably of its purpose in a democratic economy unless
equity considerations are given not only a place but the major and con-
trolling place. This problem of the economics of mobilization is not one
to which we can or should give the usual academic treatment if we are
interested in practicalities and equities which comprise the political frame-
work in which the program must function.
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that inflation should be prevented rests of course on equity
considerations.’® Some of the objections to reliance on mone-
tary policy can also be viewed as matters of equity. This was
the thrust of the argument that monetary policy with market
imperfections would result in unemployment—at least tempo-
rarily. Similarly the case against high interest rates which might
follow an appropriate monetary policy was in part based on
the hardships which might fall on some holders of securities.

Is it fair that compulsory controls should be imposed on some
groups and not on all?®—One example of this issue will suffice.
It was suggested that voluntary control by bankers over credit
expansion would be more effective than stringent compulsory
control. This gave rise to the complaint'” that it would involve
giving the banking industry greater freedom than others were
permitted to enjoy.t

While discussion of price control emphasized its role as a

16. Mr. G. V. Cox: This is the only sentence in the entire Introduction
which disturbed me. A good many thoughtful people believe it rests also
on considerations of productive efficiency. Inflation that becomes severe
encourages the buying of materials ahead of productive needs and the
withholding of goods from the market. It undermines agreements not to
strike and forces frequent renegotiation of contracts. It sharpens conflict
between special interest groups. Even the varying rates of moderate in-
flation which the United States has suffered in the last decade have im-
paired the adequacy of cost-accounting figures as bases for business deci-
sions. It has also weakened the incentive to work in order to save.

17. Mr. Burckss: This fallacious charge with respect to the banking
industry was answered fully in the conference. Banking is now perhaps
the most controlled industry in the United States, and the voluntary pro-
gram was designed not to replace but to supplement such controls as the
regulation of instalment credit, building credit, loans on securities, and the
regulation of bank reserves.

* Another somewhat comparable point above fairness relates to representation
on policy-making boards.

+ A closely related point was ably presented at the conference. The difficul-
ties of wage stabilization and avoidance of work stoppages under current condi-
tions were stressed. It was pointed out that the difficulties were likely to be
much greater than during the last war. The mobilization emergency was apt to
extend for a number of years. Wage stabilization depends on the existence of
widespread stabilization in other fields as well, If these general measures are
inappropriate over an extended period, then wage stabilization measures will be
ineffective. Under these circumstances, voluntary arrangements among industry,
labor, and agriculture were suggested.
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means of preventing inflation, there was also support for price
control on the assumption that inflation was otherwise pre-
vented. Thus it was urged that free-market rationing by purse
was not acceptable during an emergency characterized by sub-
stantial reductions in the supply of civilian goods. The result-
ing high prices for some of these goods will deny lower- and
middle-income families access to the goods which they are
in the habit of consuming. This issue was not fully explored
at the conference. Consideration of it would involve discussion
of the need for a specific alternative system of rationing and
whether, given such a system, price control is also required. It
would also involve the more fundamental question of whether
the underlying issue is not the fairness of the distribution of
income and wealth.

What would be a fair allocation of the tax burdenP—There
are as many proposals for taxes to meet the costs of mobiliza-
tion as there are kinds of taxes. One’s views about this matter
tend to reflect general views on the relative equities of varying
kinds of taxes at any time. Sales taxes, for example, were ob-
jected to as regressive. Special excise taxes were suggested by
those persons who felt that consumption of certain items was
not important or necessary and could properly be reduced in
time of emergency. No attempt was made to resolve the impos-
sible problem: What is a necessity?

There was general agreement that the amount of revenue
required to meet the costs of mobilization is such that the tax
base would have to be rather broad and that this might suggest
some lowering of income-tax exemptions.'® On the other hand,
reliance on income taxes was objected to as likely to involve
so much progression as to impair incentives.”® Considerable

18. MRr. Brusaxker: I strongly oppose any reduction of present indi-
vidual exemptions, as I know a number of other conference participants
did. The discussion on this particular point, as on many others, was totally
inadequate to warrant any such conclusion as indicated in the Intro-
duction.

19.. Mr. SHour: It seems to me that it should also be noted that an in-
crease in the income tax has likewise a simultaneous effect in the opposite
direction, increasing the incentive to work.
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attention was given to the question of closing various tax loop-
holes. Particular attention was directed along this line to up-
ward revisions in the capital gains tax.

Finally, a particular use for excise taxes was suggested to
counteract large windfall gains accidentally arising under rapid
mobilization. The conference was very critical®® of excess profit
levies because of the extreme ambiguity of the concept “ex-
cess.”

IV. CONCLUSION

If this summary of the conference is accurate, it confirms the
sense of wide agreement on many issues.*® But it also points up
the existence of unresolved disagreement. Although there is
some disagreement disclosed as to various measures tested
under each of the three criteria for a mobilization program—
efficiency, prevention of inflation, and avoidance of inequities—
it is clear that a paramount issue emerges: Whether appropri-
ate monetary policy can control inflation and whether the costs
involved in its use prohibit reliance on it.*® This issue, which
is of necessity very complex, was not resolved at the White
Sulphur Springs meetings. It is hoped that the publication of the

20. Mz, BruBaxER: It is a rank misstatement of my opinion to say that
the “conference was very critical of excess profits levies.” Not only were
many of us at the conference not critical of excess profits taxes but we
were convinced that those presently existing are much too loose, There
was no opportunity offered at the conference to discuss this matter at
any length.

" Mr. Saour: This seems to me to be too strong a statement. At least, I
" am on record as supporting the use of an excess profits tax during the
present period of large expenditures for defense.

21. Mgr. Hircu: More important criticism is the undesirable effects on
allocation of resources and incentives to economy.

22. MR. BruBakeR: The Introduction suggests that there was “general
agreement” on the need for a broad base for any increase in income tax,
including some lowering of some present individual tax exemptions.

23. Mr. Havrey: I believe that it was somewhat unfortunate that this
was persistently regarded as the “paramount” issue by those responsible
for directing the conference—and that as a consequence other equally
important issues had to receive less attention than they merited.
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transcript will promote further discussion of it and of the com-
panion issues of public importance raised at the conference.**

24. MRr. MurrLeNpoRE: I have examined the statement of issues in-
closed with your letter and have only this to suggest: I endeavored (I
think unsuccessfully) to raise the issue as to whether we are not now in a
very serious economic condition. The conference did not devote itself to
the question, but Martin Gainsbrugh, Henry Hazlitt, and I did try to
present some facts and some conclusions which would indicate not only
that we are about to overspend but that we have been overspending and
overtaxing for many years.

I raised the issue by asking the question: “Is this a sound prosperity
which we have been experiencing since 1945?” As you know, I think it is a
phony prosperity; that the country is in a dangerously unsound condition
with a debt burden which it cannot now cairy, to say nothing of the
problem which will be created if we add to that debt burden. I think that,
even before Korea, the fundamentals of the free market had been seriously
impaired by the advance of socialism in many areas and by managed cur-
rency and the very serious inflation which had already been built into our
cconomic system.

It seems to me that unless we discussed this question of “Where are we
now?” we could not intelligently discuss the question, “Where do we go
from here?”

Mr. Hexser (from a memorandum submitted April 19, 1951): The
economics of mobilization were discussed, in my opinion, in terms of
generalities and somewhat abstract economic laws and theories. Conse-
quently, upon reflection, I have become more concerned with what was
not said and not considered than with what was discussed at the confer-
ence.

The statement that, by the end of 1951, defense mobilization will be
consuming 20 per cent of our national product seems to me too much of a
generality for practical use in making plans or determining policies. It is
obvious that defense activities will take a much larger proportion than
20 per cent of certain materials and much less of others.

Perhaps the generality of an over-all 20 per cent is sufficient for a con-
sideration of monetary and fiscal policies, but I have difficulty understand-
ing it as a workable concept when dealing with allocations, priorities,
price-fixing regulations, and wage restrictions. There is no doubt that we
all agree that every effort should be made to limit controls as much as
practicable, but it seems to me well within the realm of possibility that
we may need varying types of controls with respect to various materials;
for example, one type of control for tungsten and chrome, another type
of control for steel, aluminum, and copper, another type of control for
carbon black, etc. Similar comments may also be made, I think, with re-
spect to price and wage regulations.

I would be more inclined to regard the conclusions discussed on the last
day of the conference as background material rather than as a plan for
action—until we have a pretty fair bill of the materials needed for the de-
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fense effort (e.g., broken down into units of steel, tungsten, wool, etc.)
and at least some analysis of the skills to be drafted into the armed
services. Then we can tum to our basic effort, that is, to channel those
particular materials and skills into the military service, with full realiza-
tion, however, that compromises even on military estimates of so-called
requirements will have to meet civilian demands to deal with public psy-
chology and human emotions and to maintain foreign alliances and
strengthen our allies. These compromises will not all be the same, and I
do not see how they can be forecast in general terms.

There is one more observation which can be made with respect to the
need for a more detailed analysis of the defense program. One extremely
vital control, which, as best I can remember, was mentioned only once, is
the continuous analysis and questioning of military spending. That con-
tinuous check cannot be left to military men and cannot be performed by
the Bureau of the Budget. The Defense Department, in my opinion, needs
a group of skeptics to maintain a continuous audit and review of the mili-
tary spending programs.

In addition, the forthcoming mobilization is quite different from the
war mobilization in 1941. Before World War II, we were short of every-
thing needed by the military. The current program, on the other hand,
will be a selective one, This selective mobilization will create dislocations
just as severe as encountered in 1941—but different. That difference will
clearly determine the extent and the types of allocations and priorities
and perhaps shape some features of taxation and wage policies.

It is also hard for me to believe that the Korean situation and even our
mobilization plans have had much mechanical effect on today’s inflation.
Prices have risen substantially, in my opinion, largely because of the im-
pact of Korea and the mobilization of public psychology. If that is correct,
should we not seriously consider countermeasures which are purely psy-
chological, and is that not the real justification of the price-control regu-
lations of today?

Restrictive monetary policies and general high-level taxation un-
doubtedly strike at the general tendencies toward inflation or help to
create a climate unfavorable to inflation. Some of the suggested policies
are undoubtedly long overdue, but I fear that, in addition, we are going -
to need some specific remedies. It is also difficult for me to think of taxa-
tion in general terms. I can understand that taxation must be heavy, but,
from the standpoint of the impact of taxation on our economy, it seems
to me equally important that we determine what kind of taxes, how high
and on what transactions the incidence will fall, and the probable pub%ic
reaction to such taxes.

I am convinced that certain direct controls will be imposed, no matter
how much we dislike them and no matter how completely it can be shown
that they are economically dangerous. Some of such controls will be dic-
tated by the mechanics of varying situations. Some will be in response to
public clamor. The most we can determine at present is that we should
try to have as few as are deemed practicable in the light of all the vary-
ing circumstances as they develop from day to day.
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FIRST SESSION, FRIDAY MORNING
APRIL 6, 1951

THE ROLE OF MONETARY POLICY

OuTLINE FOR DISCUSSION

Total payments for goods and services during any period
can be expressed in two equivalent ways: as equal to (1) the
stock of money times its rate of use during that period; (2)
the volume of output times its average price. Any assertion that
prices will rise is therefore equally an assertion that the stock
of money will rise, or that its rate of use will rise, or that output

will fall.
I. Can inflation be avoided simply by preventing an increase

in the supply of money or by reducing the supply to offset
an increase in the rate of use?

II.

A.

Are changes in the rate of use of money likely to occur
with mobilization? With mobilization and an announced
noninflationary policy? Are changes likely to be signifi-
cant?

Would a reduction in the supply of money to offset an
increase in its rate of use be frustrated by a further in-
crease in the rate of use?

Could the attempt to prevent inflation by monetary
means be successful only if it were carried to the point
of producing a decline in employment and output?

To what extent does the possibility of an effective mone-
tary policy depend on the associated fiscal policy?

A.

B.

Is it necessary that the government should cover all its
current expenditures by taxation?

If not, what is the limit of the amount which, without
inflation, the government can borrow from individuals
and commercial banks?

22
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III. What are the implications of a tight monetary policy for
the effectiveness of mobilization?
A. How does a tight monetary policy compare with such
other methods of preventing inflation as high taxes and
direct controls?

1.

It may be argued that the pervasiveness of monetary
policy, its automatic functioning, speed of opera-
tion, and administrative simplicity are favorable to
mobilization as compared with taxation or direct
controls.

It may be argued that a tight monetary policy will
prevent producers of military supplies from getting
their share of bank credit while higher taxes or di-
rect controls would not.

Is this because the existing credit structure is such
that it is harder to obtain new or additional funds
than to maintain existing lines of credit?

B. How does a tight monetary policy compare with in-

flation?

1. Is inflation the best means of shifting resources be-
cause it maintains incentives?

2. Is inflation to be preferred because it maintains
employment with rigidity of particular prices and
wages against declines?

3. If inflation is preferred for any of the above reasons,

is it appropriate only during the period when the
mobilization program is expanding and not once

the high level is reached?

IV. Is the resort to direct controls for preventing inflation
favored because it is assumed that the supply of money
will in fact be permitted to increase as has been our ex-
perience in similar periods in the past?

V. Is the resort to nonmonetary means for preventing inflation
a consequence of the public policy of keeping down inter-
est rates? Is this policy of such importance as to justify
sacrificing the advantades of a noninflationary monetary
program?
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A. 1s keeping down interest rates a relevant objective?

1. Is the argument for it that it keeps down interest
payments on the public debt? But if inflation is to be
avoided, keeping down interest rates will mean a
higher level of taxation or more stringent direct con-
trols. Are these preferable to higher interest pay-
ments?

2. May not the objective of low interest rates prevent
achievement of any effective noninflationary pro-
gram?

3. If this happens do the gains to the Treasury justify
the costs of inflation?

. Is the program of keeping down interest rates favored

because a rise in rates now will make it difficult to

lower them again when it becomes appropriate to
do so?

. Can we have both the program of keeping down inter-

est rates and a noninflationary monetary program with
existing institutional arrangements? Can the effect of
Reserve purchases of securities (to prevent a rise of
interest rates) be offset by increasing reserve require-
ments? Will the only effect of this be to reduce interest
payments while the interest rates on nonbank-held debt
remain unaffected? Is the proposal to establish special
interest-bearing security reserves for this purpose justi-
fied except as a means of providing banks with addition-
al earnings?

VI. Can some inflation be justified as a means of putting spe-

cial burdens on groups not important for the mobilization
program? If so, is this objective sufficiently important to
justify weakening the bias against inflation?

CHAIRMAN Levi: In behalf of the Law School, my colleagues,

and the committee, I bid you welcome to this conference and
thank you for your willingness to participate in it, and we ex-
press our appreciation again to the Volker Fund for its grant
to the Law School which has made this conference possible.

The issues to be discussed at this conference are complicated
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ones and important ones, and the purpose of this conference,
as we have stated, is to achieve a discussion of these issues. It
will be, I think, difficult to achieve such a discussion because,
quite properly, among us there are varied views on these sub-
jects and, in addition, we are numerous. Therefore, I beseech
your indulgence for the various chairmen of these sessions and
ask you to help observe a few ground rules.

The ground rules will be that at the beginning of each session
there may be some general statements pertaining to the issues
to be discussed. You will find at your place an outline of a pos-
sible discussion, and we ask you to try to observe this outline.
We have tried in this outline to state the possible views of the
subject. In some cases, these views may not be correctly stated
and other important views may have been omitted; and, as we
go down the outline together, we ask you to make the argu-
ments that should be made for and against the position stated
and to insert where you think it necessary a better statement
of the view or the omitted view.

There will be, for the gentlemen of the press, a period, not
today but later in this conference, when questions can be asked
of the participants; and I should state that this conference is
being taken down, and it is our hope that, following the form
of the outline, the discussion will be such that this conference
can be published as a book.

There will be microphones available in this room, but the
formality of the room is such already that we had hoped that
it would not be necessary to use these microphones. If you
find it necessary to do so, they are here.

We will begin the first session, on “The Role of Monetary

Policy,” with a statement by Mr. Mints.
- Mg. Mints: I will attempt to make what few comments I
have very briefly and perhaps in a somewhat dogmatic man-
ner, at least in the sense that I will mostly state conclusions
rather than reasons for the conclusions.

To begin with, it seems to me the first thing that we should
recognize in regard to monetary policy is that monetary action
is in the nature of the case pervasive. What I mean to imply
by that statement is that we cannot use monetary action to
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affect particular segments of the economy, such as particular
industries, particular occupations or commodities, etc. We have
to use monetary policy on the assumption that it is going to
have a very general influence, and then, if there is an influence
in any particular direction, it is a reflection of that general in-
fluence.

From that I come to the conclusion that so far as monetary
policy is concerned what we have to say pertains almost ex-
clusively to the matter of inflation versus stable prices as a
means of bringing about the necessary mobilization of re-
sources. For that matter, what I shall say applies equally well
to an outright war economy.

In this connection, I think there are three problems that are
of primary significance. First, the allocation of resources to the
production of war goods. How can that best be brought about?
Second, the problem of inducing all able persons to enter occu-
pations, productive occupations, and to put forth their best
efforts therein. The third problem is that of managing the
whole program with a minimum of injustice. We cannot avoid
all injustice, perhaps, but at least we can do something to mini-
mize it.

Let me briefly comment on each of these three points.

First, the allocation of resources. I think, in all honesty, we
must conclude that the answer here is inconclusive. We cannot
be quite sure whether stable prices, with the corresponding
taxes that are required to prevent an inflationary movement,
will be better than inflation for the purpose of bringing about
the necessary allocation of resources. I myself am inclined to
the belief that it at least will be as good as an inflationary
program.

Briefly, if we follow a noninflationary program, so far as the
budget is concerned, it means that the budget must be substan-
tially balanced. There might be some minor amount of borrow-
ing, noninflationary borrowing, but I will not bother with that.
The required taxes would reduce disposable incomes of con-
sumers, thereby causing losses in some peacetime industries.
Consequently, resources would be released for the war indus-
tries; and the rise in the demand on the part of the government
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for the output of the war industries would readily take up the
workers so ejected from the civilian goods industries.

The second point, then, is to induce all able-bodied persons
to enter occupations and to put forth their best efforts therein.
Again, it seems to me that the tax program and stable prices
are adequate and, in all probability, preferable; but, again, the
answer is somewhat inconclusive—preferable, I mean, to a poli-
cy of inflation. To be sure, under inflation, those with fixed in-
comes, who might not otherwise do so, would be compelled,
or at least induced, to enter productive occupations. That is to
say, if there were not this inflation and no impingement upon
their standard of living. But I do not see any reason why a tax
program cannot be designed so as to bring about the same re-
sult, so that, again, it seems to me that from this point of view
we get as good a performance of the economy from a tax pro-
gram and stable prices as from an inflationary program.

In the third place, that of minimizing injustice. It seems to
me that in this case the argument for stable prices is emphati-
cally and unambiguously in favor of stable prices as opposed to
inflation. I do not quarrel with the contention that those with
fixed incomes should, of course, be compelled to bear their
share of the mobilization program. But the difficulty with an
inflationary program is that, after the period of inflation is over,
those people who are not in the class that can enter productive
occupations—the older persons—are not going to be able to re-
establish their money incomes at a level corresponding to the
higher price level. So the inflationary program not only compels
them to bear their share of the burden while it continues but
also condemns them to a lower standard of living for the re-
mainder of their days. On that score, I think emphatically that
we should favor stable prices, even though on the other two
scores we cannot say that the answer is unequivocal.

What does this mean with respect to policy? It means, I
think, that the federal budget should be substantially balanced.
I am not going to enter into the question as to whether we
should include some noninflationary borrowing here. I know
there is some difference of opinion among the group congre-
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gated here in regard to that question. But, substantially, it
should be balanced.

What I am really saying is that I think there is nothing dis-
tinctive about a monetary policy in time of mobilization and
in time of peace. In either case, I think the policy should be
one of stabilizing the price level, and I see no reason why the
policy should not be instituted now as well as any other time.
In fact, I see a strong reason why it should be instituted now,
because now is precisely the time when we are going to run
into inflation if we do not do something pretty emphatic
about it.

In the short run, a stable price level means substantially a
balanced budget. We are not interested in the long run in the
possible mobilization period here, but, parenthetically, I might
say that in the long run we probably would have to resort to
continuing budget deficits of a restricted amount for the pur-
pose of supplying the additional money that would be needed
to prevent the price level from falling. But that is a problem
that we do not need to bother with at the present time.

Now, the next question that I want to consider very briefly
is that of the current and recent program of monetary policy
with respect to the question of how it lines up with what I have
been saying here. Even though the federal budget is substan-
tially balanced, it still remains true that there is some function
for the Federal Reserve System to perform. There may be a
tendency for inflation to develop because of a rise in the rate of
use of money or because of a rise in the volume of private loans
of the banks, or it might be that the government could not pre-
cisely balance the budget.

The Federal Reserve System has the power to offset those
developments if it so chooses. I mean it has the power now. It
does not need additional power, as the Board has been inclined
to tell us in recent years. That is to say, it has the power, if it is
willing to forsake the bond-support program that it has been
following since 1942. Whether it has forsaken that now, I take
it, is a little bit of an open question. We do not know what the
announcement of March 5, 1951, means in its entirety. I sus-
pect it means nothing more than a slight reduction of the sup-
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port level, but I pretend to no intimate knowledge in regard
to that.

I am skeptical that we can depend on the Board to follow
any such policy as I am suggesting; that is to say, of trying to
offset developments which would otherwise bring about some
inflationary development, and I do not rest my decision exclu-
sively upon the basis of the performance of the System since
1942. T took the trouble to look through some particularly im-
portant periods in the history of the Reserve System since its
organization, and I isolated seven of them at times when there
was particular need for action. They run from June to June,
simply because that is when we can get adequate data. They
were 1920-21, 1929-31, 1937-38, and later periods following
1940-—I do not remember the details. There were seven of the
periods altogether.

Now, if the Reserve System is to operate in what I would
call an “enlightened” manner—if it is to use as its guide to
action such an index as the price level or any other index that
goes up with boom and down with depression—then it is clear
that the volume of earning assets of the Reserve System should
rise as the index falls and should fall as the index rises. That
is to say, as the price level goes down, the Reserve banks should
buy in the open market, thus increasing their earning assets.
As the price level rises, they should sell in the open market,
so as to contract the stock of money.

How does the history of the Reserve System stand up in the
light of this analysis?

Of the seven periods, in five the earning assets of the Reserve
System went in the same direction as the price level. That is to
say, as the price level rose, the earning assets of the Reserve
System rose. As the price level went down, the earning assets
of the Reserve System went down. In two periods the assets
and the price index went in opposite directions, to be sure, but
even in those cases I doubt that much credit should be granted
to the Reserve System, because the price level moved in a much
greater degree than the earning assets moved, and, conse-
quently, we can say that their action was woefully inadequate,
even though in the right direction.
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I was going to talk about some of the arguments that have
been put forth in defense of the bond-support program and
what seemed to me to be the objections to them, but T think
I have taken all the time that I should take.

CoAIRMAN LEvi: We will have another general statement
at this session from Mr. Harrod.

MR. Harrop: Gentlemen, I hope you will excuse me, from a
procedural point of view, if, while saying something about my
views on this subject, I try to state very briefly my general view
on how to combat inflation, in which monetary control is a part.
I think that that will help our purpose.

May I begin by saying that my background of thought is very
much hostile to physical controls, on the ground, primarily,
that they are so ineflicient. By physical controls I mean par-
ticularly price controls and the allocation of materials. I believe
those methods to be essentially inefficient and obstructive to
the flexible working of the economy.

I think that perhaps we here in this country, and everywhere,
are too much influenced by the fact that Britain had to adopt
- such methods very quickly in 1939-40. She did so because she
had to act in a very great hurry, in a rapid step-up, and there
was no time to think out more elaborate plans for having an
economy which would run rather more freely in time of war.

Also, in the British case, it is important to remember that
there was from the very beginning the limiting factor of the
shipping shortage, which made an import program absolutely
essential, and from the import program all other controls over
the flow of materials, components, etc., sprang.

It may be that these physical controls will be necessary.
Nonetheless, I think it would be very important in instituting
physical controls here to give them a time limit. I suggest a
time limit of two years, because it seems to me that that is the
time of maximum danger of the inflation gathering momentum.
I am assuming, of course, we are not to be involved in total
war. If that happens, then the whole picture changes.

Assuming not total war but a maintenance of high defense
expenditure, I submit that the crucial period is when we are
stepping up the defense expenditure. Presumably, at the end
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of about two years, we reach a plateau; it is mounting up
toward the top of that plateau that imposes the great strain.
Once we get to the top of the plateau, then we may maintain
our high defense expenditure, while the increased flow of pro-
duction renders successive easements possible; we may then
relax controls in many directions.

So that if, at the worst, physical controls are found necessary,
I think it would be a good thing to visualize them—and to pub-
licize that—as a two-year affair for the period of the ascent and
not as a system that is to be kept in being so long as very high
defense expenditure is necessary. But I am against these physi-
cal controls altogether if they can possibly be avoided.

The next thing I have to say is that I do not believe that
monetary controls, in the sense that we have already begun
to discuss them, can be very effective in preventing inflation.
I do not believe that additional monetary controls as they can
now be managed by the Federal Reserve, and with co-oper-
ation from other great banks, are strong enough; I do not be-
lieve that in history we can find an example of pure monetary
control preventing an inflation of the sort with which we are
threatened, because the forces are too strong.

I would suggest that monetary controls can always break an
inflation if the inflation is something of the nature of a bubble
due to speculative activity, etc. We can then tighten our credit
and put up our interest rates, and we can always burst the
bubble.

But the kind of inflation with which we are faced is not
bubble inflation at all. It is due to a very real demand for de-
fense and for capital outlay consequent to defense programs.
In the face of those very real demands coming on top of a fully
active economy, I believe that the monetary controls are not
strong enough to be really effective.

Well, I am against physical controls, and I say that monetary
controls by themselves are ineffective. But I certainly do not
recommend inflation, because that is the worst evil of all. Open
inflation is worse than physical controls, bad as those physical
controls may be.

Now, having presented that dilemma, I will just say a very
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few words—I do not want to take up too much time—about
my own line of approach.

We are going to discuss at another session the fiscal method
of preventing inflation. Mr. Mints has already said something
about whether you have to balance your budget, or whether
you can have a little bit of borrowing, which might easily
become a little more, etc.

I should say that if you are going to rely on fiscal methods
for preventing inflation, and on those only, you have to do what
we have been doing in Britain for three or four years. You have
to overbalance your budget and overbalance it by quite a lot—
for two reasons.

If you look away from the budget to the balance of the whole
economy, you have two further things to think of. As you step
up your taxes—and you have to step them up mightily to cover
this vast defense program—private and personal saving will un-
doubtedly be affected, and you will get less private and per-
sonal saving. That is one reason. On the other side, the whole
of this expansionary situation is going to lead to a good deal of
additional investment outlay, with all the different firms tool-
ing up and getting ready to meet government orders which are
going to flow out over the whole economy.

Quite apart from the actual outlay of the government, which
on this heroic scheme of relying solely on fiscal controls, one
would seek to cover by taxation, you have a double factor
making for inflation: personal savings being reduced by high
taxes and nongovernment investment expenditure being stimu-
lated to meet the direct government expenditure. So I conclude
that, however, heroic you are on the fiscal side, you will still not
succeed in preventing inflation by that alone. That brings me
to the hub of the matter.

The fiscal side of things, the high taxation, is designed to
release resources for defense expenditure by making the con-
sumers consume less than they otherwise would; and that you
- have to do, of course. You can go a long way along that line.
But I do not think that, with this step-up of expenditure at the
pace we contemplate in these two years while we climb the
plateau, you can get all you need out of cuts in consumer
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expenditure. You have also to budget for a decline in nonde-
fense investment expenditure.

Now, you may say, “But that is precisely the object of our
monetary control; tight credit policy and high interest rates
are designed to reduce investment expenditure.”

I 'have given my reasons for supposing that the banking credit
policy will not be strong enough to stem the flow of investment
expenditure; and this brings me to a point that I should like to
put to the meeting, that the alternatives envisaged in this very
able summary of matters before us on the table, physical con-
trols on one side and monetary controls on the other, do not
cover the ground. I think there is a third method we have still
to think out, namely, a stronger method of reducing investment
expenditure in parallel with taxes which reduce consumer ex-
penditure. I believe there is a constructive task here that we
can achieve.

Can we not think out some method that has the pervasive-
ness, which Mr. Mints mentioned, of monetary policy—unlike
physical controls—but is something additional to monetary
policy?

This is where I am going to end. I am going to make a con-
structive proposal. It is very daring for me to come here and
make a constructive proposal. I do not know whether I could
arouse a little interest in it.

My suggestion is that we want to amplify, or to reinforce,
the monetary policy of strict credit by some kind of tax in-
centive to people not to make investment expenditures during
the next two years; not to make investment expenditures, let us
say, for purposes not directly connected with the arms effort.

I should say that through your corporate tax, income tax,
etc., an adjustment could be made on the side of depreciation
allowances by which firms undertaking investment expenditures
would not get back for two years their normal depreciation
allowances on the tax. New capital outlay undertaken here and
now for the next two years, except in relation to the arms effort,
would not qualify in the way of normal law for depreciation
allowances.

I believe that people in these days are tremendously influ-
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enced in their conduct by anything that affects the tax assess-
ment. Tax assessment is a far more vital factor than interest
rates in influencing decisions of people as to what they are going
to do. I have the impression that the present tax setup rather
encourages people to make investment expenditures that are
not strictly necessary.

I want the taxes to do the opposite, anyhow for the next two
years. I stress my two years, because I think otherwise people
would say, “This is hopeless from the point of view of American
business, which is essentially expansionary. People will never
stand for that sort of thing.”

If you say, “This is for two years only; we are going to make a
severe tax deterrent to capital expenditure, which will be some-
thing stronger than a high interest rate,” and if you combine
that with ordinary taxation on the consumer, I think that you
could, for the next two years, get away with a system that allows
the essentials of a free economy to remain without having any
excessive amount of inflation.

CramrMAN LEvi: I now refer you to the outline in front
of you, “The Role of Monetary Policy”: “I. Can inflation be
avoided simply by preventing an increase in the supply of
money or by reducing the supply to offset an increase in the
rate of use?” Then these questions are asked as to the rate of
use: “A. Are changes in the rate of use of money likely to occur
with mobilization? With mobilization and an announced non-
inflationary policy? Are changes likely to be significant?” Would
someone like to speak on this point at this time?

Mg. ArNorp: I am not going to speak to the point. I simply
raise the question for enlightenment. Talking about inflation,
just what do we mean? There is a vast difference between the
inflation in Germany and in Italy and in France and the decline
of the value of our dollar, and yet we seem to be lumping the
whole thing as one phenomenon. What is it, and how much
inflation, with our tremendous productive capacity, can we ex-
pect, and what kind of inflation are we talking about? I would
like to have someone enlighten me on that.

CHAIRMAN LEvi: Mr. Mints, would you like to enlighten Mr.
Arnold? :
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Mg. MinTs: I do not know that I can enlighten Mr. Arnold.
I can state what my position is in regard to inflation. I do not
think our tremendous productive capacity has anything at all
to do with the question. What I mean by inflation is simply a
rise in some particular index in the price level. I am quite aware
that there have been other definitions of inflation, but even the
other definitions do not diverge too far from that particular one.

Mgr. Arnorp: How much rise?

Mz, MinTs: Any rise. Of course, if we have a considerable
rise, then we have more inflation than if we have a little rise.

Mg. Ar~orp: You spoke of eliminating injustices. There is a
vast difference between the injustice of the German inflation
and the injustice of the inflation we have had so far.

Mg. Mints: We do not concede that.

Mg. ArNoLD: And you are not concerned with that. You think
that our policy should be to prevent any further devaluation
of the dollar?

Mg. MinTs: Yes.

CrarMAN Levi: Now I refer the conference again to the
questions asked in Item I, A, and ask if anyone wishes to speak
to this point.

Mg. Burcess: Governor Meyer and I are the two people in
the conference who have had long years of service with the
Federal Reserve System. As such, I know we are strongly
tempted to lock horns with Professor Mints. I will try to forego
that because of conservation of time.

Those of us who have worked with the System are firmly
convinced of the power of money as a major development in
economic changes, perhaps the most powerful of all. I am de-
lighted to see the economists turn back to a study of money
as compared with fiscal policy because of my belief that it is
more effective and more controllable than fiscal policy.

While believing that money policy is very influential, I would
like to enter a dissent from the complete belief in the document
put out by five or seven Chicago professors, which I think vastly
overstates the case for money policy. I was distressed that the
pamphlet took so little account of the velocity of circulation,
though I am glad that your statement here does. I call attention
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to the fact that, while in the past year production has increased
15 per cent or thereabouts, prices have risen, say, 8 or 10 or 12
per cent, and the cost of living some 5 or 6 per cent; that the
volume of money has risen 6 per cent; and that velocity has
risen from 10 to 15 per cent. That is, this inflation has been
financed not primarily by the money created during the period
but by money created before that time which has been used
more freely by the possessors of it.

This leads me to suggest that we have to look at the longer-
~ term influence rather than the immediate one. We cannot turn
the spigot on and off and hope to have it operate. We have been
pitching our economy on an inflationary plane ever since the
war, and that carries over into this period. The money policy
of today may affect the economics of four and five years from
now or even longer. “The fathers have eaten sour grapes, and
the children’s teeth are set on edge.”

It was notably true in the twenties that we pitched our money
to an easy-money policy in the early twenties, partly as a favor
to our British friends and the rest of the world in the hope that
expansion here would make their recovery easier. When 1928
and 1929 came, we tried to reverse it and found it almost im-
possible to do it because we had built up a huge volume of
money that then proceeded to be used.

That leads me to a second limitation which is that the eco-
nomic situation is at times very much more sensitive to a change
in money than it is at other times. In the earlier twenties the
change of one-half of 1 per cent in the rediscount rate or the
sale or purchase of two hundred million dollars of government
securities appeared to change the trend of prices and business
from time to time: 1928 and 1929 were impervious to those
changes.

Applying that to the present time, I think the recent change
in money comes at a time when the situation is highly sensitized
to it, and it may produce more results than it would at other
times. That is developed in our National City Bank Bulletin
of April 1, 1951, that we distributed. Let me say it comes at a
time when many people are overinventoried, when there is a
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bubble, as Professor Harrod has said, that may be in process
of being pricked.

The effectiveness, of course, lies in the holdings of govern-
ment securities. The banks find themselves in a position where
additional loans can be made only at the price of a sale of gov-
ernment securities at a loss. We do not like to sell government
securities at a loss. It comes also at a time when many banks are
heavily loaned, perhaps overloaned, when the country banks
are coming to us to try to get us to take over part of their port-
folio. It is a tight situation, I assure you, gentlemen.

Even more tight is the situation of the insurance companies
which come into this period heavily overcommitted for mort-
gages and corporate bonds, perhaps committed for their income
six months to a year ahead. They counted on selling govern-
ment securities. They now sell them at a loss, and they have
locked up a substantial number in the new 2% per cent bonds
which are attractive. So I think it is fair to say that the average
insurance company has cut its mortgage program for taking
new mortgages by as much as 50 per cent and that they are
screening their corporate loans very much more vigorously than
they were, so that that will impinge not only on short-term
money but on long term.

While we may have pricked an inventory bubble, however,
the long-term effectiveness in dealing with inflation I believe
to be essentially a problem of investment. We simply cannot
finance in this country twenty-four billions of new capital pro-
posals, along with this defense program, and carry on at the
same time a private building program at the pace we have been
doing, without inflation, no matter if we put the interest rate
up to 5 per cent in the banks.

I agree with Professor Harrod that there we have a force that
we cannot deal with solely by money policy. We have to plug
some of the leakages of this tremendous investment program.
We have to deal with that in some way or another.

State and municipal expenditures are between three and four
billion dollars a year. That certainly can be cut back, and we
can do that partly by co-operation, pulling the governors and
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mayors together and agreeing on some sensible standards.

The building program, if it has not been reached by Regu-
lation X—and I doubt if it has—I believe has got to be cut back.
Control is now in the government’s hands, because most of it is
done under government guaranties.

CramrmaN Levi: Turning back to the outline, then, again
looking at Item I, A, assuming that the first question, “Are
changes in the rate of use of money likely to occur with mobili-
zation?” has been answered in the affirmative so far, I call your
attention to the next question, “With mobilization and an an-
nounced noninflationary policy?” I ask if anyone wishes to speak
to that? If not, I suppose that it should be assumed that this
is also answered in the affirmative.

Mg. Rostow: I should like to invoke Mr. Arnold’s precedent
of not speaking altogether to the point. I should like to put a
question equally to Mr., Harrod and to Mr. Burgess. Is it their
feeling that direct cuts in the rate of private nonwar investment
expenditure, imposed through one or another of the available
direct techniques, are so necessary that they would be opposed
to the most vigorous possible use of banking policy as an instru-
ment for reducing the supply of money and its private expendi-
ture? ‘

After all, in the last six or eight months, we have seen an ex-
traordinary expansion of bank loans, while the national budget
was in balance, or rather at a considerable surplus. As Mr.
Burgess points out, and I fully agree with him, at the present
time the banking system is pretty well loaned up. Many other
factors should make the banks markedly sensitive to central
bank controls. Now, is it their feeling about the inherent weak-
ness of monetary policy that leads them to oppose the most
vigorous possible use of Federal Reserve powers at this time?

Mr. Harrop: I would only say that I do not think of my
proposition as an alternative but as complementary to the use
of a restrictive monetary policy. Mr. Burgess knows much more
about that. I should not go so far, however, as to support “the
most vigorous possible use” of monetary policy. If we may
imagine, say, a 5 per cent short-term rate; that would not be
desirable.
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I would only add that, so far as the British case is concerned,
as we are all in this together, I think banking policy is much
more difficult on our side because of the greater size of our
national debt. I think it really does close the door pretty effec-
tively to anything in the way of a drastic high-interest-rate
policy. Our national debt is, roughly, equal to two and a half
years income. I think yours is, roughly, equal to one year’s
income. Two and a half years’ income is pretty tough.

Mg. Burcess: I would quite agree with that answer. I would
find it difficult to take the suggestion, “the most vigorous pos-
sible.” I think we ought to deal with this thing vigorously and
effectively and apply the remedy where the most effective
points are.

Now, up until the time of getting rid of the pegs, that was
obviously the point of impact. A ridiculous policy was being fol-
lowed, and it is a great relief that it has been broken. I take a good
deal of comfort out of it. It means more perhaps than many
people think. It is a return to a policy applied a decade ago
when we thought in terms of orderly markets and not in terms
of pegged markets.

Now, it is pretty powerful medicine. If we push that too far
—let us say if we put our discount rate at 4 per cent—we are
going to have a very difficult problem to deal with in our gov-
ernment markets. We are also going to bring the businessman
and others who cannot get credit in flocks to Senator O’Ma-
honey. ‘

Mg. Mints: May I ask a question of both Mr. Harrod and
Mr. Burgess? How can people invest if they cannot get the
money or if they are not willing to use money that they already
have? Or, a somewhat different question but it gets at the same
thing—how do they imagine that inflation is going to take place
if we do not increase the stock of money and if we do decrease
it when the rate of use of money rises?

Mg. Harrop: Mr. Burgess has already mentioned velocity of
circulation which is a very important thing, and I believe. . .

Mg. Mints: We all agree to that, you know.

Mg, HAEROD We all agree, but then the increasing ve1001ty
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of circulation might mean that we would require a restriction
in the volume of money greater than anybody would in practice
contemplate. Furthermore, I do not believe it is only that. The
people are not going to be held back from these investments.
They have portfolios of securities which they can sell out. They
will find a means. When there is investment that is nationally
needed and they see the profit there, they will find a way of
making that investment, unless we have some other method of
discouraging it.

Mg. Mints: Does not that mean simply that the central
bank should sell still more securities? Do you mean to say there
is a limit beyond which the central bank cannot go?

M=g. BurcEss: Yes; we have to have a market for them when
we sell them.

Mg. Mints: There is always a market at a price; there is no
difficulty on that score.

Mr. Burcess: I beg your pardon. I sat there and tried to
sell them, and there was no market at any price when they
thought it was going on down farther.

CramrmaN Levi: I see that we are following the outline. I
should like to ask Mr. Harrod whether he has now spoken on
Item I, C, on the outline.

REPRESENTATIVE CELLER: Before we come to that, may I ask
Mr. Burgess a question, please? Senator O’Mahoney has made
reference to the social pressure for investments in building con-
struction. It may be all very well in theory to say that we should
curtail building operations on the part of governments, federal,
state, and municipal; but we are faced with situations in many
metropolitan areas where we have people living in miserable
habitations. How can Washington and the state capitals and the
municipalities successfully resist the pressure and demand for
expenditures of funds for new construction? It may be very well
in theory, but we have to go a little bit beyond that.

MR. Burcess: I recognize that problem, Mr. Celler. I have
recently canvassed the building situation with someone who
knows it pretty thoroughly. A certain amount of this demand
is a demand for housing at very low charges and very easy pay,
and we could cut down on that considerably, probably to the
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advantage of the building industry. The building industry, I
understand, is in very considerable danger of overbuilding on
low-cost housing. The leakages on that are not simply the gov-
ernment-guaranteed program. Regulation X is not working too
well. There is the question of the purchase of mortgages by
Fanny May. They could be pulled down or at least the pre-
miums reduced at which they purchase mortgages, and they
could sell more of what they have.

Then the question of that recent bill before the Congress. I
think that was quite properly cut back from its original con-
templation. I realize the pressures, but there is the impact of
inflation. I think the building boom of the past few years has
been more responsible for the present inflation than any other
single item.

Mgr. Mints: No, it has been the increase in the stock of
money or the increased rate of use of the stock of money.

CHARMAN LEvI: Getting back to Item I, C, which we seem
to have been discussing indirectly, “Could the attempt to pre-
vent inflation by monetary means be successful only if it were
carried to the point of producing a decline in employment and
output?” can we take it, Mr. Harrod, that your answer to that
is “Yes™?

Mg. Harrop: I do not think it could be successful by itself
at all.

MRr. TANNENWALD: I would like to state a corollary of that
which all of the gentlemen who have spoken thus far seem to .
ignore, and that is they have concerned themselves only with
the role of monetary policy in holding the line. But if, as many
of us feel in the present day, the only way we are going to win
this struggle that we are now in is through an expanding econ-
omy both here and abroad, what do they feel is the role of
monetary policy in helping to achieve that expanding economy?
The whole tenor of this discussion has had a restrictive philos-
ophy which troubles me in terms of how we achieve an ex-
panding economy.

Mg. CorrNeY: Mr. Chairman, I am afraid that there is a
tendency to relate too closely the supply of money to changes
in prices. I do not think it can be established so closely over
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short spans of time as it is assumed in the discussion. I believe
the quantity of money will influence the trend of prices, depend-
ing also on other economic conditions. I am afraid that there
is a terrible oversimplification of the issue of formation of prices,
and, furthermore, confusion comes in all the time in the discus-
sion between money and credit, which is not the same thing at
all. I do not believe that, in some of these discussions where you
- have concluded that A and B are answered in the affirmative,
they can be answered in the affirmative. It is not so simple
as that. It is not a “Yes” or a “No.” The answer is much more
complicated.

CoammAaN Levi: Do you think that Item I, A, B, and C,
cannot be answered “Yes” or “No” but must be answered in
terms of there being other factors which must be taken into
- account?

Mg. CorrNEY: Sure.

Mg. KrstnBaUM: Since we have apparently reached the end
of the discussion of the first point of Item I, I think it is appro-
priate to come back to the question that Mr. Arnold raised
because it has something to do with the answer to all these
questions. It might appear to be a truism to say that if we have
a monetary inflation it could perhaps be curbed by monetary
measures, but I do not believe that anyone here would suggest
that we now have a purely monetary inflation. Professor Mints
seems to hold that position, but I think he himself would agree
that there are many other factors: the fear of further inflation,
the feeling that a higher price level is inevitable, some growing
lack of confidence in our money, and the recognition of the fact
that we are now paying the penalty for prior errors. We have
been building up the basis for inflation for a great many years,
and we are now discovering that this is an aspect of the problem
which we did not not recognize and that we would be grateful
now for a little more restraint in prior years.

I should like to suggest at some point a discussion of the fac-
tors that determine the character of this inflation. I believe that
no two inflationary movements are exactly alike, that this one
is unique, and that, when we come to examine proposed reme-
dies, we must try to see what will meet this particular kind of
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situation. While it is undoubtedly true that restricting the quan-
 tity of money would retard inflation to the extent that it is
purely monetary, it would not change the underlying situation,
it would not change the basic psychological factors, and we
could not apply drastic monetary measures without doing vio-
lence to certain sections of the economy.

Of course the Federal Reserve can sell government securities
on the open market at whatever price they will bring, but I
cannot imagine that anyone believes we can finance a huge de-
fense program in the face of a sharp drop in the price of gov-
ernment securities. It simply cannot be done.

The problem of controlling inflation is made difficult by the
fact that we must expand our economy to meet the needs of a
defense program and that we must accommodate ourselves to
the pressure for higher living standards on the part of various
groups in our society and also meet the needs of the business
system not only for profits as such but for profits out of which
to repay the huge amounts that have been borrowed in recent
years. Business has financed a great deal of its expansion through
borrowed money. Severe restrictive measures applied at this
time could paralyze the economy.

Therefore, I suggest that monetary measures as part of a
general scheme of control are useful and necessary, but I thor-
oughly agree with Mr. Harrod that they cannot by themselves
operate to prevent the particular kind of inflation which we have
in this country today. It would be useful here to try to answer
the question which Mr. Arnold has raised, because a sound
analysis of the nature of this inflation might indicate the means
which should be used to curb it.

CuarMmAN Levi: I should like now to refer the conference to
the questions under Item II of the outline, namely, “To what
extent does the possibility of an effective monetary policy de-
pend on the associated fiscal policy? Is it necessary that the gov-
ernment should cover all its current expenditures by taxation?
If not, what is the limit of the amount which, without inflation,
the government can borrow from individuals and commercial
banks?” Does anyone wish to speak to this point?

SENATOR O’MAHONEY: Our British friend has stated that Brit-
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ain’s public debt is two and a half times the national income
of Britain. The United States national debt is roughly equal to
our national income. This difference may be in part a corollary
of the fact that Britain has progressed further toward socialism
than we have. I say “progressed further” in deference to my
good friend, Eugene Meyer. The first time I met Mr. Meyer in
Cheyenne, Wyoming, he was a representative of a government
corporation. He came to Wyoming after World War I to help
the cattle industry to recover from the 1921 deflation which be-
gan under Secretary of the Treasury Houston and continued
under his successor, Andrew W. Mellon. His trip to Wyoming
represented but a minor episode in his busy career, yet it force-
fully illustrates the general principle that, when the economic
conditions become so bad as to require remedial action, the
people turn to the government to do the job no matter what
party is in power.

The problem which we are examining tonight goes far deeper,
it seems to me, than monetary policy. A large number of other
factors are involved, psychological, political, economic, and
social. Consumer behavior often springs surprises on the ex-
perts. No one can be sure what people want to do with the
money they get. Until the answer to that question can be found,
no sure way can be found, it seems to me, to halt inflation by
simple adjustments in monetary policy. The Federal Reserve
Board in 1921 did not prevent the relatively minor panic of that
year. The Federal Reserve Board did not prevent the big panic
of 1929. Yet in both of those years it was free to act without
direction from either Congress of the executive branch of the
government.

Fundamentally, what people want to do with their money
causes both inflation and deflation. Until we are able to provide
sure guidance for the mass action of people, we are not going
to be able to come up with a plan which will guarantee success
one way or the other. People’s confidence or lack of confidence
in the national currency can cause, and at times has caused, the
velocity of circulation of money and bank deposits to change
so rapidly and so much as to make achievable manipulations
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of the total quantity of money or credit by monetary authorities
about as effective as a broom sweeping against the tide.

Cramman Levr: I should like to ask Mr. Kestnbaum whether
it would be appropriate to relate the point which he has raised
to the phrase “announced noninflationary policy” in Item I, A.

MR. KestnBauMm: That is what I have in mind. That we in-
tend to have a noninflationary policy is a statement of high
purpose, but I think that we have not yet worked out a national
policy calculated to bring that about.

M=g. Arnorp: I would like to say that my whole belief is
that one of the reasons for inflation is the fear of inflation and
that economists generally are advocating measures which, as
Mr. Celler can tell us, no politician believes can be taken, and
the man on the street does not believe they can be taken; and
so we have this pronouncement, “ We are going to get inflation
if we don’t do this,” and the man on the street knows that such
a rigid program cannot be followed.

Cuamman Levi: This is a reference, Mr. Arnold, to Item I,
C, is it?

Mgr. ArnNoLp: Yes.

Mg. Mints: May I make a comment there? I think what
Mr. Kestnbaum and Mr. Arnold are saying is in very large de-
gree the same thing as I am trying to say when I say that an
increase in the rate of use of money is responsible in part for
the inflation. That is because of the expectation of price rises,
so that I am not omitting from my own thinking the sort of thing
that you two men are referrmg to.

CrammrmaNn Levi: Now, doing what I have been domg, look-
ing at the outline again, I ask if anyone wishes to speak specif-
ically to Item III, A, 2, that is, “It may be argued that a tight
monetary policy will prevent producers of military supplies
from getting their share of bank credit while higher taxes or
direct controls would not. Is this because the existing credit
structure is such that it is harder to obtain new or additional
funds than to maintain existing lines of credit?” Does anyone
wish to make this precise argument?

MRr. THoMmsoN: Item III, A, 2 ought not to go unanswered.
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The Committee for Economic Development has indicated its
position, and I think that business organizations generally have
gone along on the proposition that as to fiscal 1952 the pro-
posed federal expenditures should be met through a balanced
budget. That means an increase in taxation. Borrowing from
banks is inflationary in general and ought to be avoided. Addi-
tional federal funds as required should be borrowed from indi-
viduals and fiduciary institutions rather than banks.

A sound monetary policy depends upon a co-ordinated fiscal
policy. I am sure we have not enough information to appraise
the expansion of bank loans in the last six months from the
standpoint of its inflationary effects. We need a better under-
standing of the techniques that are being used and their antic-
ipated effect on various segments of the economy, as well as
particular institutions. We should not have expected the Federal
Reserve policy to be effective in the United States as it should
be, for the simple reason that the Federal Reserve has until
recently been prevented from acting and that their function as a
monetary authority has not been thoroughly understood by
even the banking fraternity.

In the last thirty days monetary policy has been put in the
position to work as it could not have worked before (1) by
passage of legislation for the refunding of the “E” bonds, (2)
by the start of voluntary credit controls, (3) by the issuing for
the first time in quite a while of a bond that is suitable for long-
term investors, and (4) by the agreement that the Federal
Reserve is to operate to an extent we do not know fully yet but
to a large extent through a flexible support policy.

I donot believe that we can give a categorical answer to Item
III, A and B. All these factors have to be taken into account and
co-ordinated at the governmental level with other policies of
government. The manner of government purchases, their tim-
ing, governmental policy in regard to encouraging housing and
furnishing credit for same, the control of credit expansion for
housing through savings and loan—all these things have to be
taken into account.

SenaTorR O’'MaHONEY: I intended a while ago but omitted to
call attention to the striking contrast between testimony given
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to the Banking and Currency (watchdog) Committee in the
Senate the other day by C. E. Wilson, head of the Office of
Defense Mobilization, and the great battle of words carried on
previously between the Treasury and the Federal Reserve Sys-
tem before the same committee. According to Federal Reserve
theory, we must rely on open-market operations to prevent in-
flation; we must limit accessibility to credit and prevent the
banks from putting money into the hands of people who want
to spend it. Mr. Wilson, on the other hand, urged upon the
Banking and Currency Committee that RFC loans, or maybe
Treasury loans, were necessary to finance the expanded defense
work needed in this emergency. These two proposals, from a
monetary point of view, seem contradictory.

The question to which I should like to call attention is the
one reading: “Is it necessary that the government should cover
all its current expenditures by taxation?” My answer is: “Yes, if
we don’t want to have government step into the picture and do
the job that has to be done.”

We have to defend ourselves and the free world. Either we
do it by organizing the banks of the United States to make loans
to the producers who need those loans to produce the commodi-
ties that are needed in the nation’s crisis or we will have it done
by government.

CHAIRMAN LEvI: At this point we would like to introduce a
new device for such discussions. For each session we have a
summarizer and critic of the discussion who is allowed to speak
at least twice, once during the middle of the discussion and
finally at the conclusion. For this session, Mr. Milton Friedman
is asked to speak at this point as a summarizer and critic of the
discussion so far.

Mgr. Hansen: Could I make one comment on Item II, AP It
would seem to me one criterion that would apply to II, A, is:
How large is the volume of capital outlays? So long as they re-
main very large, we need an overbalanced budget. If we can
cut the capital outlays to a very small figure, then the savings
from business and other individuals can be applied to finance
the defense expenditures. I would suggest that that is one of the
criteria we might use in answering that question.
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CraamMaN Levi: Mr. Friedman.

Mg, Friepman: This discussion is, of course, very difficult
to summarize, and I trust you will bear with me if I seem to do
less than justice to every interesting point that has been raised.

On the major problem of the role of monetary policy in com-
bating inflation, most of those who have spoken have assumed
that there would be a reasonably satisfactory fiscal policy, in
the sense of a reasonable balance between government income
and government expenditures. This raises a question that still
remains largely undiscussed: What would be the situation with
respect to monetary policy if there were not a satisfactory fiscal
policy?

Two major positions about monetary policy have been ex-
pressed. One position, presented by Mr. Mints, and which, I
may say, I share, is that monetary measures, given a reasonable
fiscal policy, could be effective in stabilizing the level of prices
whatever might happen to the rate of use of the existing stock
of money. This position, if I understand it, is that any attempt
on the part of the public at large to spend existing balances at a
faster rate, occasioned by expectations of further price rises or
other reasons, could be offset by a reduction in quantity of
money on the part of the central bank through the sale of securi-
ties on the open market, and that in consequence the increased
difficulty of getting credit would offset the increased willing-
ness to spend existing balances.

The other major position has been taken by Mr. Burgess, Mr.
Harrod, Mr. Kestnbaum, and several of the others who have
spoken, that monetary policy can do some good but cannot, even
associated with a decent fiscal policy, be expected to prevent
completely the kind of inflation which is now occurring.

I am not sure quite how to describe the logic of this position.
It seems to fall into two parts. There is, first, the position that
monetary policy is not strong enough. This is the position of Mr.
Harrod and, I think, of Mr. Burgess, that for some reason it is
not possible to reduce the quantity of money as much as would
be required to offset an increase in the rate of use of money.
Why it is not possible to reduce the quantity of money suffi-
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ciently is a question that has been left unanswered, and I would
like to suggest that it very badly needs an answer.

The second alternative in this position is, I think, the one
expressed by Mr. Kestnbaum, that monetary policy is too pow-
erful because, if it is in fact used to offset the increase in the
rate of use of money, it will “paralyze the economy,” if I may
quote his words; that somehow there are undesirable implica-
tions of the strong use of monetary policy. I think that this is
also the position that underlies a number of other comments
referring to the existence of factors other than monetary factors
in producing the inflation.

If T interpret them correctly, the argument is: Granted we
could stop an inflation if we were willing to cut the supply of
money enough, this would have effects in other directions that
would be undesirable, and hence it would be preferable to take
other measures to prevent inflation. I think that this comment
also relates to the brief discussion of the role of fiscal policy, and
particularly to Mr. Hansen’s comment. It is implicit in this posi-
tion that the interest rate is not the best means for controlling
the amount of investment, and hence that a monetary policy
which depends very largely on the use of the interest rate for
this purpose is inappropriate and should be supplemented either
by a fiscal policy which produces a surplus or by direct controls
of investment or by the particular scheme for discouraging in-
vestment that Mr. Harrod outlined.

If this summary is correct, it suggests that our discussion
might appropriately consider in the remaining time some of
these other factors, some of these adverse effects, that it is
" claimed monetary policy would have and the means for dealing
with them that would be less adverse than a tight-money pol-
icy. To be a bit more specific, two main adverse effects have so
far been mentioned in the discussion. The first has to do with
the difficulty on the part of government in refinancing its debt.
It is urged that there are limits to the interest rate that it is
appropriate to pay on government debt aside from the effect of
the interest rate on investment. The second is the structure of
investment. It is implied that interest rates will produce an
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erroneous or undesirable structure of investment. I think we
need consideration of these points as well as specification of
those other adverse consequences of a tight monetary policy.

Mr. Havek: May I formulate two questions on points where
the assumptions underlying much of the discussion have re-
mained rather obscure to me? One is on the general issue of in-
flation. Is it argued that, unless we increase monetary demand
faster than supply, we shall fail to provoke a maximum effort?
My impression is that, once monetary demand rises faster than
supply, it produces inefficiences likely to be greater than any
additional stimulus. Then, I think, the underlying argument
that we need monetary expansion in order to stimulate maxi-
mum effort actually turns into the opposite. That is the first
question.

The second question I should like to ask is this: Is it argued
that we cannot transfer any amount of resources which we want
to divert to mobilization purposes by either taxation or borrow-
ing for this purpose at the expense of nonmobilization purposes?

And this raises my third question, which really is a subques-
- tion of the second, namely: Is it the main argument that, if we
set up this new demand for mobilization purposes, it will give
rise to such large induced investment demands that by no tra-
ditional means of monetary policy can these investment de-
mands be curbed?

My impression is that most of the argument just tacitly as-
sumes that the rate of interest which would be required for this
purpose is impracticable solely because of the large volume of
floating government debt. Really the point to which we have
to turn now is Item V of the program; it is the crucial one on
which everything else depends.

CaamMaN Levi: The discussion at this point, then, is going
in the direction of combining Item III, A, 2, and Item V, and
my suggestion is that we turn to Item V, which is this: “Is the
resort to nonmonetary means for preventing inflation a conse-
quence of the public policy of keeping down interest rates? Is
this policy of such importance as to justify sacrificing the ad-
vantages of a noninflationary monetary program?” Then Item A
under that is: “Is keeping down interest rates a relevant objec-
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tive? (1) Is the argument for it that it keeps down interest pay-
ments on the public debt? But if inflation is to be avoided,
keeping down interest rates will mean a higher level of taxation
or more stringent direct controls. Are these preferable to higher
interest payments?”

MRr. BruBakER: Before we get too far away from Item III,
since you say you are combining it with Item IV, I would like
to make a very brief comment about the question of monetary
policy and how it ties in with some of these other problems.
I have refrained from speaking earlier because the framework
of the earlier discussion was limited strictly to monetary policy
and how it functioned. I notice the entire framework of the
conference, as it was drawn up, is essentially in terms of one
alternative: Shall we have inflation, or shall we have a tight
monetary policy?

In the first place, I represent here one of the groups that has
already been caught tight in the web of inflation. In the labor
group we already have our wages frozen. We have almost no
area of movement within which we can function as a labor
group at the present time—in the wage field at least. We already
have inflation in several other areas. I do not have to tell most
of you that. We have it in prices—despite the best efforts of Mr.
DiSalle and others. We have it, certainly to a degree, already
in wages; though it came belatedly and though it has been
stopped short. We already have it in credit supply, and, frankly,
we do not like it. We do not care for the inflation, and we would
be delighted to see whatever steps taken that are necessary to
stop it.

We do not, however, have the confidence that Professor Mints
and others seem to have in using monetary controls alone as the
alternative to inflation. If monetary controls alone are the alter-
native, I would say to you frankly I think we are on the high
road to the hell of inflation in a hurry—a road where there is no
turning point.

There certainly are some other alternatives and some which
we will probably discuss in the course of the conference. Cer-
tainly we have to have fiscal controls, and some rather rigid
ones. We have no objection to the kind of overbalancing of the
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budget which has been mentioned here. I think that may be a
very good suggestion as one alternative. We certainly have to
have some direct controls, and we would be foolish to suggest
that we do not need them at this time at least. We have to have
controls over prices and wages, and, as you know, the group
which I represent has stated publicly and jointly with other
groups, government and industry, that it is willing to take part
in those controls.

We have to have monetary controls. I would not argue that
we do not. But if we are going to have monetary controls, 1
would like to see us get this discussion down to the level of some
kind of controls that we think have some hope of working.

I am inclined to agree with Professor Mints on this score, that,
as our monetary controls have worked in the past—or have func-
tioned in the past, perhaps I should say, for they have not actu-
ally worked—to keep down the supply of money to the extent
necessary to control inflation, they badly need supplementing.

I would like to suggest that we talk a little bit about a point
which has been mentioned by Mr. Kestnbaum and others here
today and one which John Clark, for instance, has been urging
for some time, namely, that we already have in our system
enough of the elements of credit inflation and monetary supply
inflation that we cannot hope, simply by tinkering with interest
rates, to stop that inflation. I think we are just kidding ourselves
it we fail to recognize this fact. Goodness knows, most of the
banks and insurance companies and loan associations have the
money and the credit to expand the monetary supply if they
want to expand it. And they will do an awful lot of expanding,
no matter what the Federal Reserve Board does with the inter-
est rates. If we are going to talk about controlling that credit,
we might just as well get right down to talking about control-
ling the amount of money that banks can loan. If we want to
talk about that, that is something else, and maybe it is getting
down to the problem we have to face. I would like to urge that
someone speak on that subject.

CuHAIRMAN LEevi: 1 should like to ask Mr. Friedman at this
point whether he will restate, as summarizer and critic, the
question he thinks we should now discuss.
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Mg. FriepmaN: It is very hard for me to get into the role of
summarizer without making an initial comment about the com-
ment we have just heard, because I think it is important to do so
to see why the questions we have been talking about are impor-
tant. It simply is not true that banks and other financial institu-
tions have the cash with which to expand the credit supply.
The fact is that there are no excess reserves in the System and
that the possibility of being able to expand the money supply
depends essentially on what is involved in Item V here, on their
ability to sell government bonds to the Federal Reserve Bank
and thereby get additional reserves, additional new money,
printed money, with which to expand credit.

Mgr. BruBaker: All I can say in answer to that, very briefly,
is simply that I know the industry in which I am working is
getting very substantial amounts of money from banks, from
insurance companies, to do expanding of investment capital,
if you will, as well as working capital. They are getting it today.
The money is there. I will not argue with you whether the total
amounts available in the System are so great that we do not
have to worry about them. Frankly, I think they are.

- Mgr. MinTs: Do you also know that there are other industries
that are failing to get funds to the extent that these industries
are getting funds?

Mg. BruBakER: Perhaps it is because they have not gone after
them. Our industry claimed last year or the year before it could
not get these funds either, but finally when they decided it
wanted them, and finally after the government had made it so
damned attractive to them to get funds for capital expansion,
they went out and got them so easily that they have been sur-
prised.

CHAIRMAN LEvi: I now call the attention of the conference
again to Item V, which is, “Is the resort to nonmonetary means
for preventing inflation a consequence of the public policy of
keeping down interest rates?” May I ask if anyone wishes to
speak to this point?

MR. CortNEY: I am afraid that this question is not properly
stated. The real issue is whether we shall have control on the
amount of money which we can issue. The interest rate is only
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one of the consequences of the volume of money. I submit that
stressing the question of interest rate is misleading both the
initiated and the noninitiated. I am less worried about mis-
leading the initiated, but I am very worried about misleading
the noninitiated, by whom I mean the general public. One of
the fundamental causes of inflation is precisely the power of the
government to sell unlimited amounts of bonds to the Federal
Reserve Board against cash. I submit therefore that the refer-
ence to interest rates on government bonds in Item V is mis-
leading. In the debate between the Federal Reserve Board and
the Treasury, the real issue is the volume of money.

MR. FELLER: I would like to supplement what has just been
said, and I think in a misleading way. I think many of the ques-
tions here are stated in a misleading way. I think implicit in the
statement of this question and other questions is that, when we
talk about tight monetary policy, we are talking about a par-
ticular type of monetary control, and that is sale or purchase of
government securities by the Open Market Committee of the
Federal Reserve Board. Now, that has been an implicit assump-
tion, and the reason I think it needs to be made express is that
that is not the only method of controlling bank loans and thus
controlling the total supply of money.

It has been suggested by Mr. Clark, who is vice-chairman
of the President’s Council of Economic Advisers, that, rather
than go through the type of operation which Mr. Mints appar-
ently regards as the exclusive method of monetary control, we
simply put a freeze on the total amount of bank loans. Certain
relaxations to accomplish certain purposes would be required,
but it is a control which, compared with other types of direct
controls, is fairly easy to administer, since we have relatively
few banks that keep very good books and whose accounts are
open to the public.

The reason I think it is important to inject this is that we
seem to have a dichotomy between direct controls and monetary
controls. I do not know whether Mr. Mints would call this a
monetary control or a direct control. It would be a direct con-
trol of the making of loans and thus affect the supply of money.

The reason I mention that at this time is that in the summary
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Mr. Friedman has very much changed the burden of proof from
what it ought to be. He said that it has so far not been shown
that changes in the velocity of money would more than com-
pensate for changes in the supply of money which is made by
the sale of government securities by the Federal Reserve Board.

Mg. Friepman: Which could be made.

Mg. FELLER: It seems to me, the burden of proof is the other
way around. The velocity of money is just a kind of compen-
dium expression for a lot of things, but it is very difficult to de-
scribe precisely. There are many ways in which balances can be
held and many ways in which they can be transferred to other
holdings in which the velocity of money is increased. When you
have this kind of loose catch-all which you call the velocity of
money, if you are going to advance a policy of reducing the
quantity of money in this one particular way, then you have
the burden of showing that there are no other ways in which
loans can be made, which result in an increase in the velocity
of money. Corporations do not hold their excesses in cash but
invest them. You have the burden of showing that there is not
all that elasticity in the system which I think there is, so that
nothing but the most drastic reduction in the quantity of money,
which would mean an exorbitant increase in interest rates and
the cost of the public debt, would suffice to accomplish your
purpose.

Now, that burden has not been met, in my view. I think it
ought to be met. On the discussion so far, and, I think, on the
history, we would have to say that the type of operation which
Mr. Mints advocates has so far been proved not to be effective.

The other point I would like to make is that the assumption
that we can persuade banks, which hold such a tremendous
quantity of government bonds now, to hold what they hold now
or more, by the type of operation which Mr. Mints suggests,
is also not proved. I think Mr. Clark made a small analysis based
on his own experience, and he is a banker. He says his bank
buys every week $200,000 worth of short-term government
notes. He says we can drop the price of government bonds by
Federal Reserve action as much as we want, and the bank still
has the facility to increase its reserves simply by failing to sub-
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scribe next week to $200,000 worth of government bonds. Now,
I see some shaking of heads, so that may not be so, but in any
event the statement was made that the bank still has the facility
to increase its reserves, thus reducing its net portfolio of govern-
ment bonds and increasing its cash portfolio when the bonds
mature. When we are dealing with quantities like that, I think
it is not proved yet that within the realm of practical reason—
and I take it Mr. Mints would not want to drive government
bonds to 50—that we can, by the type of operation he suggests,
control the amount of money times the velocity.

Mg. THomsoN: Banks started in 1951 with the anticipation
that their loans, after leveling off, would go down from natural
causes without any additional controls. Specifically, 50 per cent
of the bank loans in the aggregate are covered by selective con-
trols—Regulation X applying to mortgage credit; Regulation W
covering consumer credit and provisions governing loans on se-
curities. I think that the feeling of the bank fraternity is that
Regulation X as to mortgage credit has not become effective
because there were so many authorizations at the last minute
and that, unless there is some new governmental policy as to
defense housing or something of that kind, mortgage loans in
the banks will go down. I told our board of directors that we
would be lucky if our affiliated banks maintained their volume
of mortgage credit during 1951.

As to consumer credit, we will have a drop-off in production
of durable goods, and Regulation X has not had time to be fully
effective yet. We have no information available at this time to
base a judgment as to the inflationary effects of the increase in
bank lending since Korea. We do know that car shortages have
resulted in delay in liquidation of some agricultural loans, and
there are other factors accounting for a temporary increase in
bank loans. The present drop in the price of government bonds
is a deterring factor to banks, insurance companies, and other
lending institutions considering additional loans.

CrARMAN LEVI: We ought to get back to the outline because
of the time, and I think we ought to go to Item V, A, 2, which
is what I think the last speaker was talking about and ask if
anyone wishes to speak on that.
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Mg. MuLLENDORE: May I make an observation there which
seems to me to be very practical in clearing up from the bor-
rower’s standpoint the question of interest rate? Interest rate,
of course, is merely the rate per dollar, whereas what we really
are interested in is the rental cost of capital. We find that, when
we have to hire two dollars to buy the same bit of equipment
that could previously be bought with one, a low interest rate
is not the determining factor. The question is: How much do we
have to pay for renting our capital? And it seems to me, there-
fore, that if we emphasize only interest rates, in the sense of per
dollar borrowed, that it is likely to be misleading.

SENATOR BENNETT: I am Senator Wallace F. Bennett, and 1
am very much interested in what Mr. Brubaker and Mr. Feller
have said. I should like to point out that if we are going to
attempt to control the conditions under which banks loan
money, we have to take the federal government out of the
lending business, because everybody that is turned down at
the bank will show up at the RFC or any one of the hundreds
of agencies that the federal government operates now to try
politically to make up for the hardheartedness of the banks. So
we cannot control bank lending unless the government is pre-
pared to prevent the borrower from getting in the back door
and breaking down our whole process.

Mr. BruBakEer: If the government is determined to control
the amount of capital that is issued, it could control the amount
of government-lending agencies. . ..

SENATOR BENNETT: Have you been reading the Reconstruc-
tion Finance Corporation investigation stories?

Mr. BruBaker: They surely can determine how much is
loaned by the RFC.

SenaTor BenNNETT: While the pressure on the banks is eco-
nomic, the pressure on the government is political. I think all
my confreres in Congress will admit it is much more difficult
either in Congress, or as an administrator of the government
agency, to resist a political pressure to loan money.

Mgr. Kestnsaum: Knowing the chairman’s addiction to fol-
lowing the outline, I should like to offer an idea that can per-
haps advance this discussion on interest rates. It does seem to
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me that interest rates have been overemphasized in certain
quarters, partly for historic reasons—the classical theory does
not always operate well. The assumption that moderate changes
in the interest rate will effectively control the volume of credit
under present conditions seems to me unreasonable.

The suggestion that Senator Bennett made is certainly proper.
If we could control the amount of money lent by the banks, it
would be desirable. In fact, I think it is desirable to have some
restriction on the total amount of lending. But we must bear
in mind that what Senator O’Mahoney said is true.

The control of bank credit is difficult especially if govern-
ment agencies are set up to facilitate credit for the expansion
of defense facilities. To the extent that these agencies take over
financing which might otherwise have been handled by the
banks, the controls are short-circuited.

Furthermore, we must remember that there are “E” bonds
which have been purchased at the rate of some five billion dol-
lars a year which can find their way into the supply of credit
if necessary. Those can be cashed. That money can move into
savings, into other investments, or into consumer goods. There
is still a large volume of savings in this country which, under
more attractive interest rates, might be brought into the capital
market.

It seems to me that there are many persons here who have
the general view that no one of these controls can accomplish
the kind of control that is needed here; that it will take a broad,
well-thought-out national policy in which large sections of the
community will have to co-operate if we are to guide our econ-
omy in the direction that is necessary. I for one want to say that
- with respect to bank credit my own belief is that the most effec-
tive way of controlling bank credit would be to put the respon-
sibility on the banking system itself. I think it would be better
handled. We would do less violence to the economy, and we
would get better performance. I think the results would be
more satisfactory than any attempt to impose limits or controls
because, when we do, we put a premium on a line of credit.

We have learned one thing about controls. They require skill
in their administration, and, whenever the people who are ad-
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ministering controls try to match wits with the people who are
subject to controls, the people who are subject to controls
usually win.

Mr. DirecToR: I regret that the phrasing of Item V is causing
some difficulty of interpretation. It was not designed to direct
attention to any particular interest rate, nor, to put it even
more concretely, was it directed to discussion of the desirability
of high interest rates as a means of checking the demand for
loans at banks. The main purpose of this question was directed
to discussion of whether the objective of keeping down interest
rates makes it impossible to prevent an increase in the supply
of money.

MR. Broucs: I would like to rephrase that as a question: How
high are we willing to see government interest rates go over the
next two or three years? How low are we willing to see govern-
ment bond prices go? Why are we not willing to see the bond
prices go lower, or the interest rates go higher? It seems to me
that the answer may be the key as to whether this monetary
policy can be made to work in this period.

Mgr. Havex: Is there any limit to the rate of interest which
it would not be worth while to incur? If a 12 per cent rate of
interest is necessary, would it be too high if it prevented in-
flation? The costs of inflation are such that I do not see that any
rise in the rate of interest should be offset.

Mg. ViNer: Let us assume that we do not know what the
effect would be of the restriction of the volume of money on
the price of government bonds but that we are very much con-
cerned with such an effect and, for whatever reason, good or
bad, we would not want it to go far. It would nevertheless then
be a serious mistake to throw up our hands and say, “We cannot
control the volume of credit.” We can insulate the government
debt from the impact of higher interest rates.

Ideas as to how this can be done have been circulating for
years. I think some of them are relatively simple to administer,
although they would require new legislation. One of the ways
that I would suggest, which seems to me the simplest way, is to
make reserve requirements hold against assets and not against
liabilities of the banks and then to permit the Federal Reserve
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to set up different reserve requirements against long-term gov-
ernment bonds as compared to all other income-earning assets
in the banks.

On that basis, we can make the reserve requirements zero on
government bonds held by banks, or make it 10, or 5 per cent,
or make it half or a quarter of the reserves on the other types
of assets, as we find it necessary, in order to induce the banks
to keep on holding these bonds. In that way, we can protect the
market value of the bonds, and we can limit the interest burden
of the public debt, while still having freedom to move in the
direction of control of the aggregate volume of credit.

I want to make it clear, however, that I am not saying that
if a dictator were running this country, he ought to do that.
I am not sure. It may be that what he ought to do is to restrict
by some method or other, definitely, the volume of bank credit
without regard to whether it is government-created or private-
created credit. But if public opinion and the government are so
concerned about the market value of the government bonds,
and/or the interest burden on the debt, that they will not accept
a type of control which sharply lowers their market value, and
if we do not know, as I believe we really do not know, what the
effect of real tightening of credit would be on the market value
of the bonds, then I say that we should consider a device such as
the one I suggest.

There are at least three or four other proposals circulating,
and they have been circulating for years, whereby we can pro-
tect the public debt against the impact of credit control and
throw the burdens of credit control wholly on the nongovern-
mental side. I prefer the device I have suggested, but I do not
insist upon it.

CuamrMAN Levi: I direct the attention of the conference to
Item V, C, which asks, “Can we have both the program of
keeping down interest rates and a noninflationary monetary
program with existing institutional arrangements?” and I ask
if anyone else wishes to speak to that point.

Mr. Brueaker: I would like to ask a question on that point.
I notice that the Federal Reserve Board, in conjunction with
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the banking fraternity, has attempted to work out a voluntary
credit restriction program which they hope will induce the
banks not to loan as much money as they have been lending.
I realize that probably the Federal Reserve Board people here
would have to defend that system in terms of its possibility of
success. I would like to hear one of the other bankers who is in
attendance give us a candid answer as to whether or not he
thinks any bank which has the money to lend is going to pay
much attention to this kind of voluntary restriction system—
if it can lend money at a good rate and make a good profit on it.

Very frankly, our own answer to this question is that very
probably they would be just as little disposed to practice that
kind of system of self-restraint as would a business firm which
has a product which it can sell at a higher price. Neither could
we expect labor to refuse to try to get a wage increase if its costs
are going up and it feels the need of a wage increase. I just
wonder if anyone feels we can have even a little hope that this
voluntary credit restriction plan will work. ’

MR. Bugcess: If that is addressed to the bankers, there are
only two of us here, and the other banker present has spoken
and taken his turn. I might say that this program of voluntary
credit control originated with the bankers, although in form
it appeared to come from the Federal Reserve Board, because
that is the way the attorney-general wanted it to come. But it
was at our initiation.

I believe it will be reasonably effective. Generally speaking,
these conservative bankers do have consciences. I think it may
be as successful as the program of voluntary restraint from pres-
sure for wage increases that the British labor unions have exer-
cised over a recent period. That was one of the outstanding
achievements since the devaluation of the pound. British labor
has been willing to stand without any substantial wage increases
in spite of rising prices. I think the bankers may be as effective
with their voluntary controls as that.

MR. BruBaker: Do you think they are of a different stripe
from the business people?

Mg. BurcEss: I am not such a pessimist about human nature.
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MR. LEVENTHAL: Are you not also influenced by the fact that
voluntary controls may be effective because, if they are not
effective, they might be made involuntary?

MR. Burcess: That is one of the real arguments for this. May

I also say that this set of controls can be made more effective
and moved over toward more direct controls? There was a very
effective Capital Issues Committee, for example, in World
War I, staffed by people who were being controlled, which
turned down nine hundred million dollars worth of capital issues
and approved two and a half billion, or something of that sort,
but did its job extremely well under the chairmanship of a
banker. These voluntary committees can be incorporated into
such a capital issue control, without too great difficulty, if we
find that it does not work on its present basis.
. Mr. BruBakEer: Let me follow the question, then, with an-
other one. Do you think that, if we are going to have direct
controls in the area of prices and wages, there is a reason why
we should not have direct control in this monetary area in terms
of direct controls on loans?

Mg. Burcess: We already have, Mr. Brubaker, something like
50 per cent of the loans—we have it in real estate, in securities,
and in instalment credit.

Mg. BruBaker: Excluding those, do you think there is reason
why we should not have it?

Mg. Burcgss: I think it is a very difficult thing to determine
as the loans come up. It is a very difficult thing for somebody
else to set up a set of categories without establishing a tremen-
dous system of policing.

Mgr. BruBaker: Even in terms of controls of the gross amount
of credit which can be issued? You see, we are in an area where
we are called upon to do a great amount of sacrificing on the
basis of some kind of equality of sacrifice in this emergency
setup. We ask businessmen to control their businesses; we ask
labor to control their wages; and, when Congress is not satis-
fied that this is being done properly, they slap direct controls
on prices and say that, when they are controlled there, we will
control wages at the same time, so that two major areas of our
economy are already functioning under a direct control system,
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presumably because that is going to help to effectuate this
equality of sacrifice. We are wondering why the equality-of-
sacrifice doctrine should not go into the area of credit.

MR. Burcess: My first answer is that it has, in terms of the
area where controls have already been established. The second
is that we want to do things that work. We are trying to do
two things here. That is the principle that we need to bear in
mind. We are trying, first, to finance the defense effort; second,
we are trying to do it without inflation. That delicate balance
is where our problems arise. I would say that 85 per cent of the
loans that I have seen go through our bank have been directly
related to doing a defense job and maintaining the production
of an economy at a level 15 per cent higher than it was a year
ago. Now, it is a delicate job to do, and I think it can be dealt
with with the kind of setup that is being worked out.

Mgr. Hazrirt: The most desirable form of voluntary control
in the field of credit would be simply to allow the interest
rate to rise, and that can be done simply by the government’s
stopping the process of holding it down. And, answering Mr.
Blough’s question, the interest rate should be allowed to rise
to a level sufficient to stop inflation, sufficient to stop further
expansion of bank credit.

As to Mr. Viner’s proposal, I think it would be a very danger-
ous thing to try to isolate government credit from the credit
market. It would end up in direct controls, and it would end up
in government lending, as a matter of fact, so that the only real
choice that we have is to allow the interest rate to go up if we
wish to preserve a free economy at the same time that we wish
to stop inflation. That is going to have adverse effects on gov-
ernment bonds, and one of the reasons is because such a bad
policy has been followed in the past. These bad effects are the
result of that policy and nothing else.

CrHAIRMAN LEvI: I should like, at this point, to ask Mr. Fried-
man to summarize and take the role of the critic. But, before
he does so, I should like to remind you that the next discussion
begins with a continuation of this discussion, so that there is
some counterbalancing compensation for stopping, as you will
have to do after Mr. Friedman’s summary.
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Mg. Harrop: I have been sitting here feeling that what Mr.
Friedman said halfway through demanded a certain rejoinder,
but I have not made it. Since he is going to speak again, I should
like to say that I did not agree with some of his interpretations
of my views.

Mg. FriepmaN: Would you mind saying what they are?

Mg. Harrop: There was a double criticism. One was for lack
of logic; and, second, he divided the skeptics into those who
thought that an interest policy would be too weak and those
who thought it would be so strong as to have outside bad effects.
I should like to say that I do not think it is an issue that can be
-decided by logic but rather by history and experience, and my
contention is that history does not show that a tight credit policy
can prevent the development of inflation in the kind of situ-
ation where there is a real demand for goods and services, such
as we have at the present time.

I do not agree with the attempt to put a wedge between vari-
ous exponents of skepticism. Is there any contradiction between
saying that a thing would be ineffective and saying that, if
pushed very far, it would have very disturbing effects? It is two
aspects of the same point. I would submit that a strict credit
policy on lines that are familiar, on the traditional lines of the
past, would be ineffective; but that if we really try to stop in-
flation and say, “We will carry this to a logical extreme,” the
Federal Reserve can sell all the government bonds they have.
They could sell gold in the free markets of the world for a nice
premium, etc. If they did all those things, pushing the policy
to an absolute logical conclusion, we do not know whether they
could stop inflation. They might.

But if they did that and got to the point at which the mem-
ber banks were having to refuse loans all around and to with-
draw loans from their customers who had perfectly good col-
lateral, and we really carried the policy to that great extreme,
we would get to a point at which we would introduce an ele-
ment of confusion into the whole economy. My contention is
that, if we carry the policy to a reasonable level, I am in favor
of doing it, but that it is not, even when joined with a proper
fiscal policy, going to stop our inflation. If we carry it beyond
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a reasonable level, we will introduce grave confusions in the
whole economy. '

While I am speaking, I would like to make one final point
about this rate of interest. Great stress, in certain parts of the
room, has been laid to a high rate of interest. I am not sympa-
thetic to this—not beyond a certain point—because it seems to
me that what we are fundamentally trying to do with a high
rate of interest is to stop off investment expenditure in the order
of ten billion dollars in this country.

If we really put through a very high rate of interest—12 per
cent has been mentioned—we are disturbing values throughout
the whole economy. We are disturbing the relation between
capital values and all other values. I do not know what the
capital of the United States is, but it is in the order of a thou-
sand billion dollars. We are disturbing the relation of that capi-
tal, a thousand billion dollars, and the income yield of property,
in order to check expenditure of ten billion dollars. It is alto-
gether out of proportion. It is doing a gigantic thing in order to
produce a relatively small result. That is why I would like this
meeting to endeavor to explore other general methods, besides
fiscal controls, such as Regulations W and X, which, looking
across the Atlantic, seem to be excellent expedients.

I have thrown out the idea of a tax incentive to reduce ex-
penditure. Can we not find some general pervasive method to
reduce capital expenditure and not stick to the traditional rate
of interest method, which, in my opinion, has a grossly exag-
gerated importance attached to it?

Mg. FriEDMAN: Let me start by indicating what I think to be
the area of real agreement. I think there is widespread agree-
ment that a more rigorous and tighter open-market monetary
policy than has so far been carried out in the United States
would be desirable to counter inflation. Further, I think there
is agreement that a particular, single, rigid rate of interest de-
rived from past history is not sacrosanct and should not be al-
lowed to interfere with further use of monetary policy. Beyond
this, I think there is considerable disagreement, which I might
try to summarize as follows.

There is one group that believes that open-market policy—
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I use this phrase to meet Mr. Feller’s point that “monetary
policy” can be conceived of as including many types of controls
we have not discussed—combined with reasonably adequate
fiscal policy could prevent inflation, by its effect on the quan-
tity of money, without direct controls and without any unde-
sirable effects that would not characterize other policies as well.

There is a second group that believes that, while tighter
monetary policy is desirable, it is not enough, even in conjunc-
tion with a reasonably adequate fiscal policy. Those who take
this second position offer different reasons why monetary policy
would not be enough. One reason is that velocity is extremely
variable, that the rate of use of money can alter very easily, and
hence that it would require extraordinarily large declines in the
amount of money to offset any potential velocity increases.

In the main, however, it is felt that monetary policy is not
enough, because it would have undesirable incidental effects.
The major undesirable incidental effect mentioned is on the
rate of interest on, and the price of, government securities.
While some variation in the price of government securities is
recognized as possible and desirable, it is argued that there is a
point, as mentioned by Mr. Blough, beyond which it is better
either to have inflation or to have alternative methods of stem-
ming it. The other main category of undesirable incidental
effects is on investment, particularly investment in war indus-
tries.

Among those who regard tighter monetary policy as inade-
quate, there are differences of opinion about the alternative
policies that should be adopted to deal with inflation or with
the undesirable incidental effects of tight money. One proposal,
by Mr. Harrod, is for taxation deterrents on investment. A sec-
ond proposal is for voluntary control over bank lending, similar
to the plan now in operation. Unfortunately, one question was
not considered in connection with this proposal that I think
is basic, namely, whether voluntary controls, even if effective,
are a desirable means of organizing a war effort. A third pro-
posal is direct controls over the volume of bank lending. The
proposal here is that there be either a freeze on total bank loans
or the adoption of some similar device that will directly con-
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trol bank lending as contrasted with the control of bank lending
indirectly through a Federal Reserve policy of altering the total
amount of funds available to lend. Fourth, a wide variety of
other direct controls—such as allocations of materials—were
mentioned as possibly having the effect of reducing the de-
mand for credit and thus taking the pressure off monetary poli-
cy. Finally, Professor Viner suggested a plan for isolating the
government debt and thereby offsetting or eliminating this one
particular incidental effect of a tight-money policy that is widely
regarded as undesirable.
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THE ROLE OF FISCAL POLICY

OuTLINE FOR Discussion

It can probably be taken for granted that there are alterna-
tive combinations of monetary and fiscal policies which can be
utilized to prevent inflation; that a budget surplus must be off-
set by an easy-money policy and that a budget deficit must be
offset by a tight-money policy.

I. Is a balanced budget (equality of cash receipts and cash
expenditures) a reasonable proximate goal for a noninflation-
ary mobilization program?

A. Some groups favor a budget surplus. Is the argument
here:

1.

2.

That a budget surplus would permit adherence to the
present easy-money policy of low interest rates?
That a budget surplus would discourage consump-
tion and permit a relatively easy-money policy which
would stimulate private investment; that it is always
desirable to have a larger volume of investment; and
that the nature of the present program requires that
investment should be stimulated all over the field so as
to be available in case it is wanted later for a bigger
program?

That we can expect an increase in the rate of use of
money (because people expect inflation, or because
cash balances are already excessive as a consequence
of suppressed inflation ) and that a budget surplus is a
better way of offsetting such an increase than a con-
traction in the supply of money?

68
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4. That Congress is more apprehensive of the dangers of
inflation than the Treasury and the Reserve System?

5. That Congress cannot trust the Treasury and Reserve
System to follow a sufficiently noninflationary mone-
tary policy?

6. That a budget surplus can prevent inflation while
monetary policy cannot?

7. That although monetary policy could be as effective
as a budget surplus in preventing inflation, the former
would have undesirable consequences such as cre-
ating unemployment?

B. Some groups favor a budget deficit. Is the argument here:

1. That the resources used for the military program
should be taken in large part from civilian invest-
ment; hence a tight-money policy is required to con-
centrate the contraction in the civilian sector of the
economy on investment rather than on consumption?

2. That the taxes required to balance the budget would
reduce productive efficiency more than the high inter-
est rates required to offset a deficit; specifically that
high taxes would
a) Keep nonworkers from entering the labor market?
b) Keep all workers from working longer hours?
c¢) Keep workers from shifting to new occupations?
d) Reduce the efficiency of all workers?

e) Remove the incentive on the part of enterprises
to economize labor, materials, and equipment?

3. That taxation is less effective in adjusting the resources
contributed by individuals to their individual needs
and capacities than borrowing at high interest rates
which will be required to prevent inflation with a
budget deficit?

4. That part of government expenditures will represent
an addition to total civilian capital, and should there-
fore be covered by noninflationary borrowing rather
than by taxation?

II. What tax increases would be most appropriate for a non-
inflationary mobilization program?
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A. The personal income tax

1. The chief argument for exclusive reliance on this tax
is that income is the best measure of ability to pay;
and the additional taxes can be distributed in what-
ever way is desired.

2. The argument against such reliance is:

a) The obviousness of the income tax impairs incen-
tives to effort.

b) An income tax is likely to be made very progres-
sive, and the resulting high marginal rates will
maximize disincentives.

c¢) The income tax does not require the economizing
of resources on the part of people financing con-
sumption by sale of assets.

B. A general sales tax

1. Is the chief argument for such a tax
a) That it is hidden and likely to be nonprogressive

and has relatively little disincentive effect; or

b) That it provides people with a choice between sav-
ing and consumption and increases the relative
attractiveness of saving?

2. Is the chief argument against a general sales tax that
it is regressive and discriminatory because it cannot
be made comprehensive?

C. Spendings tax

1. Is the chief argument for such a tax that, like the
sales tax, it discriminates in favor of saving and, un-
like it, can be made comprehensive and progressive?

2. Is the only argument against it that it is administra-
tively difficult to enforce?

D. Special excise taxes

1. Is the chief argument for this tax that if the supply
of any commodity is completely inelastic the tax on
it has no effect on allocation, and if the commodity
is one for which demand is abnormally high the tax
prevents windfall gains?
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E. Excess profits taxes
1. Is the main argument for such taxation that it pre-
vents “profiteering”’t
2. Is the argument against such taxation that it promotes
waste of resources by eliminating the incentive to
economize and discourages the required shift of re-
sources?
F. Corporate taxes
1. Are the considerations listed in E above applicable to
increases in corporate taxes of the usual kind?
G. Compulsory saving or returnable taxes
1. Are the chief arguments for these that they minimize
disincentives; create a purchasing power reserve for
later periods; redistribute property and thereby give
everyone a stake in the capitalist system?

CuammaN Brum: This afternoon’s session will generally fol-
low the same formula as this morning’s session. Presumably, you
have in your hands an outline used for organizing the discus-
sion. I have been asked to announce, for those of you who pre-
fer to use microphones, that they are available, and it will simply
be necessary for you to signal the boy who is sitting behind you,
and they will be produced.

This afternoon there will be two opening statements, the first
by Professor Goode, and the second by Professor Shoup.

Mr. Goope: I hope I can make my opening remarks rather
brief and introduce the subject by saying that we now come to
examine something that we took pretty much for granted this
morning, the assumption that we shall have a strong and wise
fiscal policy to supplement whatever we do in other areas. You
may not feel that is a realistic assumption after we have had
some discussion.

I believe that the main functions of fiscal policy in this period
of mobilization are four in number. There are possibly others.
Two of these functions I regard as relating primarily to the
quantitative aspect of fiscal measures, that is, the appropriate
amount of taxes, expenditures, and borrowing.
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The first function is the traditional one of absorbing purchas-
ing power in order to help close the inflationary gap. The other
quantitative problem has to do with minimizing the increase in
the public debt and the increase in liquid assets of the com-
munity. I suggest that we focus our attention primarily on these
two problems.

The other two objectives I designate as qualitative. One of
these is what I call “market equalization” in specific shortage
areas which may call for excise taxes where there are limitations
on possiblilities of expanding output or where there are direct
controls on output. Finally, there is the use of taxation to sup-
port what has been termed the “stabilization compromise.” This
last objective may call, for example, for the use of taxation of
profits to convince labor and other sections of the community
that everybody is participating in carrying the burden of the
mobilization program. In my opening statement, at least, I shall
have little to say about these two qualitative objectives but shall
center attention on the quantitative objectives of fiscal action
at this time. :

One point that I should like to make I almost hesitate to
mention in this group. But I think it bears repetition because of
the character of much of the public discussion of defense fi-
nance: The taxes and other fiscal measures that may be taken
to absorb purchasing power do not actually impose burdens on
the community as a whole. The burdens that we are called upon
to shoulder are created by government expenditures and the
mobilization program itself; taxes are only one way of allocating
the burdens among individuals and groups in the community.

As for how much should be raised in taxes, I myself take the
rough goal of balancing the government’s budget. Now, I rec-
ognize great merit in the argument in favor of trying to achieve
a surplus. All considered, however, my own judgment is that
we shall do very well if we balance the government’s budget
and that balancing the budget is a feasible objective that we
could set for ourselves in the field of taxation. I recognize that,
if we do balance the government’s budget, we shall not absorb
all excess demand by that means. Certainly, we shall not absorb
all excess demand if we have a lax credit policy at the same time.
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I recognize that a very likely consequence of this course of action
is that we shall have some inflation. How much inflation we have
will depend, to some extent, on what we do in monetary policy
and what we do with direct controls.

In my opinion, it is not clear that a moderate degree of in-
flation is entirely out of the question as a way of distributing
some of the burdens of the defense program. Of course, there
are those who point out that it is impossible to restrict inflation
to a moderate amount, and that may well be so. Mr. Harrod
asked this morning if there had ever been a time when monetary
action had prevented inflation under circumstances such as we
face. Although I am not a student of monetary history, I believe
we should have to answer by saying there has never been such
a time. I doubt that, under the circumstances we are consider-
ing, inflation has ever been wholly avoided by any program.

I think we must expect a little inflation. Perhaps we shall have
more than we bargain for. It seems to me appropriate for the
President to set as an objective prevention of any inflation, al-
though we recognize that we shall probably fall short of this
objective.

Let us now turn to the particular tax measures that can be
used. I will state rather dogmatically my view of them, partly
for the purpose of provoking discussion. I do not wish at this
time to give any detailed arguments regarding the merits and
demerits of the particular measures.

It does seem to me that we shall be able to accomplish our
tax objective by using the conventional taxes, the familiar reve-
nue measures. I believe that we should emphasize at the outset
—an economist ought to emphasize, at least—that many domi-
nant decisions in this area depend on ethical or equity judg-
ments and not on considerations of technical economics in any
sense. If I state some conclusions on such issues, they will be a
reflection of my views of equity and the ethics of the situation.
I think that is unavoidable. I recognize, however, that, as an
economist, I have no claim to expertness in this area.

I suppose that most of us would think first of the individual
income tax as a means of raising more revenue. This tax is gen-
erally regarded as the fairest of available revenue measures. It
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can be apportioned in accordance with our standards of ability
to pay or social justice and also with regard to considerations of
economic expediency. This view of the income tax, of course,
rests on the assumption that it is a direct tax, that is, a tax that
stays where it is imposed. We feel much less certain about the
incidence of many other taxes. I am not sure that our confidence
about the final resting palce of the individual income tax is en-
tirely justified. But let us grant that there is much to be said for
the popular view that most of the individual income tax is borne
by the persons who file the returns, whereas we know less about
who bears the corporation income and excess profits taxes, pay-
roll taxes, and some of the excise taxes.

One limitation on the use of the individual income tax is its
possible adverse effects on incentives to produce. I must say,
however, that it seems to me that economists have not been able
to settle the question of what effect the tax actually has on the
incentive to work. Another limitation which may be more sig-
nificant relates to the administration of the income tax. I fear
that there is real danger of a breakdown in administration if we
put too much emphasis on the income tax. We must remember
that successful administration requires a large element of vol-
untary compliance on the part of taxpayers. In discussing the
merits of the individual income tax, it seems to me, we nearly
always assume that it is perfectly administered, whereas, in fact,
we know that is not the case. Administrative problems may set a
limitation on the tax. Nevertheless, in my own program, I put
primary emphasis on the individual income tax for the immedi-
ate future and for a good while to come.

Corporate taxes may be useful for control of purchasing power
and also to support the so-called stabilization compromise. With
regard to the control of purchasing power, it seems clear that
corporation taxes do somewhat restrict investment. They are a
good supplement to a tight credit policy in that respect.

Another kind of effect of corporation taxes may be highly
undesirable and may set a limitation on use of these taxes. Al-
though corporate taxes restrict some kinds of investment, they
encourage those kinds of investments which can be charged to
current expense. That is the well-known wasteful expenditure
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argument which holds that businessmen are likely to be liberal
if they feel they are spending the government’s money to a large
extent. That, I feel, we would all recognize as a limitation on
corporate taxes. Partly because the rate of an excess profits tax
would be higher than the rate of the regular corporation income
tax, I lean toward use of the regular corporation income
tax instead of the excess profits tax as a source for more revenue.
Another reason for this preference is that I do not know how
to define excess profits. This seems to me a rather serious short-
coming of the tax.

Turning now to the excise taxes, I want to dispose of these
rather quickly in my present discussion by saying we could use
excises to absorb purchasing power. We could also use them for
specific control purposes. Looking at the absorption of purchas-
ing power, I personally am skeptical about these taxes, because,
first, it seems to me they discriminate unfairly against producers
and consumers of the taxed commodities. Second, it seems to
me that most of the taxes are regressive, a feature which I dis-
like. I see no great merit in most of these taxes, although, cer-
tainly, some of them are well established.

One argument that might be made for increasing the specific
taxes on liquor and cigarettes is that the inflation which we have
already experienced has reduced the real rates of these taxes by
roughly 50 per cent since the present rates were imposed. If,
for example, we mark up the tax on distilled spirits from nine
dollars to twelve dollars a proof gallon, as the Treasury has pro-
posed, the real rate in terms of actual purchasing power will
still be less than it was when the nine-dollar-a-gallon tax was first
imposed.

One question that I expect we shall want to argue at some
length here is the place of a so-called general sales tax in the
~ revenue program. Let me be explicit about my own view. I think
that if we actually had to contrast the effects of extreme infla-
tion with a sales tax, there would be no doubt that we should
prefer a sales tax. But I do not believe that unchecked inflation
and the sales tax are the present alternatives. It seems to me that
we can reach the revenue goal of balancing the budget—on the
basis of programs that have been made public—without resort



76 Defense, Conirols, and Inflation

to a sales tax. I personally do not like the sales tax because of its
regressivity, and I am not convinced that we cannot do equally
well with other means. Another objection to the sales tax is that
it is difficult to integrate with price and wage controls. There-
fore, the sales tax does not enter into my personal program at
this time. I would, however, reserve it for use if we find we can-
not, for economic or political reasons, raise enough taxes from
other sources. ;

I will be through after a brief look at compulsory lending,
often called compulsory savings. I can see no place for this in
the present program, because I do not know what the maturity
date ought to be. I do not see how we can ask people to lend to
the government unless we can set some definite maturity date.
The presumed economic advantage of compulsory lending over
taxation is that its incentive effects are less damaging. If, how-
ever, we cannot set a definite and not too remote maturity date,
that presumed advantage seems to me to disappear.

This unfavorable judgment does not apply to compulsory
lending in the form of an expansion of the regular social security
system, which would increase contributions in advance of bene-
fits. Now is a good time to move toward a permanent improve-
ment in the old age and survivors insurance system and in other
social security programs.

I do not wish to outline a fiscal program in any further detail.
In conclusion, however, I should like to say a few words about
the tax program recommended by the Treasury Department on
February 5, 1951. As you know, this program calls for a ten-bil-
lion-dollar increase in taxes made up of roughly four billion dol-
lars additional from the individual income tax, three billion
dollars from the corporation income tax, and three billion dol-
lars from selective excise taxes. These recommendations are not
precisely the measures that I should prefer; I doubt that they
conform exactly to the preferences of any of us here. But the
Treasury proposals do seem to me to offer a very good basis for
the formulation of a sound tax bill this year. I believe that we
shall need to go beyond the Treasury program and that it may
be desirable to do so before the end of this year. In assessing
the need for additional taxes, we should not make the mistake
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of becoming optimistic, because inflation increases the yield of
existing tax rates.

In a tax program for a mobilization period such as that now
envisaged, I repeat, it seems to me that we can place primary
reliance on the individual income tax. Increases in the corpora-
tion income tax and in certain excises are also appropriate. I do
not believe that it is wise or necessary to resort to a general sales
tax or a special compulsory lending program at this time.

CramMAN Brum: Professor Shoup.

Mg. Suour: To avoid repetition, let me say that I agree with
practically everything that Mr. Goode has said, with the excep-
tion of two or three points.

I am inclined, perhaps, to emphasize more the justification
for excess profits taxation as opposed to a further advance in the
regular corporate tax rates, partly because I feel that, at these
levels, the regular corporate tax rates have some danger of get-
ting into prices; and, second, because I feel that, as a matter of
common equity, we can do better by taking more away from
profits that are higher now than they were in the last four years,
if the alternative is to go up to 50, 55, or 60 per cent, even for
concerns that are going downhill at the present time. While we
cannot define excess profits exactly, we cannot for that reason
say “No” to the measure, for if we adopted that attitude in taxa-
tion fully—and, of course, Mr. Goode, I know, was not going
that far—we would not be able to do anything.

The problem of excessive or wasteful expenditures under high
marginal rates on business exists, but I think it has been some-
what less serious than is generally supposed and could be made
much less serious than it has been. Without attempting to assess
the evidence of the past, let me point out that if we could ex-
tend the privilege of carry-back of losses, or of unused excess
profits tax credit, to beyond one year and make it a two- or
three-year carry-back, then the fact is that no businessman
would ever be safe in assuming that the marginal rate of tax
on this year’s profits and loss is actually, in fact, 77 per cent. It
might turn out to be zero or 47 per cent, when, in some future
year, a carry-back was allowed. In that instance, it seems to me
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it would be to the advantage of every good business executive
to keep almost as close a watch on expenses as he would in nor-
mal times. In any event, I am inclined to think that the pro-
cedures set up for economizing in business are not subject to
such rapid deterioration as is sometimes assumed under the
impact of tax rates. .

One point that Mr. Goode, if I recall correctly, did not em-
phasize is the possibility of a tax on spending which would be
levied on the individual, upon submission by him of a state-
ment showing what he had spent in the last three months or a
year. It would involve serious administrative difficulties. How-
ever, and this shows how all tax problems tend to link up, if,
for the administration of the high income-tax rates, we were to
insist upon a statement of net worth of the taxpayer at the be-
ginning and the end of each year (the requirement would seem
to me to be necessary in any administration of high income-tax
rates), we might then be able to require net-worth statements
further on down the income line; and, to the extent that that
could be done, a spendings tax would, I think, be practicable.
I would agree that it is something that should not be put into
the tax program at this time. It is, rather, something to be held
in reserve, but something that should be seriously considered
before ever moving to a sales tax.

One further reason against the sales tax: I would prefer not
to have inserted in the tax measure something which, through
inertia, stands a good chance of staying there forever after the
emergency is past. I do not think the excess profits tax poses any
such danger. The sales tax, however, once in, would have a tend-
ency to be there forever, and, for that reason, I should regard
it as something close to a last resort.

A few comments on some of the implications of the state-
- ments in the program here. There seems to be a general tend-
ency to imply that heavy taxation checks consumption rather
than investment. First, if it checks consumption, it probably also
checks investment indirectly, except investment induced or re-
quired by the government for the defense program. Presumably,
business will be less eager to invest if consumption shows signs
of crumbling under the tax burden.
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Second, despite the degree to which money is available, the
working capital effect of heavy corporate taxes is often decisive
in deciding whether or not a firm shall undertake investments.
Consequently, if we are really serious about further checking
business investment by tax measures, we have powerful instru-
ments at hand in further increases in the excess profits tax rate
or in the corporation tax rate.

If I could take three or four minutes to discuss Mr. Harrod’s
proposal this morning, I would like to do so. It is a very stimu-
lating thought, and I make these remarks not in opposition but
rather in terms of testing or inquiring into the proposal.

What are the limitations to any such proposal? First, inven-
tory accumulation as a form of investment would not be af-
fected by this decelerated depreciation provision. Second, in
practice, may we suppose that the decelerated depreciation
would have to apply to all plant and equipment outlay that was
not covered by the certificates that allow accelerated deprecia-
tion. Perhaps we could visualize a threefold division, and per-
haps Mr. Harrod had that in mind, including a middle ground
where investment is not given either accelerated or decelerated
depreciation. One question to settle would be whether the dis-
allowed depreciation was to be lost forever or whether it was
simply to be postponed to a later year. The quantitative rela-
tions will require some careful study. If we denied half of de-
preciation, what would be the results when compared to deny-
ing all of it? Would there be a danger of going too far, as Mr.
Harrod said, in raising interest rates? Essentially, this amounts
to a tax on investment, in the form of a disallowance, partial or
complete, of depreciation charges. The thing that rather bothers
me, as it is apt to bother any public finance man, is the problem
of equity, which Mr. Goode noted. Let me illustrate.

Company A’s plant was constructed in 1942. It wears out in
1952. Now, let me oversimplify this to make the point. To con-
tinue in business, this company must build a new plant. The
plant of Concern B, a competitor, was constructed in 1947 and
will not wear out until 1957, so this firm can continue in busi-
ness without capital outlays in 1952.

If we have the excess profits tax in operation, the first firm
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may find that the more prudent course, under Mr. Harrod’s pro-
posal, is to shrink in size or actually quit business, although
there can be no equitable reason for requiring it to do so. More-
over, such a disallowance would tend to work against the more
safe or assured type of plant investment and in favor of the
risk-taking kind. Let us suppose that a one-dollar investment in
an asset with a ten-year life, depreciated one-tenth each year
normally, is subject as to the income it produces to a marginal
rate of 70 per cent. Suppose that after deducting that tax the
net return on the investment is 27 per cent a year (plant and
equipment investments often have to show on paper 25 per cent
before they will be undertaken by a business concern, owing to
a variety of factors, including such things as what the stock
sells for on the market and what the risks are). If depreciation
is completely disallowed, they would net 20 per cent, a decline
of less than 30 per cent.

On the other hand, let us take a more conservative or safer
type of investment which the concern is willing to make, even
though it nets only 12 per cent on the dollar investment after
the present tax structure. Then let us disallow depreciation, as-
suming still the 70 per cent marginal rate, and we get a return
of 5 per cent. Now, it is the same absolute shrinkage, obviously,
from 27 to 20, and from 12 to 5—that is the reflection of the 70
per cent rate—but the percentage reduction in investment is far
greater in the 12 to 5 per cent drop than in the other.

Perhaps we ought to broaden the question and ask, if we be-
lieve investment would not be checked adequately by the
checking of consumption through the personal income tax and
by checking directly through further increases in corporate
taxes, should we then levy a direct tax on investments? There
might be a constitutional question involved.

Just one more remark in passing. Mr. Goode correctly pointed
out that compulsory lending, sometimes called compulsory sav-
ing, presents some grave problems. One of the greatest prob-
lems in compulsory lending is that it postpones until after the
war the settlement of the pattern of sacrifice among the popu-
lace. Mr. Goode is quite correct in saying that the actual short-
age, the actual refraining from consumption or investment, must
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be done now. Whether it is you or I or the other fellow who
bears the burden is something that depends on the tax system
largely, and compulsory lending defers the decision on that until
after the war or the defense program.

On the whole, I am inclined to think it is not a good thing
to postpone those decisions. I particularly wish to emphasize that
this is a misnomer in Item G. We should not say “compulsory
saving.” Compulsory saving would be extremely difficult to ad-
minister. It means the government would compel the individ-
ual either to save a stated amount—which would not mean
much in some cases, where that much would be saved anyway
—or to save more than he would otherwise, which is almost
impossible to define. Then there are problems as to what the
government would do to the individual if he failed to save the
stipulated amount. Compulsory saving on a substantial scale
would scarcely be practicable without something like general
expenditure rationing.

There is one other point I might make to avoid breaking in
on the discussion later, and that is the effect of the income tax
on willingness to work. It seems to me to be much more com-
plex a problem than is commonly recognized. I would like to
refer this problem to my friends in the labor field who know
much more about it. It seems to me every increase in the income
tax works both ways at once. By taking money away from me,
it enhances the marginal utility of money to me and makes me
more eager to go out and seek an extra job and have less leisure.
But by promising to take away from me some part of what I do
get when I work more, it tends to deter me from doing so.

I cannot see how our present degree of knowledge allows us
to say whether another five points on the personal income-tax
brackets would, on balance, cause most of us to work more or
less. My impression is that, as far as we do know, it looks some-
what like a standoff, at least until one gets to around 35 or 40
per cent on bracket incomes of $3,000-$5,000. Then I would
suspect it would have an appreciable effect on overtime, absen-
teeism, etc. .

CuatrmaN Brum: Professor Shoup addressed most of his re-
marks to Item II of the outline. Professor Goode likewise ad-
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dressed most of his remarks to that question. Professor Goode
started out, however, by calling attention to Item I, taking the
position that he thought we would be doing well enough if we
balanced the budget without striving for a budgetary surplus.

This morning, Professor Harrod took the other position under
Item I, saying he thought that the goal of fiscal policy on this
occasion might properly be an overbalanced budget, or a budg-
et surplus. It might be appropriate for us to follow the ques-
tions as they appear on the outline, considering, first, Item I
and then turning to Item II

I might also point out that, in a sense, the questions or points
listed under Item I, A, are reasons for balancing a budget or
going further in getting a budgetary surplus, while the questions
in Item I, B, might be viewed as reasons either for not balancing
the budget or for not going further into getting a budgetary sur-
plus. Does anyone wish to be heard?

Mg. GainserugH: As I warned the chairman at luncheon, I
would propose at least some discussion of the problem of the
level of government expenditures before we move on to the
next field, the mechanics of taxation. I want to dissent, too, from
handcuffing ourselves to a quantity theory discussion and from
considering taxation so narrowly as an adjunct on monetary and
credit policy as our agenda suggests.

I think we, as a people, grow steadily more concerned over
the fiscal position in which we now find ourselves currently.
There is a ground swell of citizen, business, and even occasional
labor reaction, too, to the levels of government expenditures to
which we find ourselves committed. Total government expendi-
tures rose from ten billion dollars in 1929, of which federal ex-
penditures were only two and one-half billion, to eighteen bil-
lion dollars in 1939. At that time federal expenditures had
reached nearly ten billion and exceeded state and local spend-
ing. In 1949, a year of semipeace, the sum of all public spending
approached sixty billion, and the contemplated level of govern-
ment expenditure in the fiscal year immediately ahead of us is
about a hundred billion dollars. Federal expenditures alone in
fiscal 1952 would fall between eighty and ninety billion dollars,
assuming the current defense program continued.
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REPRESENTATIVE CELLER: Does he mean to include such
things as pensions, etc.?

Mgr. GamnssrucH: Yes, I do. I will refer to that subsequently.

This time trend also includes a growth in the influence of the
state over our citizenry which traditionally accompanies a rise
in government expenditures. Millions of people have been
placed on government payrolls, so that becomes one immedi-
ate area of influence. The second area of influence is found in
the market place. As the purchases of goods and services by the
government are ever widened, business first seeks out govern-
ment as a customer and then relies upon it more and more to
provide an outlet for its products. The third area of influence is
the increasing resort to the federal government as a source of
purchasing power, particularly for payments for nonproductive
services. In that area I include the transfer payments that mil-
lions of individuals are receiving from the government for past
military service or as welfare payments. The final area of
influence is the growing concentration of assets in the govern-
ment. The latest wealth estimates show that, by 1948, govern-
ment already had within its possession some two hundred bil-
lion dollars of assets (including military items), or fully 20 per
cent of the nation’s total wealth.

How far can or should we go with the government as the
prime originator of income, the greatest customer for goods,
the largest holder of assets? If this trend continues, can we
avoid reaching a position in which we have vested in govern-
ment economic controls for all time rather than just in periods
of crises alone?

I think perhaps that opens up some of the lines of discussion
that I referred to at luncheon with the chairman. One final
comment. The program upon which we are now embarked is
not short run. We are told increasingly that we will be exposed
to these drains not for a year or two but possibly over a decade
or more. How much, as a people, should we, or are we prepared
to, spend for defense and for related purposes? Senator O'Ma-
honey’s committee has been concerned with that and has made
some positive recommendations in that connection. I therefore
suggest that in connection with our discussion of the role of
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fiscal policy, we ought not to turn immediately to the question
of the mechanics but ought first to give serious consideration
to the levels of public spending and their implications.

CuamMmAN Brum: If I may say so, the subject of the general
level of government expenses will be considered at length in
connection with the long-run consequences of the mobilization
program, and that has been scheduled for the fourth session,
so I will rule that out of order, and we will come back to it.

SENATOR O’MAHONEY: May I ask a question at this point, so
as to get in the thinking of the group? Are you referring solely to
federal government expenditures, or are you taking into con-
sideration the very great increase of state and local expendi-
tures at the same time?

Mg. GainsBrucH: I am referring to both, but there can be no
question about where the increase has been most pronounced
in the past quarter of a century. It is definitely in the federal
government section.

SEnATOR O’MAHONEY: The extensive increases of federal ex-
penditure have been on the war side much more emphatically
than on the civilian side, whereas, so far as state government
expenditure goes, it has been much more upon the civilian side.

CuammaN Brum: We will return to that topic.

Mr. Hazrrrr: Am I to understand that the chairman has
ruled out the discussion of the level of expenditures while re-
taining the whole question of a balanced budget? The level is
regarded as an irrelevancy?

CaamrMAN Brum: Not regarded as an irrelevancy; it is re-
garded as a topic to be discussed more properly in connection
with another session.

Mpr. Hazrirr: Would it not make the rest of the discussion
more real, and should not that question be raised now? If you
try to separate the level of expenditures from the question of
whether a balanced budget is desirable, and how it shall be
financed, then you make the second part of the discussion un-
realistic and academic.

CuAIRMAN Brum: We felt not. We felt that the present level
of expenditures would be maintained, or, for the purpose of this
discussion, some other level could be assumed, and we could
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get to the question of which level is the more proper one at our
subsequent session.

Mr. Hirch: 1 was just going to make the point that I think
you were making. I think it is extremely important, and I
missed this in a great deal of the discussion this morning, that
we have a pretty clear idea what level of expenditure we are
talking about, and what we are assuming about the increase in
the rate of defense expenditure in the future. I think that the
controls, the efficacy of fiscal and monetary measures, will be
very sensitive to our assumptions about this level, and about
the rate of buildup.

It is not very clear just what the appropriate assumption
should be. The plans which have been made public are not suf-
ficiently definite. They cover a very wide range. We certainly
cannot assume that the present level continues, because this is,
as far as defense expenditure is concerned, not very much
greater as yet than the level that we have had for the last three
years. We are all thinking of something substantially greater
than that, but I do not know hew much greater.

CHAIRMAN Brum: Mr. Hitch, to the extent of the discussions
today hinging on the level of expenditures and of its increase
that can be stated, and the discussion based on that assumption,
I see no other way of separating the two elements and having
an orderly discussion on both.

MR. Hitch: I agree. I am just asking for greater clarity of
assumption about the level in our discussion of the fiscal and
monetary measures.

CHAIRMAN Brum: Mr. Harrod, did you have any comments
you wanted to make in connection with Mr. Goode’s opening
remarks?

Mg. Harrop: I made one or two notes for some brief points.

First, you say I have been wishing a budget surplus. I do not
wish a budget surplus. I think very heavy taxation is harmful,
and we should avoid it. All I was saying this morning is that a
budget surplus is necessary unless we have also other methods
of thinning out investment expenditure; it is not good enough
to say that we will stop an inflation’ by “paying as you go,”
meaning by that an exactly balanced budget; unless we have
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other methods of thinning out expenditures in the civilian sec-
tor, we would have to have a budget surplus. I do not mean
I desire that. I think it is necessary if we do not have other
methods.

Second, the effect on investment of higher taxes—I am not
sure that I do not somewhat disagree. It is said that the invest-
ment would be less because consumption would be less. But,
after all, the government is going to spend the money we pay
in taxes instead of our spending it, and that will equally give
rise to certain investment requirements.

If the troops have to have uniforms made, etc., there will be
investment requirements there. I do not see that the transfer
of spending from the citizen to the government will affect the
aggregate of investment requirements, and my contention was
that, while we have to have new investment, and lots of it, for
the defense effort, the rate of investment for civilian require-
ments should be thinned out as a contribution toward the re-
lease of resources.

Well, then, having said that, I ought to deal very briefly with
the questions that were put to me. I would be inclined to put
my plan for decelerating amortization in effect over the whole
field where the capital expenditure was not deemed an impor-
tant contribution to defense. I am sure there would be all sorts
of administrative difficulties, but I think it is very important—
and it is a thing we ought to stress—that the administration
must be very vigilant to be sure that expenditures do not
wrongly claim the credit of being defense expenditures when
they are not truly so.

To the question as to whether the allowance on depreciation
would be lost forever or postponed, my idea was that it should
simply be postponed, not that it should be lost forever. You
may say, “Well, then, it won’t be a great deterrent,” but I think
it would be, for two reasons. One is the obvious reason. People
are not so eager to do something if they do not see the money
coming back to them for some time. They may be led to post-
pone it until they can have the bird in the hand. Also, there
might be an actual permanent loss to the extent that we hope
things will move into a better phase after two years and the
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rates of taxation may go lower then. In that case, by the post-
ponement plan, the amount that the government would even-
tually contribute to the investment would be less.

Third, about the plant to wear out in 1952—well, no doubt
there is a certain amount of inequity there, but is there really
a fixed year in which the plant wears out? Do not we want,
rather, to say, “If this plant were installed in 1942, it can prob-
ably be made to do until 1954 or 1955”7 There may be a slight
inequity there, but there is bound to be some inequity when a
new big burden comes upon us, and we are all differently placed
in regard to this burden—there cannot be exact equity. I sug-
gest if it has the effect of making a man say, “I will defer my
replacement from 1952 to 1954 and make do not quite so effi-
ciently,” that will be all to the good.

Finally, there is, no doubt, a very tricky point on the differ-
ence between high-yielding and risky investment and safe and
lower-yielding investment. Would not the burden be some-
what commensurate there, since, the amortization being low,
the allowance on the amortization would be correspondingly
reduced?

I think that is all I have to say in reply to the points that
have been made.

CuarMAN Brum: Turning then to our outline, does anyone
want to speak to the point which is made under Item I, A, 1,
namely, budget surplus, because it would permit adherence to
the easy-money policy of low interest rates?

Mr. Harey: Mr. Chairman, if I may adopt the precedent of
not speaking to the question. . ..

CuarRMAN Brum: Precedents, in the plural.

Mgr. Harey: It seems to me that the subsidiary questions
under Item I, A, have the disadvantage right down the line
of suggesting that we are here faced with a choice between
monetary policy and fiscal policy. This, it seems to me, is a
mistake. I think we are all agreed, as was pointed out in the
summary of this morning’s discussion, that a monetary policy
with more backbone to it than we have had is very desirable.
I suggest, also, that it would not be difficult for us to agree that
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that monetary policy will need to be supplemented with a fiscal
policy. These are not alternatives.

Now, with reference to Item I, A, some groups favor a budget
surplus. Is it on the basis that in some sense we have to choose
between monetary policy and fiscal policy? I am now speaking
to the question. I would say, “No; this is not the basis.” The
argument which possibly would favor a budget surplus, it seems
to me, is the view that some of us hold, as was evidenced this
morning. As a practical matter, there are some of us who feel
that monetary policy cannot be expected to carry the whole’
burden under present circumstances of defeating the inflation-
ary effect of these large liquid balances, which we have in-
herited from the last war. These large liquid balances, these
holdings of government securities in the hands of consumers
and in the hands of business firms that can use these funds for
quick investment if they want to, make it extremely difficult
effectively to apply monetary policy.

Now, if monetary policy cannot be expected under these spe-
cial circumstances to do as much as it otherwise might, and
if we really are going to have something other than inflation—
if we are going to have stable prices—then it seems logical that
we might have to have something more than just a balanced
budget. That, it seems to me, is the argument for something
more than a balanced budget, although I would immediately
agree with Mr. Goode that, as a practical matter, we would
do well to shoot at a balanced budget; and if we got that, at the
present contemplated level of federal, state, and local expendi-
tures, which I am assuming, we would be doing pretty well.

Mg. MuLLENDORE: For fear that silence might be taken as
agreeing here to something on which I do not agree, I should
like to state that I do not agree with the whole basis of this
conference thus far in that it would seem to rule out reliance
upon the free market and the penalties and rewards of a free
market as the best controls available. I am particularly im-
pressed, as I hear the discussion of the difficulties arising out of
the proposed artificial controls, with the fact that in each case
the difficulties thus arising would be solved by a resort to the
time-tried and proved free market, which we are here appar-
ently ruling out. I think that, in all our discussion, at least we
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should have in mind that we are comparing basically the de-
sirability of a managed economy and controls with the controls
of a free market and not assuming that the controls of a free
market are not effective.

REPRESENTATIVE CELLER: May I ask you what generation you
are speaking about?

MRr. MuLLENDORE: This generation.

Mr. Goopk: Do I understand you to say that taxes are incon-
sistent with a free market?

Mgr. MuLLENDORE: The question Mr. Gainsbrugh raises is di-
rectly involved, if we are talking about a free market. Let the
question of the level of government expenditures be determined
upon what can be taxed out of the people without the inter-
jection of artificial purchasing power and borrowing. The use
of taxation as a means of social reform and as a means of imple-
menting fiscal policy, rather than taxation for revenue, is but
another example of substituting controls for a free market. Of
course, we must have taxes in a free market as well as in a
managed economy.

Mgr. Direcror: The only observation I want to make is di-
rected to getting Mr. Haley to say more than he has said. As I
understand his point, it is contained under Item I, A, 3. Ex-
penditures may increase because of the large volume of liquid
assets. In this event is it better to meet the consequences by a
budget surplus or by a contraction in the supply of money?
I hope Mr. Haley will indicate more fully why he prefers a
budget surplus to a contraction in the supply of money. Is his
conclusion only that we are not likely to use monetary policy,
and therefore we ought also make use of a budget surplus?

MRr. Viner: Would not a budgetary surplus be one of the
means of contracting the supply of money?

Mr. Direcror: It may be used as a means of contracting the
supply of money. Even so, what are the advantages of using
tax collections rather than open-market operations?

MRr. Harey: I would undertake to answer Mr. Viner’s ques-
tion with a “Yes.” I think it would have that effect. That is one
reason that I am not sure that the questions are put here as all
of us would like to see them. The suggestion somehow is borne
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out here in question after question that anybody who resorts
to a strong fiscal policy must be doing so because the alterna-
tive of a strong monetary policy has been rejected, which, I
think, is a mistaken premise on which to proceed. That is really
my point. It seems to me that, in view of existing balances, we
will need a strong monetary policy, and we will need as strong
a fiscal policy as we can obtain if we are going to check infla-
tion. They are not alternatives in my mind. Even Section 3,
although it comes close to the point, it seems to me, in part
misses the point, as Mr. Viner implies.

Mgr. KestnauMm: I would like to support what Mr. Haley
has said and' go just a little further. It seems to me that check-
ing inflation will require the use of monetary measures, fiscal
measures, a very strong savings program, real leadership on the
part of the administration in the line of self-discipline, and a
great many other things, because the basis for inflation is very
great. I agree that to assume that we have our choice of reme-
dies undercuts this whole discussion. It seems to me that what
we ought to be thinking about is to what degree each of these
measures can be used and whether the aggregate of all these
measures really can keep us from incurring further inflation.
The real question is: How far can each of these be effectively
used, and what do they all add up to?

MR. FELLER: What I wanted to say has been said now twice,
and I think I might suggest to the chairman that we discussed
the head side of the coin this morning, and now we are dis-
cussing the tail side. We are going to keep talking about mone-
tary policy until we forget about putting questions in terms
of all other controls. The discussion will remain a discussion of
monetary controls from the beginning to the end. I suggest that
all the questions under Item I, A, are questions which are really
of that nature and that the progress of the conference would be
accelerated if we would get to the problem of assuming that
something must be done other than monetary control and ask
ourselves what must be done and how it should be done.

Mr. FriepmAN: I just wanted to say that, unless we discuss
the issue of how much we do, there is nothing to discuss. If we
are going to say that we must\do as much as we can on the
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monetary and on the fiscal side and as much as we can on every
other side, then there is no problem.

Mgr. Broucs: Is that so? ,

MR. FELLER: If we assume that you were right this morning
and that we can solve the problem with monetary controls, then
it is true there is no point in discussing anything more. The
whole purpose of the further discussions must be on the neces-
sary assumption that we cannot do the whole job with monetary
policy. ’

Mg. Friepman: I believe you are misstating the discussion
this morning. You will recall the discussion included some as-
sumption about fiscal policy. The statement was repeatedly
made that, given a reasonably adequate fiscal policy, it would
be possible to supplement it by a monetary policy. We are
coming to the fiscal policy side, and once again fiscal policy
cannot do it alone. I think we would agree that there is no fiscal
policy that can do it alone.

The fundamental issue before us is: What are the effects of
these two? Ought we to rely on a fiscal policy completely? If we
are going to keep within the framework of preventing inflation,
then we do have, to some extent, an alternative. It is only as we
take inflation as an alternative that these questions become
pointless.

MR. AckrEY: I think I would like to have the right-hand side
of it.

Mg. BruBaker: What about the area of direct controls?

CrAIRMAN Brum: That is the third session.

MRr. BruBakeR: Do you not think you are putting us in the
position, the way the discussion is now going, that everybody
is going to feel he has to make a statement on the question
to protect some reasonable position? Maybe the time has been
reached in this democratic process for the taking of a hand vote
to see how many people think we need a lot of fiscal policy, and
how many think we need a lot of monetary policy, and how
many think we need. a lot of both, and how many think that
both of those things together are not enough.

I happen to agree with my good friend Dr. Haley and several
others in the formulations they have just made, but I see no
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point in each of us getting up and saying that. If we do not do
something, we leave the impression that there is still a very sub-
stantial body of opinion here that thinks we have an alternative
to direct controls. I do not think we do.

Mg. Rostow: Mr. Chairman, can we add an unpleasant note
of reality to this discussion? We have been talking so far about
how desirable it would be to have a balanced budget. Of course
no one would doubt, from the point of view of stabilization
policy, that it would be very desirable to have a balanced
budget, and I think we have been somewhat misled by the fact
that so far, since the outbreak of the war in Korea, by a variety
of accidents, mainly the inherent difficulty of spending large
sums of money, we have had a balanced budget. But I, for one,
do not think we are going to have a balanced budget very long,
and I doubt very much whether any conceivable rate of tax-
ation will be imposed that will match the level of military ex-
penditure that seems to be coming. I think, therefore, that we
might discuss this problem not on the premise that fiscal policy
will attain a balance or more than a balance, a surplus, but on
the premise that we are going to be running a fairly consistent
cash deficit in about six months and from there on for some
time.

Mgr. Hazrirt: I think it would also add a note of reality to the
discussion if we remembered that, in spite of the fact that we
have had a budget surplus, we have, nonetheless, had inflation,
and at a minimum that proves that a balanced budget or a
budget surplus is not of itself sufficient to halt inflation.

MRg. BRUBAKER: Amen,

Mg. FeLLer: Mr. Chairman, I suggest then, in the limited
time available to us, we all recognize that it will be a problem
to balance the budget. Whether it can be done or not in the
future—there is a real subject of discussion not in the question
of desirability of doing it, or to what extent, but to get down
to the topics listed here which talk about the ways of doing it,
and that is beginning with Item II, which are the real questions.
Whatever the view as to the relative merits of the thing, there
is a problem of raising additional revenue now and the impact
on the economy of such measures.
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CuammaN BLum: Our commentator and interim summary
expert for this afternoon’s session will be Mr. Stein. Before we
move off Ttem I to Item II, we might hear from Mr. Stein.

Mr. StEmN: One thing revealed by the discussion so far is a
desire by a great many participants to discuss questions that
are not on the agenda for this afternoon, especially the level
of government expenditures and the possibility of cutting the
budget.

On the question which was on the agenda—namely, the bal-
ance between receipts and expenditures—there seemed to be
general agreement. The desirability of at least balancing the
budget was accepted by those who spoke. No one urged de-
liberate creation of a deficit in the kind of situation we now
face. Reference was made to the desirability of a surplus but
somewhat wistfully, as if that was too much to expect. There
seems to be recognition of some kind of limit to taxation which
prevents the achievement of a surplus when the budget is very
large. But the nature of this limit has not been analyzed. Do
considerations of incentive and equity set a limit to taxation
short of what would be desirable from the standpoint of stabili-
zation policy? Or is it accepted as a fact of political life that
legislators just never do enact enough taxes when the budget
is large? I think it would be important to be more explicit about
the location and nature of the limit to taxation. Acceptance by
economists of vaguely placed and ill-defined limits to taxation
encourages legislators in their natural reluctance to raise taxes.

Mg. Tromson: I think there is a positive statement on the
agenda that deals with almost every question that is coming up
here.

CrAIRMAN Brum: Before passing on to Item II, T would like
to suggest that, if any formulations, statements, or propositions
as to what we discussed in connection with the items that we
thought we discussed under Item I will be submitted to us, we
will try to fit them in at one of the later sessions. With that,
we can move on to Item II to get the framework and back-
ground set forth.

RePRESENTATIVE CELLER: You have offered a challenge to
members of Congress present here today. Congress is more
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apprehensive to the dangers of inflation. I do not think the
members of the Congress should let this challenge go by with-
out saying that members of Congress are no more or less appre-
hensive of the dangers of inflation than the Treasury and the
Reserve System. We mean by inflation high prices and ever in-
creasingly higher prices. I would say, and I am sure the mem-
bers of the upper chamber who are here this afternoon will
agree with me, that practically all our waking hours are in-
volved with importunities from constituents from far and near
and with bitter complaints about the high cost of living and
their inability to meet with the take-home pay the family
budget requirements. And, in addition thereto, these same con-
stituents who complain in that direction also importune and
bring every kind of pressure to bear upon us to widen benefits
under social security, to provide for defense housing, and to
provide for more and better pensions and for more and more
government spending.

This being a democratic government, we naturally must re-
spond. It is very difficult and takes a great deal of courage to
say “No.” You can theorize all you wish around this table, you
can write all the books you want on the theory of fiscal policy,
monetary policy, price control, but it will all be upset by the
Congress, not because Congress wishes to upset your theories,
but because we are a representative government and the mem-
bers must be responsible and responsive, reasonably, to the
public will.

With this increase of the level of spending which has been
alluded to, it is difficult to balance the budget for long, and
therefore it is difficult to respond to these theories. I listened
attentively to all the discussions this morning, but I failed to
see or hear a note of practicality. You have not been pragmatic,
and I hope the discussion which will ensue will be a bit so.

I have a great respect for our friend Mr. Burgess here, and he
says, “Yes, there should be voluntary controls by way of fiscal
policy, controls by way of controlling prices.” There is some
measure of control in monetary policy, but I think he takes the
position that bankers are somewhat sacrosanct and that they
should not be controlled as labor is controlled, as merchants
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are controlled in their sale of commodities, that is, by regulation
or law.

I cannot see that, Mr. Burgess. That is like plugging the holes
in the barrel but leaving the big hole, the bung hole, unplugged.
I cannot for the life of me see how you control the price of a
commodity; you control the price of human endeavor that goes
into the fabrication of that commodity or the sale of it, but you
do not control the price for the money used by the manufac-
turer or that the fabricator borrows to enable him to make that
commodity. You leave that end open.

If we leave any end open in the matter of control, whether
it is fiscal or monetary or physical, we have the hole in the dike,
and we are bound to have an inflationary influence which is
finally damaging. There again, while that is not in line with my
first premise about pragmatism in economics, I could not let the
occasion go by without challenging your statements this morn-
ing with reference to considering bankers as a separate class,
as being, shall we say, sacred cows, and that the public should
rely upon their voluntary agreements.

I happen to be a tiny banker myself, strange as it may seem,
Mr. Burgess. I am a director of a small bank. I am general coun-
sel for that bank. But I know that our money gravitates to where
it will give us the greatest amount of interest, and all voluntary
agreements be damned. We just do not abide by them. That is
the sum and substance of it. Maybe your bank is different be-
cause, the larger it gets, the more morality it gets; I don’t know.

Mg. Brouch: Before you leave the question of the balanced
budget, I would be very happy to know whether I am to under-
stand that, of the fifty or seventy people or thereabouts in the
room, there is not a single one who believes that it would be
better to have a deficit than to have either a balanced budget
or a surplus. I hope that is correct, but I would like to put the
question to see whether there will be an answer in the negative.

Mr. Friepman: I will be the sacrificial sheep: I do not think
you ought to have a completely balanced budget, because I be-
lieve, contrary to Mr. Haley and some of the others, that the
range of feasible maneuver in the area of monetary policy is
even greater than it is in the area of fiscal policy so far as its
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effects on incentives and so far as the equity distribution of the
burden is concerned. So that, while I very strongly urge that
we ought to avoid inflation, I would feel that the proper formula
for this is a minor budget deficit. I do not want to argue that
we could have a very major one, but, just in order not to let
Mr. Blough get his unanimity, it seems to me that a minor
budget deficit associated with a tight enough monetary policy
to offset its influence on the level of prices would be my answer.

Mgr. BruBaker: How much would you suggest?

Mg. FriepmaN: All T mean to say is that a deficit of a few
billion dollars is one that can be managed easily enough by
monetary policy and that it has certain advantages.

Mg. Goope: Mr. Friedman, do we understand that you feel
there are certain circumstances under which you would regard

‘it as not gravely wrong to have a deficit? Would you actually
favor it for the present?

MRg. FriepmAN: I am sure I would favor it under some circum-
stances. It depends on how much we have to push taxation. As
of the very moment today, I do not think there is a necessity
for it, but, as we push taxation a little more, I would see some
positive advantage in such policy.

Mg. Hrrcu: I would like to ask Mr. Friedman whether he is
talking about a military budget of the order of about thirty-five
billion dollars or a military budget of the order of eighty bil-
lions. I quite agree that, if it is thirty-five billions, there is a good
deal of room here for maneuver and for choice. I would be very
much inclined to doubt it, looking at the political practicalities
of the situation, if we have a military budget of eighty billions.

MR. FriepmAN: I am not sure what Mr. Hitch means by “po-
litical practicalities.” I very much doubt the political practical-
ity of preventing inflation with a budget of eighty billions. But
if we were to assume that inflation can be prevented. . ..

MR. Hrrca: That is my point.

Mgr. FriepmaN: That may well be, but in so far as there is a
question of choice, it seems to me this is at least as practicable
as the other.

Mg. Hrrcu: But our choice is at the lower levels.

MR. FriEpmAN: That may well be.
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SENATOR O’'MaHONEY: I am glad that Mr. Hitch raised this
point. There is no sense in talking about budgets or deficits
unless you have some idea what the cost of the mobilization
program is going to be.

Any discussion to be fruitful has to be based on a stipulated
set of facts or assumptions. May I suggest that we take those
presented to us by the government rather than some fifty or
sixty possibly equally plausible sets of alternative assumptions.
The important question is: Can the government achieve what
it states it proposes to do? Mr. Wilson, director of the Office of
Defense Mobilization, has suggested that it can, provided some-
thing like, though not in excess of, 20 per cent of the national
income is diverted to military production. For a noninflationary
mobilization program which will demand not to exceed 20 per
cent of the national income, a balanced budget would seem
to me to be a reasonable requirement. Of course if we were
launched on a military program comparable to that of World
War II, our program and assumptions would have to be utterly
different.

Before there can be any reason or logic to any conclusions
drawn from this discussion, those who participate must make up
their minds about what degree of government spending they are
talking about. Since inflation is a general question affecting the
cost of living as well as the cost of armament, we must make up
our minds, for example, concerning the extent to which the
cities, counties, and states of the United States should continue
to engage in spending for welfare purposes.

The state of New York and the state of California, to cite but
two instances, have state budgets now that are far beyond any-
thing in their history. Yet we hear no talk about state spending;
we hear talk only about federal spending. An examination of the
budget will show that most of the federal spending—indeed as
much as 85 per cent of total federal expenditures—is directly
war-connected and has nothing to do with social programs
against which most of the critics of federal spending are really
directing their fight.

MR. VINER: Do you include the pork in the veterans’ program
in that category?
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SEnaTOR O'MAHONEY: Let me ask you, sir, to come to Con-
gress and get some of the critics of federal spending to point out
the pork in the veterans’ program. When the Veterans Adminis-
tration was established, and again when legislation for the pay-
ment of pensions and medical benefits to veterans was enacted,
the bill as introduced in the Senate bore the name, as I recall it,
of every member of the Senate.

My files are full to the bursting point with letters from leadlng
financiers and taxpayers demanding, first, that the budget be
balanced and all this terrible spending be stopped and de-
manding, second, that war plants be established in their com-
munities.

Mg. Viner: Nobody has ever claimed that the path of the
statesman is an easy one.

Mgz. MinTs: Would you not really like, however, to have some
guiding theoretical principles that would more or less aid you?

SEnATOR O'MAHONEY: I spend most of my time trying to get
guiding theoretical principles.

Mgr. FELLER: Restating a proposition which I have stated, it
seems fairly reasonable to assume that our total program will be
different, depending on the assumptions of different levels of
military spending. But, whatever the level of military spending
that is now reasonably to be anticipated, we will have a prob-
lem of raising considerable additional revenues by additional
taxation; and this is so whether we desire a small deficit or a
small surplus or a balanced budget. Therefore, we get down
to the real problems involved in imposing that taxation so as to
exert the type of effect we want to have on the economy. We
can talk about the free market, as one gentlemen did, but obvi-
ously every tax has some effect on business and economic de-
cisions, and every time we put on a tax we impede what we
would call a really free market. Since we have taxes and we are
going to have taxes, we have to talk about which way we want
to impede the free market.

CrarMAN Brum: With that as a springboard we will turn to
Item II, A, “What tax increases would be most appropriate for
a noninflationary mobilization program? The personal income
tax.” Does anyone wish to speak to Part A of Item IT?
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Mg. HenpErsoN: I would like to raise the question of defi-
nitions here. I have in mind particularly rewards for services
which today can be translated into capital gains. First, we have
the development and sale of a business, sale of a single inven-
tion, sale of a single book, stock options for executives, and
those rewards are taxed on one basis. Rewards for services that
cannot be tied up with a capital gain or capital increment are
taxed on another basis. What is the economic effect of this situ-
ation, first on incentive and war mobilization, and, if we are
talking about increases in personal income tax, do we include
both or do we consider that we are going to redefine the subject?

Mg. GoopE: At the risk of raising a very controversial point,
I would just answer that in the short way. As far as I am con-
cerned, all of those things you mentioned are personal income
and ought to be taxed like other personal income. That is a cate-
gorical and dogmatic answer. I do not know how important
they are quantitatively in the whole picture as far as our eco-
nomic problem of controlling inflation is concerned. I think they
have considerable importance in so far as the equities of the dis-
tribution of the tax load among individuals is concerned.

Mz. Saour: I would like to add that there seems to be an
inclination in some quarters to say that this is not the time to
plug the loopholes in the income tax; we are too busy raising
revenue. To my mind, that is about the most fallacious reason-
ing that I have heard. If there is any time to plug the loopholes
and to remedy the injustices, this is certainly it; and even though
in some cases the measures involved may not mean much in
terms of absolute amount of revenue, still the effect on taxpayer
morale and on administrative efficiency may be powerful; and
surely at a time like this that is important.

To be specific, we should increase greatly this absurd maxi-
mum rate of 25 per cent on capital gains to decrease the dis-
parity between capital gains and so-called regular income. We
should also, in my opinion, make other changes which would
include elimination of the present ability of oil companies and
others to deplete their properties 100 per cent and 100 per cent
and 100 per cent ad infinitum with no stopping point.

We should impose federal taxation on the interest of all future
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municipal and state bond issues, and we should do a number
of other things I will not stop to enumerate here. But I want
to state the general principle that this is the time of all times to
clean up all those things which have made our federal income
tax such an ungainly structure from the point of view of equity
and administration.

MR. FeLLER: The specific proposals by and large as they are
listed in Item II are written on the assumption that we have to
have certain new taxes, to which I agree. But I think that one
general item that should be included is the question of elimi-
nating the loopholes, not only in the income tax, but in capital
gains taxes, depletion allowances, tax-exempt securities, and
such matters. I would say that there are other loopholes which
also should be considered and seem to be excluded by the cate-
gorization here. With regard to the income tax, I should say
that not only is an increase in rate necessary but that it is high
time that we recognized the desirability of eliminating the split-
income provision which was recently introduced into the act
and which has the effect of providing a lesser net tax on very
high-income brackets, when actually the brackets themselves
are as high as they were during the maximum period of taxation
during the war.

In addition to that, I think there are other items such as
changing of co-ordination of estate and gift taxes so as to in-
crease gift taxes and to avoid the possibilities of tax evasion in-
volved in annual gifts free of gift tax. I think also that problems
involved in the collection of taxes are important, particularly
of the income tax, involving the withholding of dividends, a pro-
posal which has recently been made and which did not, unfor-
tunately, succeed.

CramrMAN Brum: This is not a conference on improvements
in the tax law. I think we ought to consider generally the ques-
tion of raising more revenue by way of the income tax.

Mg. TANNENWALD: May I suggest, in line with what you have
said, that we bring this down to a realistic basis. Just as we tried
to do on the question of level of expenditure, somebody here
ought to state what is the maximum that can be raised by these
various changes that we are talking about, either technical or
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otherwise. I mean that we can only deal with this thing realisti-
cally in terms that we have at least ten billion dollars to raise
and probably sixteen billion five hundred million, and we can
talk all day about these technical changes which are important;
but they will not come anywhere near doing the job.

CrammaN BLum: Will you indicate in a general sort of way
the volume of revenue involved in the technical changes and
then go on to indicate the magnitude of rate changes, Mr.
Goode?

MR. GoopE: I prefer to talk about the rate changes first, if I
may. Roughly, we can say that, with something like the present
level of national income and the present exemptions under the
income tax, we should get about a billion dollars by raising indi-
vidual income-tax rates one percentage point in every bracket.
In other words, if we raise rates by four percentage points all
along the line, we get close to four billion dollars. The Treasury
estimated a little less than that in its February 5, 1951, state-
ment, but incomes are now somewhat above the basis they
assumed for their estimate. So every man can be his own statis-
tician and figure out how much can be raised, depending on
how high he thinks rates can go. In principle, it certainly is not
out of the question to raise ten billion dollars from the indi-
vidual income tax with the present personal exemptions. If we
cut exemptions, we can raise a good deal more, and I do not
think we ought to exclude the possibility of cutting the exemp-
tions.

As regards the technical matters, I think the revenue is hard
to estimate with a degree of accuracy that would contribute
much to the discussion. In any case, I agree with Mr. Shoup
that the main reason for making the technical changes is to in-
crease equity, not to raise revenue. I doubt that these revisions
would result in much additional revenue.

MRg. Hazrirr: Mr. Chairman, I am a little confused as to the
course of this discussion. When Mr. Gainsbrugh raised the ques-
tion of the level of expenditures, it was ruled out of order. Am I
to understand that the level of expenditures is irrelevant?

Mg. TanNENwALD: Except that we are faced with sixteen
and a half billion dollars right now.
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MR. Hazurrr: Then are we to take it for granted that what
the administration proposes to do is proper and not criticize it
and then merely say how to raise the money?

MR. Goopg: Mr. Chairman, is it improper to consider how we
would raise a certain amount of revenue if we found that neces-
sary and desirable?

CuamMAaN Boum: I think not.

Mgr. GoobE: I would hope that we could consider that at this
time, and it certainly does not imply that there are no possibili-
ties for altering the level of expenditures. But it seems not im-
possible to discuss how we would raise ten, twelve, or fifteen
billion dollars if we found that advisable.

Mgr. Hazrirt: If we are going to discuss hypothetical reve-
nues, we ought to discuss hypothetical expenditures. I think that,
if one is going to be on a hypothetical basis, the other can be
also. All T am asking here is for a little consistency. Mr. Gains-
brugh raised the question of expenditures, and the whole prob-
lem was ruled out of order. If one can be put on a hypothetical
basis, so can the other. We can also discuss hypothetically how
much the budget could be cut if we wanted to cut it.

Mgz, TANNENWALD: Do you think we could cut it sixteen and a
half billion dollars?

Mg. Hazrrrr: I would not be surprised. If you think it is
likely, that is another question.

CrarMaN Brum: The assumption was necessary in order to
discuss the problems before us. We later, in the fourth session,
will consider in detail how proper or desirable the expenditure
is. One can make necessary assumptions about revenue, revenue
controls, and revenue needs in order to focus these issues sharply
enough to discuss it.

Mgr. Hazrrrr: My only point is that the two ought to be con-
sidered together, that they are both part of the same problem,
and that it makes the whole problem unreal to rule out any dis-
cussion of expenditures.

CHARMAN Brum: Mr. Arnold’s suggestion was to have one
side of the table discuss one thing, the other side another, and
the middle to discuss both together.

Mg. BroucH: It certainly is not unreal to ask the question,
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if we have to raise any given amount—three billion, five billion,
ten billion, fifteen billion, or more—whether we get a better
anti-inflationary effect by taking it out of income taxes paid by
persons with small incomes, or income taxes on persons with
large incomes, or the corporate income tax, or the excess profits
tax, or excise taxes, or payroll taxes. Surely we have plenty of
material there for discussion. The question of the total amount
of expenditures is important and is to come up later. It seems
to me our problem here should be to consider which methods
of taxation give the greatest anti-inflationary impact and why.

Mg. GainserucH: If you look at the materials with which you
have been supplied, you get a fairly good answer as to what we
might expect from the personal income tax. How far are we cur-
rently from the level of taxation that was imposed under a total
war? Here we are in a period of a quarter-war, and we are only
two or three points below the rate that was effective in a total
war.

If we are going to get higher taxes from this point on, we are
going to get it in a way that hurts. In the main, we have tapped
the easy sources of revenue thus far. We are reaching the point
now at which equity considerations become extremely difficult
to prevail, and that is particularly true in the case of the per-
sonal income tax. We are not far below the rates prevalent at
the peak of a war effort, when we had psychological, polictical,
and other factors that would lead in the direction of acceptance
of an extremely high rate.

From this point on, if we want taxes to accomplish the pur-
poses that we have in mind—to restrain consumption, to re-
strain investment, to expand production—the source from which
more revenue must come increasingly is from the base rather
than from the top of the income pyramid. I would be “agin” a
balanced budget if it meant that in process of arriving at that
balanced budget we would further continue the program of
economic and social reform leading toward liquidation of the
middle classes.

Mr. Jewkes: I would like to say something about a special
kind of tax which we have in Great Britain, some of the details
of which may interest you. If you are looking for new forms of
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taxation, the best thing you can do is to look at the countries
which have been most successful in putting the screw upon the
taxpayers, and I grieve to say that Great Britain is one of those.

We have in Great Britain a purchase tax which I think ought
to be looked at carefully if one is anxious to raise additional
taxation with a minimum of hardship. Of course, we have long
had very heavy taxes on individual commodities. We have very
heavy taxes on tobacco and beer. Our commodity taxes do in
fact yield us almost as much as our income tax. I am thinking
now particularly of a purchase tax, what you call a sales tax,
which was imposed during the war and which on the whole, I
think, operated surprisingly successfully both during the war
and since.

The purchase tax is a discriminating tax. It involves a differ-
ential rate on a very wide range of commodities, and it brings
in a very substantial revenue. The merits of a purchase tax, as I
see it—and for a moment I am putting the case rather more
strongly than I think I myself believe it—are precisely those
qualities which have already been referred to in one of the
papers before us as the defects of the sales tax.

First of all, the purchase tax is regressive, that is to say,
people, poor and rich alike, pay the same rate of tax per unit.
I think that is a possible advantage at a time like this. There
seems to me a virtue in some regressive taxes in systems which
otherwise have highly progressive taxation.

Second, the taxation is discriminative. For example, in some
cases it is as high as 100 per cent, and that seems to be an ex-
tremely useful device for using the taxation system in a period
of rearmament when we want to divert resources from the con-
sumers in general to the purposes of the state. So, for example,
if we want to discourage the purchase of refrigerators or motor-
cars, we can put a much higher tax upon those commodities
than we would put on the general range of goods. Discrimina-
tion can be exercised both as regards raw materials in short
supply and in regard to labor; that is to say, we can put higher
taxes upon those goods which use up the special kinds of labor
which are in short supply in the early stages of rearmament. In
fact, one of the most economical forms of taxation—it is a very
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topical matter I have gathered since I came to this country—is
a tax on gambling. That, in our country, brings in substantial
funds, easy to collect in the forms in which it has been imposed,
and it is imposed at just the points where people are prepared
to pay the taxes and where it does least harm to the economy
as a whole. ,

The third advantage, as I see it, of a purchase tax is that it
probably has a less serious effect on incentive, and that is a
point that we clearly have to look at carefully in a period when
we are asking people to put forth greater efforts. It probably has
less serious effects upon incentive than the income tax, partly,
of course, because the tax is hidden—one can be as cynical as
that about it—and although the people are paying higher prices
for the goods they have to buy, yet there is a psychological in-
fluence in encouraging people to work to get goods.

The fourth advantage of our purchase tax is that it is ex-
tremely flexible. I have always had my doubts as to whether it
was really necessary to have a full budget only once a year. I
think that in certain periods at any rate a quarterly or half-
yearly budget may be practicable. But the essence of the pur-
chase tax is that it can be changed almost at a day’s notice.

As to the drawbacks of the purchase tax. If it is carried on
in normal peacetime, it interferes with the consumer’s choice.
It puts into the hands of the state the machinery for dictating
what people will buy and what they will not buy. There are
certain administrative difficulties connected with the purchase
tax, such as changes in the value of stocks in shops when the
rate of tax is altered. But if you are looking for new taxes, then
I suggest the experience in Great Britain in the use of the pur-
chase tax is something that ought to be looked at quite carefully.

My only other point, while I am speaking, is perhaps an en-
tirely frivolous one, but I do suggest that if you are thinking of
another good tax, the best kind of tax is a high rate of interest.

RePRESENTATIVE CELLER: I take it that the program of accel-
erated amortization graded to corporate defense enterprise af-
fects corporate taxes. Would I be in order therefore under Part
F of Item II to say something with reference to it?

Cramman Brum: Will you hold that until we have moved
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off the income tax and general sales tax? I will recognize you
then.

MRr. HenpersoN: I think Dr. Jewkes may have overlooked
something in the nature of direct controls that are available in
connection with the prevention of high use of strategic mate-
rials. At the present time we have the National Production Au-
thority, which is a rationing authority which has profited by the
mechanisms developed in the second World War to an extent
that overnight, if it wants to cut back the production of auto-
mobiles, it does not need to use the clumsy and highly discrim-
inatory method of a higher purchase price. It just gets out an
order, and the papers are full every day of cutbacks.

A perfect mechanism exists, and it is a direct one. By use of
the higher rates, we immediately get into pocketbook rationing.
A certain number of items are going to be made, and a large
number of these on the selected groups are those which are in
the family budgets. For example, 24 per cent of all the buyers
of automobiles in the last recorded year, which was 1949, were
people with incomes of $3,000 or less. A proposal to raise the
price enormously would immediately make just a limited num-
ber of automobiles available to the higher-income groups, and
that violates the very essence of equitable rationing. It immedi-
ately says that the fattest pocketbook gets goods which are in
need.

Mg. Jewxkes: I would just like to mention the subject of phys-
ical controls which will come up tomorrow, which I am quite
prepared to argue at length. Physical controls of the kind that
- Mr. Henderson is discussing are more discriminatory than the
free market.

Mg. Henperson: Not if we accompany it with a rationing
system.

MRr. Jewkes: On what basis?

Mgr. Henperson: On the basis of need.

Mr. Jewkes: It cannot be done.

Mgr. Henperson: We did it.

CuamMAaN BroMm: I will rule that discussion out of order.

Mg. CortnEY: I submit that there is very little room left for
taxing personal incomes unless we go in the very low-income



The Role of Fiscal Policy 107

brackets. All of us are probably familiar with the following fact,
that if we tax away 100 per cent of what is left after paying
present taxes to those who earn $25,000 or more, we would get
eight hundred million doHars.

Gentlemen, if any national emergency is going to be used for
the leveling of incomes, I predict that we shall never get out of
national emergencies, politics being what they are. Therefore,
the only alternative to greater personal income taxes we have is
the sales tax, or what Dr. Jewkes calls the purchase tax. I be-
lieve, whether we like it or not, that if we want to have some-
thing which labor likes to call equality of sacrifice, we shall have
to impose the purchase tax.

Gentlemen, I draw to your attention that, since the outbreak of
World War II, the low-income brackets are better off after paying
taxes by about 27 per cent as compared with the prewar figure,
while, if we take the so-called high-income brackets, we will
discover that at least for those who used to earn $25,000 their real
purchasing power is about one-half even when their income has
been doubled since the war. I earnestly submit that there is very
little margin left for taxing personal income, and I am afraid
that, when we are talking about taxing personal income, we are
always thinking of those who earn more than, let us say, $20,000
a year. The only alternative we have is the sales tax.

MR. voN Miskes: In dealing with the problems we have been
invited to discuss at this meeting, it is first of all necessary to
realize that fiscal policies have reached a turning point. In the
last decades all nations looked upon the income and the wealth
of the more prosperous citizens as upon an inexhaustible reserve
which could be freely tapped. Whenever there was need for
additional funds, one tried to collect them by raising the taxes
to be paid by the upper-income brackets. There seemed to be
enough money for any suggested expenditure because there
seemed to be no harm in soaking the rich a bit more. As the
votes of these rich do not count much in elections, the members
of the legislative bodies were always ready to increase public
spending at their expense. There is a French dictum: Les af-
faires, c’est Targent des autres (“Business is other peoples’
money” ). In these last sixty years political and fiscal affairs
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were virtually other peoples’ money. “Let the rich pay,” was the
slogan.

Now this period of fiscal history has come to an end. With the
exception of the United States and some of the British Domin-
ions, what has been called the “ability to pay” of the wealthy
citizens has been completely absorbed by taxes. No further
funds of any significance can be collected from them. Hence-
forth all government spending will have to be financed by tax-
ing the masses. The European nations concerned are not yet
fully aware of this fact because they have found a substitute.
They are getting Marshall Plan aid. The American taxpayer fills
the gap.

In this country things have not yet gone as far as they have
gone in other countries. It is still possible to raise an additional
two or three or perhaps even four billion dollars by increasing
corporation taxes, by excess profits taxes, and by rendering the
personal income tax more progressive. But even four billion dol-
lars is only a fraction of what the Treasury needs under present
conditions. Thus, too, in this country we are at the end of a
period of fiscal policies. In this country also, the whole philos-
ophy of public finance must undergo a revision. In considering
the pros and cons of a suggested expenditure, the members of
Congress will no longer be able to think, “Anyway, the rich
have enough; let them pay,” for in the future the voters on
whose ballot they depend will have to pay.

Inflation is certainly not a means to avoid or to postpone for
more than a short time the necessity to resort to taxes to be
levied also from other people than those belonging to'the rich
minority. If for the sake of argument we leave aside all the ob-
jections which are to be raised against any inflationary policy,
we have to take into account the fact that inflation can never be
more than a temporary makeshift. For inflation cannot be con-
tinued over a long period of time without defeating its fiscal
purpose and ending in a complete debacle as was the case in
this country with the Continental currency, in France with the
mandats territoriaux, and in Germany with the mark in 1923.

What makes it poss1ble for a government to increase its funds
by inflation is the ignorance of the public. The people must
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ignore the fact that the government has chosen inflation as a
fiscal system and plans to go on with inflation endlessly. It must
ascribe the general rise in prices to other causes than to the pol-
icy of the government and must assume that prices will drop
again in a not too distant future. If this opinion fades away, in-
flation comes to a catastrophic breakdown.

If the houswife who needs a new frying pan thinks: “Now
prices are too high; I will postpone the purchase until they
drop again,” inflation can still fulfill its fiscal purpose. As long as
people share this view, they increase their cash holdings and
bank balances, and a part of the additional money is absorbed
by this increase. But then comes—sooner or later—a turning
point. The housewife discovers that the government will go on
inflating and that consequently prices will always rise more and
more. Then she thinks: “I do not need a new frying pan today;
I shall need one only next year; but I had better buy it now be-
cause next year the price will be much higher.” If this insight
spreads, inflation is done for. Then all people rush to buy. Every-
body is anxious to reduce his holding of cash because he does not
want to be damaged by the drop in the monetary unit’s purchas-
ing power. The phenomenon appears which in Europe was called
“flight into real values.” The knell of the currency system in-
volved sounds.

We have today in this country not yet reached this second
and final stage of every protracted inflation. But if the authori-
ties do not very soon abandon any further attempt to increase
the amount of money in circulation and to expand credit, we
shall one day come to the same unpleasant result.

We have not to choose between financing the increased gov-
ernment expenditure by collecting taxes and borrowing from
the public, on the one hand, and financing it by inflation, on the
other hand. Inflation can never be an instrument of a fiscal pol-

icy continued over a long period of time. Continued inflation,

inevitably leads to catastrophe.

Therefore, I think, we should not waste our time by discuss-
ing methods of price control. Price control cannot prevent the
rise in prices if inflation is going on. Even capital punishment
could not make price control work in the days of Emperor Dio-
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cletian and the French Revolution. Let us concentrate our ef-
forts upon the problem of how to avoid inflation, not upon use-
less schemes of how to conceal its inexorable consequences.

MR. PortER: I think the gentleman who preceded me touched
upon the question that I wanted to raise with Professor Jewkes,
and that is the issue of the noninflationary aspects of the sales
or purchase tax. If I may, I would like to put it in the form of
a question. Professor Jewkes, has the imposition of those levies
resulted in any change in the wage level?

MRr. Jewkes: Noj if it did so, then, of course, the purpose
of the tax would be completely defeated.

M=z. Porter: Therefore—and I would like to hear from some
of our labor friends on this—where is the zone of tolerance at
which an effective rate for revenue purposes could be developed
without having a self-defeating effect and canceling out the
noninflationary aspects?

Mr. Brusaxkr: If you wish, I would be glad to make a very
brief rejoinder on that point. I would like to say, first, though,
that I must confess I am beginning to lose all perspective here.
I thought that, if there ever was a champion of the use of a budg-
et deficit in this country, it probably was labor and such groups
back a few years ago. Now I come here today, and I find that
one of the two voices raised in favor of a budget deficit is a
champion of business.

On this specific question that you have raised as to the level
of tolerance at which labor will accept higher taxes and still
work, apparently the people who drew up the proposed discus-
sion questions have suggested that perhaps we have almost
reached that level or passed it. I think they are kidding them-
selves. '

You must remember that the question is asked here not in
terms of what labor would like. They are asking a question in
terms of what labor would take. Well, labor will take an awful
lot it does not like—if it feels it has to do so in the national in-
terest. We will take levels of income tax which we do not like
and which we do not think are fair or just. If we have to, we
can go.to the levels of income tax which we paid during the
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war. You are not going to find labor refusing to work or refusing
to take new jobs or refusing to work longer hours or refusing to
go to a new labor market if that is necessary.

I think you are talking a lot of nonsense when you suggest
those as real alternatives. Just as a practical example, when you
raise the income tax for labor, one of the first things labor wants
to do in the plant is work more hours so it can earn some more
to offset the income tax. Let us not kid ourselves—we will try to
get more income if we can. The man in the mill is going to do
that. It is not me; it is not President Murrays; it is not Mr. Green;
and it is not a lot of other people who are going to be cam-
paigning for some way to defeat the nation’s tax program. But
our people are going to try to earn more, if they can, in order
to meet higher taxes, just as a business is going to try to charge
higher prices in order to meet higher corporate taxes.

But that is not quite the problem—if you raise it in terms of
incentives. You can go to the tax rates you had on income dui-
ing the war, and we will take it and work. But we will not like
it. Particularly, we will not like it unless there are some real ad-
justments made in it.

We think the income-splitting provision which was incorpo-
rated in the tax a year ago was rankly unjust to us and to most
of the American people, and before we see the income-tax rate
pushed even to the level that is suggested by the Treasury under
this new bill, we think the Treasury ought to go back and knock
out the income-splitting provision.

Over in the area of the sales tax, I would like to suggest just
very simply that we think it is a grossly regressive kind of taxa-
tion. I can put the thing a lot stronger than Mr. Henderson did
a little while ago and be in full agreement with him. We are
staunchly opposed to such a tax, and we will fight it with every
weapon at our disposal.

I do not know what some of the people can mean here when
they indulge in that gross perversion of simple semantics by
suggesting that it brings equality of sacrifice to slap a sales tax
or an excise tax on automobiles, for instance, to the level where
no worker in the $3,000 bracket could ever buy an automobile,
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and yet a man who is paying an 85 per cent rate in the $100,000-
plus bracket can go out and buy a half-dozen of them. If that is
equality of sacrifice, I do not know what the term means.

If we are going to get down to something that makes a little
sense to us, we must stick to some kind of a progressive tax sys-
tem. I do not know that there is a more progressive tax arrange-
ment available to us than the income tax. We have not bucked
the income tax. We are in favor of it. We think it makes a hell
of a lot more sense than most of the other kinds of taxes that can
be suggested.

But in this particular time, when we are faced with raising
ten or sixteen and a half billion dollars, depending on whose
assumptions are taken, we are not too opposed to most of the
program which has been suggested by the Treasury Depart-
ment. We do think, however, there are certain areas that we
have to plug up in order to bring back a little more equity in
this tax system. One of those I mentioned is the split-income
provision. Mr. Feller mentioned three or four others for you.
Certainly, there is literally no excuse in a time like this for the
level of profit which can be made from capital gains. How can
anyone think it is equitable that if somebody goes out and
gambles on the market and cleans up $100,000 he then has to
pay only $25,000 as a tax, and yet if he goes out and earns that
same amount as a salary, he must pay $75,000 of it as a tax.

Certainly, there are several loopholes that we have to plug.
We have mentioned only three or four of them. Unless we do
plug them, you are not going to find acceptance of the tax pro-
gram on the part of our people.

I would like to add just one thing on the sales tax. T had
thought that had gone out, in terms of rational justification at
least, with the days when I was first reading simple economics.
I did not suppose there was more than a handful of people left
in the United States who would have the temerity today to
stand up and attempt to justify the levying of a sales tax on our
people. I will tell you frankly that is one tax we will not take.

Mg. Taomson: I would like to direct a few remarks to some
of the questions that are raised here in Item II, as to the most
appropriate way to raise taxes in a noninflationary mobiliza-



The Role of Fiscal Policy 113

tion program. The secretary of the treasury has said that he
needs an additional ten billion dollars from tax revenue during
fiscal 1952. That is a good figure to start with.

The federal government ought to economize more, but we
may not get the economies. With the present inflationary trends,
- it would not do any harm to raise more revenue than necessary
and have a surplus, so I would start with the ten-billion-dollar
request by the secretary of the treasury. The Committee on
Economic Development program called for a raise in individual
income taxes, corporate taxes, as well as excise taxes.

I agree with the suggestion in Item II, A, 2, b. “The argu-
ment against such reliance is that an income tax is likely to be
made very progressive, and the resulting high marginal rates
will maximize the disincentives.” The progressive income tax
can be carried too far and has reduced incentives in this coun-
try. For that reason, CED has recommended that we have a 5
per cent rise in individual income-tax rates after present exemp-
tions and taxes, with the direct intention that we will not maxi-
mize the progressive features in that tax.

As to the Item II, B, 1, g, the chief argument for a retail sales
tax is that it is not hidden. It also has an advantage in that it
can be kept out of cost-of-living figures, whereas a manufac-
turers’ tax might not. Reduction of exemptions has been sug-
gested. CED believes that it is much better to raise excise taxes,
one reason being that it gives the individual the right to deter-
mine whether he wants to buy the taxed articles and pay the
tax, or save his money, as indicated in Item II, B, 1, b.

As to Item II, B, 2, the chief argument against a general sales
tax is that it is regressive and discriminatory because it cannot
be made comprehensive. I think that is not correct. One of the
principal arguments against putting in a general sales tax, either
retail or manufacturers’, is that we are adding another source
of revenue for the federal government which experience shows
would not replace other taxes. Another argument is that there
are about twenty-eight states that now use a retail sales tax, and
we would be duplicating in that field. I do not think that the
statement that a general sales tax is regressive is a valid
argument.
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I would also like to comment on Mr. Brubaker’s point about
income-splitting. As I understand it, the largest proportion of
the population, as well as of income, had or were about to have
through state legislation the advantage of income-splitting. The
Supreme Court of the United States had decided that the states
had the right to do that.

Mg. BruBaker: That is not true. Most of them did not.

Mr. THOMSON: You were faced with a fact and not a theory.
To say that the federal government can now arbitrarily wipe
out income-splitting in the face of a Supreme Court decision
protecting the states’ rights to make such a provision does not
seem a possibility.

I do not think anybody that recommends postponing the dis-
cussion of loopholes if necessary to expedite passage of an anti-
inflationary tax bill has any thought of elimination of considera-
tion of the loopholes. CED has said that we ought to enact a
tax bill that will help to prevent the inflationary pressure as soon
as possible and consider the loopholes later. I would think it
was in the interest of every one of us, regardless of whether he
is a labor representative or even a banker, to expedite passage of
tax legislation that will help to stop inflation.

MRr. BruBaker: We are in favor of such if you are asking
the question.

CaammMaN Brum: Congressman Celler, do you now wish to
speak in connection with corporation taxes?

RePRESENTATIVE CELLER: I want to speak on the subject of
the accelerated amortization certificate program of the Defense
Mobilization Administration. Charles E. Wilson, in his first quar-
terly report, entitled Building America’s Might, released April
1, 1951, stated that as of March 16, 1951, 660 certificates have
been issued covering a total capital investment of nearly four
billion dollars. I was informed subsequent to the release of that
statement that applications to the extent of 2,000 more are pend-
ing and that the amounts involved are upward of eleven and a
half billion dollars. The amounts that have been granted, al-
ready amounting to four billion, are about one-half of the total
investment of seven billion three hundred million dollars certi-
fied in the period covering World War II, when 41,000 certifi-
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cates were granted. Upon investigation, I find that many of the
companies that have already been granted this accelerated
amortization status had expansion plans in the mill, as it were,
before the difficulties in Korea, and in quite a number of these
amortization arrangements the benefits were made retroactive.

The experience of the last war clearly indicated that those
thus favored were in the main used for peacetime efforts. They
were only apparently used for civilian purposes and in the be-
ginning may have only been used in a modified degree for de-
fense.

I have this idea, and I would like to have it percolate through
the mind of you men for advice: Should there not be some re-
negotiation as to these amortization privileges that are bestowed
upon these companies? On paper it might look perfectly proper
and feasible to grant these allowances. In actuality, in the
future, the situation might seem different; and I wondered
whether or not there should not be some method by which the
government could recoup in the event that a major portion of
these facilities were used or could be used in the future and
were intended for peacetime efforts rather than for mobiliza-
tion purposes.

Mg. Viner: I should like to point out that whether or not
speeding up depreciation allowances is a concession to the tax-
payer depends on whether his income rises or falls in the future
or on whether the tax rates rise or fall in the future; many of the
speeded-up depreciations in World War II were bitterly re-
gretted afterward by those who were allowed them, because
the result was that they deducted depreciation from taxable
income in years of low taxes and then had to pay higher taxes
over all. To be sure that accelerated depreciation will involve
loss to the Treasury, we must be certain that future tax rates will
not be higher and that future incomes will not be greater. Nei-
ther of these seems to be a necessarily good prediction.

MR. von Mises: I want to ask a question. What is a loophole?
If the law does not punish a definite action or does not tax a
definite thing, this is not a loophole. It is simply the law. Great
Britain does not punish gambling. This is not a loophole; it is a -
British law. The income-tax exemptions in our income tax are
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not loopholes. The gentleman who complained about loopholes
in our income tax—he did not refer to the exemptions—implicitly
starts from the assumption that all income over fifteen or twenty
thousand dollars ought to be confiscated and calls therefore a
loophole the fact that his ideal is not yet attained. Let us be
grateful for the fact that there are still such things as those the
honorable gentleman calls loopholes. Thanks to these loopholes
this country is still a free country and its workers are not yet
reduced to the status and the distress of their Russian colleagues.

I do not want to assert that our laws are perfect and do not
require any amendment. Let us discuss this problem in detail
and let us examine every instance according to its merits, But
do not confuse the issue involved by resorting to the meaning-
less slogan “elimination of loopholes.”

Mr. Henperson: I should like to speak to Congressman
Celler’s question along the line of what Dr. Viner has said.

I had quite a bit to do with the first of the amortization acts.
In my opinion, one of the greatest contributions made, if any
were made, by the Defense Commission was getting quick con-
struction under way. If we had not been as expanded by the
time of Pearl Harbor, we would have been severely crippled in
the kind of war we could have carried.

The first question you ask is, “Do you need these expanded
facilities?” It may come later—it seems most of the things I
would like to talk about were either discussed this morning or
are coming in the future—but it seems to me that one of the
real questions on inflation is whether or not an expansion of
capacity, and particularly at the bottlenecks, without which we
cannot have an expanded economy, does not 1equne great in-
centive.

Now, I would subscribe to the kind of examination that Con-
gressman Celler wants to make as to the purposes. On the other
hand, the question that he asked, whether a lot of these facilities
will be used in peacetime, is important. That seems to suggest
that we ought not to grant the rapid amortization. If they are
not used, that justified the amortization. They were completely
defense items for the government’s own account.

In the second place, however, a real study of what the gov-
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ernment’s benefit has been from the fast amortization, along
the lines of what Dr. Viner indicated, would show that the gov-
ernment has made a real profit, because, instead of the rates
receding, they have been advanced, or are going to be advanced
again to go with an excess profits tax. In that area the govern-
ment does get revenue on what it has already granted as a
quick amortization. The government is getting very substantial
revenue on any facilities that are being used. I would like to
say again that, to the extent that they can be used, the country
is richer and better off. I think we get into a lot of confusion in
this. This grant of rapid amortization is a gift in but a small
percentage of the cases, and we can only guess on those when
we are at a point as to whether we have to expand or not.

The limit to where we can go, if we had one measurement,
is the amount of ore that can be brought into this country, and
particularly brought down from the Mesabi Range. If we have
a limitation on ore-carrying capacity either from the new
sources or from there, then we have a limit on what we can do,
and we have automatically added to our inflation potential.

RePRESENTATIVE CELLER: Of course, if the taxes are to be
increased, that would be taken into consideration on the re-
negotiation.

MR. SteiNkrauS: I should like to comment on the question
that Congressman Celler raised about this rapid amortization.
I think we must not forget that, while we are studying an im-
mediate problem of a defense program, we must also remem-
ber the long-range future of this country. If there is one thing
that bothered me a great deal during the year when I was
president of the United States Chamber, it was this job of job-
making opportunities in this country.

There are coming into our economy every year somewhere
between 600,000 and 800,000 young people looking for jobs.
Those jobs have to be created. They have to be created partly,
at least, by industry. The middle-sized and small industries are
not too well financed, and if they come along at the time of a
defense program and they get a good-sized contract, they are
doing a bigger piece of business than they may expect to do after
that defense program is over.



118 Defense, Controls, and Inflation

Therefore, if, while they have the income, they can rapidly
amortize that plant, then they are making a contribution to
creating jobs for the future, and I believe it would be a most
interesting study to see what has happened to these plants. I
think the most regrettable thing would be if the plants built
for war purposes were not used later on.

I think it is a very well-established fact that the government
does not lose the taxes on that. It simply defers the time when it
gets them. Therefore, it helps the middle-sized and small com-
pany at a time when they can afford to amortize it at a more
rapid rate and gives them first-class facilities when the emer-
gency is over and permits them to take on more of these young
people who need jobs. I think that is a true statement of the
situation. :

Mr. Cox: I have just one more footnote on Congressman
Celler’s question, and that is in this crisis the question is: Who
bears the cost of the facility? In World War II, for example,
in the basic commodities like steel, aluminum, and what-not,
the government put up a hundred cents on the dollar to build
the plant and then disposed of it on the average of thirty cents
on the dollar. In this crisis so far, most of the expansion has
taken place through this accelerated amortization. When we
talk about the taxes, even though they are deferred, if the gov-
ernment is going to put up a hundred cents on the dollar, it has
to get the taxes or the money from somebody.

REPRESENTATIVE CELLER: I would be inclined to agree with
you, and I do agree with you on general principles, but the way
the thing is working out we find some rather peculiar factors.
I have a list of all the amortizations that have been granted, and
there are mighty few small ones, Mr. Steinkraus, proportion-
ately. One entity had seventeen applications for seventeen new
facilities—not new, simply an extension of old facilities so called
—and received accelerated amortizations of upward of 147 mil-
lion dollars. I should like to question those amortizations and
whether or not they were wholly for defense purposes.

CueAIRMAN BruM: We will hear from Senator Bennett, and
then, owing to the lateness of the hour, we will turn to our sum-
marizer, Mr. Stein.
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SENATOR BENNETT: Will you forget that I am a senator and
let me step back a time when I was the head of a small family-
owned business, which is nearly seventy years old. One of the
things that I learned in that position was that you can only com-
pletely amortize a given investment once. You cannot keep
charging depreciation out indefinitely, and, when you have
completely amortized it, you are through. I am not talking
about the depletion allowances for mines or oil; that is on a
different basis. But the building that our business occupied
could only be amortized but once.

Now, I believe that in the end, the federal government would
be money ahead if it permitted the owner of the property to set
his own amortization rate and let him charge it out when he
wanted to, because I believe it costs more for the Department
of Internal Revenue to attempt to check tax returns and wrangle
with the taxpayer as to whether this is 2/ per cent or 2% per cent
than, of course, they could possibly recover. Besides, in the last
twenty years, the income-tax rate has gone up continually; and
every time a fellow hurried up his depreciation, or tried to claim
a larger depreciation in order to save tax in a given year, it
came up and caught up with him in a year or two.

So, Mr. Celler, these people are not going to cheat the gov-
ernment of any taxes. They may pay less taxes in 1951, but in
1956 they will pay the equivalent of more taxes; and I sincerely
believe, as I said before, that if we just threw the whole de-
preciation matter out of the tax law and let the owner of the
property write his own rates of depreciation the federal govern-
ment. ... ,

RepreseNTATIVE CeLrErR: Will you yield to a question? If
what you say is true, why do two thousand, among them the
largest corporations in the country, ask for these amortizations
if they could amortize over a long period. Why do they ask for
a short period?

SenaTor BENNETT: They are as shortsighted as the govern-
ment. .

Mr. Forp: Accelerate civilian economy as well as defense—
it does not contemplate merely defense plans being acceler-
ated; it contemplates total acceleration.
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REPRESENTATIVE CELLER: There is no accelerated amortiza-
tion on the civilian end of it.

MRg. LEVENTHAL: I think it helps them finance their cash re-
quirements for their construction.

CramMaN Brum: Before turning to Mr. Stein for final sum-
mary this afternoon, I would like to announce that we have
added a special meeting tonight at nine o’clock here on the
subject of the level of government expenditures. The discussion
will be led by Mr. Hazlitt, Mr. Brubaker, and Mr. Gainsbrugh.

Mz. THOMSON: Are you dropping corporate taxes?

CHAIRMAN Brum: Yes.

Mg. StEIN: This has been a difficult discussion to summarize.
A great many points have been made about the tax system by
individual speakers, but few of these points have been explored
sufficiently to indicate either a consensus or a difference of view.

The sales tax was discussed more than any other tax and
mainly from the standpoint of its regressive character. The sales
tax was defended by some precisely because of this regressive
character—that is, because it would raise substantial additional
revenue without the adverse incentive effects of more progres-
sive income-tax rates. The sales tax was opposed by others be-
cause of its regressive character—that is, because it would place
undue burdens upon the very poor. There was a tendency in
the discussion to identify the choice between more and less pro-
gressive taxes with the choice between income taxes and sales
taxes.

It seems to me that putting the choice in this way overlooks
one important fact. There is a lot of room for raising additional
revenue through the income tax at the lower and middle sectors

- of the income scale. Possibly tax rates on incomes above, say,
$10,000 are already so high that any increases would have very
serious incentive effects; in any case, the amount of revenue
that could be obtained is probably not large. But the decision
that most of the needed revenue must come from incomes
below, say, $10,000 does not require a sales tax unless it has
also been decided that the sales tax is a better means to reach
such incomes than reducing exemptions and raising rates in the
first four or five income-tax brackets.
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Selective or discriminatory excise taxes were recommended
by some as useful means by which the government could influ-
ence the flow of resources in directions favorable to the mobili-
zation effort. There were some opposed to such exmses on the
ground that they lead to “rationing by the purse.” This confer-
ence might well give some attention to the implied proposition
that “rationing by the purse” is a bad thing. “Rationing by the
purse” (i.e., distribution of goods to those willing and able to
pay for them) is one of the basic principles on which our econ-
omy is organized. The question whether such “rationing” is good
is one of the main aspects of the question about the desirability
of government price control.

RePRESENTATIVE CELLER: I think my proposmon was whether
or not there should be renegotiation of the subject, and I did
not express any disapproval of accelerated amortization.
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THIRD SESSION, FRIDAY EVENING
APRIL 6, 1951

THE LEVEL OF PUBLIC EXPENDITURES

CuaarMAN Doucras: Members of the conference, my being
in the chair is perhaps the most serious misjudgment made by
the host. I am not here nearly so much because I once worked
in the Treasury, but because I now work for the Law School
from time to time, and am a trustee of the University.

This meeting is being held, I think, because it is the feeling
of the members of the conference that it was difficult to discuss
taxation without more exact reference to the expenditure prob-
lem than our own assumptions or than the present budget state-
ments. Tonight I am going to call on several members who have
indicated their willingness to make statements on the expendi-
ture problem, and whose views we will all be interested in,
before throwing the meeting open to discussion.

Before calling on the first of them, to refresh the recollection
of some of us, I will mention the bare revenue and expenditure
figures, actual, for 1950, estimated budget message for 1951,
and the estimates for 1952. For 1950, receipts as stated in the
budget message in January amounted to 37 billion dollars; ex-
penditures, 40 billion 100 million; estimates for current fiscal
1951, receipts, 44 billion 500 million; expenditures, 47 billion
200 million. For 1952, receipts, 55 billion 100 million dollars,
without new taxes; expenditures, 71 billion 600 million, leaving
a prospective deficit without new taxes of 16 billion 500 million.
When I was in the Treasury, it was possible to talk about mil-
lions of dollars; you will have to be tolerant of any error on my

art.
P Mr. Gainsbrugh, would you like to make a statement?

Mg. GainssrucH: I would, Mr. Chairman, since I have been
asked to do so. I do not know whether to regard this as a penalty
for being out of order this afternoon, or whether to view it as

122
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encouragement to keep out of order for the rest of this session,
since you are giving me a chance to talk on my favorite topic.

In laying out the roles Henry Hazlitt and I will try to fill
tonight, I took over the problem of providing the longer-range
perspective and some of the underlying problems that have
arisen as a result of the long-term trend. That leaves to Mr.
Hazlitt the more difficult problem of discussing the current po-
sition of government in a defense economy and proposals to
deal with the cost of government.

In my comments this afternoon I sketched some of the time
trends already apparent in state and private economy relation-
ships. I should like to stress some additional aspects of the prob-
lems, now that I have a bit more time tonight.

Our studies at the National Industrial Conference Board,
which span at least the last half-century, reveal that the race
between government and private economy has steadily been
won by government. Very frequently, we encounter the argu-
ment which might be labeled: Let’s grow up to the size of our
government. It is true, so runs the argument, that government
is costing us more than it has in the past. But give us a wee bit
more time, and we will then have the cost of government in
reasonable balance with gross national product or total national
income. Our studies for the last half-century reveal the same
pattern decade after decade, whether the period be one of war
or peace or whether it be boom or depression. When the federal
government steps down its rate of spending, as in the twenties,
then the state and local governments move in and accelerate
their rate of spending. There is no evidence over the last half-
century that we have as yet caught up with the demands of
government by expanding national output.

That same pattern emerges when we look at the ratio of pub-
lic debt and national income for the last five decades. I suspect
it will also hold for the years ahead, keeping in mind the com-
mitments we have already underwritten for the next quarter-
century, not only in terms of social security and related pro-
visions, but even more in terms of pensions and other compen-
sation for past services of veterans and their families.

I turn next from this sequence of comments on past trends
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to the question: Why is there foreboding about such a relation-
ship? That question is frequently answered with another ques-
tion: Is not that what the people want? Is not government there-
by being responsive to the people’s demand?

Put aside, for the moment, the influence upon the electorate
and upon government itself of the political power that accrues
as a result of the expansion of the state. My more immediate
concern is with some of the broader social and economic prob-
lems entailed in this growing reliance upon government, first,
as a source of employment, second, as a source of markets, and,
third, as a source of income.

Let me give you in statistical form—but I hope quite readily
grasped nevertheless—the relationships that emerge quite clear-
ly from an appraisal of our social accounts over time. From
1929 to 1949 the government’s contribution to the national in-
come has risen from about 5 per cent in 1929 to 12 per cent in
1939 and to 19 per cent in 1944. I would put the figure at about
12.5 per cent for the year immediately ahead. The use of na-
tional income as a base, however, understates the influence of
government. The national income concept takes cognizance of
government only as an employer. The government’s contribu-
tion to national income is confined solely to wages and salary
paid by government.

Far more revealing is the trend in government as a source of
market influence. The government’s rising take of goods and
services is clearly evident in the ratio of its purchases to total
gross national product. This has moved up from 8 per cent in
1929 to 17 per cent in 1949. We estimate a further rise to 22.5
per cent of gross national product for 1951. Here, as through-
out, I use “government” in its broadest sense to embrace federal,
state, and local expenditure.

I come now to the most pronounced and disturbing trend of
the three—government as a source of income to individuals.
This may be paid for work performed for government, as inter-
est on government securities, or as pensions and transfer pay-
ments. Only 8.4 per cent of all personal income stemmed from
government in 1929; 20 per cent of all personal income stemmed
from government in 1950.
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The final question I would raise is: How far can or should we
go in this process? An economy 5 per cent government-influ-
enced and 95 per cent voluntary would, I suppose, qualify as a
free economy; an economy of 95 per cent government and 5
per cent voluntary would conversely qualify as a totalitarian
or government-controlled economy.

Mr. HaLE: Even if the employers were various different gov-
ernments and had no collusion with one another?

Mg. GainserucH: Even if the employers were various differ-
ent governmental units and had no collusion with one another,
so long as the basic source of income—95 per cent of it—was
from government, I suggest we would have a government-con-
trolled economy.

Mg. HENDERSON: You mean there is compulsion in the thing—
that they have to take this business?

MRr. GansBrucH: Can we have these questions after?

CuarMAN Doucras: All right.

Mg. GainsBrUGH: Within the last ten years our social accounts
reveal that we have certainly moved in the direction of a mixed
economy, with the government influencing 20-25 per cent of
total income. I would suggest further that, when we move up
to 40 per cent or more of government influence upon the total
structure of the economy, we are already close to, if not at,
a controlled economy.

As the government’s role in the national economy rises, it
finds its financing more difficult. It is relatively easy to gain
acceptance of a tax program, at least at the ballot boxes, when
a small percentage of the population is asked to bear a heavy
percentage of the total tax burden. But, as we move on in the
growth of government, we reach a point at which it is no longer
easy to pull taxes from a small percentage of the population.
We must rely, mcreasmgly, upon a larger and larger percentage
of the population. At that poeint taxes begin to hurt. They hurt
the politician in the sense that he can no longer promise high
benefits without a growing degree of cost to the bulk of the
population. They hurt other sectors of the population in just
about the same way through their contribution toward higher
prices. They steadily change the character of our way of life,
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too. An increasing number of individuals shift from one job to
another, primarily because of tax consideration.

A popular topic of conversation increasingly is the minimi-
zation of taxes. I refer not to tax evasion but to tax minimization.
There has been created a whole new fraternity whose primary
job it is to educate taxpayers in this respect. There is a chal-
lenge to the professional within government to see how rapidly
an area of minimization can be closed and to the professional
outside government to see how quickly a new avenue can be
found.

CramrMAN Doucras: Mr. Gainsbrugh, might I suggest that
you finish your remarks in three minutes, as we have four or
five members in particular that we would like to hear from.

'Mg. GamnserucH: I would be happy to do that.

In closing, I would like to stress what is now implied in a
“pay-as-you-go” policy. Twenty per cent of the national output
for defense purposes would mean, in terms of gross national
product in 1951, about 60-65 billion dollars for defense pur-
poses alone to be spent by the federal government. An ad-
ditional 15-20 billion dollars for nonmilitary purposes yields
about 80 billion dollars for all federal outlays, with the state
and local units still to be counted.

We move, therefore, into the zone of 30-35 per cent of our
national output used for governmental purposes. As I indicated
earlier, that no longer lies in the voluntary zone, or even in the
mixed economy zone, but close to the zone of controlled econ-
omy. This is a long-pull program to which we are asked to sub-
scribe. We mobilize not for a year, not for two years, but con-
ceivably for a decade or more. Should we not give serious con-
sideration to how far we can go in terms of long-run commit-
ments for defense and other government spending before we
undermine the strength of the voluntary system we are fighting
to preserve?

Mg. PortER: I take it you are making an economic and not a
military judgment on this.

Mgr. GainsBrucH: I am simply accepting the figures which
have been released by Wilson and a front-page story quoting
Mr. Truman, I believe it was, three or four days ago, that we
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would be devoting at least 20 per cent of our total national
output to defense purposes.

MR. PorTER: As a necessity or essentiality? Are you com-
menting on that? Your point is directed, I take it, solely to the
economic aspects.

MRr. GansBrucH: The other I leave to the military.

CuammaN Doucras: If it is agreeable to the conference, I
would like to proceed with several other statements. Before do-
ing so, I should like to thank Mr. Gainsbrugh for what I think is
an excellent introduction to the problem in dealing with the
growth of big government and the hazards implicit in that
growth.

I would like to call attention to the fact that, in connection
with our problem of determining the policies to avoid inflation,
Mr. Gainsbrugh has indicated that expenditures in the nature
of 80 billion dollars may be expected in calendar 1952 rather
than the budget figure. Am I wrong in saying that you expect
the spending to exceed the budget figure?

Mgr. GamssrucH: That would be implied.

CaarRMAN Doucras: That is what I thought. I think one
function of this evening’s discussion should be to express vari-
ous views as to what our actual expenditure problem is in fiscal
1952, and remarks as to the following year are also certainly
in order. But I believe the purpose of this discussion was largely
to have a framework in which to proceed with the conference.

I would like to ask Senator O'Mahoney, if I may call on him,
to express his views.

SENATOR O'ManONEY: Thank you, Mr. Chairman. I am glad
that Mr. Gainsbrugh has chosen to pitch the discussion upon
this note. It is true that government is spending a larger and
larger percentage of the national income. The growth in the
power of the federal government has continued at a steady rate
for over sixty years no matter what party has been in power,
by vote of the majority and the leaders of each of them.

The best way to illustrate what has happened, I think, is to
give two or three typical instances.

In 1887, for example, the Interstate Commerce Commission
was created by a Congress, one branch of which was controlled
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by the Democrats and the other branch controlled by the Re-
publicans. The law was passed practically without controversy,
and, if I remember correctly, was signed by a Republican Presi-
dent. '

Shortly after the Interstate Commerce Commission began
operating, some of the railroads became a bit nervous about it.
The president of the Chicago, Burlington and Quincy Railroad,
a Mr. Perkins, wrote to his lawyer, Mr. Olney, and said, “I wish
you would suggest to me a reasonable and practicable plan of
repealing the Interstate Commerce Act.” Mr. Olney, at that
time a prominent attorney in Massachusetts, was later appointed
secretary of state by a Democratic President, Grover Cleveland.
Mr. Olney replied very wisely, “I would not recommend that
you make any effort to repeal the Interstate Commerce Act.
In the first place, you probably wouldnt succeed. The law is
here to stay. The sum total of your efforts would probably be
only to make the law a little bit more onerous from your point
of view than it now is. Instead of trying to repeal the law, I sug-
gest that you try to control the Commission.”

Just a few years ago, before Senator Barkley from Kentucky
became the Vice-President of the United States he introduced
a bill to give the federal government the power to control
stream pollution. The other sponsor was the senior senator from
Ohio, Mr. Robert A. Taft. So the Barkley-Taft Bill was passed,
imposing upon the federal government a new responsibility—
to spend money to control stream pollution. Why? Primarily
because business was growing, industry was growing, and new
science and mass technologies were generating process wastes
polluting the streams. The Izaak Walton League was com-
plaining that one could not catch fish in the old fishing holes
any more and demanded that the government do something
about it.

It happened that the Barkley-Taft Bill came under my scru-
tiny as chairman of the Appropriations Committee subcommit-
tee which has charge of the appropriations for the independent
offices of the government. The Bureau of the Budget had sent up
its estimate which contained a small appropriation for stream
pollution, but there was no appropriation for a laboratory to
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determine the best means and methods of counteracting stream
pollution. The senior senator from Kentucky, Mr. Barkley, now
being Vice-President, appeared before my committee and asked
for a special appropriation to conduct this Public Health Labo-
ratory. It was purely coincidental, I am sure, that the labora-
tory was to be built in Cincinnati.

Many years ago I was the secretary to United States Senator
Kendrick. He was a big cattleman, and, like all cattlemen
throughout the West, he was complaining—I am sorry that Mr.
Prince is not here—that the packers and the stockyard oper-
ators were taking too big a cut out of the profits of the livestock
grower. So he began agitating with a Republican senator from
Iowa by the name of Kenyon, and they introduced what was
known as the Kendrick-Kenyon Bill to give the federal govern-
ment the power to regulate the packers and the stockyards.
That bill was passed by the Congress and signed by Warren G.
Harding. It gave to the secretary of agriculture more power
to regiment a particular kind of business than had ever been
granted to any official of the federal government up to that
time.

I could go down the entire gamut of legislation implementing
the growth of federal governmental power, from the Interstate
Commerce Commission to the Federal Communications Com-
mission, and could spell out the manner in which these com-
missions were created under the Constitution of the United
States because of the demand of the people for federal regu-
lation to protect the public interest. It makes no difference
whether the people are workers or businessmen, they never
seem to hesitate to come to the Congress of the United States
seeking more regulations (especially upon the other fellow)
and more appropriations for themselves.

Such are the forces explaining the growth of government.
There is not time to describe the process in detail, but I hope
that enough evidence has been indicated to make clear that,
no matter what party is in power, the pressure for the expansion
of the government at Washington continues steadily. The major
reason is simply this: that, as the means of transportation and
communication improve, it is no longer possible for the states
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successfully to regulate big business in the interest of the
people.

The budget for 1952 carries an item of 5 billion 900 million
dollars to pay the interest on the national debt. The entire
budget of the federal government in 1939 for defense, for mili-
tary operations, for international obligations, for interest upon
the national debt, and for all the other activities of the govern-
ment was 104 billion dollars. Thus, today, twelve years later,
we are paying as interest upon the national debt more than
half of the entire cost of government for all purposes in 1939.
Fortunately, the national income is likewise greater.

In discussing the budget, I prefer, Mr. Chairman, to use the
cash, or expenditures and receipts, budget figures rather than
the administrative or appropriations budget. It is the cash
budget, that is, cash expenditures compared with receipts, that
more nearly measures the real impact of government upon
business and economic conditions.

In fiscal 1950, major national security expenditures amounted
to 17 billion 500 million dollars; in fiscal 1951, they increased
by nearly 9 billion dollars to 26 billion 400 million dollars. In
fiscal 1952, the estimated expenditures will be about 49.7 billion
dollars—an increase of 23 billion 300 million dollars. Every
penny of that increase is for defense.

Mgr. Burcess: Is that the calendar year?

SEnaTOR O'MAHONEY: No; that is the fiscal or budget year.
I am talking about expenditures which will be made during the
budget period July 1 to June 30.

Mg. StemN: Does that 49.7 billion include foreign aid?

SENATOR O’MAHONEY: Yes, and that item is a little over 7
billion dollars. It does not include interest on the national debt.
It does not include veterans’ benefits and payments. These
amounted in 1950 to 9.26 billions, but are estimated for 1952
at 5.2 billion. That reduction, of course, is due to the fact that
expenditures for training and educating veterans in the schools
and colleges of the United States will not be anything like the
burden that they were upon the Treasury in fiscal 1950.

Expenditures for all the civil functions of the federal govern-
ment were 11 billion 8 million dollars in 1950, 11.8 billion in
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1951, and are estimated at 11.4 billion for 1952, which figure,
under the curious procedures whereby the budget is submitted
to us in Congress, includes 1 billion 300 million dollars for the
Atomic Energy Commission, which, during a period when we
are manufacturing atom bombs and the like, can hardly be re-
garded as a nondefense expenditure.

Under the heading of defense production and economic stabi-
lization, there comes, I am sorry to say, a request from Mr.
DiSalle for about 304 million dollars. Only the other day Mr.
Wilson, testifying before the Appropriations Committee in the
Senate, was given quite an examination on the question how
he happened to be before the committee to sponsor an appro-
priation request that is so much larger than the appropriation
which was estimated at the time the Defense Production Act
was passed.

Much more could be added. To those of you who are eco-
nomic-minded, I want to point out the curious fact that last
year there came out of the most conservative committee in Con-
gress, the Senate Finance Committee, the revised Social Se-
curity Act which will bring in some ten million people who
were never before covered by social security. I think the budget
contains about 194 million dollars to cover the increased cost
of administration. This is the surprising and interesting thing—
two members of that committee, both Democrats, objected
to the report of the committee because they said it did not go
far enough. A third member, Senator Butler, Republican, of
Nebraska, filed the only dissenting report. Neither Senator Taft
nor Senator Byrd nor Senator George nor any of the conserva-
tive leaders opposed it. They voted for it.

Mgr. Mever: How much was added? :

SenaTor O'MaHONEY: The additional administrative expenses
and the like will amount to 190 million dollars. What the ad-
ditional payments will be from year to year thereafter I do not
know, but in the budget for 1952 there is an estimate for a grant
of 1 billion 300 million dollars to the states for public assistance.
The same budget contains total grants to the states amounting
to 2 billion 800 million dollars. Some of these expenditures are
for items such as school lunches, which account for about 84
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million dollars; vocational rehabilitation, 23 million dollars;
public health, 31 million dollars; federal aid to highways, 500
million dollars.

When we were working this year on our Joint Economic Com-
mittee Report, I wrote a letter to every governor in the United
States: “Please let me know what your suggestion is for the re-
duction of federal appropriation for federal aid to highways in
your state.” How many suggestions do you think I got? Without
exception they emphatically denounced the suggestion that fed-
eral aid to highways could be reduced, at least in their state. To
cut out that expenditure, they stated, would ruin business.

How, then, can federal spending be cut? Yet it has to be done.
It is absolutely imperative if we are going to preserve what we
call our free enterprise capitalistic system. What is this capital-
ism we talk about? In many countries it began as it did here as
competitive capitalism. But in some of them it turned into
monopoly or collectivistic capitalism, and in one or two areas
into state capitalism. The trail is just as clear as this path be-
tween the two tables, but we sometimes insist on closing our
eyes. We pay no attention.

If we want to cut down federal expenditures, let me empha-
size that we cannot do it by crippling the national defense. We
cannot do it by repealing present social welfare legislation. We
will not be able to muster a corporal’s guard at either conven-
tion in 1952 to urge the repeal of basic social security legisla-
tion, or the Federal Trade Commission Act, or the Communi-
cations Commission Act, or any of these laws.

The way to cut down the growth of regulatory agencies in
the federal government is to make up our minds that we really
want to keep business competitive, that we genuinely want free
enterprise, that we want noncollectivistic forms of business to
have a real chance. In my judgment, the only way to do that,
and it is in the interest of big business that it should be done,
is frankly to say: “Well, we will establish a clear line defining
the powers of those great aggregations of capital which span
the country from coast to coast and which are managed not by
their owners but their employees. We the people will lay down
in the realm of interstate commerce clear-cut national rules of
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the game for national business which will preserve a maximum
of free competitive opportunity for private individuals to strive
for individual honor and property rewards commensurate with
that amount of individual ability and effort which each con-
tributes toward building a stronger, more prosperous, cleaner
and worthier America.”

CuamrMAN DoucLas: Might I suggest that it is getting late.

SENATOR O’MAHONEY: I have taken too much time, and I
thank you for the opportunity.

CrammMaN Doucras: With respect to the policy problems
we are considering, do you think it is too pessimistic of this
conference to accept the budget figure of 71 billion dollars for
expenditures in 19527 Is it unlikely, in your opinion, that ex-
penditures will be less than that?

SENaTorR O'MaHONEY: I will say to you that, unless we stop
inflation, the figures are likely to be much more than that, be-
cause not only is the cost of living going up but the cost of
armament is going up. For example, the Air Force indicated
that antiaircraft guns which before Korea cost $160,000 per
unit are presently costing $250,000. That is what puts our de-
fense expenditure up.

Mr. Rostow: I am not clear from Mr. Gainsbrugh’s speech
how he answered Mr. Porter’s question. I understand his com-
ments on the trend of government expenditures, but is he sug-
gesting that military expenditures be cut because of the social
risks of a large government budget?

Mr. GamnserucH: I think I answered Mr. Porter that I left
that to the military to tell us how much we did need. My em-
phasis would be upon the areas of expenditures that are open
other than military.

Mgr. Lazarus: May we ask Senator O'Mahoney as to what
the total of his cash budget is for fiscal 19527

SenaTor O’MaroNEY: The total of the estimated cash budg-
et for 1952 is 74 billion 50 million -dollars. To those who may
be interested in this, you will find that all spelled out on page
32 of the Joint Economic Committee Report filed April 2, 1951.

CuamrMAN Doucras: I would like to suggest that, rather
than calling on any other member now, it would be relevant to
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hear anyone who is of the opinion that the prospective deficit
for 1952 may be overstated.

MRr. PortER: Mr. Chairman, a point of information before
that. Was Mr. Hazlitt going to address himself to this question?

CramrMaN Doucras: I would be happy to have Mr. Hazlitt
address himself to it.

Mgr. PortEr: I understood from Mr. Gainsbrugh that they
sort of divided the problem. Mr. Hazlitt may have felt that he
was shut off this afternoon. I am sure we would all be very in-
terested.

Mg. Hazrrrr: Thank you very much, Mr. Porter. In view
of the lateness of the time, I will make my comments very brief.
My concern this afternoon was to find nearly all the members
discussing revenues and paying no attention to expenditures,
and I thought that taking expenditures for granted was a very
one-sided thing to do in considering a budget of this dimension
or of any dimension.

I am not going to try to give any curbstone opinion about
how many billions could be cut out of the present budget. Both
the National City Bank and the Committee for Economic De-
velopment, I think, have already estimated that, if the nonmili-
tary expenditures were cut back to the level of the fiscal year
1948, it would save something in the neighborhood of 6 billion
dollars. I think Senator Byrd has given estimates in the neigh-
borhood of about 9 or even 10 billion dollars, and I certainly
do not think that the military budget should be exempt from
scrutiny.

There is a lot of meticulous attention being paid to what is
going to be spent and collected in fiscal 1952. I do not myself
know how seriously to take any of these figures. The President
only a few days ago announced that the expected deficit of 2
billion 700 million dollars at the end of this June would be in-
stead an expected surplus of 2 billion 900 million dollars. In
other words, he was in error in estimates in the neighborhood
of 5 billion 600 million dollars—an error made within a period
of three months. I submit that that is rather a large error. If the
Treasury is going to make errors of that dimension within a few
months, I do not see why we should get ourselves too much up-
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set about whether we are talking about 71 billion or 72 billion
dollars.

SENATOR O’MAHONEY: Mr. Hazlitt, may I make a comment
to you? \

Mr. Haziirt: Yes.

SenaTor O’MaHONEY: The first estimate of which you speak
was made before the Revenue Act of 1950 and the excess profits
tax of 1950 were enacted.

MRg. Burcess: The President’s budget message was in Janu-
ary, 1951. ‘

SENaTOR O'MAHONEY: I know, but how long does it take to
make a budget?

Mg. Hazrrrr: You could come back another year from now
and say the reason figures are different is because this and that
and the other has happened in the meantime. The only point I
am making is that we have made this error within three months.

SENATOR O'MAHONEY: I just contend it was not an error.

Mr. Hazrrrr: It was not an error, then; but, in any case,
these figures are not reliable. They are not errors, but they are
not reliable. You could put it that way if you want to.

The point I am making is that if we make a change, let us
say, of that dimension in that period, then there is not much
faith that we can put in the present estimates. That is all. If
you go back, Senator, to the estimates that have been made by
the Treasury—the predictions—and then look at the record, you
will see that they have made errors that no private business
could stand up against if it ever made such errors in its own
estimates.

But I wanted to talk about something much different tonight,
and that is this. I do not think it is very profitable to discuss
what particular function of government we want to remove,
what particular economy we want to make. I would rather like
to suggest that we ought to re-examine our whole system of
budget-making, and I would like to suggest that we ought to
examine very carefully the British system of budget-making.
Britain does have a responsible budget compared with which
our own budget is merely an imitation. Congress is not supposed
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to do anything in particular about it and seldom does anything
in particular about it. But a budget that is submitted by the
British chancellor of the exchequer is adopted by the Parlia-
ment, and then it has to stick to it; and, when Parliament adopts
a budget, the Parliament cannot raise any appropriations or
make any expenditure beyond what the government calls for—
beyond what the budget calls for—and that is a very sound and
wholesome rule.

If we once establish such a rule, I think it would change the
entire attitude toward our own budget. I would even be in-
clined to go a little further and say that maybe the Senate ought
not to be allowed to raise any expenditure proposed by the
House, just as the House ought not to be allowed to raise any
expenditure proposed by the President. If this were done, it
would take nine-tenths of the pressure groups off Senator O’'Ma-
honey’s back and off the congressman’s back. All they would
have to say would be: “Yes, we think you ought to get your new
dam; yes, we think you ought to get your new post office—but
I am sorry, I can’t do anything about it. That is the President’s
budget, and we are not allowed to raise it.” The whole change
that that would bring about is that we would no longer have
the President and the Senate and the House competing against
one another in raising appropriations, increasing handouts. We
would stop that whole system.

I do not think we are going to make any such change as that
in the near future, but it is about time we considered it, be-
cause we are up against a very serious problem, and, from the
tenor of Senator O'Mahoney’s remarks, I do not think there is
much substantial hope of cutting expenditures in this particular
Congress or at this particular time very substantially unless we
make some fundamental change of this nature. But I would like
to suggest one thing that the present Congress could do as a
matter of procedure apart from the whole question of having to
change our constitutional system, and that is that there ought
obviously to be a far more careful and expert scrutiny of the
executive estimates than is made today. Now, I do not think
that the Armed Services Committee of the two houses has
more than four or five, at the outside, full-time research men.
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I doubt whether they have that many. I am talking about the
permanent staff. It seems to me that, at the very least, every
member of the Armed Services Committee of either house of
Congress ought to have a full-time research man who is able to
examine the proposals of the armed services.

QuEstioN: That would cost more money, would it not?

Mgr. Hazirrt: It would cost about a tenth or a hundredth of
a cent for every dollar you would save.

I would like to finish on just this one point. I think that this
body cannot afford to think of this as exclusively an economic
problem. It has to consider the political setting of that prob-
lem, and I think that proposals of this sort ought to be very
seriously considered when we approach the budget problem.
Thank you.

CHARMAN Doucras: Thank you, Mr. Hazlitt. It is twenty
minutes of eleven. My suggestion is that some other member
might have a suggestion as to procedural changes of the type
mentioned by Mr. Hazlitt which might result in reducing ex-
penditures.

Mg. TANNENWALD: ‘May I make one suggestion? I would
like to hear from somebody who knows the government side of
the picture and the expenditure side, somebody who has a little
understanding of the history of this country and faith in the
future and who is not a bookkeeper trying to balance the thing.
Let us hear from somebody who will discuss the level of govern-
mental expenditures in terms of what we face ahead, what we
have to do, and how we are going to do it, and what it will cost,
rather than how we can buy our security at a discount.

CuarMAN Doucras: Is there a volunteer to meet that spec-
ification?

Mr. PortER: I have made a rough calculation here on the
figures submitted in this mimeographed summary. It seems to
me that as far as the 1952 estimates are concerned, if we could
cut out such frivolity as military services, international security,
atomic energy, etc., we could reduce this from 71 billion down
to about 20 billion, and even that probably could be subjected
to more reduction. So I would just like to add my voice to what
Mr. Tannenwald has said. What procedure is there whereby
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we can scrutinize and make reductions in the important items of
expenditures here which is 50-plus billion dollars in 1952 and
devoted exclusively to security purposes? It seems to me that
the whole discussion has been unrealistic because we have not
focused on that problem.

REPRESENTATIVE CELLER: I think you have to ask Joe Stalin
about that.

Mgr. PortER: I am afraid that that is where the answer rests.

Mr. TaNNENwALD: Mr. Gainsbrugh raises the question of
how far we can afford to go. How far does anybody go to de-
fend his own home? I would like Mr. Gainshrugh to answer that
question.

CrarMAN Doucras: There have been serious suggestions,
which Mr. Hazlitt referred to, that if nonmilitary expenditures
~ could be put back to the 1948 level, there would be substantial
savings which might have a real effect on our tax problem for
1952. I think Senator O’Mahoney’s remarks tended to be real-
istic to the effect that we are not likely to go backward in non-
military expenditures, but the purpose of this evening’s discus-
sion was to see whether there were reasons to discuss our policy
problems in the light of any modifications of the budget esti-
mates or to accept the budget estimates as the best expenditure
figures that this conference could consider.

Mr. HenpErson: This is to confute those who think I might
take a side in the thing, but I would like to suggest that there
is very good reason to believe that the military chiefs in con-
nection with next year’s military budget were asking for 104 or
106 billion dollars, that the civilian chiefs had indicated some-
thing like 70 billion dollars, which means that some kind of re-
vision was made. It is not at all improbable that some kind of a
civilian commission on military expenditures might be consid-
ered. Maybe Senator O’Mahoney could tell us something about
whether or not the military chiefs had wanted 104 billion dol-
lars. Maybe the CED people who have kicked this thing around
might say something as to the value of a citizens” committee.

CuarMaN Doucras: Mr. Henderson, I take it your refer-
ence to 104 billion and 70 billion dollars refers to fiscal 1953,
for which there is no general budget at this time.
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Mg. Henperson: To 1952. Senator O’Mahoney, I think, if
he would speak, might be able to give us a little more official
information on this.

SENnaTOR O'MaHONEY: Well, I am in the position of the
young man who, having made a proposal to a girl, then fell si-
lent, and she said, “Why don’t you say something?”

“I think I said too much already,” he said.

But the fact of the matter is that the Army chiefs did want a
very much larger sum than was sent up to them. I might even
go back to the tragic days of Secretary Forrestal. The Army
chiefs came to him and requested a budget of something like
23 billion dollars. The President and the Bureau of the Budget
had notified all the agencies of government that the budget
would have to be very, very low. Secretary Forrestal said, “I
can’t possibly take that 23-billion-dollar request to the White
House,” and he tossed it back to his chiefs. They cut it to 18
billion dollars, and then he submitted that.

Mgr. HenpersoN: I think it was 29 billion that they wanted.
He cut it to 23 and could not get it down further.

SENATOR O’MAHONEY: You may have the right figures. In
any event, when it came out of the Bureau of the Budget it
was about 12% billion dollars.

I can say to this group, without revealing any confidential
information at all, that Undersecretary Lovett has gathered
around him a group of high-class experts, gathered from busi-
ness, for the express purpose of scrutinizing every request that
is to be sent to the Budget Bureau and to the Congress, and I
know also that the Appropriations Committee of the Senate is
asking the same sort of rigid economy; but economies of that
kind are rather futile if we do not halt the continued inflationary
spiral.

PMR. PorTER: May I ask the Senator a question? What does
your report show as to total figures in 1952 for civil require-
ments?

SeNATOR O’'MAHONEY: The figures, as I indicated when I
was discussing them, are difficult to analyze upon the basis of
the categories in which they come in the budget. Natural re-
sources, for example, was estimated at 1.3 billlions. Well, that
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contains about 1.2 billions or 1.1 billions for atomic energy.
Transportation and communications is about 1.6 billions. That
includes some defense expenditures. But the truth of the matter
is, unless. . . .

Mg. PorteR: What is the total?

SENaTOR O’MaHONEY: I do not have the total here, but it
would not exceed 10 billion dollars. Marriner Eccles appeared
before our committee to testify with respect to the Treasury-
Federal Reserve controversy, and he discussed the budget. He
gave it to us as his opinion that we would be very lucky if we
cut 2 billion dollars out of the nondefense expenditure. I think
it can go above that. I think it ought to go above that, and I
think that this group ought to know that this budget which was
sent down to Congress in January by the President had con-
tained no appropriation, no budget estimate, for more than a
hundred reclamation and rivers and harbors projects which
Congress had authorized. It is a great error to assume that the
executive has been trying to expand. The executive has been
trying to hold down expenditures. I very well remember back
in 1946, after Congress had passed a very substantial appropria-
tion for rivers and harbors and flood-control improvement, as
well as reclamation, the President impounded the money,
whereupon a group of senators and congressmen called on him
and said, “You cant do this to us.” The money was not
expended. '

Mg. Rostow: If, Senator, the total of the civilian side of
the budget, as you estimated, is in the neighborhood of 10 or 11
billion dolalrs, as I get your statement. . . .

SENATOR O'MAHONEY: Let me say this. Out of 74 billion
dollars, 49 billions are for defense and national security. That
constitutes 68 per cent of the total budget. Now add 11 billion
dollars to that for interest on the national debt and for veterans’
benefits and payments—and, understand, we cannot cut vet-
erans’ payments or benefits unless we pass a law which will say
that veterans shall not be entitled to certain treatment in the
hospitals.

MR. Porter: Unless you repudiate a previous contract.

SEnaTOR O’MAHONEY: That adds about another 15 per cent,
and there we have, without atomic energy at all, 83 per cent of .
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the entire budget which is war-connected, past, present, or
future.

Mr. Rosrow: It is that figure that I had in mind in doubt-
ing very much the feasibility of cuts that would amount to 10
billion.

SEnATOR O’MAHONEY: We cannot touch 10 billion.

Mr. StEIN: I should like to say something about the possi-
bility of holding the budget not 10 billion dollars below the
estimate but, let us say, a figure of 6 billion below the estimate.
In part this question hinges on what is military and what is
nonmilitary in the budget.

As the Committee for Economic Development broke down
the budget, we classified as defense a total of 51.9 billion dollars
—which would correspond to the Senator’s figure—which in-
cludes military services, the whole foreign-aid program, the
atomic-energy program, stimulation of defense production, sta-
bilization and production controls, civil defense, defense hous-
ing, and dispersal of government agencies. That seems to be a
fairly comprehensive coverage of what might be considered de-
fense. The remainder consists of 9.2 billion dollars of interest
and trust funds and 3.8 billion dollars of veterans’ pensions and
readjustment benefits, and 9.1 billion dollars of other things.
This 9.1 billions of other things is more than one-third hlgher
than it was in 1948. I think the thing to remember is that. .

Mr. PorteER: Have you adjusted that for the price level?

Mr. StEIN: The 1948 price level is not very much below the
present price level. We had a decline in 1948.

Mr. Cox: In veterans’ pensions did you exclude other vet-
erans’ benefits? How do you get a figure of 3 billion? It is sup-
posed to be 5 billion dollars, is it not?

Mr. StEIN: The veterans’ hospital benefits are covered in
the 9.1 billions.

Mg. Cox: What other veterans” benefits are in the 9.1 bil-
lions?

Mg. StEIN: That is all.

Mr. Knicar: How much of the social security is part of the
9.1 billions?

Mr. SteIN: It is not in there.



142 Defense, Controls, and Inflation

Mgr. BruBaker: What part of this 9.1 billions could be saved
—what is that 3.8 billions composed of that could be saved?

Mg. StEIN: A large part of it comes out of civil public works.
Another large part comes out of aid to agriculture. Amounts
for other items are smaller. Those are the biggest ones. The
point I wanted to make about this is that it is not really appro-
priate to talk about whether we can arrest a long-term trend of
rising government civil expenditures, which I doubt myself. The
question is whether, if we have a two-year bulge here of a de-
fense program, we can, for two years, hold back these nonde-
fense expenditures. We did succeed in doing that during the
war after 1941. We cut federal nondefense expenditures very
sharply, especially federal nondefense public works expendi-
tures, which were almost entirely eliminated. It seems to us if
one looks at this in terms of postponing for two years what is
not absolutely essential during those two years, there is an
opportunity for considerable reduction.

With respect to the 3.8 billion dollars for veterans’ pensions
and readjustment benefits, I do not think there is much that can
be done to cut that. I think it is reasonable to expect, however,
that expenditure in that category will not be so large as the 3.8
billions included in the budget, since the fiscal 1951 expendi-
ture in that category will be about a half-billion dollars below
the estimate made last January. That is, the expenditures for
readjustment and training have fallen off much more rapidly
than was expected, because of the high employment oppor-
tunities. ,

Now, in the category of defense and related items, it seems
to me that that cannot be accepted without question. In the
defense program itself, the main question is one of efficiency in
operating the program. I think it is the fairly general testimony
of anyone who has had contact with the military establishment
that, whenever it grows very rapidly, a great deal of waste en-
ters into its operation which could be eliminated. Even rela-
tively small percentage gains in efficiency would result in sub-
stantial economies. The Commission on the Hoover Report has
estimated that by applying the recommendation that it had
previously made, which has not yet been applied to the mili-
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tary establishment, 2 billion dollars could be cut out of that
figure without affecting the strength of the armed forces.

Fareign military and economic assistance amounts to 7 bil-
lion 100 million dollars, the major part of which consists of a
lump sum of 5.5 billion dollars just inserted in one line in the
budget, without any justification as to its relation to any neces-
sity, either military or economic. The expenditures under ap-
propriations already made in the year 1951 in that category are
also going to be about a half-billion dollars below the fiscal
1951 estimates, and I think it is generally conceded that the
expenditure estimates and the appropriation requests put in for
this purpose have a large element of bargaining in them and
that the President really does not expect to get them all. And,
then, what is gotten is never entirely spent.

There are 330 million dollars in this program for civil defense.
The director of civil defense has already indicated that that will
not be necessary, because they have abandoned the deep-shel-
ter program. There is 100 millions here for defense housing,
which the Congress already is looking at with a very jaundiced
eye. Congress, I think, has already—or, at least, some committee
of Congress—rejected several other things. There is 1 billion
100 millions in here for the expansion of defense production,
which is to consist of direct construction and direct government
loans. The private economy seems capable of maintaining a
very high rate of private investment. With the assistance of ac-
celerated amortization to satisfy the requirements of the defense
program, it S3eems doubtful that that expenditure really would
be necessary, especially if the consequence of reducing it were
to leave some additional funds in the hands of private individ-
uals for investment.

There are other points that might be made. Fanny May is
expected to end fiscal 1952 holding 750 million dollars of gov-
ernment-guaranteed mortgages, which, in the kind of situation
we apparently face, with a reduction in the volume of new
mortgages coming into the market, ought to be salable, espe-
cially since they are, all of them, guaranteed either by the Vet-
erans Administration or the Federal Housing Administration.
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I am not intending to suggest that these particular items can
all be cut in the amounts that I have mentioned or that there are
no others that could not also be cut, but I think that there is
great danger in looking at the long-term historical trend and
looking at the big proportion of the total, which is military, and
saying that nothing can be done about it.

SENATOR O'MAHONEY: I wanted to put in a plug for this
economic report. Mr. Henderson suggested that I should have
brought enough copies to distribute them free. I prefer to have
you buy them at thirty cents per copy from the Superintendent
of Documents. If you are especially interested, you will find,
beginning on page 86, an appendix which contains the results
of a survey which I had made of possible economies, if Con-
gress would repeal certain laws which require expenditures,
which the Bureau of the Budget and the President must make
estimates for, lest they are to be accused of not carrying out
the laws of Congress. That would probably, on this estimate,
effect a saving of 1 billion 681 million dollars in 1952.

MR. MuLLENDORE: May I express a point of view of a small
group—maybe there are two or three other representatives here
—which is so shocking, and which is so entirely out of line with
general assumptions, that it at least will be interesting to this
group. It is that the greatest danger to this country is not from
without, and not that against which we are arming, but from
within, and coming out of the breakdown of the economy of
this country from inflation, from the unbalances which are de-
veloping and which have developed already far beyond the
danger point.

This minority, usually referred to as pessimists, holds that this
country is not prosperous, that it has not been prosperous in the
past six years, that it is now in the worst condition that it ever
was in in its history, and that all who have been misrepresent-
ing us as prosperous have been misleading the people—and that
includes the great majority of business leaders of the country
as well as congressmen. Now, we do not expect the politician
to give a correct assessment of economics. He is not an expert
on economics. But the businessman has a responsibility to an-
swer the question, “How is business?” correctly. Upon that
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score, he has been, as Senator O’Mahoney has said, representing
to the people that this country is very prosperous and has been
very prosperous for the past several years.

I say there is a minority, of which I happen to be a member,
who have told their stockholders, and told their employees, and
told their customers during this period that this is not so. These
figures relied upon to prove the case for prosperity are entirely
misleading. This so-called “prosperity” is on the same basis as
would exist if a family had pooled all possible credit which they
could get—all their resources—and borrowed all the money they
could from the future and spent it in the present; and because
they are presently enjoying an abundance of goods and services
financed out of the expenditure of everything they hope to make
during the rest of their lifetime, with all the credit they can get, -
they call themselves “prosperous.” This country has, in fact,
borrowed from its future to the full extent that it is capable of
borrowing, and it is now “creating purchasing power” more and
more each day by taking the savings of the country through the
confiscation resulting from inflation. If this goes far enough, and
it seems to be going further, each further step will add to the
danger from which we suffer, which is infinitely greater than
that arising from the strength of Russia—the danger of a great
breakdown from within, upon which, in my judgment, Russia
is relying much more than she is upon her own strength.

CuamrMAN Doucras: If the conference agrees, I would like
to call on Mr. Haley for a summary of this evening’s discussion
and then look forward to an adjournment, as it is now ten min-
utes past eleven.

Mg. Harey: Mr. Chairman, as you yourself pointed out, the
occasion for this particular session was to consider the ques-
tion which was raised this afternoon: Whether or not it is right
and proper to assume, in our discussions with respect to the
next year or two, the figure for governmental expenditures con-
tained in the budget estimates. It was also suggested, I think,
that consideration should be given at this meeting to the ques-
tion whether or not the steady growth in the governmental ex-
penditures over the years does not represent a serious danger
to our fundamental institutions.
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On the one hand, the latter point has certainly been thor-
oughly aired here this evening, Mr. Chairman; and, with respect
to the former point, I think the point has been made that it is
right and proper to scrutinize very carefully the estimates for
expenditures in the budget figures and that some possible re-
ductions in those figures might be conceivable. Furthermore,
certain specific recommendations were made as to steps by
which such reductions might be actually brought about; namely,
first, to re-examine the whole system of budget-making, to con-
sider the British practice, and to see whether or not an improved
budget-making procedure could be put into effect in this coun-
try. Second, whether or not some means could not be provided
whereby the legislative branch of the government could scru-
tinize more efficiently, and with more expert aid, the executive
estimates of expenditures required. Third, whether or not a
special commission of civilians might not have some luck in
finding some water in the military estimates which could be
squeezed out without affecting the military establishment. I
think that is about as far as we have reached.

Cramman Doucras: Thank you very much.
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THE ROLE OF DIRECT CONTROLS

QuTLINE FOR DISCUSSION

I. It has been said that price-wage controls deal with symp-
toms rather than causes of inflation. The chief causes of
inflation are monetary—a total money demand for goods
and services in excess of the available supply at existing
prices.

A. If the excess money demand is not eliminated, can di-
rect wage and price controls be enforced?

B. Do wage-price controls help to reduce the excess money
demand:

1. By inducing consumers to save more? Will the funds
which cannot find an outlet in price-controlled goods
be hoarded or will they be expended for “other”
goods and services?

2. By preventing the spread of wage increases? What
then happens to the excess demand which would
have caused the initial wage increases? Does not the
excess demand raise the income of nonwage work-
ersP Is the argument that nonwage workers will
hoard a larger fraction of their increased income than
wage workers?

3. By increasing the availability of goods'r’ The expecta-
tion that price control will be enforced may reduce
speculative accumulation of inventories. What about
the effect of the expectation that goods will be un-
available because of price control?

C. If the excess money demand is not eliminated will
wage-price controls eliminate some of the inequities of
inflation:
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1. By keeping the prices of necessities within the means
of fixed-income groups? But doing so (with excess
money demand) means that the necessities will not
be readily available at the controlled price, thus in-
troducing new inequities.

IL It has been said that mobilization without price-wage con-

trols may produce inflation even if government expendi-
tures are covered by taxation and hence replace private
expenditures. Mobilization increases the demand for par-
ticular goods and particular kinds of labor, thereby raising
corresponding prices and wages.

A. Does a rise in the price of particular goods produce a

general price rise? It is argued that people will interpret
the rise of particular prices as a signal that prices in
general will rise. This leads to anticipating purchases
which raise prices in general. These purchases can be
financed only if there is an increase in the stock of
money or in the rate of use of money.

3. Does a wage rise in industries favored by mobilization

produce a general rise in wages? It is argued that these
industries will want more employees and will pay higher
wages to get them. Other industries will give compa-
rable increases in order to retain their workers, or to re-
store the structure of wages. The results will be a general
wage rise that will be reflected in higher prices. This
implies a larger money volume of transactions which in
turn means an increase in the stock of money or its rate
of use. If, as assumed, mobilization expenditures are fi-
nanced out of taxation, will there not be a reduction in
employment in other industries releasing workers for mo-
bilization industries? Will wages rise in other industries
when employment in them is declining?

. If the price increases resulting from mobilization extend

to cost-of-living goods, will this tend to produce a general
rise in wages? It is argued that, as prices of necessities
go up, labor will demand higher wages. These will have
have to be granted in order to avoid disrupting produc-
tion. The increases will be passed along in higher prices
for goods.
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This argument assumes that employers and consumers
can get funds to finance the higher wage payments and
the higher payments for goods.

It has been said that mobilization changes the relationship

of prices. Relative prices change rapidly, as does the relative

profitability of various businesses. Will such changes pro-
duce undesirable consequences which can be effectively
dealt with by wage-price controls?

A. Are such controls a good means of preventing profiteer-
ing? It is argued that profits resulting from mobilization
are wrong or bad and that it is better to prevent them by
price control than to allow them to be made and then
taxed away.

It has been said that even if there is no inflation the govern-
ment will have difficulty in procuring its supplies promptly
through the usual market mechanism.

A. Will producer allocations assist the government in pro-
curing its supplies for mobilization? The argument may
take this form: allocation of resources is a better means
of channeling needed supplies to the government than
is the market. Since prices are not used to perform this
function, there is no point to allowing them to rise.

B. Does not the preceding argument imply that entrepre-
neurs have no function to perform and that consequently
all war goods should be directly produced by the gov-
ernment from the initial to the final stage?

Does this in turn imply that the government has more
information about obtainable resources than private en-
terprises which possess specialized knowledge about the
existence and location of the commodities and possible
substitutes for them?

Do not direct controls limit the government to re-
sources of which it possesses direct knowledge?

In the existing emergency, price control has not been ac-
companied by rationing of consumer goods. If such price
control makes prices lower than they would otherwise be,
it will mean that some buyers willing to pay legal prices will
not be able to obtain the goods or services they seek.



150

VL

Defense, Controls, and Inflation

. Which buyers will go unsatisfied will be determined by

chance, favoritism, or bribery. Is this method of distri-
bution obviously superior to the method of rationing by
the purse?

. What happens to the money which the people wish to

pay for price-controlled goods not available to them? .

1. Is it clear that they will hoard such money?

2. Will it mean higher prices for goods not controlled or
not controlled effectively?

. Will not the nonavailability of price-controlled goods

stimulate demands for subsidies to expand output of such
goods, thus adding to inflationary pressure and divert-
ing resources from the mobilization program?

Problems of distribution raised by price control without
government rationing are likely to lead to governmental
rationing of some essential goods.

A. Is this type of rationing clearly better than rationing by

the purse?

B. Is the supposed advantage sufficient to compensate for

the administrative costs involved?

C. If rationing is used, is it necessary to have price control?

Would not rationing alone, by limiting demand, keep
prices down? Does the addition of price control stem
from the assumption that it is easier to enforce the two
together than rationing alone?

CuAIRMAN LEvi: There are some matters left over from the
prior discussion which I may turn to before commg to “The
Role of Direct Controls.”

Mr. Burgess, you had a statement you wished to make.

MR. Burcess: Mr. Chairman, I confess to having been a little
disturbed when my good friend, Congressman Celler, suggested
that I regarded the banks as sacrosanct from controls. It was
not my intention to convey any such impression. It is not the
way I feel. So I have been reviewing in my mind the discussion
of yesterday to see where I failed to present the case adequately,
for I am sure that must have been what happened.

Of course, it was a little surprising to me because, if there is
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one industry which is more controlled than any other business
in the country, it is the banking business. We are examined twice
a year by the government. Federal examiners go through us with
a fine-tooth comb, forty or fifty people who stay there for several
months. We cannot move without a lawyer’s advising us over
our elbow. The prices of our products and of what we pay are
fixed by government agencies, not in emergencies, but all the
time. The law gives the Federal Reserve the power to fix the
maximum rate we shall pay on deposits, and the Reserve System
and the Treasury together fix the range of rates that we can
charge for our product. What we are talking about in direct
controls is the prices at which people do business—we already
- have our business fixed in that way.

I think perhaps where I failed to say what was in my mind,
and in the mind, I think, of other bankers, is with respect to this
process of price-fixing which the Federal Reserve and the Treas-
ury do through their monetary policies. Perhaps by suggesting
some of the limitations on those powers, I gave the impression of
being unsympathetic with a very vigorous use of Federal Reserve
powers, and I want to say that my record is very clear on that
point—that in season and out of season I have advocated a much
more vigorous use of Federal Reserve powers than has actually
taken place. So that, as far as the banks being sacrosanct, they
are not and will not be and they cannot desire to be.

Now, this voluntary control business deals with quite a dif-
ferent field from fixing prices. It goes far beyond what we are
talking about doing with prices and what Mr. DiSalle and his
associates have to