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CHAPTER I

ANALYSIS OF HEARINGS ON INVESTIGATION OF THE
FINANCIAL CONDITION OF THE UNITED STATES HELD
BY THE COMMITTEE ON FINANCE PREPARED BY DR.
JAMES E. FORD, ASSOCIATE PROFESSOR OF ECONOMICS
AT OHIO STATE UNIVERSITY

INTRODUCTION

The following analysis of the hearings hold by the Committee on
Finance on the investigation of the financial condition of the United
States was prepared for the assistance of the committee by Dr. James
W'. Ford, temporarily assigned to the staff of the Joint Committee on
Internal Revenue Taxation.

)r. Ford received his A.B. degree from Oberlin College, Oberlin,
Ohio, in 1947 and his M.A. degree from H arvard University in 1949.
From 1949 to 1951 Dr. Ford studied at Cambridge, England, on a
Fulbright grant. He received his Ph. D. degree in economics from
Harvard Uiniversity in 1954.

Dr. Ford was assistant professor of economics at Vanderbilt Uni-
versity, Nashville Te n in 1953, and was associate professor of
economics at Ohio State university when temporarily assigned to the
staff of the Joint Committee on Internal Revenue Taxation.

Dr. Ford's special fields are: monetary theory and policy, commer-
cial banking and other short-term credit, price theory, income theory,
history of thought, industrial organization and market structure,
business, price and related policies. He is a member of the American
Economic Association and is the author of the following books:

The U.S.A. 1943-1946.
Monetary Thopry the Financial System of the U.S.
Effect of ReseiVo Requirements on Bank Profits.

Although this material was compiled for informational purposes
and has not been considered by the Committee on Finance, it is my
opinion that it represents an accurate and constructive analysis of
the testimony presented to the Committee on Finance in connection
with the hearings on the investigation of the financial condition of the
United States. Dr. Ford's comments as to the weight to be given to
the testimony are extremely helpful and I am in complete agreement
with his conclusions.

HAIRY F. BYD, Chairman.
2091





PART I

A REVIEW OF THE RECORD

A. TJ1- NATUUM OF TH1U INVESTIGATION

When the Committee on Finance of the United States Senate began
hoaringi in its investigation of the financial condition of the UnitedStates, in June 1957, the dominant condition wau inflation, but when

the last hearings were held, in April 1958, the country was in a recs-sion. In his opening statement in 1,957 the chairman of the committee,

Senator Byrd, said:
The immediate oectslon for this study is the existing credit and interest situa-

tion and, more important, inflation which has started again with its ominous
threat to fiscal solvency, sound monxoy,, and Jidividual, welfare.1

In later stages of the hjwifigs, the recession claimed a major share of
attention but concern over the possibility of renewed inflation also
shaped the coursopf the investigation

'The printed r ord of the inyestig tioi consists of 2,06O, pages of
testimony-.-by ,, witnesses-7andt accpipanying exhibits, ad of 67
replies to a qitstionnairo.that th committee sqit to the presidents of
the Federal Reserve bgixks, busijiessmn, trade aspo nationn ofiicials,
and economiAts. The main. th~oathat Prns thro gh this long r cord
is the problem of short-run 46oph"pue irkstabihty, \inflation ,and
depression, 1but much attention 'as g1ven alko 0 the uesti o the
effects of atlong-run, ris in thd ico eol.

The projected score of'the ti * every broad:,, T4 study, inthe
words of t e chairm n's op g ateigih / 1

(1) The revenue, boned indebe'iness, a dfiier's rates on all public oiga-.
tions, including continge t liabiiies (, ./ / "

(2) Policies and procure 'employed in thp.. iat'agement of, the publi debt
and the effect horeof on credit, interest rates, an(i the Nation's cono y and
welfare and \..l,

(8) F actors which influence the.ailabili y and distribition of or dit and
interest rates therbpn as they aply to public und priatpdebt.' /
Many different, Vsects of theso subjots were explore however,
three general questions came to be the main focus of thp,,study:

(1) What were cauhe, of the inflation that began ifi 1955, and of
the recession that followbd-. In particular-

a Was the financial edition of-the-prfvate economy soumd?
(b) Did the price-setting power of big business firms or labor

mions cause the inflation?
(c) Did the financial and monetary policies of the Federal Gov-,

ernment exert a stabilizing influence, on the economy?
. (d) Did the Federal Reserve's tight money policy in 1956 and
1957 cause the recession?

I U. Q. Congress, Senate, 85th Cong., 1st sesa., 'Tea'lng Before the Committee on Flnanoe, Investigation
of the Finanoal Condition of the United States, p. 1. This doutment is referred to below as hearings.

I Hearings, p. 1.
2093



2094 THE FINANCIAL CONDITION OF THE UNITED STATES

(2) Were the monetary policies of the Federal Government, includ-
ing the policies of the Federal Reserve System, soundly conceived
and effectively carried out? In particular--d

(a) What were the objectives of Federal Reserve polio ?
b) How was monetary policy related to Treasury debt man-

agement and the other financial policies of the administration?
(c) Did the restrictive monetary policy- create special difficulties

for particular economic activities'-such as housebuilding-or
particular business groups-such as farmers and small firms?

(d) Would the monetary system be improved by restoring gold
redemption of the currency? Should the statutory directives to
the Federal Reserve be supplemented or revised?

(3) What were the objectives of fiscal policy and debt management?
Were Federal financial policies effectively coor dinated and successfully
carried out? In particular--

(a) Did fiscal policy contribute to the stability of the economy?
(b) What were the objectives of debt management? flow

were specific operations decided upon? Were debt operations
harmonious with Federal Reserve policy?

(c) Was the public borrowing of such agencies as the Federal
National Mortgage Association coordinated with the Treasury's
debt management?

(d) Did rapid amortization allowances and the new leeway in
depreciation accounting for trx purposes allowed business firms
in the 1954 tax law contribute to inflationary levels of business
spending in 1955 and 1956?

The following detailed review of the record of the investigation falls
into 3 parts, corresponding to the 3 main headings above.

S. CAUSIMS OF T'E1956-6- XNFIATIOq AND THI SU I BQhNT RU0198SION

The period of inflation and the beginning of recession
The Consumer Price Index began to rise in September 1956 but a

better date to take as the beginning of inflation is September 1955,
when the Index of Wholesale Prices began to rise markedly. The peak
in business activity is now tentatively dated by the National Bureau
of Economic Research at July 1057. However, employment did not
begin to fall off significantly until the autumn of 1957, so that the
beginning of the recession may be placed in the late summer or early
autumn of that year.
The meaning of "inflation" and "deflation"

Inflation means a general rise in prices and is therefore a term
descriptive of an economic condition. The condition has a name
because it has long been observed that when many prices rise at the
same time important economic changes result. *Upward movements
in price index numbers--in the United States mainly the Wholesale
Price Index and the Consumer Price Index-which measure the aver-
age change in large groups of prices are usually taken to measure the
extent of inflation. Of course, it is never true that all prices change
together in the same proportion and therefore price indexes cannot
measure unambiguously change in the limited group of prices each
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represents, lt alone change in all prices. Nevertheless, the main
shortcoming of the price indexes as measures of inflation during short
periods is not inadequate coverage or the ambiguity of the underlying
idea of "average change in prices"; it is rather that the observations
of changes in individuaiprices are not satisfactory. As business condi-
tions change, discounts from list prices, the "extras" included in a sale,
and other features of the sale vary, so that changes in list prices are a
poor guide to changes in prices actually paid. Compilers of price
indexes are aware of this, of course, and they attenp t to get informa-
tion on prices actually pai(l, but this is sometimes difficult to do and
there is no doubt that price indexes are to some extent based on
fictitious prices. The result is that upward movements in pikice index
numbers cannot be interpreted without qualification as measuring the
magnitude of inflation in any period.

'Nho word "inflationary" is sometimes used not to describe an actual
rise in prices but to charaeterize a force that will make prices rise, or
will tend to make them rise. Thus an increase in the money supply
or a rise in Government spending is sometimes called inflationary,
which means not that these increases in themselves constitute inflation
but rather that they will cause prices to rise, or will do this unless some
counteracting force holds prices down. There is an important dif.
ference between saying thtt a given force-say, an increase in the
money supply--will cause prices to rise and saying that it would
cause prices to rise if other conditions were different. Yet it is not
always clear which is meant, for example, when an increase in the
money supply is said to be "always inflationary."

A further problem about the meaning of these words arises because
they sometimes are used very loosely as synonyms for expansion and
expansionary, when, for example, any general upward movement in
the economy is cidlohd inflation whether it includes price increases or
not. This usage is exceptional but the opposite meaning--a general
economic decline.-is the one usually given to the word "deflation."
Deflation once meant a general fall in prices; with the increased at-
tention given to unemployment and declining production in the down-
swing ofa business cycle, deflation has come to mean usually a general
short-run economic contraction, and not simply the fall in prices that
forms a part of it. With reference to long-ran economic change,
however deflation is ordinarily used in its original sense-to mean a
general fall in prices.
Inflation and recession, 1955-8

Viewed against tie background of the war and postwar period, the
behavior of money and prices during the recent inflation and recession
have attracted special attention. As the figures in table I show, con-
sumer prices increased more rapidly from the middle of 1955 until the
middle of 1957, the period of "creeping inflation," than they had in-
creased on the average during the previous 3 years, the period of
"stable prices" from 1052 until 1955. But the experience of the past
y ear shows that this comparison is misleading. For the "creeping
inflation" period was the greater part of an expansion phase of a busi-
ness cycle while the "stable prices" period spanned a much smaller
part of an expansion (the preceding cyclical upswing had begun in
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October 1949, and consumer prices rose considerably even after the
Korea boom stopped in 1951), and all of the ensuing contraction, when
prices were falling and the countercyclical action of the Federal Re-
serve was causing the money supply to increase. It is true that
consumer prices continued to increase during the year foll, ,ing the
general downturn in business in the summer of 1957 and this makes iiA
appear that the recent period is (liffercit from earlier postwar yearf>-
a period of steady inflation impervious to monetary control. flow-
ever, this interpretation, too, is false. In part the continued
general" price rise in recesston is an ilhision created by looking only

at consumer 'prices. It was mainly business demand bor those com-
modities other than food that (dhueld during the recession, and the
wholesale pricess of sich goods, which wre muc;h mtf.oe seusitive thaii
consumer prices to clhaugres in busineOss (heman(l, did decline. And the
behavior of this part of tile wholesale price index is specially vulnerable
to the quotation of fictitious list prices, so that it surely un(lerstates
the actual decline in prices that occT(urd after the middle of 1957.

TAnxa 1.-Annual percentage rate of growth of money supply, consumerprices,

and gross national product in constant dollars, selected periods, 1941-67

eflatod
Period Molloy I (onsuinor gross national

prices I productss 4

1941-45 average .............................................. .. 20 6 7
10452 average ...... .............................. ...... a 6 2
1052-55 avoralgO.... ....... . . . ................... 2 0 8
19t i-67 average .......................................... 0 2 2

1 Demand deposits adjusted plus currency hold by the public, Board of Governors, Federal ReserveSystem.
Y1Consumer Price Index, Bureau of Labor Statistics.
IGross national product in 1947 prices, Department of Commorce.
Source: Economic Report of the President, 1958.

T he statistical illusion of a general rise in prices during the recession
is, however, only a minor reason for sat, Ing that the behavior of pices
in relation to the( chain res in money an output has not been mar kedly
different since the midlMe of 1955. Throughout the postwar period
the velocity of money-the rate at which money is spent--.has shown
a rising trend, which is sharply at variance witl the falling trend that
prevailed for at least the 70 years prior to the 1930's. 'The two big
economic disturbances of the past 30 years--severe depression in the
1930's and war in the 1940's-broke off the gradual long-run down-
trend. The wartime change in velocity is especially striking-velocity
fell very sharply to a figure far below the level that wouldhave been
produced by continuation of the long-run trend. It may be that the
rising trendof velocity since the war is merely a recovery from war.-
time disturbance. There is good reason to think that the earlier
falling trend in the rate at which money was spent was produced by
a general desire to hold a higher proportion of cash as real incomes
were increased by general economic growth.' As growth continues,
then this falling trend of velocity may be resumed. But regardless
of whether that will be the case or not, the sharp rise in velocity that

I The foregoing information onthe behavior of the velocity of money was taken from a paper by Milton
Friedman In the Joint Economic Committee's Compendium of Pa pers on prices and economic growth and
stability. See M. Friedman, The Supply of Money and Changes it Prices and output, in U. S. Congress,
85th Cong., 2d sees., The Relationship of Prices to Economic Stability and Growth, papers submitted to the
loint Economic Committee (1058).
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took place during the inflation of 1955-57 was generally similar to
p arts o f earlier postwar fluctuations around the prevailing rising trend.
Prices did rise at a high rate while the increase in the money supply
was slowed and brought virtually to a halt, but this has happened
more than once since the end of World War I. In short, the relations
among money, prices, and output during the recent period of infla-
tion- and the recession that followed--are much like those observed
during the other business cycles of the postwar period.
Current theories qf inflation

One view of the causes of inflation in the postwar years puts the
blanie for rising prices on the abandonment of the gold standard in
1934 and the continued though intermittent resort to deficit finance
during the past 25 years. According to this view, discretionary man.
agement of the money supply and of Fe(l( ral Government finance is
b6und to permit inflation, if not actually to cause it through monetary
expansion, because business and labor will expect that the money
supply will be increased if ever price increases threaten to causo
unemployment.

A sec.rnd explanation of the inflation stresses the importance of
private debt, especially constinter debt. According to this view, easier
credit terms led to a large increase in consumer purchases of houses,
cars, and other durable goods and thus to a genei'al boom. Further-
more, consumer debt grew to unsound proportions and this precipi-
tated the recession.

A quite different view one that has been popular in recent years,
is that the caue of modern inflation is not mbonetary )it instead is
to be found in the power of big business firms-as some have it-or
labor unions--as ot1ers argue--to set higher prices that are subject
to very weak competitive pressure, if any. Those who hold that labor
unions cause inflation by obtaining wage increases in excess of in-
creases in productivity say that unions have thereby forced business
firms to raise prices in order to cover the increased costs. The other
variant of the monopoly theory of inflation holds that the market
power of big business firms preludes competition and allows these
firms to "administer prices"; that is, to set and maintain them above
competitive levels. Administered prices have been increased by more
than costs have increased, it is argued, and since many of the products
whose prices are administered-steel, for example-are used in the
production of other goods, the market power of big producers has
brought about general price increases. Though the two variants of
the monopoly theory of inflation differ on the source of the power
that causes prices to rise, they agree on the existence of a wage-price
spiral, a process in which cost increases push up the prices of finished
goods and these price increases in turn lead to wage increases, which
set off another round of price increases.

The three theories of contemporary inflation just described-the
managed money theory, the consumer debt theory, and the wage-price
spiral theory-challenge, each in a different way, the doctrine that
active monetary and fiscal policy can make the economy highly stable,
vulnerable to neither inflation nor mass unemployment. 'T1his con-
clusion has been widely accepted and the statement of it in the 1950
report of the Douglas committeeI was regarded as setting out the main

4 Ty. G. Congress, Senate 81st Cong., 2a sos., Monetary, Credit and Fiscal Policies, reort of the Sub-
committee onMonetary, Credit, and Fiscal Policies of the foint Committee on the Economic Report (1950).
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lines of stabilization policy and predicting the results that could be
expected from its operation. In the Senate Finance Committee's
study, the Chairman of the Federal Reserve Board, among others,
upheld this view, attributing the recent inflation not to a mistaken
diagnosis of the causes of inflation but rather to faults in the execution
of monetary and fiscal policy. The inflation was set off by excessively
easy money in the counterrecession effort of 1954, he said, and it con-
tinued because limitation of the money supply came too late and fiscal
restraint was not strong enough; management of stabilization policy,
was primarily responsible for the inflation.

Disagreement on the causes of the inflation and recession thus en-
compasses a number of different issues. One of these, the question
how different types of monetary systems affect prices, can best be
discussed together with other questions about the monetary system
in the next section of this review. The remainder of this sectio:a will
examine the contentions that a wageopriee spiral caused the inflation,
and the contention that excessive growth of consumer debt was
responsible for it.
The wage-price spiral

From 1955 to 1957, wages, the prices of raw materials and inter-
mediate goods, and the prices of finished consumer goods and business
plant and equipment items rose together. But thtis fact is not, of
course, sufficient to establish that if' was the push of labor costs or
other costs that forced prices up. It is plausible that union pressures
forced wage concessions in collective bargaining and indirectly drove
up ages in competitive markets so that costs increased and business-
men were driven to protect profit margins by raising prices even at
the risk of reduing sales volume. But it is equally plausible that
employers agreed to higher pay scales, or offered higher pa in com-
petitive markets because they had experienced, or expected to expe-
rience, a rising demand for goods and services and it was necessary
to compete for the available labor supply. Which of these two
possibilities was actually the case can only be established by further
examination of the facts. Table 2 presents some comparisons of
changes in prices and changes in expenditures for certain categories
of goods. he larger price increases-and those accounting for the
main part of the movement in the Consumer Price Index-are asso-
ciated with still larger increases in dollar expenditures, indicating an
increase in the quantities purchased. In other words, the rise in
prices was mainly a rise in the prices of goods that were in greater
demand. The subgroups of goods and services shown in table 2 wore
selected because they are the only groups for which both separate
price indexes and expenditure figures are available. Even for these
subgroups there is only a rough correspondence between the group
of goods to which the price in ex applies and the group of goods for
which the )epartment of Commerce estimates the amount of total
expenditures. Nevertheless, there is a strongly marked association,
for subgroups and for the four main groups, between expenditure
changes and price changes. It is not ikely that such a pattern is
produced by the statistical crudity of this comparison. Detailed
figures for hourly wage rates in various industries (published in the
Monthly Labor IReview) allow rough comparisons to be made of the
pattern of wage increases and the pattern of price increases. These



'IWE FINANCIAL CONDITION OF THE UNITED STATES 2099

comparisons are loss satisfactory than those shown in table 2, but
what they show is that average hourly wage rates in nondurable
manufacturing increased, from 1955 to 1957, by a slightly higher
percentage than wages in durable manufacturing, which, in turn,
increased by more than wages in industries producing services. InI
detail, there is little or no difference, in general, between the per-
centage increases of wages in industries whose product prices rose
considerably and the increases in industries whose prices rose only
slightly.

TAiri 2.-IPercentage increases in prices and expenditures, 1955-56 and 1956-77

I'rices, 195&.56 Expendl- rleos, 916-57 Expendl.
(pereont in. tures, 1955-6 (pe rent in- tures, 195-567
crement of (poreron In- erement of (percent in-

Goods and services 1956 average erement of 1)57 average erement of
over 1955 1956 total over 1056 1057 total
average)' over 1055 average)A over 1956

total), total)$

Conssner durable goods...--------------------0 (-3.0) 8. 8 3.9
household furnishings .......... ).....1.0.... 4
PrIvate traisportation ......... .. . (-14.0) 5.9 10.0

Consumer nondurables ............................ 1.3 5.3 3.3 5.0
Food---... . -......-....-......... .. 7 4.9 3,3 0.2
Apparel--- -- - --f.-.. - -.......................... 1.7 4.7 1. .4Menl's and boys' arprel----------------.. 1.6 5.9 1.5 ::

Women's and girls apparel....... 7 6.1 .5
Footwear-.................. .. .3 4.1 8.2

Solid fuel ........---- 4.4 2. 7 5.1
Consumer ves ...........--------------- 2. 2 7.0 8.8 6.9

..ea...-... .. - - - - 1.8 2.3 1,
as aud electricity .................... . 1.0 10.7 1.1

losoh operation---------------- 8 3.2 9. 8.7 6.8Public transportation...,................ 0 3.0 8.8 4.7Medical care ............. ........... 3. 6 0. 1 4, 1 (1)

Producer finished goods ......................... - 7. 5 14.4 6,2 - 3. 8

A Source Consiner Price ritdex and Wholesale Price Index, Monthly Labor Review.
Source: National Incoene anl Expenditure, Survey of Current Busnsels.

a Not available.

This pattern of wage, price and expenditure changes casts doubt
on the assertion that rising labor costs pushed prices up. But there
is another sense in which rising wages are sometimes said to cause
rising prices. Higher wages, it is said, cause higher wage incomes,
higher demand, and hence higher prices, i. e., there is "wage-income
inflation" rather than "wage-cost inflation." It is difficult to find
direct evidence that bears-one way or another--on this assertion but
there is indirect evidence against it. First, wage increases in them-
selves cannot raise the total of incomes; at the most they redistribute
the total. To say that such a redistribution in 1.956 and 1957 led to
increased demand and ultimately to higher total income does not fit
the fact that business demand for plant and equipment increased as
much or more than any other category of demand. Secondly, "wage-
income inflation" could operate only if each employer individually
either believed that if he agreed to a wage increase the demand for
his product would increase, or would pay higher wages at the expense
of his profits. The first is highly implausible and the second is ruled
out by the fact that profit rates have not fallen as wages and prices
have risen,,
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It cannot be shown conclusively that the recent inflation was riot
either "cost inflation" or "wage-income inflation" but the foregoing
analysis gives reasons for thinking that neither of these explanations
fits and that it was a rising demand for goods and services-not origi-
nating in wage increases-that caused prices to rise.

This leaves unanswered the question, What caused the general
increase of demand in 1955 and the fall in 1.957? Many different
answers were advanced in the oral and written replies to the Finance
Committee's questions: easy money and low interest rates followed.
by monetary stringency; an increase, and a reduction 2 years later,
in the rate of Fedeoral, expenditures; business optimism, later checked
by tight money; and so on. It i, significant that no one claimed to
give a siope and clearly correct answer to this question; all the factors
mentloned were advanced as tentative and partial answers. This is
an accurate reflection of the state of knowledge on the subject, and
it shows how important is the basic research that is carried on in this
field.
Private debt in the inflation and rece88ion

The implications of the rapid rise in private debt since 1954, con-
sumer debt in particular, have attracted much discussion. In the
Senate Finance Committee's study, the question was repeatedly asked
whether an unsound increase in debt had been an immediate cause of
the inflation and, later, had set the stage for recession. It seems clear
that, for business debt at least, the answer to this question is "No."
The increase during 1955 in business debt was mainly an increase in
short-term debt, of which about half represented not additional bor-
rowing but an increase in income-tax liability and other accruals.
Business borrowing from banks did increase unusually much, however,
in both. 1955 and 1956 and these funds, together with the proceeds of
an increased volume of bond issues, were an important source of
finance for rising business investment outlays. But internal sources
of business funds--retained profits and depreciation quotas-also in-
creased substantially, so that the boom in business investment spend-
ing was by no means financed exclusively by borrowed money. Nor
does it appear that the volume of debt to banks on the books of business
firms rose to critical proportions. Bank loans to business grew only
moderately in 1957, as the volume of new bond issues increased and
there was no liquidation crisis, but only a moderate reduction of bank
loans, accompanying the recession. In brief, the sharp rise in business
investment spending in 1955 and 1956 was financed partly out of
borrowed money. Undoubtedly the easier terms on which business
was able to raise both debt and equity funds stimulated business spend-
ing but it is doubtful that restrictions on the amount or terms of
business borrowing would have moderated either the inflation or the
recession.

With respect to consumer debt, the conclusion from the figures
themselves is not so clear. Noncorporate debt--the indebtedness of
families, farms, and unincorporated businesses and institutions-
increased by more than corporate debt in 1.955 and the largest in-
creases were in family borrowing-consumer debt and mortgages on
1- to 4-family houses. Although this latter type of debt had in-
creased in every year since 1951, the 1955 increases were unusually
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large, amounting to nearly $20 billion, as against $11.6 billion in 1952,
the largest previous annual total. In 1,955 consumers in the aggre-
gate apparently borrowed a larger portion than in previous years of
the purchase price of the goods and services they bought. There are
no comprehensive figures that show directly the fraction of consumer
expenditures financed by borrowing but there are strong indirect indi-
cations that this fraction rose in 1955. Consumer debt increased in
that year by an amount equal to 2.5 percent of the year's consumption
expenditures- during the previous 5 years the yearly increase in debt
had averaged 1.4 percent of annual consumption expenditures. This
is not conclusive evidence that consumer borrowing constituted a
bigger fraction of expenditures, because the larger net increase in debt
during 1955 may have reflected mainly lower repayments of debt in'
that year. It is not likely that this was the case, however and there
is little reason to doubt that increased borrowing, attributable at
least in part to easier credit terms %nd lower interest rates in 1954 and
1955, stimulated consumer purchases of houses and durable goods.
Purchases of durable goods increased from 12 percent of total con-
sumer expenditures in 1954 to 14 percent in 1955.

While it seems clear that increased consumer borrowing affected the
composition of total expenditures, it is not so certain that the amount
of expenditures, and hence the upward pressure on prices, would have
been less if consumers had somehow been prevented from borrowing
as much as they did borrow. If they had not borrowed and bought
durable goods, consumers mighi well have spent more for other kinds
of goods, or have exchanged more of their liquid assets for durable
goods. A lower volume of consumer borrowing would have meant
more favorable conditions for business borrowers, so that business in-
vestment might hav(, been still larger. Inflationary booms in the past
have been based on many different patterns of expenditure: commodity
speculation, security speculation, construction booms, and so on.
There is no reason to conclude that inflationary booms can no longer
arise in these ways, and therefore no reason to conclude that con-
temporary inflation is caused by consumer borrowing, in tile sense that
without an increase in consumer debt inflation would never occur.
Nor is there any evidence that a particular inflationary episode, such
as the recent one, could not have happened with a different pattern
of expenditure.

The belief that inflation would not happen, or would be less severe,
if the terms or volume of consumer borrowing were explicitly con-
troWd has led to suggestions that controls be adopted. Such controls
would be more difficult to administer than present monetary controls
and they are advocated mainly because it is thought that present
controls are not adequate to prevent inflation. This conclusion is
premature in the present state of knowledge about business fluctua-
tions. The evidence from the recent inflation and recession is at least
as strong for tile opposite conclusion: that present controls can be
operated to make the economy more stable than it has been. Neither
conclusion can be firmly established without further fundamental
study of business fluctuations. For the present it would seem to be
good policy to attempt to make a simpler set of controls work better
rather than to adopt more elaborate controls, when the need for them
is not clear and their effects difficult to predict.
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0. THE FEDERAL RESERVE SYSTEM, 195-58

Th basis of the Federal Reaerve's powers
The Finance Committee's investigation raised fundamental ques-

tions about the Federal Government's use of its monetary powers, as
well as questions about Federal Reserve policy itself. The committee
questioned Treasury officials, Federal Reserve officials, and others
about the present place of gold in the monetary system; about the
scope of the discretionary power held by the Federal Reserve Board
of Governors, and by the paid officers and the directors of the 12
Federal Reservwe banks; about the effectiveness of Congress' control
of the Federal Reserve; about relations between the Treasury, the
fiscal agency of the Government, and the Federal Reserve, the mone-
tary agency. These are perennial questions about the proper exercise
of monetary powers and they have often been raised at a time of
monetary disturbance. That these questions continue to resist final
settlement is not surprising since a choice among alternative monetary
arrangements must be based on experience under different types of
monetary standards and rules. Such experience continues to accumu-
late and, as it does, to demand new evaluations of existing monetary
arrangements and possible alternatives. In the present inquiry the
views expressed by Government officials and others did not support
the contention that a differently constituted monetary system would
have moderated or avoided altogether recent monetary disturbances.
Nevertheless, it may be that further experience will change the pre-
vailing view, so that a strong demand arises for, say, a return to the
stricter discipline of pre-1933 gold arrangements, or, on the other hand,
for relaxation of the present centralized system of discretionary control.
Restoration of gold redemption of the currency

Under present international monetary arrangements, it is unlikely
that either restoring the circulation of gold coin or requiring the
Treasury to buy and sell gold bullion on demand at a fixed price would
make monetary policy very different from what it has been in recent
;ears. If the currency were redeemable in gold, the public could affect

ederal Reserve policy and the amount of money in circulation by
exchanging currency for gold, or vice versa, and thus changing the
gold reserve. In particular, if when prices were rising, people decided
that holding gold was better than holding money, the demand for gold
in exchange for currency would compel the Federal Reserve to take
restrictive action. But under present international monetary condi-
tions, the world price of gold is dominated by the United States
Treasury's official price and it would pay to hold gold rather than
money only if an increase in the official price were likely. Only a
very large monetary expansion-much larger than any experienced
since World War 1II-is likely to create the expectation that the
Treasury would be forced to raise its gold price. Therefore, it is only
a very large monetary expansion in normal times-in the extraordinary
circumstances of a war or a deep depression it is likely that gold
redemption would be suspended-that would Le ruled oult if the cur-
rency were redeemable in gold.

The essential effect of gold redemption is that it sets a limit on the
discretionary powers of the monetary authorities; gold redemption is
only one among many different way of doing this. It is an interesting
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fact that gold redemption would not work as well as would other
systems of more or less automatic control to prevent sharp changes in
the'money supply. For example, the simple rule that the rate of
increase of the money supply should be kept within fairly narrow
bounds, say 3 to 5 percent per year, would avoid the larger movements
likely to occur occasionally under a gold standard, and would therefore
have better stabilizing effects.

The question of restoring gold redemption of the currency in the
United States is often dismissed as an out-of-date and unnecessary
question. But the essential issue raised-automatic versus discre-
tionary control of the money supply---is an issue of great importance.
Therefore serious consideration ought to be given to two questions:
(1) Would the economy be more stable if the element of discretion in
monetary policy were reduced or eliminated altogether? (2) If the
answer to (1) is "yes," which is a better system of automatic regulation
of money, one that is widely known but has technical drawbacks or
one that has better technical features but no popular appeal?
Federal Reserve policy, 19565-57

General concern over rising prices during the 1955-57 period evoked
much discussion of Government economic policy, especially monetary
and fiscal policy. Criticism of monetary policy ranged from the view,
at one extreme, that since the middle 1930's the Federal Reserve has
allowed the creation of too much money in the name of economic
growth, to the nearly opposite criticism, that tight money in the
recent period has been ineffective against inflation, if anything it has
made inflation worse, and has raised interest rates, reducing residential
construction, and hurting small business by raising loan costs to small
firms more than to big firms. The first of these extreme views over-
looks the fact, pointed out by the Chairman of the Federal Reserve
Board and others, that a growing money supply does not necessarily
lead to inflation in a growing economy, and the fact that prices in
general have not increased continuously during the past 20 years.
The criticism of tight money during 1955-57 makes several different
points. One is that tight money had no effect against inflation.
This contention derives mainly from the belief, discussed in the
previous section of this review, that cost increases were responsible
for the inflation. But that belief is very likely wrong, for reasons
given above; in any case, the fact that increased demand for goods
and services was part of the process of inflation carries the necessary
implication that Federal Reserve control must have been partly
effective against inflation. As it was, the volume of bank loans
expanded sharply; had the banks been permitted to add more to their
loans and investments, clearly they would have done so and the
resulting increase in the money supply would have allowed prices to
rise more. There is abundant evidence from other experiences of a
similar kind that a greater rise in the money supply is associated
with a greater increase in prices. The conclusion is clear that the
tight money policy did restrain inflation. This is not to say, however,
that the choice of measures and their timing was perfect, but only
that what was done did work in the intended direction at the time it
was done. The timing of Federal Reserve action is discussed below.

A closely related issue is the question of the effects of tight money
on interest rates. Increased demand for bank loans and for funds

43994-59---2
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raised in financial markets forced interest rates to rise. Could the
Federal Reserve have prevented the rise in interest rates by permitting
the money supply to expand more rapidly? A more rapid expansion
of money would have, at least initially, prevented or moderated the
rise in interest rates, but only at the cost of a more rapid rise in prices
than actually occurred. Furthermore, once the expectation of in-
creasing prices was established, additional upward pressure would have
been exerted on interest rates as lenders sought compensation for the
declining value of the dollars lent, and the rate at which money and
prices grew would have had to be increased further. It is question-
able whether in fact the money supply could have been increased fast

* enough to prevent interest rates from rising when the demand for
borrowed funds was increasing. The huge increase in money and
prices resulting from the Federal Reserve's support of Government
security prices during and after World War II was not sufficient to
keep interest rates from rising. Interest rates rose during the 3 years
after the end of the war despite the fact that a $25 billion reduction in
the national debt offset in part the increased demands of other bor-
rowers. It is a characteristic of inflations that interest rates rise;
in 1956 and 1957 more money would have meant more inflation and,
in all likelihood, no reduction in interest rates.

As for the contention that the tight money policy had discrimina-
tory effects, it is undoubtedly true that rising interest rates priced
some consumers and businesses out of the market for borrowed money
and reduced the amounts that others could afford to borrow. And it
may be true that the rates paid by certain groups-small business
firms, for example-rose by more than rates paid by other groups, big
firms taken together. Whatever the facts are, however, they do not
help to decide whether the tight money policy was sound. On the
evidence from previous episodes of "cheap money" policy, expansion
of the money supply might have failed to keep interest rates from ris-
ing, and, in any case, would have caused more inflation. Critics of
the tight money policy who say that its effects were discriminatory are
certainly not prepared to argue that the only alternative, a policy of
inflation, would have been more fair. The critics have not taken
sufficient notice of the facts that market pressures were forcing inter-
est rates up and the Federal Reserve could have affected the situation,
if at all, only at the cost of more inflation.

The same comment applies to the contention that tight money
needlessly raised the costs of the national debt.

Federal Reserve policy in the 1955-57 period is more vulnerable to
the criticism that its timing was faulty. In his testimony, the
Chairman of the Federal Reserve Board of Governors said that in his
view the Federal Reserve had in 1954 made money too easy and had
waited too long in 1955 to take opposite action. Other witnesses
criticized the Federal Reserve for keeping money tight too long in 1957,
after signs of falling demand had begun to appear. In fact, as can now
(October 1958) be seen, business reached a turning point in the summer
of 1957, whereas it was October before the Federal Reserve began
open market operations designed to make money easier. Hindsight
validates these criticisms of the Federal Reserve; at the time that the
decisions had to be made, it was not easy to know which way the
economy was going. However, the very fact that assessment of the
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current situation is difficult gives strong reason to question the sound-
ness of a policy of alternatin tightness and' ease as the immediate
situation seems to require. Moreover, it is very likely, as Chair-
man Martin said, that easy money in 1954 and early 1955 acted with a
delay on the economy, keeping inflation going in 1956 and 1957 even
whil e the growth of the money supply was reduced almost to nothing.
It is also likely that the spell of tight money exerted a delayed influence
during the recession, even while the money supply was growing at an
annual rate of 5 percent or more. Analysis of business cycles in the
United States shows that turning points in general economic activity
follow with a lag of many months, changes in the rate of growth of the
money supply.6 Apparently, the first effects of Federal Reserve
action are regularly felt some months after the action is taken; this
seems to have happened during the most recent business cycle.
The goals of Federal Reserve policy

In the Senate Finance Committee's study, as in many recent dis-.
cussions of monetary policy, questions were raised about the general
objectives or goals of Federal Reserve policy: What are these goals?
Where are they specified? And what ought they to be? In answer-
ing these questions, Chairman Martin referred usually to the Employ-
ment Act of 1946, which declares that a principal objective of Federal
economic policy is the securing of "maximum production, employ-
ment, and purchasing power." The Federal Reserve Act of 1914
states the purposes of establishing the Federal Reserve System but
the objective stated there of providing an elastic currency seems
outdated and is seldom if ever referred to in discussions of monetary
policy. In today's discussions, the question most frequently asked
is which of two goals that are said to be conflicting-full employment
or price stability-the Federal Reserve ought to pursue. The Federal
Reserve's own view, expressed in the testimony of Chairman Martin
and in the joint reply of the Federal Reserve bank presidents to the,

Finance Committee's questionnaire, is that the two goals are not
conflicting. Mr. Martin said:

There is no validity -whatever in the idea that any inflation, once accepted,
can be confined to moderate proportions * * *. In the past, an inflation once
started, has continued until it was stopped, usually either by appropriate mone-
tary and fiscal policy or failing the adoption of such policies, until it collapsed
from imbalances it had generated. * * * Prices as well as employment are
likely to react when an inflation stops as the result of major imbalances.6

In fact, it is not true that moderate inflations, unless stopped by mone-
tary or fiscal restraint, have always ended in runaway prices and a
crash. The United States experienced a 20-year period of "creeping
inflation," from 1895 to 1914. It is true that the period was in-
terrupted by business-cycle downswings, but so also have been the
periods of long-run declining prices or constant prices-1873-95 and
1921-29. Historically, creeping inflation has not been an unstable
condition. Nevertheless, the Federal Reserve is certainly right that
if the monetary authorities were willing to permit prices to increase
at any rate so long as unemployment was low, the economy would
experience a crash. There is abundant evidence that periods of
sharply rising prices, such as 1919 and the first half of 1920 in the
UnitedStates, end in crisis and slump. The strongest proponents of

& See the paper by Milton Friedman cited above.
* Ucarings, pp. 1228, 1267.
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full ,employment, as a goal of monetary policy recognize this and, agree
that the price level cannot be left altogether out of account. On the
other hand, those who argue that price stability ought to be the prime
goal of monetary policy recognize the importance of stabilizing em-
ployment; their position is that stable prices would insure full em-
ployment. A useful way to interpret the controversy is to say that
the disagreement is not about goals but about the best strategy to
use in trying to aclieve goals that both sides accept. The issue is
not whether unemployment of 6 percent is "too much," or whether a
price increase of 4 percent a year is "too much." The issue is whether

-hort-run business fluctuations, which are certain to occur in a pre-
dominantly free enterprise economy, can best be limited by mone-
tary-and fiscal-saction aimed at preventing unemployment from
ever exceeding a predetermined figure, or by action aimed at prevent-
ing prices from ever changing by more than some predetermined an-
nual rate, or by action guided by some other criterion. What is
needled to resolve 'the issue is not some kind of formula expressing the
relative importance of stable prcsand full employment but rather

* moe knwlege aout he robable effects of different strategic of
stabilization. Claims made by the proponents of various rules for
monetary and fiscal action need to be analyzed carefully and checked
against available facts.
despitee the great interest in stabilization policy, in the voluminous

discussions much has been taken for certain that is not certain and
that could be tested. It is widely accepted, for example, that full
employment and price stability cannot exist together. Y'et this con-
tention is usually not made specific and examined in the light of the
facts. It is clear that economic change is bound to cause price indexes
to change and to cause the number of unemployed to fluctuate. No
one expects to achieve full employment or stable prices in the extreme
sense of eliminating all fluctuations. However, for admissible defini-tions of price stability and full employment, the evidence that the

two are inconsistent is not convincing. It is mainly the belief that,
at least in the postwar years, wage increases have caused prices to
'rise which underlies the contention that price increases can be stoppOd
only if unemployment rises sufficiently to check wage demands. But
this view is probably wrong. Therefore, there is no need as yet to
conclude that strategies for monetary and fiscal action face the dilemma
that whatever is done to make prices stable will cause unemployment
and whatever is done to maintain a high level of employment will
cause prices to rise.

Clarification of the facts about the effects to be expected, from
different types of monetary and fiscal action is the primary require-
ment for improving stabilization policy. Changing tho statement of
goals or adding additional goals-making explicit the goal of price
stability, for example-is likely to do much less to clarify issues and
make policy sounder and more effective.
Independence of the Federal Reserve

-Questions were raised during the Senate Finance Committee's study
about the influence of private financial business on Federal Reserve
policy, and about the relation of administration policy to Federal
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Reserve policy. The answer to the first question appears to be that
no evidence has ever been advanced to show that Federal Reserve
policy has been made to serve private interests. It is true that dur-
ng the tight money period, bank profits rote substantially. But the
increased demand for bank loans would, in the last analysis, have led
to higher bank profits whatever the policy of the i ederal Reserve.
However, the decisive fact in this matter is that the Federal Reserve
had clear reasons for thinking, whether rightly or wrongly does not
matter in this connection, that tight money was in the genei:l interest.

On the matter of the administration's influence on federal Reserve
policy, the view was advanced that the Treasury in its management
of the national debt tried to raise interest rates and that the Federal
Reserve had helped in this. The evidence on the Treasury's policy
will be presented below in the section on fiscal policy and debt man-
agement. Whatever the Treasury's policy was, there is no reason
to conclude that the Federal Reserve was trying to do anything other
than stop the rise in the price level. Chairman Martin said that the
Federal Reserve had no reason for wanting interest rates to be high;
on the other hand, it would do nothing that would permit prices to
rise faster. No evidence has been advanced that contradicts this
statement.

In a quite different way, however, Federal Reserve action was
influenced by the financial problems of the Treasury. As officials
of both agencies testified, there was consultation on monetary policy,
fiscal policy, and debt management. Each agency ultimately made
its own decisions but the Federal Reserve clearly was constrained,
at least in choosing times at which to take action, by the debt opera-
tions of the Treasury. In the period between December 1954 and
July 1958, the Federal Reserve did not support new Treasury issues
by making purchases for its own account. However, Chairman

martinn stated that the Federal Reserve did both advise the Treasury
on money market conditions and seek to smooth the way for Treasury
issues by preventing any sudden or temporary tightening of the
market. Since the Federal Reserve felt obliged to do this, the
timing of its monetary measures was necessarily influenced by the
Treasury's plans.
1*As a practical matter, the Treasury's financial problems may not
have had any important effect on Federal Reserve action during the
lastyfew years. Nevertheless, the principle that Federal Reserve ac-
tion should not be influenced by the Treasury's financial problems is
important. It is sometimes said that the Federal Reserve ought not
to be independent of the Treasury since, as agencies of the Federal
Government, the two should work together. It is, of course, desirable
that different measures of stabilization policy be consistent with each
other. But it is important that the problems of financing government
not be allowed to bear on monetary policy. This is not to say that
Federal Government ought never to finance expenditures by monetary
expansion, but only that this ought to be done only when the interests
of the economy require it-not when the exigencies of government
finance make it convenient. Given the Federal Reserve's present
wide powers of discretionary action, it is an important safeguard to
make the Federal Reserve independent of the Treasury.
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D. FISCAL POLICY AND DBIiT MANAGI4MENT

Iiiiad policy and changes in fle sie, of the national debt
Whereas the record of the Senate Finauce Committee's study COn-

tailis much disagreoleit about the appropriateness of the Federal Re-
srWv's tight lnoiney policy, there is almost complete agreement, in
which the Seretary of the Treasury and the Undersecretary for
Monetary Affairs shared, that Federal Government eash surpluses for
the fiscal years 1956 and 1,957 were too small. Table 3 shows that
during the fiscal years 195( and 1957, the national debt was reduced
$3.8 billion, tie portion of the debt held outside the Federal Gov-
ortinent fell by a much larger amount, $8.9 billion. However, it is
important to note that this reduction in Treasury borrowing was offset
in part by a $2.5 billion increase in the publi; borrowing of certain
Federal tagneies....-th Federal National Mortgage Association and
others emlpowered to borrow directly on their own account. The
overall reslt then, was that during fiscal 1956 and 1957, total Federal
debt outstanding was reduced $0.5 billion., Commenting on part of
this record, the Undersecretary of the Treasury for Monetary Affairs,
Mr. Burgess, said:

TAIim 3.-Public debt of the United States: Total and amounts held outside
Government investment accounts on selected dates, 1956-67

[Btllione of dollars]

Date Total public Amount hold
debt outside

195-uno 30 .................... . 274.4 228.9
Deo. 31..-........................................ 280.8 229.1

R9JW-4unie 30 ............................................. 272.8 210 8
Pee. 31 ...........................-- ..................... 270.7 222.7

1957--4 i 30 ........... 2................ .................................... 270.6 215.0

Sm1ree: Treasury Bulletin.

We have had a $1.0 billion surplus this past year with a $2.2 billion debt reduc-
tion. That is not very much. I would like to see it bigger.7

Why, then, was a larger surplus not achieved? In Mr. Burgess' words,
the reasons were:
* * * the cold war * * * and * * * the various pressures for expenditure of
one sort or another.8

These statements are highly significant. It seems to be a lesson of the
recent period of rising prices that unless the Treasury is under a rigid
obligation to achieve a surplus of a specified size in 'time of inflation,
other considerations will inevitably crowd out the objective of a size-
able surplus. The proposals for a "balanced budget at a high level of
economic activity,' which carry the implication of a surplus increas-
ing in amount as inflation mounts, gain added point in the light of
recent experience.
Borrowing by Federal agencies

As was pointed out above the outstanding debt of certain Federal
agencies that borrow directly from the public increased sufficiently
during fiscal year 1956 and 1957 to offset about one-quarter of the re-
duction in the Treasury's own outside borrowing during the period.

' Hearings, p. 1006.
S Hearings, p. 1007.



THE FINANCIAL CONDITION OF \TIE UNITED STATES 2109

An offset of this magnitude could seriously reduce the effect on the
economy of Treasury fiscal policy. At present the agencies consult
with the Treasury about their borrowing but the Treasury cannot
control the amount of their borrowing. The effectiveness of fiscal
policy would be increased if the Treasury were able to fix the total
amount of this outside borrowing.
Rapid amortization of defense facilities and the new treatment of deprecia-

tion
Although tax policy was not treated extensively in the study, two

provisions of tax law were discussed at some length, in relation to the
inflation. It was agreed, by Treasury officials among others, that
the Treasury's continuing to award the certificates that allowed rapid
writeoff of so-called defense-related facilities had contributed in some
measure to the incentive to build new business plants and had there-
fore been inflationary. r]ji 1s was also the effect of the 1954 change in
the tax law that permitted firms a choice of methods of computing
depreciation on tax returns. The position of the Treasury on these
matters was that the rapid amortization allowances were no longer
useful and should be stopped, but that the new provision about de-
pEreciation was sound and should be kept: the year 1955 turned out to

e a bad year in which to introduce thie new depreciation option but
in the long run its effects would be desirable. This appears to be a
sound conclusion on both issues.
Treasury debt operations and interest rates

Since the Treasury is the largest single borrower in the United
States, its debt operations are bound to have marked effects on
financial markets. In the markets for short-term credit, the weight
of Federal borrowing is much greater than it is in long-term markets.
The volume of Treasury bills outstanding in recent years has been
about 10 times the volume of private short-term paper-.commercial
paper and bankers acceptances. In the bond market, Federal debtoutstanding is a much smaller proportion of the total. But to show

the effect of Treasury borrowing on changes in interest rates it is
necessary to compare not totals outstanding but changes in the totals.
During the calendar year 1956 and the first half of 1957, increased
Treasury, bill issues accounted for over half the total increase in short-
term securities outstanding. The higher Treasury demand for
short-term credit must have contributed importantly to the rise in
short-term rates. Treasury intermediate and long-term securities
outstanding however, declined below 1954-55 levels, while the total
of other obligations increased. Therefore, the change in Treasury
borrowing must have moderated the upward pressure on long-term
rates of interest.

It has been suggested that the Treasury may have influenced interest
rates in another way, by issuing securities with higher coupons, for the
purpose of forcing market rates up. This contention is not supported
by the facts. Issuing securities with higher coupons would not in
itself force bond yields up: a marketable security bearing a coupon
corresponding to a yield above the going market rate would simply
increase in price, the yield declining correspondingly. The Treasury
could have increased yields only by increasing its borrowing enough
to bring interest rates up. But total Treasury borrowing was reduced
during 1956 and 1957, as table 3 above shows.
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Another point in this connection is that in 1956 the initial prices
quoted on Treasury offerings of intermediate and long-term securities
averaged only one point over par, and in 1957 (through May) the
average was exactly par. This suggests strongly that the Treasury
was attempting to issue its securities at the lowest cost the market
would permit and was not seeking to force interest rates up.
Debt management and the maturity of the debt

rhe objective of lengthening the maturity of the debt-by replacing
maturing short-term debt with bonds and by issuing bonds with a
term longer than 10 years--has continued to influence debt manage-
ment. In fact, however, the average time to maturity of the out-
standing obligations decreased slightly in 1956 and 1957. In a period
of relatively high interest rates, the cost entailed in issuing bonds,
especially long-term bonds, seemed to the Treasury prohibitive. As
with the objective of reducing the size of the debt, other considerations
militated against stretching out the maturity. In order to evaluate
the seriousness of this fact, it is necessary first to be clear on the costs
and advantages of lengthening the maturity of the debt. As to costs,
there would probably be savings in marketing costs if issues were less
frequent and the Treasury bill turnover were smaller. On the other
hand, the interest cost of a longer dated debt would be higher. If,
for example, 10 percent of the amount of Treasury bills outstanding
on the average in 1956-a figure of about $2.4 billion-had been
funded into bonds of 5- to 10-year term, the resulting increase in the
annual interest cost of the debt can be calculated on certain assump-
tions about the effects on interest rates of this change, to have been
about $19 million. This would have been an increase in the total
interest cost of the debt of about one quarter of 1 percent. Would
such an increase in costs have been excessive? Of course, this cal-
culation gives only a rough approximation of the correct figure; and
the hypothetical "funding operation" to which it relates was chosen
arbitrarily. The point is that some estimate of costs is necessary if a
judgment is to be made on the desirability of lengthening the debt.
The Treasury did not present such figures to support its contention
that issuing longer dated securities in 1956 and 1.957 would have been
too expensive; the lack of such figures makes the contention in-.
conclusive.

As advantages of lengthening the debt, two chief points are claimed:
first, that reducing the frequency of Treasury issues would make the
Federal Reserve's task easier; and, second, that to change to longer
dated securities during inflation would help to check private spending.
Undoubtedly, frequent large issues of Treasury securities oses awk-
ward problems for the Federal Reserve. But were the problems dur-
ing 1950 and 1957, for example, more than technical complications inthe Federal Reserve's job? Did they actually inhibit monetary con-
trol? As for the second point, replacing maturing short-term securities
with bonds during inflation probably would help to control the infla-
tion. In fact, however, other pressures on the Treasury have often
led to the opposite change, as happened in the recent inflation. It is
interesting that the presidents of the Federal Reserve banks in their
joint reply to the Finance Committee's questionnaire conclude that
countercyclical debt management is probably not feasible, and that
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the objective should be rather to minimize the interference of debt
operations with other policy.

The probable effects on Federal finance of lengthening the maturity
of the national debt are not clear, nor are the effects on monetary
control and the economy at large. It seems to be taken for granted
that the change would be desirable but the costs and advantages need
to be clarified if the case for a change is to be convincing.

E. MONETARY AND FISCAL POLICY IN THE RECESSION

Monetary policy in the recession
In the second phase of the Finance Committee's study, attention

shifted from inflation to the recession that was by then under way.
Although the committee's questionnaire, sent out in March 1958,
related to inflation as well as to recession, the answers reflect the same
shift of interest to the problem then current. However, both the
answers and the testimony in the hearings themselves reflect concern
over the possible return of inflation.

Federal Reserve policy after October 1957' was much less contro-
versial than the tight money of the previous 2 years. But some
expert observers criticized the Federal Reserve for not doing more to
expand the money supply. A comparison of' the change in the total
of commercial bank deposits and currency held by the public during
the first 9 months of the recession with the behavior of the same total
in 4 previous downturns shows that the Federal Reserve's action was
unusually strong:

Change in commercial bank deposits plus currency held by the public

First 9 months after downturn in-
June 1929 - - - - ...-------------------------------------------- _$1, 056
May 1937. . --------------------------------------------- 694
November 1948-, ---------------------------------------- -2, 000'
July 1953 -------------------------------------------------- 4.3,100
July 1957 -------------------------------------------- + 6, 400

These figures do not, of course, demonstrate that the Federal Reserve
took "adequate" action to counter the decline. They do show,
however, that, compared to past recessions, these were unusually
strong measures.
Fiscal policy in the recession

Controversy over fiscal policy in the recession centered mainly on
the merits of a special tax cut, an emergency increase in expenditures,
or both. The 'official position of the administration was that the
effects of reduced tax rates or increased expenditures would come too
late to aid recovery and would, instead, give a strong impetus toward
renewed inflation. Critics of this position argued that the recession
was more severe than the administration and others who agreed with
it recognized, and that without special measures the decline would
continue for some time and would reach lower levels than the reces-
sions that began in 1948 and 1953. Disagreement was mainly over
the correct diagnosis of the economy's condition, and only to a lesser
extent over the magnitude and timing of the effects of changes in
expenditures and taxes. At this writing, it is too soon to be certain

'Joint and Supplemental Comments of the Presidents of Federal Reserve Banks in Response to the
Questionnaire of the Committee on Finance, pp. 0, 51.
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about who was right. Present, appearances are' that an upturn came
in the spring of 1958 and that by the early autumn recovery was well
underway. If this turns out to be true, then the administration will
be proved correct: special tax or expenditure changes adopted in early
1958 would have produced their main effects only after recovery was
well underway. But it is too soon to know.

IT. CONCL'USION

The Senuto Finance Committee's study.presents much relevant data
on the monetary changes and fiscal experience of the past 3 years and
raises a number of important questions about the period. Perhaps
the most important question concerns the nature of the recent infla-
tion. It appears that the inflation, and the recession that followed,
were not different in essential respects from previous economic
fluctuations. Though it is not possible to show conclusively that
price increases resulted from the pressure of increakcd business and
consumer demand, it can be shown that demand increased early in
the inflation and that the pattern of price increases among different
industries is related to the pattern of demand increases. It is also
clear that when demand stopped rising and then fell production and
employment declined and, with a lag, prices stopped rising and then
fell.

Both monetary and fiscal policy during the period were free of
many of the errors charged to them. However, important questions
remain unanswered about the soundness of presently accepted prin-
ciples of stabilization policy. In the case of monetary policy, the
f problem is mainly uncertainty about the timing of the effects of
Federal Reserve action. This uncertainty has important implica-

tions for the fundamental question of the effectiveness of discretionary
control of the money sup ply.



PART 11

SUMMARY OF THE TESTIMONY ON THE PRINCIPAL
SUBJECTS OF THE HEARINGS

INTRODUCTION

This summary of the views expressed by each witness on the
principal subjects considered in the hearings is arranged according to
subjects, to facilitate comparison of the views. Under each heading,
or subheading, the statements appear in the order in which the wit-
nesses appeared before the Finance Committee.

At the end of each section there are brief comments on the main
issues raised in the statements. These comments are based on the
analysis presented in part I of this report, where the points are stated
more fully.

The witnesses were:
Hon. George M. Humphrey, Secretary of the Treasury
Hon. W. Randolph Burgess, Under Secretary of the Treasury
Hon. William McChesney Martin, Jr., Chairman, Board of

Governors of the Federal Reserve System
ion. Bernard M. Baruch
Marriner S. Eccles, former Chairman of the Board of Governors

of the Federal Reserve System
Sumner 11. Slichter, professor of economics, Harvard University
Seymour E. Harris, chairman of the economics department,
Siarvard University
Charles C. Abbott, dean of Graduate School of Business Adminis-

tration, University of Virginia

A. CAUSES OP TIM INFLATION AND THE RECESSION

(1) The inflation
Mr. IHumphrey.-Inflation is now [June 19571 "perhaps our most

serious domestic economic problem" (p. 8). Current price increases
are caused by the pressure of rising consumer and business demand,
financed by bank loans (pp. 13? 103-107, 112-118, 181-186, 188-194,
223-224, 340, 602, 634, 635). Rising interest rates have not been an
important cause of price increases (pp. 31-33, 40). However, the high
level of Government spending has contributed to the inflationary
pressure (p. 6).

Mr. Burgee.-Causes of the inflation are (1) the delayed effects on
rents and other prices of cost increases in earlier periods (p. 736);
(2) current cost increases (pp. 1050, 1051); and (3) rising demand for
capital goods (pp. 736-738, 831 848, 1040, 1043, 1074, 1085). The
high level of government expenditures, especially armament expendi-
tures (pp. 1127-1130), has also caused inflationary pressure (pp. 738,
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739). Higher interest rates have restrained rather than stimulated
price increases (pp. 739, 858, 1033).

Mr. Martin.-- 'general increase in demands for goods and services
bid prices up, beginning in 1955 with the prices of industrial goods
(pp. 1262-1264). An important cause of higher business and con-
sumer demurnds in 1955, 1956, and 1957 was the easing of credit by
the Federal Reserve in 1954 (pp. 1304, 1305). Higher interest rates
have restrained inflation (pp. 1268, 1269); on the other hand, higher
labor costs were an independent cause of price increases, working
through a wage-price spiral (pp. 1848, 1872, 1873).

Mr. Baruch.---'"lhe main cause of inflation today is the deficit
financing of war-the enormous borrowing in World War II and
Korea" (p. 1639). The wage-price spiral is the aftermath of inflation;
it has kept inflation going, though it was not an original cause. The
wage-price spiral will inevitably be checked by consumers' refusal to
pay, higher prices (pp. 1676, 1677).
Mr. EIccles.--The four principal causes of the recent inflation were

(1) the excessive growth of consumer borrowing, resulting from easier
terms of credit oflerod in 1954 and 1955; (2) the boom in house pur-
chases also stimulated by easier credit; (3) an increase in capital
expenditures by business, which was induced principally by the auto-
mobile and housing booms but which was stimulated also y the con-
tinuation of accelerated amortization allowances and the new treat-
ment of business depreciation allowed by the 1954 change in the tax
laws; and (4) higher labor costs, which have resulted from the strong
bargaining power of lubor union monopolies in a period of high de.
mands for goods and services (pp. 1694, 1695).

Mr. Sliefitero--Mr. Slichter did not make a direct statement on the
causes of the inflation but his remarks on wage-push inflation were
clearly intended to apply. He said:
* * * rising wages are a principal cause of rising prices.

They are not the only cause but the issue had been confused by the honest belief
of many people that rising wages simply reflected a strong demand for goods.

Wages have continued to rise throughout the recession in the face of falling
demand for labor and goods (p. 1843).

Mr. Iarris.-Mr. Harris also did not make a direct statement on
the causes of the inflation. His testimony contains the following
remarks relating to the subject: An investment boom preceded the
recession (p. 2015); during the boom, the lending of Federal credit
agencies, life insurance companies, and other nonbank financial insti-
tutions rose considerably (pp. 1989, 2004, 2005). Nonfinancial cor-
porations also drew on large cash reserves to finance additions to
capital equipment (pp. 1990, 2005). Higher labor costs, which in
some industries led to price increases in excess of the rise in costs, were
a cause of the inflation (pp. 1990, 2014, 2037, 2038).

Mr. Abbott.-Current inflation is wage-push inflation. When the
money supply is flexible, "* * * wage increases inevitably push up
prices" (p. 2061). Other causes of the increases in the price level since
the 1930's are the Federal deficits, the increased national debt, the
rise since 1945 in the rate of turnover of bank deposits, farm price
supports the increasing amount of services purchased by consumers,
and the larger fraction of national output going for military purposes
of foreign aid.



THE FINANCIAL CONDITION OF THE UNITED STATES 2115

(2) The recession
The witnesses who appeared in 1958 also gave their views on the

causes of the recession that was by then in progress.
Mr. Baruch.-The recession is the result of inflation; consumers'

refusal to pay higher prices caused unemployment (p. 1637).
Mr. ;Rcles.-The recession developed because high prices and the

redistribution of buying power causedby inflation reduced the volume
of goods and services purchased. Other causes of the fall in demand
were the high rate of durable goods purchases during the previous
2 years, the high level of consumer debt, and the overbuilding of
business plant and equipment (p. 1696). Restrictive monetary policy
brought on the recession sooner than it would otherwise have occurred
but, in any case, a recession would have followed the boom (pp.
1707,1708).

Mr. Slichter.-rhe recession is concentrated in durable goods man-
ufacturing, mining, construction, and transportation (p. 1818); it
came as a reaction to an unusually high level of investment spending
during 1956. The tight money policy, the reduction of Federal ex-
penditures in 1957, and the unpopularity of the 1958 cars also were
causes of the recession (pp. 1822-1825).

Mr. Martin.-The recession was a reaction to the investment boom
of the preceding 2 years in which business added to its plant and
equipment faster than the growth of consumer demand warranted
(pp. 1848, 1849). The excessive growth of private debt also finally
reduced consumers' spending (p. 1863). Monetary restraint slowed
down the inflation but did not cause the recession (pp. 1892, 1918).

Mr. kHarris.-Thjre recession was caused mainly by excess capacity
but it was made worse by the Federal surpluses of fiscal 1956 and
1957, and by the tight money policy (pp. 1988 2014, 2015).

Mr. Abbott.--The recession is concentrated in the heavy goods
industries (p. 2058); it was caused by declining business purchases of,
plant and equipment and by a reduction of business inventories (p.
2060). The upward push of wages had made prices inflexible, so
that output and employment have decreased as demand has fallen
(p. 2061).

Comments on the causes of the inflation and the recession
(1) All the witnesses except Mr. Humphrey and Mr. Baruch

listed the push of labor costs-or both labor costs and admin-
istered prices.-among the causes of inflation. Mr. Baruch
described the wage-price spiral as an aftermath of inflation and
Mr. Humphrey did not mention it. There is strong evidence to
support the view, criticized by Mr. Slichter, that price increases
were the cause rather than the result of higher wages. This
evidence is the fact that the largest price increases, and the
increases in the most important segments of the Consumer Price
Index, were associated with increases in the quantities of goods
and services purchased. Furthermore wages continued to in-,
crease during the recession only where demand continued high or
where there existed previous commitments, including escalator
clauses, to increases.

What caused demands to increase so rapidly and then to fall
sharply in 1957 is another question, to which, it appears, no
conclusive answer can be given in the present state of knowledge.
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(2) It is unlikely that government control of consumer credit
or of lending by nonbank financial institutions would have exerted
any additional restraint on spending. There is no evidence that
the amount of private debt was a cause of the recession,

(3) The inflationary effects of government expenditures, a
point discussed by several witnesses needs to be clarified in two'
respects. First, government expenditures for weapons-and for
many other purposes, e. g., paying the salaries of Federal judges-
are like private consumption expenditures in that they absorb
goods and services into uses that do not--in most cases--make
possible more output in the future. However, all increases in
today's expenditures add to current demand and may raise
current prices-investment expenditures are potentially as infla-
tionary as any other. Whether future prices will be lower because
of today's investment is another question.

Secondly, there is a point in saying that weapons expenditures
are inflationary even when financed by increased taxes but the
point is often overstated. If consumption goods had been
produced instead of weapons, the additional goods on the market
would have tended to hold prices down. But, on the other hand
higher taxes tend to reduce the private demand 'for goods and
services, because taxpayers are, in effort, compelled to purchase
weapons and their incomes available for purchasing other things
are reduced. So much must be subtracted, as it were, from the
statement often made, that weapons expenditures are inflationary
because incomes are earned in the production of weapons and
there is no corresponding production of goods for private markets.
However, a point still remains: experience shows that private
spending will not fall by the amount of the increased taxes (which,
by hypothesis equals the increase in government spending),
therefore, totaI spending will rise and prices may rise. There
have been no attempts to compute the magnitudes involved,
allowing for all relevant factors, but it is clear that the increase
of prices, if any, must be less than is implied by the statement of
the point referred to above.

D. THE FEDERAL RESERVE AND MONETARY POLICY

(1) The gold standard
Mr. Humphrey.-It would not be wise to return to unrestricted gold

redemption of the currency (p. 480); present arrangements for mone-
tary control are sound (pp. 480, 529). Foreign governments can
purchase gold with their dollar balances and the total of such balances
is large in relation to the Treasury's gold stock (pp. 480-483, 524-525);
nevertheless, there is no danger that the gold stock will be inadequate
to meet the demands on it.

Mr. Burgess.-Return to the gold standard should be an objective
of monetary policy, but unstable international conditions make it
unsafe to return to gold now (pp. 1021-1024).

Mr. Martin.-It would not e safe to return to gold redemption of
the currency now, because of the danger that agents of unfriendly
countries would disrupt the monetary system by demanding large
amounts of gold (pp. 1461, 1474-1479). Ultimately, we ought to
return to gold, but the present monetary system, is. sound. (pp. 1485,
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1488, 1494, 1495, 1550, 1555). The present gold reserve is adequate
(p. 563).

Mr. Baruch.-Under present international political conditions, a
sound decision cannot be made on the long run question of returning
to the gold standard (p. 1684).

comments on the gold standard
It is doubtful that if the currency had been redeemable in gold

monetary policy and the behavior of the money supply would
have been very different during the past 7 years. however the
fundamental issue raised by the question of restoring gold re-
demption is whether the present scope of discretionary monetary
control ought to be reduced. This issue deserves serious con-
sideration.

(2) Federal Reserve policy
Mr. Hlumphrey.--Monetary control ought to be flexible, aiming at

ease during recessions and at restraint during inflations (p. 176). rhe
Federal Reserve System ought to be independent of the adminis-
tratiqn (p. 24); during the past 4 years, the Treasury and the Federal
Reserve have discussed monetary problems but the Federal Reserve
has been free to make its own decisions on monetary action (pp. 232,
233).

The recent tight money policy has been "* * * in the best interest
of the great majority * *-*" (p. 27). The Federal Reserve did not
seek to raise interest rates but the restrictive monetary policy was
one cause of higher rates. A more important cause was the increased
demand for credit (pp. 545, 546).

Mr. Burgess.-The Federal Reserve should be independent of the
administration in reaching decisions on monetary policy though it
should consult with the Treasury (p. 742). The eral reserve has
not sought to raise interest rates (p. 1051); rising demand for credit
rather than Government policy has been mainly responsible for rising
rates. The Federal Reserve's policy of monetary restraint has been
sound (p. 1056).

Mr. Martin.-Tho Federal Reserve Act and the Employment Act
of 1946 prescribe the objectives that guide Federal Reserve decisions
(pp. 1898, 1899). Federal Reserve policy since 1955 has aimed at
stopping the rise in the price level (p. 1850); the Federal Reserve has
not tried to raise interest rates (p. 1327). The Federal Reserve has
regarded the control of inflation as essential for economic growth (pp.
1301, 1302).

Mr. Eccle.-The general lines of Federal Reserve policy during the
inflation were sound (p. 1702). The Federal Reserve should have the
power to control consumer credit and mortgage credit (p. 1738).

Mr. Slichter.-The Federal Reserve policy of restraint was correct
but restraints were kept on too long (p. 1844).

Mr. Baruch.-The Federal Reserve sid not try to raise interest rates
(P. 1669).
Mr. larris.-The primary objective of Federal Reserve policy now

is a stable price level (p. 2002). The Federal Reserve ought not to be
independent of the administration (pp. 2046, 2047). Federal Reserve
action against the recession has been too weak (pp. 1991, 1992).

M. Abbott.-The correct objective of monetary policy is to offset
economic forces, including Federal fiscal operations, that create infla-
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tionary or depressive tendencies (p. 2064). The Federal Reserve
should be independent of the administration. The Federal Reserve
should be given power to influence the operations of Federal lending
agencies (p. 2080).

Comments on Federal Reserve policy
(1) The question whether price stability or full employment

should be the principal aim of monetary policy requires clarifica-
tion. What is at issue is not what the aims of policy ought to be
(there is agreement about what is desirable in general), but how
the aims can best be achieved. There is disagreement on the
probable effects of different strategies of monetary action; re-
solvin this issue requires further study of past experience.

(2) 'here is a strong case for separating monetary control from
government finance. During the hearings Treasury officials
admitted that fiscal expediency took precedence over control of
inflation in decisions on taxes and expenditures during the 2
previous fiscal years. It is difficult to avoid this when pressures
or expenditure are strong and decisions on expenditure and

taxation are not well coordinated. If the Treasury also exercised
control of the money supply, these pressures would bear on mone-
tary policy as well as on fiscal policy. Therefore, the interests of
economic stability are better served by not allowing the Treasury
to have discretionary powers of monetary control

(3) There is no evidence that the Federal Reserve tried to
raise interest rates during the inflation.

C. FINANCIAL POLICIES OF THE FEDERAL QOVBUtNI1NT

(1) Taxes, expenditures, and fiscal policy
Mr. 1tumphrey.-,The administration succeeded in reducing Govern-

ment expenditures, reducing taxes, and eliminating planned deficits
(pp. 9-11). Present levels of taxation are too high (pp. 66, 67). The
principle of a limit on the national debt is sound and the [then] current
limit ought not to be increased, except temporarily (p. 86). It is no
longer desirable to allow rapid amortization of defense-related facili-
ties; the issuance of new certificates has been curtailed (pp. 248, 249).

Mr. Burges&.-The budget surpluses achieved in fiscal 1956 and
fiscal 1957 were too small; pressures for expenditures made it impos-
sible to realize larger surpluses (p. 1007). Reducing expenditures is
better than increasing taxes as a fiscal measure against inflation. The
principle of a debt limit is sound (p. 1060). As a long-run measure,
the 1954 change in the tax law that allows firms an option in the
method of computing depreciation on tax returns is sound; the timing
of its introduction proved unfortunate and it has contributed to
inflation (p. 1093).

Mr. Martin.---During inflation, the Government should reduce
expenditures and achieve a budget surplus (pp. 1271, 1272). The
surplus in fiscal 1957 and the prospective surplus (in April 1958) for
1958 are too small (p. 1271). D.eficits during recession may be help-
ful but their benefits are often overstated (p. 1317). A tax change
that increased incentives to produce would help to achieve economic
stability (p. 1856). A tax cut now would not aid recovery and its
later eifects would be undesirable (pp. 1855, 1867, 1868).
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Mr. Baruch.-In the present recession, taxes should not be cut and
any increases in expenditures should be paid for out of increased taxes
(pp. 1634, 1635). The Government ought to adopt a regular schedule
of debt amortization (p. 1638). Deficit financing during World War
11 was unsound and has caused the subsequent inflations (p. 1639).
It is sound to issue Government bonds for certain purposes, provided
that taxes are increased to pay for the cost of interest and amortiza-
tion (p. 1642). A statutory limit on the national debt is desirable
(pp. 1670, 1671). Congress should have the service of an expert staff
to study proposals for expenditures (p. 1643).

Mr. Eccles.--Budget surpluses and a reduction of the national debt
ought to be used during inflation to offset the growth of private debt.
During depression, when private debt is contracting,, there should be
deficits and an expanding public debt (p. 1703). The deficits should
be created by tax cuts rather than increases in expenditure (p. 1704).
In the present recession tax collections should be reduced by 6 to 7
billion dollars through the elimination of certain excises, a reduction
in the rate of corporate income tax, and a reduction in the rate on the
first $2,000 of individual incomes (pp. 1698Y 1699).

Mr. Slichter.-Surpluses should be planned for periods of high pri..
vate spending and inflation,, and deficits for periods of recession
(p. 1833). Ideally, increased expenditures would be authorized in
advance and put into effect when a recession occurred. Procedures
for timing such authorizations correctly do not exist, however; it will
be 10 'years before they can be developed and put into operation
(p. 1828).

It is now (April 1958) too late in the present recession to cut taxes;
the increased expenditures already authorized will produce a deficit
large enough, though timed too late, to do all that fiscal policy can
do to overcome the recession (p. 1838).

Mr. Harri'.-The budget should be in surplus during inflation and
in deficit during recession (p. 2032). Present (April 1958) expendi-
tures ought to be increased and the tax rate applying to the first
$2,000 of individual income ought to be reduced, to give a deficit of
$7 billion for the calendar year 1958 (pp. 1996-,1997). The adminis-
tration has made changes in programs and accounting procedures for
the purpose of 'reducing current expenditures; it is questionable
whether the resulting reductions in the budget are genuine decreases
in spending (pp. 2048, 2049).

Mr. Ab ott.--Except in times of extreme crisis, the aims of fiscal
policy ought to be only (1)'to protect the Government's credit and
(2) to make as small as possible the effects on the private economy
of Federal financial operations (p. 2064). RaisingFederal expendi-
tures is an inefficient remedy for unemployment, because the effects
are slow and because there is no direct provision of jobs for those out
of work (p. 2059). As a means of stimulating business spending now
and as a ong-run reform, tax law should be changed to permit busi-
ness firms to deduct depreciation according to'any time pattern they
choose,1 provided that the pattern is not changed p 06 )

Comme,0s on fiscal policy s ot c..
(1)-The ;controversy over the inerits of special fiscal action,

against..; 'ile ', ecossion was mainly about ,he seriousness 'and
expected duration of the recession; there was relatively little

48994-59-8
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disagreement about the timing of effects to be expected from
Special action. I

(2) Control of government expenditures is aided by main,,
training the rule of a balanced budget but the rule has important
defects in the face of economic fluctuations, It is not likely
that the rule will be adhered to in a recession; if it were adhered
to, the recession would be deepened. During inflation, tax col.
elections rise; if tax states were reduced or government expendi.
tures increased, as the rule would require, prices would rise more.
On the other hand, recent experience shows again that to have no,
fixed principle also is unsatisfactory, because it is difficult to
time ad hoc changes correctly and because fiscal expediency may
exert a strong influence on the relation between expenditure and
revenue.

One principle that has been suggested as a replacement for the
balanced budget rule is that the budget be balanced at a high-
employment, noninflationary level of national income, and the,
tax rates and expenditure level thus- established b maintained
over the business cycle. As national income rose during in-.
flation, an increasing surplus would be generated; during reces-.
sion, the deficit would automatically increase as the 'ecession.
deepened.

(2) Debt management
Mr. flumphrey.--The Treasury has tried to lengthen the maturity

of the debt, to reduce the fraction of the debt held by banks, and to,
increase individuals' holdings of savings bonds (pp. i7-8). During
the recent period of high interest rates, however, it has been necessary
to sell more short-term securities in order to keep interest costs down
(p. 17). Though the large volume of Treasury borrowing inevitably-
affects interest rates, the Treasury has not tried to establish any level
of market rates, but rather to borrow as cheaply as possible, in keeping
with the objective of lengthening the debt (p. 631).

Mr. Burgess.-The Treasury has tried to lengthen the debt and t.
sell more savings bonds (pp. 668, 669); however, the average time to
maturity of the outstanding obligations has increased only very
slightly (p. 671). In setting the rates to be offered on new issues, the
Treasury has been able to anticipate very closely actual market rates,
at the time of issue (pp. 683-687). The Treasury has not tried t.
raise interest rates (p. 759). January 1954 was the last previous time
that the Treasury sold securities directly to the Federal Reserve
(p. 898); however it is a regular practice for the Federal Reserve to,
aid the Treasury by insuring that the bond market is not in a period
of temporary tightness at the time when a Treasury issue is sold. In
planning its issues, the, Treasury receives advice from the Federal
Reserve and from private financial firms (p. 682).

Mr. Martin.-Irn a recession, the Treasury sh .Aid issue mainly
short-term securities and during inflation it should emphasize long
terms (pp. 1232, 1233). The Federal Reserve advise% the Treasury
on bond market conditions and attempts to avoid tightness in the
market at the time of a Treasury issue but the Federal Reserve does not,
peg prices and, since 1952, only in exceptional circumstances has it
bought securities directly from the Treasury (pp, 14?2-A424),
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Mr. Baruch.-The issue of a large volume of short-term securities
has made debt management difficult and expensive; during the period
-of low interest rates, short-term securities should have been funded
into long dated debt (p. 1637).

Mr. Eccles.--The Treasury should issue long-term securities during
inflation, and short-terms during recession. In recent months, tile
Treasury has issued intermediate and long-term securities that have
competed with private borrowing and tended to keep long-term in-
terest rates high (p. 1697).

Mr. Jarris.-1y selling short-term securities during 1957 aid in-
termediate and lonig-term securities during the recession in 1958, the
Treasury worked against the monetary measures of the Federal Re-
serve (p. 2004). .

Mr. Abbott.--The Treasury should provide the types of securities
needed by the economy. D1ebt management should not be made a
part of stabilization policy., The Treasury should try to sell its
securities to investors other than banks (p. 2064).

Comments of debt management
(1) Although little or nothing is known'about the actual magni-

tude of the stabilizing effects to be expected from countercyclical
debt management, on general grounds it seems likely that the
effects would be weaker than the effects of monetary and fiscal
policy.

(2) On some occasions, notably in the spring of 1953 and again
in the spring of 1958, T'reasury debt operations and the expecta-
tions attending them have caused sharp fluctuations in the prices
of Government securities. Regardless of the techniques used by
the Federal Reserve and the Treasury, large, discontinuous
Treasm'y operations are very likely to cause the market to be
unstable from time to time, There is therefore a strong case for
making Treasury debt operations as regular and continuous as
possible. This improvement would probably do more than would
the adoption of cyclical changes in the maturities of new issues--
or any other change in debt management--to make the economy
at large more stable.



PART III

INDEX OF SUBJECTS TREATED BY EACH WITNESS IN THE
HEARINGS

INTRODUCTION

Listed here are the subjects on which each witness was questioned
or made a statement. For each witness, the subjects are listed in the
order of their first appearance in the record of the hearings.

Mn. HuiPwny
1. Production, incomes, prices, and other aspects of the United States Page

economy, 1953-50 ............ 6-36, 251-257, 575-599
2. Taxes, expenditures, and changes in the size of the national debt and

related obligations......------------------ 37-50 54-60, 79-83, 119-126,
200-209, 247-257, 259-202, 271-273, 302-319, 427-430, 575-584

3. Debt management policies --------------...- ..... -.. -- 75-78,
86-89, 127-146, 157-175, 194-200, 210-220, 233, 234, 295, 296,
369-370, 413-410, 546, 547, 627-632, 630, 640.

4. The recent inflation: measurement, causes, and remedies, -...... 51-53,
60-70, 73-75, 86, 90-118, 176-194, 221-226, 234-246, 281-294,
296-302 322-340, 350, 356-358, 362,-369, 387-392, 544-567,
584, 585, 601-613, 621-624, 634-642, 649, 650, 654, 655.

C 5. The monetary system; the Federal Reserve: monetary policy ------- 71-72,
149, 175, 176, 230-232, 351-356 408-413, 416-427, 430--437,
444-449, 452-466, 471-489, 509-516, 520-525, 528-532, 545, 546,
549-573.

6. Tax policy; economic effects of taxation-. 83, 86, 246-250, 61-617, 625, 626
7. Federal credit agencies; private nonbank financial institutions-......569-573
8. Effects of high interest rates on particular economic groups_ _.---- - 322

323, 341-349, 370-378, 561-568, 599, 600, 646
9. Small business ---------------------------------- 370-387, 392-404, 561-568

10. Foreign economic policy---, -....................... . 440-443,
467-470, 489-502, 517-520, 526-528, 532-536, 651

11. Foreign aid .------------------------------.... 430, 449-452, 502-506, 652
12. The civil service retirement fund ..--------------------- 273-278, 280, 281

MR. BVURnss

1. Taxes, expenditures, and changes in the size of the national debt and
* related obligations--------------------- 60-668, 838-847, 898-900,

915-917,1006-1008,1012-1020, 1059-1061, 1080,1081, 1146, 1147
2. Debt management policies ------------------------------------- 66-733,

759 785-822, 857-859, 866-870, 884-898, 900-915, 917-966,
1057-1059, 1063-1072, 1098-1103, 1132-1140, 1148-1151, 1155-
1166, 1202-1212.

3. The recent inflation: measurement, causes, and remedies --------- 733-743,
755-758, 771-774, 833-838, 848-.857, 860-866, 1032--1056, 1072-.
1079, 1083-1090, 1094-1098, 1103-1111, 1129--1132, 1141, 1142,
1152, 1166-1168, 1175-1183, 1198-1202.

4. The monetary system; the Federal Reserve; monetary policy -------- 742,
758-770, 774-777, 822-831, 871-884, 967-971, 986-1000, 1002-
1005, 1020-1028, 1051, 1056, 1057, 1079, 1080, 1112-1128,
1171-1174.

5. Tax policy; economic effects of taxation -------- 743, 831-833, 1090-1094
6. Federal credit agencies; private nonbank financial institiltions- 744-753,

1061-1063, 1142-1146, 1.153
7. Effects of high interest rates on particular economic groups- . -777-779

1184-1189
8. Small business..... --.------------------------------------- 779, 1081, 1082
9. Foreign economic policy--------------------- 972, 973, 976-986, 1010

10. Foreign aid --------------------------------------- 973-976, 1000-1002
11. The civil service retirement fund -------------------------- 1169, 1170
12. Social security rates ------------------------------------------ 1198
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MR. MARTIN
Page

1. Debt management policies ------------------------------------- 1495
2. The recent inflation: measurement, causes, and remedies.. - 1217--1248, 1262-

1272, 1302-1313, 1316-1321, 1320-1360, 1364-1422, 1427-1438,
1528-1536,1543-1544, 1552-1555.

3. The monetary system; the Federal Reserve; monetary policy.. 1258-1262,
1272-1303, 1315-1316, 1321-1328, 1345, 1361-1363, 1422--1427,
1438-14:63, 1469-1481, 1484-1486, 1488, 1490-1528, 1536-1543,
1545-1551, 1556-1564, 1566-1590, 1884-1951, 1957-1984.

4. Effects of high interest rates on particular economic groups... 1402-1405, 1429
5. Small business-.. .............. ... - 1405
6. Foreign economic policy.. 1463-1469, 1481-1484, 1486-1400, 1565,1591-1595
7. The recession...................... 1847-1882, 1892-1898, 1916-1940, 1951-1956

MR. BARUOU

1. Taxes expenditures, and changes in the size of the national debt and
related obligations...........-----1648, 1649, 1670, 1671, 1688, 1689

2. Debt management policies --------------------------------------- 1637
3. The recent inflation: measurement causes, and remedies ..----------. 163,

1635, 1639-1641, 1643, 1649-1651, 1666-1669, 1672-1678, 1686, 1687
4. The monetary system; the Federal Reserve; monetary policy --.-.-- - 1675,

1683-1685
5. Tax policy; economic effects of taxation ------------------ 1643, 1679,1688
6. Foreign economic policy ..--------------------------------.... -.. 1685, 1686
7. The recession --------------- 1635-1638, 1643--1647, 1662-1666, 1679, 1687
8. Farm surpluses --------...........................------------ 1657--1659

MR. ECCLES

1. Taxes, expenditures, and changes in the size of the national debt and
related obligations -------- 1703-1.705, 1730-1733, 1742-1744, 1745-1751

2. Debt management policies --------------------------------------- 1697
3. Tjhj1 recent inflation, measurement, causes, and remedies........ 1694-1696,

1702, 1703 1721-1726, 1734-1738, 1759-1760, 1769-1775
4. The monetary system; the Federal Reserve; monetary policy. - - 1701, 1702,

1717-1721, 1726-1729, 1738 1743-1744, 1.751-1768, 1,782-1799
5. Federal credit agencies; private nonbank financial institutions ------- 1738
6. Foreign economic policy --------- 1710, 1711, 1740, 1741, 1753, 1803-1810
7. Foreign aid ---------------------.----------------------------- 1799-1803
8. The recession. 1696-1702, 1706--1717, 1730, 1734-1739, 1749, 1750, 1775-1780

MR. SLICHTSR

1. The recent inflation: measurement, causes, and remedies------- 1841-1843
2. The recession ------------------------------------- 1818-1841,1843-1846
3. Long run prospects of the American economy ----------------- 1815-1817

MR. HARRIS

1. Taxes, expenditures, and changes in the size of the national debt and
related obligations ----------------- 2032, 2033, 2037, 2043, 2048, 2049

2. Debt management policies ---------------------------- 2004, 2033, 2042
3. The recent inflation: measurement, causes, and remedies ------------ 2030

2031, 2037, 2034
4. The monetary system; the Federal Reserve; monetary policy -------- 2002,

2003 2033-2035, 2039-2042, 2046--2047
5. Federal credit agencies; private nonbank financial institutions.-. 2004-2006,

2035 2036, 2042, 2043
6. The recession --------------------------- 1986-2032, 204-2047, 2050-2055
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Mn. ABOTT

1. Taxes, expenditures, and changes in the size of the national debt and Page
related obligations .--------.---------------------------- 2064, 2065

2. Debt management policies -------------------------------------------- 2064
3. The recent inflation: measurement, causes, and remedies. -........ 2087, 2088
4. The monetary system; the Federal Reserve; monetary policy ----- 2064,Y iO"2080, 2081
5. Tax policy; economic effects of taxation ------------------------- 2062

2066-2069, 2071, 2072, 2078, 2079, 2088, 2089
6. Federal credit agencies; private nonbank financial institutions ....- 2080
7. The recession -------------------------------------- 2058--2065, 2069--2087



CHAPTER II

ANALYSES OF HEARINGS ON INVESTIGATION OF THE
FINANCIAL CONDITION OF THE UNITED STATES HELD BY
THE COMMITTEE ON FINANCE PREPARED BY DR. SEY-
MOUR E. HARRIS, CHAIRMAN OF ECONOMICS DEPART-
MENT, HARVARD UNIVERSITY

INTRODUCTION
U.S. SENATE,

Washington, D.C., July 22, 1959.Hon. HARRY F. B YRD,

Chairman, Senate Finance Committee,
U.S. Senate, Washington, D.C.

DEAR MR. CHAIRMAN: We hand you, herewith, "An Analysis of the
Hearings of the Senate Finance Committee on the Financial Condi-
tions OF the United States, 1957-58," prepared and submitted by Dr.
Seymour E. Harris.

We regard this document as being a very valuable contribution
both to the committee and to the Congress. We do not submit this
as a documentation of our views. While we agree with much of it,
there are conclusions in it with which we do not agree.

We do regard Dr. Harris as an eminent authority, and he was one
of the able witnesses who appeared before our committee during the
hearings.

In order that his analysis and conclusions may be made more readily
available both to the committee and the Congress, and to others in-
terested in this very important matter, we recommend that his anal-
sis and conclusions be printed along with those heretofore submitted,

by Dr. James W. Ford.
Sincerely, CLINTON P. ANDERSON,

ROBERT S. KERR,
U.S. Senators.

JuLY 1959.
To: Senators Clinton P. Anderson and Robert S. Kerr. *

From: Seymour E. Harris.
Subject: An Analysis of the Hearings of the Senate Finance Com-

mittee on the Financial Condition of the United States, 1957-58 1
Available since this original report was written: Parts I to III of

the Joint Economic Committee hearings on "Employment, Growth
and Price Levels, 1959."

1 In conjunction with these, hearings one should note the following relevant hearings: (1) "Monetary
Policy and the Management of the P~ublic D~ebt, by the Toint Committee on the Economic Rleport, parts

land 1H, 1952; (2) other bearings by the Senate Finnc CItte SvnsBn Itrs aelce~~
April 1957, and "Hearings on the Debt Ceiling, 1958"; (3) Hoarings before the Joint Committee on the
Economic Report, aside from the "Annual Hearings on the President's Report," we Qhould note 'Mone-
tary Policy 1955-56," December 1956, "Fiscal Policy Implications of the Currnnt Economic Outlook,"
April and May 1918, the "Relationship of Prices to Economic Stability and Growth," compendium of

papers submitted by panelists appearing before the Joint Economic Committee, March 1958, and also
hearings on the "Relationship of Prices to Economic Stability and Growth," May 1958; (4) Senate Com-

mittee on the Judiciary, Subcommittee on Antitrust and Monopoly "Administered Prices. 1918"; (5) Sen-
ate Banking and Currency Comnmittee, Senate Report No, 2500, "l+ederal Reserve Policy and Economic
Stability, 1951-87,"1 report prepared by Ashier Ach Instein; (6) Subcommittee on Government Operations,
House ol Representatives "Amending the Employment Act of 1946 To Include Recommendations on
Monetary and Credit Policies and Proposed Price and Wage Increases, 1958."
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I am indebted especially to Prof. Peter Kenen, of Columbia, for
research help in this project, to Irwin Boris for checking references,
to Mrs. Anna Thorpe for secretarial help, and to Mrs. EliOt Nolen
and Mrs. Gladys 'White for typing.,

AN ANALYSIS OF TWJ rHA1INGS OF, TiHE SENATE FINANCE (JOM-
MITTEE ON TIE FINANCIAl. CONDITION, OF THi UNITED STATES

In the summer of 1958, Senator Anderson asked 1m) if I would nothelp him with an analysis of the hearings of the Senate Finance Com-
mittee on the "Financial Condition of the United States, 1957--58."

I spent several weeks in Washington during the summer when the
Government witnesses appeared, ' and I also appeared as a witness
myself in the spring of 1968. T-it the fall of 1958, after analyzing the
hearings of the committee incluiive of the compendium and joint sup-

o plementary comments of the presidents of the Fedoral Reserve banks,
who were responsible for the questionnaire of the Committee on Fi-
nance, I wrote an 8.3-page report (mimeographed) for Senators Aader-
son and Kerr.,

In early June 1959, Senators Anderson and Kerrasked ine if I
would. not try, to bring the report up to daOe. I have therefore in-
sqrted numerous additions within the earlier manuscript where, recent
developments have required, additions or revisions. ' haye also in-
eluded two additiona part, one (Il1) on the failures of the administra-
tion and the second IV on proposed legislation resulting from the
hearings and recent developments.

I am very much indebted to Senators Anderson and Kerr for the
opportunity ,they gave me as well as their cooperation, and to Mr.
Samuel D. McIlwain, who was special counsel for the investigation
and who also made many helpful suggestions for my revision.

The first witness was Secretary of the Tk-easury Humphrey, and lie
was on the stand for 14 days. This must certainly have been some
kind of record for this kind of hearing. His evidence covers 658 pages,
inclusive of all kinds of exhibits.

Under Secretary Burgess required 10 days (and 550 pages) in the
summer of 1957 to complete his evidence (pt. 2). Chairman Martin,
of the Federal Reserve Board, was the third witness, and his interroga-
tion required 5 days in August 1957 and more than 400 pages (pt. 3).
An inde'x.to -parts'1, 2, and 3 accounted for part ,4.

In the spring of 1958, Mr. Bernard Baruch appeared for 2 days
(pt. 5), andin 7 days in April 1958 Marriner S. Eccles, former Chair-
man of the Board of Governors of the Federal Reserve System,
Sumner H. Slichter, professor of economics at Harvard University,
Chairman Martin, of the Federal Reserve Board, Seymour E. Harris
chairman of the economics department, Harvard University; and
Charles C. Abbott, dean of the Graduate School of Business Adminis-
tration, University of Virginia, all appeared.

In addition there was a compendium of comments of presidents of
the Federal reserve banks, executives of corporations, officials of
trade and business associations, professors and economists, in response
to'a questionnaire .. , I . I

The presidents of the Federal Reserve banks had a joint statement
as well as supplementary comment*' Twenty-eight top corporation
officials also responded to' the questionnaire. Ina. addition, 19 econ-
omists replied to the committee's questionnaire.



PART I

SUMMARY AND CONCLUSIONS

(Numbers relate to sections in Pt. I)

A. STABILITY

In the Senate Finance Committee hearings, the Government repre-
sentatives emphasize especially the need of stability. They stress this
point much more than the need of maximum output, employment,
and growth. In fact they were prepared to impose a recession in
order to be assured of stability. (See S1 2, 3)' They emphasize
especially the possibility of a creeping inliatio~n becoming a galloping

ifation. I

It is not clear that this is a ' sustainable position. Aside from the
Korean war, the increase in prices averaged only about 1 percent over
a period of 10 years.' In this same period,' output rose by 40 percent-
not a bad record.

It isnot at all clear even that there has been a price rise of 10 per-
cent in these 10 years aside from, the Korean war. In the con-
pendium before the Joint Economic Committee,' Professor Ruggles,
of Yale, argued in fact (pp. 298-299) that improvements in quality
are not adequately measured'by index numbers., Hence at'the same
price the consumer gets increased value.

Along the same lines, for example, it is known, that hospital daily
charges, have increased greatly. This is shown in the index numbers.
But what ' is not shown is 'the 'fact that the 'average patient spends
about half as much time in the hospital, because of great improve-
ments in medicine. The genuine rise in prices is less than indicated
b y t h is p a r t o f t h e r is e . • I .I .. . .

It is an interesting obserVation that, of the 47 economists who
appeared before the point ' Economic Committeein 1958 in the hear-

M on the " Relatonship of Prices to Economic Stability and
cwth " few economist's seemed to be reasonably sure, as were the

Federal Reserve officials and the Treasury, that a creeping inflation
Would develop1 into a gallo ing inflation..

.B. THEi WAGEP OR 'COST Pusi

In the Senate finance hearings, administration officials, and espe-
cially the Federal ReseAve bank presidents, stressed the relationship
between the rise of wageF, and the inflation. None of the goverIn.-
mental representatives or of the Reserve Banks tended to emphasize
other fa~ctor§ 'accounting efo' the riseof prices. (See S4.),
.It is apparent from the evidence of the Government officials and
'the Federal Reserve chairman that the way to deal with inflation
was to cut down'the supply of' money. But this was not the view of
many of the, witnesses before the Joint Economic Committee. The
economists tend to emphasize the point that, when the inflation is a
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demand inflation related to excessive purchasing power, then the
approach is to cut down the purchasing power. ut they were con-
siderably less sure that with a rise of costs this is the proper approach.
In fact, numerous witnesses emphasized the point that, since it was
impossible to reduce wages or that it was impossible or unwise to
reduce prices because wages could not be depressed, new techniques
for dealing with inflation had to be found.

Hence, it followed, an attempt to deal with a rise of prices associated
with higher wages or other costs through monetary policy would bring
about a recession. Indeed, a few witnesses argued that a small reces-
sion might not be unwise, but they were opposed to a recession of the
order of 1958. They contended that a little uncertainty might per-
haps contain, to sorie extent, the rise of wages and prices. If labor
and other factors of production were assured of passing on increased
costs in higher prices, then the inflation would be much more serious.
It is clear to many of the economists that, since wages in most, indus-
tries cannot be cut, the average wage rate must rise, because there
must be differentials in order to attract resources from one industry
or employment to another.

What the Senate Finance Committee hearings failed to show was
that the increase in costs per unit of product was 'ust as much non-
labor cost as labor cost. This was shown clearly by a study by the
Bureau of Labor Statistics.

The unwisdom of a monetary policy that brings about unemploy-
ment and reduced output is emphasized by another point; namely,
that in periods of recession, productivity falls and therefore riot only
do wage rates rise, though not as much as in periods of prosperity,
but productivity falls and therefore there is a double cause of rising
prices.

In a survey of business cycles over a long period of time, Mr. Thor
Hultgren, of the National Bureau of Economic Research, concluded
(hearings, "Relationship of Prices to Economic Stability and Growth,"
pp. 97-98):

In expansions, the effect of declining man-hours per unit has been more powerful
than that of rising hourly earnings. Labor costs fell in most cases, although not
as frequently as man-hours per unit. In more recent contractions, changes in
man-hours per unit and changes in hourly earnings have worked in the same
direction anl labor cost has usually risen. * * *

In a most interesting study, Mrs. Ruth P. Mack of the research
staff of the National Bureau of Economic Research, has produced
some evidence to show that labor is not primarily responsible for
the rise of prices. Between January 1947 and the 1956 or 1957
high point, she holds (compendium, p. 130), that the cost of raw
materials and labor rose by 15-16 percent and of manufactured goods
by 54 percent in the 10 years ending 1957. Her explanation is pri.,
marly large rises in overhead costs--marketing, administration, re-
search, insurance, et cetera.

None of the 47 economists, with the exception of Prof. Abba Lerner,
before the Joint Committee hazarded to suggest a way out of this
dilemma of checking a cost-induced inflation without bringing on a
recession. Very few proposed the Federal Reserve medicine of
reduced supplies of money. Indeed, there was a general willingness
to use both monetary and fiscal policy and certainly a greater dispo-
sition to use fiscal policy than was suggested by the administration.
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Professor Lerner alone, however, would deal with the problem through
controls of prices and wages. Elsewhere ("Review of Economics
and Statistics," May 1957), Professor Galbraith did indeed suggest
some restraints on rising wages and prices in crucial industries.

This is obviously one of the tough problems the Senate Finance
Committee should deal with. What should be the contribution of
monetary policy? Of fiscal policy? Of control, should fiscal and
monetary policy fail to achieve the objectives? I am sure that most
would agree that a rise of prices of 1 percent per year and a gain of
output of 3 or 4 percent would not justify the use of controls, or even
strong monetary policy. But if, for example, prices should continue
to rise at 3 or 4 percent per year, and output 1 or 2 percent, then
the pressure may be on for strong monetary and fiscal policy or
even some limited kinds of control. !

The rise of wage rates did not bring a greater inflation, because to a
substantial degree the increase in wage rates was offset by a rise of
productivity. There is also some evidence that the labor groups
squeezed the capitalist groups to some extent. This does not mean
that capital did not very often increase prices much more than was
justified by the rise of wages. Professor Kendrick, of George Wash-
ington University, argued that inflation would have been greater
had it not been for the rise of productivity and the squeezing of
capital, but contended that this particular squeezing of capital could
not go on for long (ibid., hearings pp. 100-101). Ruggles (co m-
pendium, p. 301) argued in a somewhat similar vein. He found that
profits as a percentage of wages and salaries had fallen from 36 percent
in 1948 to 29 percent in 1956. This is subject to some reservations.
Of course, one should allow here for the relative rise of capital anct
Of numbers of workers. But the Senate Finance Committee hearings
(p. 1419) seemed to show no clear trend of corporate profits before
taxes as a percent of national income and a trend downwards after
taxes since 1930 (Chairman Martin).

0. MONETARY RESTRICTIONS AND THE ECONOMY

It is clear from the discussion in part II (see 85-510) that the
Federal Reserve policy contributed toward the recession. Moreover,
it is also clear that monetary policy is not an overall medicine; it
affects different markets in different ways, and in this sense it may
be as selective as selective controls.

One of the unfortunate aspects of the restriction of money is that
production was cut in fields where there was excess capacity. This is
clearly the case in the construction area. ,

In the Consumer Price Index the rise was largely in services and
notably in medicine, where productivity had not increased greatly and
where there were shortages of services. But a serious rise in manu-
facturing prices is also to be found, and this is reflected in the whole,.
sale prices of finished goods.

For example, from 1955 to 1958 wholesale prices rose by 8 percent i
but those of metals and metal products by 12 percent, machinery and
automotive products by 18 percent. These are industries with much
use of administered prices. But in another administered area, rubber
and rubber products, the increase was but 3 percent.
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But it should also be noted that there were oligopolistic markets in
some of these industries, and with strong trade unions and admin-
istered prices these contributed to inflation.

D. OBSTCLEPS TO MOnETARY POLICY

One of the objectives, according to the Federal Reserve, of the
dear-money policy was to increase savings and thus keep down the
pressure of demand. Unfortunately, the Federal Reserve was not
aware that the most important factor in determining savings is not
the rate of interest, but income. The response of savings to higher
rates of interest was disappointing throughout the period of dear-.
money policy. (See S11.)

Another obstacle to successful policy was, of course, the loose rela-
tionship between the Aupply of money and the amount of spending.
In 1 year when the supply of money rose by 1 percent, the total
bank debits rose by 8 percent. Similar developments occurred
throughout the period of anti-inflationary policy. (See S12.)

A great obstacle' to the achievement of F ederal Reserve objectives
waw the presence of the financial intermediaries, that is, -life insurance
companies, pension funds, etc., 'They lhad become more and more
important 'viS-a-vis the commercial banks over Which 'the Federal
Reserve had restricted control. 'As commercial banks, under restric.
tionist pressure, tended to cut- their lending, the financial intermedi-
aries were' in a position to expand even as commercial banks were
restrained.'- They could do this in part because they could take in
,jitiv* cash from the public and make it 'more active; or they could
dispose of Government seourities'and make loans., (SeeS13.),
One, f 'the surprises of the 'hearings, was the failure of the Federal

Reserve to make an' suggestions or for that 'matter the Treasury. to
cope with 'the problem of 'intermediaries that 'made control of the
economic system so much more difficulty/ This is certainly a problem
for consideration for the Senate Finance Committee.

There are various possible attacks on this problem. Fbr example,
since the intermediaries deal especially with consumer and housing
credit , any selective' control of consumer and 'hciusihg' credit may be
an approach to the control '0f the' activities of' the intermediaries.
(Compilare Prof. Warren Smith in 'the compe'diumi pp. 509-011.)

'Another approach is direct control of the intermediaries, for example,
1Y, requiring that they keep their atssets-in certain formal, oi at least
'tl'at they would keep 'certain' li( ud"assets 'behind their libilities,-
Siif his recent book; "P0sp'rimty Without' Inflati6n," ProV Arthur
urns, the former Chairman of th4i Pr .sident's,Council'of Ecofidmio
advisers, ' had this' t& say about financial itermediaries '(p. 82; also

* *Onq, suggestion, Is torqui.e variu iae nemdaries to hod
resei'ves against their liabilities on a basis 'similar to the requirements imposed on
commercial banks. Another suggestion is to free commercial banks from some'of :the regdlatibns that may have impeded their growth * * *. -A third sugges-
tion is to;give the Preident orthe Federal Reserve Board standby authority to
regulate the terms of Consumer nstallment Credit and perhaps also the terms of
.conventioral housing mortgages * * ,*.

One of the assumptions of" the Federal Reserve and the Treasuryapparently was that an increase in rates and reduction in'the supply
of money would not bring any trouble into the Government bond
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market. This proved to be an unjuptifiable assumption. The banksreacted tol higher rates by disposing of Government securities andlending' under more favorable terms to others. The Federal Reservepolicy had the effect of forcing an abandonment of the Governmentsecurity market and. a very large decline in the prices of securities.The financiall institutions were not deterred by the fall in the price ofbonds to -hold on to their securities. Indeed, once' the market pricereached a very low point, they then began to purchase., But this was
too late. ?

Surely, it is one of the responsibilities of the Senate Finance Com-mittee to consider the effects of monetary policy on the bond market,and particularly the extent to which a general monetarxy restrictiontends to result in a serious depression in the prices of Governmentsecurities. 1las not the movement to leave the Government bond mar-ket to the free market forces gone, too far since 1951? (See especiallyE. L FD ERAL Rj~sERv. AND TIM REcMssIoN

Although' the Federal Reserve ificreased rates'substaritially in",theyears 1956 and 1957, on occasion they ,were n lined not to take theresponsibility for the higher rates, restrictive monetary police, ahitheir aftermath. 'They claimed 'at times'that they were' merjl fol-lowing the market. There is' much evidence that' this Was not o
(See 8-16.)

Unfortunately the Senate, Finance' COmmittee did not 'have'anoccasion' to 'deal with Federal Ieserve policy during the rec6ssip.I hope that, if the hearings are continued, t6l Federal Reserve, Policyduring the recession will be given sufficient attention. It seems tothe writer that they tended' to worry about inflation excessively rightin the midst of the recession. Only, thus can we explain a continuedstability of excess reserves over. a period of more than a year, and thbfailure to increase the reserves 0finember banks, after 1 yer of re'cession., We might thus also explain the incrgose in the bank rate inAugust 1958, when the reality of the recession was apparent tp almosteverybody. The time to deal with inflation is when lt.qomes, not inthe midst of a recession. (See S17.).' ,,

F. FISCALPoLICy
n his opening statement .(p. 1), the ScretAry of, th Ti r sychafr#ed the im.nediate asks of'the administration. "The essi.it'iaitems were: reduce the planie'd, deficit' and then batanc6 ihe 'bud getmeetthe huge cost of our defeis'e; pr 6 perly'handle the buimden of debtand obl igation s; check the inflation; work towardth earliest p0esibiereduction of the tax burden. In every instance, the adn inistrationof course, has failed., Thy have n given ,us a $13' bilii deficit, arecord for peacetime. They hae not met the huge 'costs ofdefense

but, rather have drastically cut defense expenditures. ' hey havefailed to achieve their objectives ini the handlig of the dbt, especially&in re the holdings by banks and' the' maturity 'of the debt. :Theyclearly have failed to check the menace of inflation, and th budgetwhich tlie'oresident had promised at $60 billion in 1952 is now around
$8Qbilli6n.,.Wit' encourtge~ment from Secreta' Hupry the Goverment in-cei retaryHumphry 'e d tu .troduced 4 , rigid debt eiling,$ as a means of cuttinepndtrsdo .
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Unfortunately this debt ceiling has had serious effects. In order to
maintain the debt ceiling and not spend in excess of it, the Govern-
ment has endangered the integrity of the budget. By all kinds of
devices the debt has been kept down for accounting purposes, but only
by selling assets, refusing to make payments that were parts of a
contract, pulling items out of the regular budget, and the like. Even
the defense effort has been seriously jeopardized by the debt ceiling.
(See S19 and S20.)

In the recession period, the Government refused to use antirecession
policies adequately. As a matter of fact, by the second quarter of
1958, when the GNP had fallen by $17 billion Federal spending had
increased by only $1 billion. Indeed, there has been a substantial
recovery since. But the question still remains whether we would not
have had a much greater recovery had the Government introduced a
tax cut in 1958, even a small one, and also had substantially lifted its
spending program. With higher incomes the deficit would un-
doubtedly have been cut. The Government still had not learned that
in periods of recession- the appropriate policy is to increase spending
andreduce taxes. They seemed to have a glimmer of this idea in 1954,
though it is not at all clear but that the objective at that time was to
keep the promise of a tax cut and not exactly to stimulate the economy.

Indeed, we must recognize that fiscal policy directed toward stabil-
izing the economy and achieving greater growth is only one objective
of the economic system. Indeed, the need of expenditures for security
may be a more important objective than the stability of the currency.
Furthermore, there are questions of equity that must be considered.
(See S22.)

G. DEBT MANAGEMENT

Little evidence is available that the Eisenhower administration has
improved the structure of the national debt. In fact, the commercial
banks held larger amounts of securities in December 1958 than at the
end of 1952. Furthermore, they have not lengthened the maturities,
as we shall see. (See S23.)

Why did the Government fail. to issue long-term securities in the
anti-inflationary period and why did they issue long-term securities
in the recession? Almost all economists agree that the job of the
Federal Government, when the objective is higher money rates, is to
issue long-term securities. and absorb excess money; and in a period
of recession the one thing the Federal Government must not do is to
compete with the money market when the authorities through other
measures are trying to bring about monetary ease. Yet the Federal
Reserve and the Treasury between them operated in a perverse
manner. They issued short-term securities in the boom aid long-
term ones in the recession until quite recently. This is a matter for
investigation by the Senate Finance Committee. The only defense
offered by the TreasuIry was that they did not like to interfere with
the private market when the private market was anxious to expand
its activity. But surely the objective of stability is more important.
(See 824 and 827.)

When confronted with the increase in the rate of interest on Govern-
ment securities, Secretary Burgess' defense was that this would involve
the transfer of income from one group to another. But Senator Long
made it quite clear that those who receive the interest are not neces-
sarily those that pay tho taxes. In fact, he showed that most mene-
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bers of the population did not hold savings in any substantial amounts.
(See S25.)

One of the hottest issues in the course of the hearings was that of
the, lengthening of the maturity of the debt. Actually, the record of
the Treasury was not as good as Secretary Burgess claimed. He was
able to show a decline in the floating debt, but only by excluding
E and H bonds. In other words, lie excluded E and H bonds and
included other savings bonds. If he had been consistent and excluded
all savings bonds or included all of them, he would have shown an
increase in the floating debt. (See 826.)

In 1951, an agreement had been made for reducing the support of
the Treasury security market. Another innovation by the Federal
Reserve was the bills only policy, which tended to weaken its hands
in the control of the economic situation. It is of some interest that
despite the earlier criticism of the Truman administration, the Federal
Reserve has supported the Government bond market at crucial
moments and has also abandoned the bills only policy when. the
pressure was too great.

Finally, we have the problem of independence. Should the Federal
Reserve be independent? In the hearings before the House Com-
mittee on Government Operations in 1958, this issue was fully
thrashed out. The Federal Reserve has contended, as has the
President, that the Federal Reserve should be independent. The
President has gone so far as not to make recommendations in his
annua Jreport on 'monetary policy. This seems an absurd position
when it is realized that the responsibilities of the Government for the
economic health of the Nation are great. In view of this fact, it is
very important that the Federal Reserve should integrate its policies
with other agencies and departments of the Government, and this
cannot be done so long as the Federal Reserve is independent. An
independent Federal Reserve means independent agencies all ovei,
with disastrous effects on a well integrated policy.

H. SELECTIVE CONTROLS

Much evidence is available that, had the authorities in the adminis.-
tration been willing to support selective credit controls, they might
have been made available. But the Federal Reserve and the Treasury
spurned such offers. Their position seemed to be that selective
controls involved meddling in the system. But they failed to note
that general measures in the monetary field were uneven and in-
equitable in their incidence; and the nct effects, in contrast to selective
controls, could be much more damaging to the economy.

I. ANOTHER VIEW OF FEDERAL RESERVE POLICY AND ECONOMIC
STABILITY

Late in 1958, the Senate Banking and Currency Committee released
a report on Federal Reserve policy which was very critical of Federal
Reserve policy in both 1953 and 1957-58. The writer of this report,
with the minutes of the Open Market Committee available, found no
such concern for inflation in 1957 in that Committee as Chairman
Martin reflected in his statements and policies. Again, the report
was critical of the Federal Reserve for raising rates in August 1957
vhen, at the very least, it was clear that the boom had lost its potency
and a downward movement was on its way.
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PART 11

HEARINGS AND COMPENDIUM: DIGEST AND COMMENTS

1. The hearings of the Senate Rnance Committee on the investigation of
the financial condition of the United States.

Tfie investigation of the financial condition of the 'United States
used up 29 days in the summer of 1957 and 9 day' in the spring of
1958, the lotal pagination amounting to 2,090 pages exclusive of a
758-page compendium based on replies to questions. Yn what follows,
the pages will be given and those in the compendium will be prefaced

"I have tried to summarize the hearings, to bring out 'the major
results and tp suggest where we should go from hQre.
2. Stability of the currency a major issue,

I am reasonably sure that the American people are very much,
interested in financial policy. They realize that the stability of the
price level depends upon financial policy in no small part, and they are
aware of the fact that financial policy also has a considerable effect on
output. All of us want as high an output as possible in a growing
economy, but we want it, insofar'as possible, consistent with relatively
stable prices. These' are, of course, relative terms. A rise of prices
of 10 percent with a rise of output' of 1 percent is not a very good
record. But an increase''of output of 10 percent and a rise of prices
of about 1 percent is not a record to be ashamed of.

In the hearings of 1957-58 on the financial condition of 'the United
States by the Senate Finance Committee, under the chairmanship of
Senator Byrd, perhaps no issue attracted more attention than that of
the instability of the value of 'the dollar. This had been a very im-
portant issue in the 1952 campaign and undoubtedly contributed to
the Democratic debacle.' It is not surprising, therefore, that i the
hearings of'1957-58 the Democratic members of the senatorial com-
mittee stressed greatly the failure of the Eisenhower administration
to provide the country with a stable currency. It' seemed shocking
to' mahiy members of this committee that in the period of recession
p-ice rises' should average 3 or 3% percent' per year.

Without a doubt, the No. 1 problem for the Republican administra-
tion and its spokesmen was inflation. 'This 'was clear from 'the li'ear"'
ings. Indeed, the Chairman of the Federal Reserve Board, Mr.
Martin, ,nd others suggested that we now have the responsibility
for growth; but what they emphasized above all was the need of con-
taining or even stopping inflation. Mr. Martin not only sees the
usual dangers of inflation, that ir,, injustices to those with fixed in.-
comes, distortions in the production process as the result of inflation,
but, he and his supporters emphasized especially the point that a
creeping inflation must inevitably become a more violent inflation;
that is, a galloping inflation. .bove all, the job of the Federal
Reserve, in his view, seems to be to stop any inflation., Since 1957,

. 1 '2184 C ' ,
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Mr. Martin and members of the administration have been seeking
congressional support for a clear-cut mandate that stabilization of
the currency should be a fumcmental objective of policy. On other
occasions, for example, in the 1920's and 1930's, wtihon Congress
wished to thrust upon the administration of the Federal Reserve the
objectives of a stable price level, the Federal Reserve has protested
on the grounds that they were not capable of stabilizing the price
level. Now they seemn to come out for such a responsibility to be
imp osed on them by Congress.

At the opening hearings, Senator Byrd made the point that every-
body was concerned over the rise of prices.

The committee cannot overlook the fact that responsibility for sound currency
is a prime responsibility of the Central Government.

* * * * * * *

Actually, confidence in the American dollar is the principal deterrent in the
world today to Russian aggression. The pages of history detail the stories of
nations which have been wrecked by unsound fiscal policies and debasedt currencies.
If the value of the dollar continues to drop at the rate of 2 cents a year, as it has
in the past year, it will be worth only' 25 cents in 12 years, as compared to the
1940 dollar. I I i

This committee wants to know the causes of this new inflation, and it wants to

find the remedy before the consequences become disastrous (pp. 3-4),,

Witnesses before the committee repeatedly, echoed these sentiments.
Tn his opening statement, Chairman Martin: asserted (p. 1262):

,The objective of the [Federal Reserve] System is always the same--to promote
monetary axxd credit conditions that will foster sustained economic growth
together with stability in the value of the' dollar.

This goal may be thought of in human terms and should be. The first part
may be considered as concerned with job opportunities for 'wage earners; the
latter as directed to protecting those who depend upon savings or fixed incomes,
or who rely upon pension rights. In fact, however, a realization of both aims
is vital -to all of us. They are inseparable., Price stability is essential to sus-
tainable growth. Inflation fosters maladjustments.

According to Mr. Martin, tle Federal Reserve Act and the Eniploy
meant Act of 1946 supply the Federal Reserve with a mandate to seek
price stability in conjunction with economic growth (p. 1518):

Mr. MARTIN. I think if you read the Federal Reserve Act, and take it in con-
junction with the Employment Act of 1946, which was also the law, that those
objectives are quite explicit. I

Senator MAoNs. Yo u go beyond the Federal Reserve Act. The 1946 Employ-
ment Act is where you get this objective. You did not get it out of the Federal
Reserve Act, did you?

Mr. MARTIN. Well, not line for line out of it. I supplemented it.

Later, ,Mr. Martin conceded that his mandate to pursue price
stability is not as explicit as he would like (p. 1520):

SenItor 'MALONI. Would it not be more desirable to state the objective of the
System is to maintain the Integrity of the U.S. dollar, its lionesty and soundness?

Mr. MARTIN. I think you couid have stated it more explicitly than in the
present act.

Senator MALON'r. You think it would be a good addition to the act?
Mr. MARTIN. I do not think it would be necessary. I think the most necessary

amendment is to make clear what I believe to be implicit in the Employment
Act. * * *

Of the several witnesses who' dealt with this issue, only Prof.
Howard Ellis seemed satisfied that present legislation provides the

48994-59--4
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Federal Reserve System with a mandate concerning price stability
(p. 0599):

All three of the objectives [price stability, growth, and stability in production
and employmelntl are important for the economic policy of the United States;
all three have, in my judgment, quite correctly, been so designated in the Employ-
inent Act of 1946.

Most of the other witnesses urged that the Employment Act be
amended to direct the pursuit of price stability; they did not seem
satisfied with its present preamble. In the words of Mr. Alfred
Hayes, president of the Federal Reserve Bank of New York (p. C76):

There has been much discussion during recent years on the merits of inserting
a clause in the declaration of policy in the Employment Act of 1946 making the
maintenance of price stability a stated objective of Government economic policy.
The closing phrase of the declaration, which refers to promoting "maximum
employment, production, and purchasing power," has been interpreted as meaning
maximum sustainable levels, And we believe that requires avoidalce of, either
inflation or deflation in -any maked degree. I would, therefore, favor the proposal
that the declaration of policy be amended to include explicitly stability of the
value of the dollar among the objectives of national economic policy.

By January 1959, the President was echoing the views of Mr.
Martin. In his annual Economic Report, lie also urged the need of
stable prices. Ile appealed to the consumers to shop around carefully,
to businessmen to be aware of the relation of lower prices and increased
market, but he appealed especially to labor; and he, like Martin,
would make reasonable price stability a goal of Federal economic
policy and amend the Employment Act of 1946. Accordingly:

Leaders of labor uion5 have a particularly critical role to play, in view of the
greit power lodged in their hands. The economic actions must reflect awareness
that the only road to greater material well-being for the Nation lies in the fullest
realization of our productivity potential and that stability of prices is an essential
condition of sustainable economic growth.

The terms of agreements reached between labor and management in wage and
related matters will have a critical bearing on our success in attaining a high level
of economic growth with stable prices. It is not the function of Government in
our society to establish the terms of these contracts, but it must be recognized
that the public has a vital interest in them. Increases in money wages and other
compensation not justified by the productivity performance of the economy are
inevitably inflationary. They impose severe hardships on those whose incomes are
not enlarged. They jeopardize the capacity of the economy to create jobs for
expanding labor force. They endanger present jobs by limiting markets at home
and impairing our capacity to compete in markets abroad. In short, they are,
i theend,, s6lf-defeatmg.

Self-discipline and restraint are essential if reasonable stability of prices is to be
reached within the framework of the free competitive institutions on which we rely
heavily for the improvement of our material welfare. If the desired results
cannot he achieved under our arrangements for determining wages and prices,
the alternatives are either inflation, which would damage our economy and work
hardships on millions of Americans; or control$, which are alien to our -traditional
way of life and which would be an obstacle to the Nation's 'econornic growth and
improvement.The chief way for Government to discharge its responsibility in helping to

achieve economic growth with price stability is through the prudent conduct of its
own financial affairs. The budget submitted to the Congress for the fiscal year
1960, which balances expenditures with receipts at a level of $77 billion, seeks to
fulfill this responsibility. If Government spending i, held within the limits set
in the proposed budget, the growth of our economy at the rate that may be
expected would make it possible in the reasonably foreseeable future to provide,
through a significant further step in tax reform and reduction, added incentives
and means for vigorous economic growth and improvement.

Governmental actions in other areas can also help to maintain price stability as
our economy expands. The Congress will be requested to amend the Employ-
ment Act of 1916 to make reasonable price stability an explicit goal of Federal
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economic policy, coordinate with the goals of maximum production, employment
and purchasing power now specified in that act. Steps will be taken within the
executive branch to assure that governmental .programs, and activities are ad-
ministered in line with the objective of reasonable price stability, and programs
for the enlargement and improvement of public information on prices, wages, and
related costs, and productivity will be accelerated.

But by June 1959, the President had not made much progress in
getting across his recommendation for a revision of the Employment
Act of 1956. Actually, over a period of 10 months there hadbeen no
net change in the Consumers Price Index.

This does not mean that important rises did not occur--largely
offset by reductions in foods., Especially striking was an increase in
the price of solid fuels and fuel oil of 6 percent in 8 months, of trans-
portation of 4 percent, of medical services of 3Y2 percent. The first
two suggest the importance of administered prices and the last the
shortage of medical services, inclusive of hospitals, under the rising
pressure of demand in turn related to the advance of insurance. A
very large rise in the wholesale index for" metal and metal products
also points to the significance of the administered prices.
3. A creeping inflation inevitably brings a galloping inflation?

Especially fearful of the conversion of a creeping inflation to a gal-
loping inflation, many of the authorities stressed the dangers of creep-
ing inflation. Thus Hugh Leach, president of the Federal Reserve
Bank of Richmond, puts it (p. C103):

* * * The whole concept of creeping inflation is dangerously misleading, for
a chronic inflation cannot be either mild or controlled. If the public in general,
and business in particular, should become. convinced that a continuous loss of
purchasing power were inevitable, the incentive to si4ve would be greatly reduced,
the ,ipeentive to spend sharply increased, aird the eid result could only be an
acceleration of inflationary pressures. The process would tend to feed upon itself
and eliminate any possibility that the pressures could be controlled within narrow
limits.

Even among economists, Dr. G. Colm (p. C591), Prof. H. Ellis
(p. C601), Prof G. Haberler (p. C624), and Prof. T. Yntema (p. C754)
there was some fear of a long inflation blossoming out into a large
inflation.

It is not exactly clear why this position was taken. Actually, over
a period of 10 years, aside from the effects of the Korean war, the rise
of prices did not average more than about 1 percent a year. This rise
of prices of 10 percent, aside :from the effects of the Korean war,
should be compared with an increase in gross national product at
stable prices of about 40 percent. Even if the Korean war were
included the rise of output would be twice as great as that in prices.
It would have been better if prices could have been stablized, but
surely the history of the last 10 years does not give strong support for
the view that a creeping inflation must inevitably result in a great
inflation.

It is now more than a year since the hearings of the Finance Com-
mittee were concluded, and more than half a year since my original
report was written. The Federal Reserve authorities still emphasized
especially the dangers of inflation.-despite the remarkable stability
of prices for almost a year.

The President, the Secretary of the Treasury, and the Chairman of
the Federal Reserve Board continue to harp upon the great dangers of
inflation. One of the first to bring back reports on the weakness of
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the dollar was Mr. Martin. The implication was: Why should the

dollar be weak except that wages and prices were rising too rapidly,
here? This threat to the dollar is also presented as an excuse for
cutting expenditures for defense and welfare. How much would our
dollar be worth if our defenses are cut so that we lose the cold or the
hot war?

Losses of gold and, dollars to foreign interests have indeed been a
matter of speculation, and possibly of concern. In a period of a year
we lost $2 billion-plus of gold, a record loss; and the losses continue.
Also, there have been substantial rises in short-term liabilities of'
American banks to foreigners.

After a period of 40-50 years in which the dollar was scarce, this
sudden reversal arouses anxiety. It is easy to put the blame on the
rise of wages and prices that tend to make the United States less
competitive. But for many years prices have been rising much more
abroad than in this country, and losses 'of competitive position then
being corrected at least in part by devaluations. But even in the
years 1955-58, when infaltion was of special concern, inflation in the
United States was not olut of line:

Percentage rise of cost of living, 1955-58
United States ---------------------------- ---------------- 8B razil --------- . . . . .. . . .. . . - . . . . ... . . .. . . . 64
Franc ----------------------------------- 7------------------ -64France .. . . . . .. . . . . . . . . . . . .'._ _ . . . 2. _ 2._

Germany ----------------------------------------------------------- 8,
Italy ---------- _----------------- ...------... ...... ..---------------------..United ,Kingdom ..---- ---------------------------------------------- 12

Inflation, which leads to a loss of competitive position, may suggest
to many 'the need of balanced budgets, anti-high-wage policies, and
higher rates of interest. Why the fast? Because with higher rates
of interest capital would flow in instead of out, and therefore the out-
ward flow of gold would be reduced or stopped.

But it is clear we have not experienced a relative inflation and more
recently any inflation.' There may be a weakening of our competitive
position; but the explanation lies primarily in the, continued recovery
of our competitors from the ravages of wars. Our competitive posi-
tion has been abnormally strong since the war.

That we continue to lose gold is explained also in part by military
expenditures abroad of $3.3 billion 'in, 1958, of unilateral transfers
(gifts)' of $2.3 billion, and capital exports of $4 billion, or outflows of
$9 billion plus as compared to gold, etc., losses of about $3 billion.

An examination of world exports suggests that the United States is
far from being in a weak position. From the table below, we note
that her export position improved abnormally in 1957, in part because
of the Suez crisis, and hence had to deteriorate in 1958. But she
maintained well her export position from 1950 to 1958 with her share
of world exports being 18.6 percent in 1958 as against 18.0 percent in
1950. Her ratio of exports to world exports in 1950 was larger than
before the war. But as might be expected, in part under the stimulus.
of American aid, the relative share of world exports increased relatively
and notably for Germany, Japan, and Continental Europe, in that
order (American aid strengthened these economies). The United
Kingdom actually experienced a relative decline in her share of world
exports. ' But these large relative gains for our major competitors
reflects largely the low position held in 1950 as compared to prewar-
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In one sense, the U.S. position is weak. The IMF reveals that
imports of the United States and Canada, which were 17 percent of
world imports in 1937, had increased to 25 percent in 1957. Exports
in the same period had increased from 16 to 18 percent.

In this connection, note the following:
From 1913 to 1954, U.S. exports of manufactures rose more than

twice as much as those of all major industrial countries--a reflection
of rising competitive power.

Her total exports increased from 22 percent of exports of 10 major
industrial countries in 1913 to 26 percent in 1938 and 34 percent in
1954, an indication of larger qains than suggested by the IMF com-
bined figures of the United States and Canada in relation to world
trade.

But against this we note a rise in the percentage of imports for the
United States among 10 leading industrial nations from 15 to 24
percent in these years, respectively.

Exporte, world and various sectors and countries, billions of dollars and percentage
of world, 1950, 1956, 1957, and 1958

low 1955 1957 1958

Billions Per- Billions Per- Billions Per- Billions Per-
of contage of centage of centago of centage

dollars world dollars world dollars world dollars world

World ................... ..... 57.23 ........84.79 ----- 101.0 ------ 96.0 --------
United States -------------------- 10.28 18,0 16.55 18.3 20.86 20.6 17.86 '18.6
'Continental Europe ------ _-------- 14.31 25.0 26.06 80.6 31.75 31.4 31.75 33.1
United Kingdom ................... 6.32 11.1 8.47 10.0 9.68 9.6 9.39 9.8
Germany ,......................1.98 3.4 6.13 7.2 8.6 8.6 8.81 9.2
Japan ............................... .82 1.4 2.01 2.4 2.86 2.8 2.88 3.0

Source: IMF, International Financial Statistios, May 1959 (my calculations).

Undoubtedly, a factor reflecting the problems for this country is
the relative decline of exports of raw materials and food, drink, and
tobacco, as well as the large increase of imports. To this changing
composition of trade, this country will have to adjust by producing
more raw materials and food at home, economizing on! their use,
increasing exports of manufactured goods or (and) cutting down on
loans and aid programs and travel abroad.

Percentage trade, United, States, among 10 major industrial currencies, 1918, 1988,
and 1954

Exports Imports

Raw ma- Food, drink, Raw ma- Food, drink,
terlals and tobacco terials and tobacco

1913 .............................. ....... 40 23 it 11
1938 -------_----. ----........................ 25 20 16 14
1954 ........................................... 19 12 24 28

Increased imports of raw materials are the rule among industrial
countries. Thus, the 10 important industrial countries had an adverse
balance on raw material accounts of $2,834 million in 1938, and $9,650
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million in 1952, as compared to an overall deficit of $1,272 million in
1938, and a credit of $106 million in 1952J'

Hence, I conclude that it would be a mistake to justify higher
interest rates, monetary restraint, and balanced budgets irrespective
of our security and welfare needs, oil the grounds that our dollar
position has deteriorated dangerously. Our annual losses of gold are
still a fraction of our loans and gifts.

4. Wage push and inflation
In the discussiov of the inflationary problem, the contribution of

rising wages did not receive a great deal of attention. This may un-
doubtedly be explained by the fact that the politicians who testified
were fearful of putting the blame on the trade unions or laborers.
Indeed, there were moments when Secretary Humphrey came pretty
close to saying that a significant amount of unemployment might
contain the demands of the workers and therefore keep prices down.
But he did not say so directly. In the current discussion of the
inflation, many authorities in Washington and elsewhere have held
that trade union wage policy was the fundamental factor in raising
prices. Obviously, if the workers send wages way up beyond the
point justified by higher productivity, then it does become more
difficult for the Federal Reserve to contain the. inflation. If they cut
supplies of money so that the increase in wages is not validated by
an adequate rise in the supply of money, then the only result can be
a reduction of demand and a reduction of output. Higher wages are
reflected in reduced output. Professor Angell (p. C531) has put the
issue as follows:

• * * a "cost-push" is not itself an independent factor forcing prices up.
We must look further for the explanation of "inflation" * * * this explanation
must obviously lie in the expansion of aggregate monetary demand. If sellers
try to put up their prices but monetary demand has not increased proportionately,
either buyers will not pay the higher prices, and prices will fall back again; or
they will pay the higher prices, but will buy smaller physical quantities. On a
nationwide scale, the latter alternative means falling output and unemployment

It is not at all clear that the wage inflation has been the fundamental
factor in the recent rise of prices. In fact, a study by the Bureau of
Labor Statistics, issued by Mr. Clague, shows that the nonwage ele-
ments contributed as much to the rise of real costs per unit from 1947
to 1957 as the wage element.

Another indication of the net movements is given by a study b
Mr. Murray Wernick, senior economist of the Federal Reserve Board,
who showed that, from a base of 1947-49, unit wage costs rose by
15.7 percent by 1957, whereas the wholesale industrial price index
rose by 25.6 percent. Again, between 1947 and the spring of 1957,
unit labor costs in the iron and steel industry had increased 35 per-
cent, but the steel industry had raised priced by 96 percent, or 2 to 3
times the increase in labor cost. The cost per unit of other materials
and services purchased by United States Steel, aside from some direct
labor costs, increased 37 percent in a period of 10 years. Obviously,
prices rose considerably more than was justified by the rise of wages
or even of other costs.

In its careful study, the Council on Prices, Productivity, and In-
come of the 'United Kingdom in its fi'st report (p. 24) emphasized

I Statistics in table and last few paragraphs from R. R. Baldwin, "The Commodity Composition of Trade:
Selected Industrial Countries, 1900-1954,' Review of Economics and Statistics, February 1058, pp. 850 to
S71.
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especially as a factor accounting for a rise of prices and income the
view-
that the main cause has been an abnormally high level of demand for goods and
services in general, maintained for an abnormally long period of time.

In this period, there have been many large programs, partly as the
result of the war and partly in order to assure high levels of em-
ployment.

Monetary systems "have evolved in such a way as to make easier the expansion
of the flow of transactions to match the so-called needs of trade- whether these
reflected a growth in the volume of goods and services exchanged or merely a
general rise in their prices. Firms and individuals emerged from the war with
abnormally large holdings of money and other liquid assets. Further, for a
number of years after the war the general tendency of monetary policy was to
permit ready expansion of the money supply and to maintain relatively low
rates of interest. Thus the state of high liquidity persisted for a long time."

In other words, though this committee does emphasize the con-
tribution of rising wages enforced by powerful trade unions, they
also make the point that the availability of a high degree of liquidity
and the willingness to expend large supplies of money made possible
the great inflation of prices and income.

Along somewhat similar lines Professor Haberler has argued, in
the "Review of Economics and tatistics," that the Federal-Reserve
has to restrict the supply of money in order to impose upon the
economy a substantial amount of unemployment. This is the price
that has to be paid in order to prevent a great inflation.

In the hearings many of the witnesses blamed the trade unions for
the inflation. See, for example, the following in the compendium:
pages.201, 221, 227, 233, 245, 250; 273, 294, 304, 311, 332, 349, 410
445, 451, 474, and 576. Mr. Ralph J. Cordmer, president of General
Electric (p. C192), had this to say:

Union officials do not appear to be concerned with protecting the economy
from inflation. They disclaim responsibility for the inflationary effects of their
excessive wage demands, and seek to shift the burden to other groups in the
economy. They claim special protection for their members, in the form of
escalator clauses to provide automatic wage increases to offset the tax of inflation
which shows up the increasing cost of living, and they demand further inflationary
increases in pensions, insurance, and other benefits. They seek political support
by demanding increased social security and unemployment benefits to make up
for the declining value of the dollar, and a topheavy tax structure which reduces
their share of the inflated costs of government. Relying on these special privi-
leges, they ignore the fact that the wage earners suffer more than any other
group from the periodic recessions that come from inflation, because they bear
th( primary burden of unemployment.

When Congress originally granted union officials the privileges on which their
monopolistic powers have been built, the Nation consented in the hope that these
powers would be used with such wisdom and sense of responsibility as to con-
tribute toward greater economic growth and stability. Experience has shown,
however, that these powers have been abused in an irresponsible attempt to
gain special privileges at the expense of the Nation as a whole, while the penalty
or these abuses has fallen most heavily on the group which was presumed to

benefit from them.
It is abundantly clear that by these abuses the union officials have forfeited

whatever right tiey may ever have claimed to the enjoyment of such special
privileges and immunities. Curbing the monopoly power of unions is a necessary
first step if the economy i.s to be effectively protected against the cycle of infla-
tionary spirals and business recessions, by the use of sound Government fiscal
and monetary policies and the exercise of sound business judgment.
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A similar view was expressed by Marriner Eccles (p. 1700):
Finally, we must recognize that future inflation cannot be prevented so long

as the Government is willing to let the monopolistic powers of labor organizations
go unchallenged. These organizations, which have grown immensely in size and
power (about 25 percent of the entire labor force), must be made subject to the
antimonopoly laws of Government to which business has always been accountable.

Without such control, there is no limit to their demands, all of which, in the
final analysis, must be paid for by the entire American public through higher
prices.

Prof. Arthur Burns, the former Chairman of the President's Council
of Economic Advisers (p. C527), wanted to regulate the trade unions
to a greater degree and offered a threat of further regulation if their
monopolistic policies continued to be inflationary.

Although I believe that inclusion of reasonable stability of the price level
among the objectives of the Employment Act would help to reshape the wage
policies of our trade unions and both the wage and price policies of business firm
it would be desirable for the Government to go further at this time. Business
monopoly is prohibited by law, and the enforcement of our antitrust laws has
of late been very vigorous. Trade unions, however, enjoy immunities under the
law that are denied other groups or individuals. Our antitrust laws need strength-
ening in their application to the business world, as the President and many leaders
in the Congress have repeatedly pointed out. The least that we can do with
regard to trade unions is to subject their finances, as well as the election of their
officials, to standards defined by law. Such legislation' would of itself have no
effect on what happens at the bargaining table; but it should help to remind the
leaders of our trade unions that unless they practice greater restraint and fore-
sight, the Government may need to take drastic steps 'to curb. their power to
push up costs and prices.

In his statement, George Terborgh argued that the increase in wages
cannot come out of profits except in a temporary manner. A large
drain of profits would result in serious effects' on production (pp.
C678-C679).
5. Higher prices and excess capacity

Secretary Humphrey was certain that plenty of competition existed
in the iron and steel industry and that therefore the industry could not
regulate prices and send, them up in excess of a rise given by costs.
The Secretary had this to say (p. 613):

Senator GoRn. Do you really contend, Mr. Secretary, that the classical law
of supply and demand operates now and does operate normally ain the
steel industry?

Secretary 1i uRxrnvY. Well, it was operating very normally 4% years ago.
Senator GORE. Well, I think that would require a definition of what you call

normal. In view of your prior knowledge of the steel industry, not current--
Secretary Humpimuy. Well, it was operating the way I have indicated, when

I was in it.
Senator GORm. With a very few who control the supply in an item which the

Nation must have to sustain its industrial economy, you think that the operation
of the law of supply and 'demand is normal?

Secretary HUMPuRnY. I think ro. I think that, in my experience, you can havejust aediffioult competition and just as effective competition with a small number

of strong companies as you can Aith a large number of weak ones.
In reply to Senator Kerr, Secretary Humphrey contended that it was

the increase in demand for all kinds of, goods which was exceeding
supply that explained the upward pressure on prices (pp. 102-103).
Chairman Martin took a similar position (pp. 1218--1219):

In the second half of 1955:and in the course of 1956, aggregate demand appeared
sufficiently strong to permit increases of wages and other costs to be recovered
through price advances. With the demand-cost price spiral well underway,
expectations of continued inflation became widespread. These expectations, as
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well as the advanced level of prices, are major influences on continued strong
demand for funds. * * *

The factors which contribute to inflation are those which lead to a
rate of spending in the economy greater than the rate at which goods
and services are being made avaiilable on the market at existing prices.
But Senator Kerr showed quite clearly, in discussions with Secretary
Humphrey (pp. 103 and 108) and with Under Secretary Burgess that
they could not reveal many items that were scarce in the summer of
1957, that is, when there was an excess of demand. This, in fact,
was the beginning of a long discussion of the possibility of inflation in
conditions of excess capacity. Trhe following is germane (pp. 772--773):

Mr. BURGESS. * * * That is one interesting part of this thing, that it is not a
shortage of individual commodities.

Senator Kun. Are there shortages in other things than specific items?
Mr. BURGMAss. I just enumerated them. We seem to think we are short of

utility plants and short of tankers and office buildings, because we are spending
enormous sums to build them.

Senator KrmR. There is no shortage of materials out of which they are building
them, Mr. Secretary.

Mr. Buonass. I did not say they were short. There are shortages of teams of
workers in the technical skills required for the finished product.

Mr. BUROHSS. I did not say general shortage of labor. I say the skilled teams,
of the skilled teams that build some of these things. I think it Is more a matter
of managerial crews, and so on.

But in a later discussion (p. 1388), Chairman Martin was not
so clear.

In my statement, I made clear what out thinking on it was, which is that there
are no specific, shortages or bottlenecks, but there is a broad general pressure on
all of our resources.

Chairman Martin did not explain how, without any specific short-
ages and a broad, general pressure of demand, there should be a general
rise of prices.

For the Presidents of the Federal Reserve Banks, the crucial point
was that wage rates contribute toward the inflationary process. The
wage increases were induced, in their view, by excess demand and a
shortage of labor (pp. C6, C7, and C17).

Some of the positions taken by the Federal Reserve authorities
seem to lead nowhere. For example, Mr. Riefler, the Assistant to the
Chairman of the Federal Reserve Board said (p. 1359): '

The consumer is spending his money, and prices are going up. here is no
question that prices are high. Prices could not go up unless they were spending.

In Mr. Martin's view (p. 67), the consumers were spending money
they did not have and that was sending up prices.
6. Monetary restraints and unemployment

Of course, one of the major issues was the effect of monetary policy
on employment. The charge made against the Federal Reserve was
that by its excessive concern with inflation it had brought about,
through the reduction of. the supply of money, much unemployment.
This greatly worried Senator Kerr. 'He wanted to know why the
country should not have maximum employment as well as a stabilized
value of the dollar.



2144 THE FINANCIAL CONDITION OF THE UNITED STATES

Senator KEaRR All right. Now I want to ask you this question: Which do
you regard as the more important, stabilized value of the dollar or stabilized
Ukaxinium employment?

Mr. MARTIN. Maximum em)loyinent every time. No question about it.
Senator KntR. Well, do you think we have that today (1958)?
Mr. MARTIN. No, I do not think we have it today. But when we talk about

employment, and the mandate of the Employment Act, we intended jobs that
-could be sustained, not jobs that are temporary in nature.

Later, this exchange occurs (pp. 1914--1915):

Senator Kna,. There are Lhe worids " maximum employment."
Mr. MAUrTIN. Also maximum purchasing power.
Senator Kuan. Dow can you have maximum purchasing power without

maximum employment?
Mr. MAR'L'IN. Well, do you want to describe full employment as being that

level of employment which is consistent with maximum purchasing power?
* * * * * * *

Mr. MARTIN. I think the dollar should never be our master. It should be our
servant; but I do not believe you can get away from the fact that the business
mnaehine depends upon a dollar that has integrity and value saving and invest-
ment, and all of the factors that go into this machinery, the lubricating-

Senator KuRR. How about employment that has integrity and value?
Mr. MARTIN. That comes from this. That is a part of this.

Incidentally, Chairman Martin did not interpret the term "maxi-
mum purchasing power" in the correct manner. This. term 'really
means maximum aggregate demand and does not mean a stability
in the price level.

The presidents of the Federal Reserve banks (p. C29) said:
It is extremely difficult, if not impossible, to keep aggregate demand strong

enough to maintain full employment without spilling over into rising prices,
especially with the close interrelationship between wages and prices under our
present institutional structure.

And Chairman Martin told the committee (p. 1301):
Now in terms of the situation we have been struggling with in the last 6 yearsthe only possible means of attaining the objectives of the Employment Act, in my

judgment, are to resist inflation.
What comes first is inflation, and then deflation. In other words, we are

fighting deflation all the time.

Many, of course, have been concerned with the relationship between
full employment and the price level. With high levels of employ-
ment it is likely that labor demands higher wages. But it should be
noted that actually this country has not had full employment in the
real sense. In the 1950's, unemployment averaged more than 4 per-
cent, compared to roughly 2 percent, the full employment level of the
British. This may possibly explain the greater rise of prices in
Great Britain than in the United States, a rise in recent years of about
three times as great as our rise in prices.

Along these ines, Professor Haberler has argued, in the "Review of
Economics and Statistics," that if the price rise is to be kept to a creep,
it is necessary to bring about unemployment.

I expect that after a short breathing spell the price creep will begin again; but
since the money illusion has worn thin and since the breathing spell, if it comes
at all, will be too brief to revive it sufficiently, I do not believe that the price
creep can be kept for long without becoming a trot. Then if steps are taken
to keep the price rise to a creep, unemployment will again increase.

Thus what I foresee is a period -with a somewhat greater average volume of
unemployment than we had in the early fifties-something like 5 and 6 percent.
That much unemployment may be needed to keep the wage push to a, level
compatible with stable prices. This is the price we have to pay for permitting
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labor monopolies to push up money wages in excess of the gradual rise in overall
productivity of labor.

But Professor Haberler says nothing about all the other inflationary
factors in the economic situation, including the strong position of
semimonopolistic business units.

In his statement before the committee (p. C623), Professor
Haberler wrote as follows:

The unusual phenomenon of rising unemployment and sagging production

combined with rising prices, which we are experiencing at the present time
(early 1958), is a very dangerous development. It meanm that we have the worst
,of two worlds.

The main reason for this disquieting innovation must be sought in the down-
ward rigidity of, and upward pressure on, wages.

Chairman Martin, confronted by some questions from Senator
Martin (p. 1302) had to admit that there must be some bloodletting
in this system; in other words, monetary restraint was required in
order to correct the abuses that had crept-into the system.

Senator MARTIN. * * * If you were faced with the choice between price
stability and temporary cessation of economic growth on the one hand, or creep-
ing inflation and continuing economic growth on the other hand, which would
you choose?

Mr. MARTIN. * * * I do not want a recession'of any'sort at any time. I do
not want any man to be unemployed in this country if it is possible to avoid it.
But I still think you have to come face to face with the reality that under con-
ditions of excess, extravagance, waste, incompetence, and inefficienc -under
those conditions somebody has to take a loss.

At one place, Chairman Martin made it quite clear that he was
prepared to bring about unemployment if the pressure for increased
supplies of money were sufficient. In other words, he would not
tolerate increases in wages that were in excess of productivity
(pp. 1309-1310):

Senator MARTIN. If the productivity equals the increased cost in wages, there
is no danger, so far as inflation is concerned?

Mr. MARTIN. That is right. And if we can spread that productivity. What
we want to do is to spread that productivity through the entire economy as far as
we can, and not get it imbalanced and in the hands of a relatively few people.

Senator MARTiN. Are not more and more contracts including escalator clauses?
Mr. MARTIN. They are; and cost-plus contracts have become quite common,

also.
Senator MARTIN. Are not fringe benefits being extended by both Government

and in industry?
Mr. MARTIN. They are.
Senator MARTIN. in all of this, has the supply of money and credit been fully

adequate to support these increasing demands?
Mr. MARTIN. I do not know whether it has been fully adequate to support

them, but it is our intention to keep a steady flow of money, as steady a flow of
money as we can have. And if that flow of money does not cover the increases
that are unwarranted, there should be no pressure on us to increase the money
supply just to validate some imbalance which occurs in the economy which is not
warranted by productivity.

On two issues discussed in this section we can now add some material
not available in 1958. First, the fact is that wages do not rise as
rapidly relatively in recession as in prosperity even if inflation prevails.
Thus, compare the rise of wages in 1948-58 and in 1958. (The rise
in 1958 was much less than one-tenth of that in 1948-58)
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Percentage rise hourly wages

1948-58 1958

Manufaoturing ...... ............. .- -........... 603
ituti ots 0oal . .......................................................... 59 0

1Ruildinn construction ............ .............................. . . . . . (7 4
Raloads (class 1) ......... .................. ........................ 87 7

T' The seo-nd Voint is that monetary expansion undoubtedly as a
result in part of Federal IReserve policy in recent years has been stw-
prisingly restrained, Thus, from 1955 to 1958, demand deposits
rose from $110 billion to $114.5 billion, or 3-4 percent in 3 years. It
is not surprising, then, that as compared to an annual average in-
crease of ONP of 4 percent in the years 1948-58, from 1955 to 1958
there was no increase at all.

In this connection I also present a table constructed by Profs.
J. G. Gurley and E. S. Shaw. This table reveals that in real money
(money corrected by the rice level) the per capita amounts had
fallen from $484 to $453. This decline should be compared with the
steady rises (with one exception) throughout out history. Ordinarily
per capita supplies of money rise more than per capita income, in
part because with rising income people tend to hold much more in
cash relative to income.

The nominal and real money supply, 1799-1958

[In billions of dollars; dollars]

Nominal Demand Currency Real money Real money
111o money deposits outside supply supply per

uMpply banks capita

Billions Billiona Billions .Billions
1799 ............................... 003 ........................... $0.03 $5.8
1819 .............-- -- .......... -. 08 .09 9.6
1830.- ........................... .24 $.09 $0. 5.i" .29 17.4
1849 .....................-........ .27 .09 .18 .45 19.9
1859 ........... ................... 58 .20 .82 .95 31.0
1869...-----...... ............... 1. (00 1.08 .58 1.78 45.0
1879- ............................. 2.09 1.46 .03 8.55 72.1
1889 .............................. - 3.05 2.16 .89 5.31 86. 0
1899 ............................ 5.61 4,43 1.18 10.75 148.7
1909 ...........................- 9.83 8.14 1.69 14.54 160.7
1919 ............................... 22.01 19.02 3. 59 16.31 155.2
1029 ............................ 20.80 28.10 8.64 28.12 280.9
199 .............................. 37.06 31.05 6.01 48.85 873.2
1949-----.................... 111.19 85.92 25.27 72.20 484.0
1958 ........................... 144.85 116. 80 27.79 78.83 452.9

For sources, see "American Eoonomic History, 1960," edited by 1. E. Harris.

7. The Federal Reserve responsibility for the recession
In 1957-58, the country experienced a rather serious recession.

There have been all kinds of estimates of the cost of this recession.
I would estimate the cost at least at $50 billion. This is the difference
between what output might have been in the absence of a recession.
This is the cost that was paid in no small part for trying to stop
inflation, though without great success. ,

Indeed the recession may be associated with an excess of invest-
ment. Undoubtedly investment had increased at a very rapid rate
ever since the end of the war, particularly in 1955 and 1956. This
rate could probably not be sustained. But it is well to remember
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that excess capacity is related to the demand. In turn, demand is
related to the monetary policy; and if monetary policy cuts down the
total supply of money, then demand suffers and to that extent excess
capacity becomes greater than otherwise.

Expert on the Federal Reserve, Mr. Marriner Eccles, a former
Chairman of the Board, observed as follows (pp. 1694-1695 and also
pp. 1700, 1702, 1707, and 1711):

The notion of the Federal Reserve curbed the growth in the supply of money
causing the demand to exceed the available supply. Hence, the cost of money
was bid up. This tightness had the effect nf intiretssng the velocity, or usn, of
money about 15 percent-a record. This tended to compensate temporarily for
the curbing of Its growth. The Federal Reserve was confronted with an unhappy
choice--to permit the supply of bank credit to increase to satisfy demands would
continue the wage-price spiral. To do otherwise would curb the growth of pro-
duction and employment, and risk bringing about an economic recession.

We are now witnessing the result of the courageous action which they have
taken.

* * * * * * *

The CHAIRMAN. In your judgment, (lid the policies of the Federal Reserve
System contribute to that recession?

Mr. ]Ecc i s. I think so. I think they prevented the growth of the money
supply.

* * * * * , ,

Mr. EciLns. I think the Federal Reserve System acted wisely. Had I beenChairman of the Federal Reserve Board I would have undertaken, I thinkwould
have supported the same type of policy that they pursued.

The CUAIRMAN. You do riot think the high interest rates that existed prior to
October was the main cause of this present recession?

Mr. EcciccLu. Yes; I do. I think the high interest rates that were brought
about tended to bring about the recession. But I think you had the alternative
of whether you bring about a recession or whether you support and feed an
inflation.
* * * * * * * *

Mr. EccLEs. Well, I do not think it was deliberately produced. I think that
the Federal Reserve knew they were taking a risk, but I think they were hopeful
that by restricting the growth of the money supply for the purpose of curbing the
inflationary development that was taking place, that the economy could be leveled
out.

Senator Ruam. That means that the degree of activity reduced--.
Mr. EcciHs. That Is right. But I am not sure that they expected or thought

that it would lead to the recession that it has led to. I think they took the risk
all right. They took the risk but I do not believe-

Sciinator Kni i. They deliberately took the risk?
Mr. Eciews. Oh, yes, they took the risk because I am sure they felt that it

was their obligation to do it. It was their responsibility.

It is quite clear from these excerpts that the Federal Reserve had
taken the risk of bringing on the recession in order to contend with
the dangers of inflation. It may be recalled that in 1953, when almost
no economist saw any dangers of inflation, the Treasury in cooperation.
with the Federal Reserve introduced a dear-money policy which
helped bring on a recession.

Many economists also shared this view that the tight credit policy
helped bring the recession or tended to aggravate it. For example,
Professors Slichter, larris, and Cohn presented this viewpoint in the
blowing. , 1 • i .I

Prof. Sumner Slichter (p. 1823):
* * * Tight credit po0ic:' tended to aggravatQ the tendency of. the economy to

contract because it retax4ed growt in new areas which might Qffset to some extent
the drop of, invesmex in business plq~t ogid equipment.
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Harris (p. 2014):
I was just going to say, of course, that this present recession Is partly a cyclical

phenomenon and I don't put the whole blame on the Federal Reserve.
I think that we might have had some reaction even if they had done nothing

but actually they helped to accelerate the process and so to that extent, I hold
thon responsible.

Dr. Gerhard Cohn (p. C579):
The orthodox view is that if cost inflation exists it does not require any other

countermeasures than the old-fashioned demand inflation. As pointed out, in
respoInse to question 1 [of the Finance Committee questionnfire], cost inflation
requires an injection of monuy in order to become effective. Representatives of
the orthodox view, therefore, conclude that to avoid cost inflation the creation
of the credit needed to finance transactions at the higher cost level should be
prevented. There is some logic to this argument. If in the light of cost and
price rises credit expansion is denied by the monetary authorities, then business
activity will contract and if the policy is pursued drastically enough prices will
eventually come down. We got a relatively mild dose of that medicine in 1957.
It contributed to the recession but not enough to bring prices down.

In his 1958 statement, Chairman Martin was inclined to explain the
recession by the investment boom of 1955 and 195(i. 1ie would only
accept responsibility in that he had not succeeded in stopping the in-
flation, and the recession generally follows an inflation.

Martin (pp. 1848-1849):
Now the current recession is a reaction to both the investment boom and the

inflation which accompanied it. The growth of business capital spending begin-
ning in early 1955 wats at a rate that was unsustainable. An economy witl a
longrun upward growth trend of about 3 or 4 percent per year cannot sustain for
long an increase in business investment of about 10 percent per year in real terms
such as we experienced in 1955--56. The investment spending, even if prolonged
by inflationary trends, had at some point to slow down.

In the 1955-57 investment boom, inflation aggravated the tendency toward
OverexpIansion as well as the subsequent decline. Inflation, as I have said, was
the result of an excess of total demands at existing prices over what the economy
was producing, and apparently able to produce under the existing organization
and use of resources. But once prices started up and expectations of additional
price and cost increases were engendered, spending was stimulated further. With
prospective costs rising, busihwcs had every incentive to enlarge its productive
capacity at today'i rather than tomorrow's prices. And when investment plans
are made on this basis, a certain amount of uneconomic productive capacity is.
likely to be created; that is to say, capacity which does not reflect a basic pattern
of demands undistorted by expectations of rising prices.

The best way to fight a recession is to fight the preceding inflation, and we were
not successful '(p. 1858).,

I am sorry--but I don't believe that tight money brought on this recession, and
I do not really think, again we are getting into terms-I don't think it was tight
money, I think it was loose money that was the precursor of the present situation,
that we are in (p. 1892).

In an exchange with Senator Kerr, Chairman Martin was not very
effective in putting across the position that Federal Reserve policy
had not interfered with production and had not reduced output below
where it would have been. The only blame he would take was that,
they had not been restrictive enough. He did not explain that a
greater degree of restriction might have cut employment and output.
even more (pp. 1920-21):

Senator Kann. You thought that [higher interest rates] would be, one, of the.
brakes on the situation didn't you?

Mr. MARTIN. One 01 the governors on the economy, right.
Senator KERR. Well one of the governors; that was one of the- thing that

would slow it down, Is it not?
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Mr. MARTIN. That is right.
Senator Kant. And that slowing down resulted in the unemployment, (lid iL

not?
Mr. MARTIN. I (10 not think so.
Senator i, i.it, Well, didn't it result in building fewer houses?
Mr. MARTIN. It resulted in building fewer houses.
Senator Kvnut. Didn't it result in producing less goods?
Mr. MARTIN. Not, quite-you see, one of the problems we have today is over..

capacity.
Sentor Knnut. No; one of the problems we have got today is overl)roduction.
Mr. MAi'rN. Overproduction; all right.
Senator KEnm. But you 'see the capacity that was built, Mr. Martin, was built

on the assumption that men had a right to think we would have anl economy
geare(l to fuill employment.

Men did not know this Federal Reserve Board was going to impose these,
restraints, turn that screw tighter and tighter and tighter.

* * * * * *

Mr. MARTIN. This is a free country and we have only one apology to make,
and that I made--that is, along with other Government agencies, we should have
been tighter. We should have been more restraining than we were.

Now, on that score, I accept a portion of the blame for the current recession.
But on no other score.

In earlier pages (1896-1897) Martin admitted that the objective
of bank credit expansion was to slow down the tempo of the economy;,
but he argued that this had not been achieved.

Senator Kinut. Well, it is a fact, now, Mr. Martin, and we are going to stay
with this until we either prove it or fail, that the restraints on bank credit expan-
sion were calculated to slow down the tempo of the economy.

Mr. MA rTIN. That is correct.
Senator KERR. All right.
Mr. MARTIN. That is correct. No question about that.
Senator Kuixt. And it succeeded?
Mr. MARTIN. No, I do not think it succeeded--
Senator Kerr. That is what it was done for and that is what happened.

Mr. MARTIN. But not as a result of tight money. The tempo of the economy
slowed down because of the inflationary excesses.

One of the interesting aspects of this exchange between Chairman
Martin and Senator Kerr is that the former stresses excessive expan-
sion, and relates it in no small part to an investment boom. Un-
doubtedly the expansion of investment was a fa tor tending to bring
inflation. But three aspects of this problem should be noted as I
supplement this discussion in June 1959, the first being that unlike
the President and the Secretary of the Treasury, Martin was not emi-
phasizing the unbalanced budget in his explanation of the recession.
Perhaps he was aware, as the rest of the administration did not seem
to be, that the Federal deficits did not check well with the inflationary
trends.

From the table below, it is difficult indeed to infer that Federat
finance was the cause of inflation.
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Net cash receipts, Federal Government, and changes in consumer prices

a rxcsiw of Change in
Calendar your receipts (-) colitnor

or payinents prices(-)

billions Idrcesg195.. ....................... ................ ......... ............. -$0. 7 -0,.8
M O._ ................... ......... ................... ......... ...... - +r 5 1.,5

]97. ..................................__.......... ............ + 1,. 2- 313
198............................ ............ ....... _............. .- 7.1 2. 7

Souiree: Econoict Reprt of the Prosidollt, 1959 (iny aidloulations).

The second point is Mr. Martin's excessive concern with the in-
flationary dangers. 'lo regrets that stronger and earlier action had
not been taken. Yet the consumers' price' hoel wis 114.4 in 195:3,
114.8 in 1954, and 114.5 in 19,55. In 1954, GNP in stable prices
(1958 dollars) had fallen by $8 billion, or 2 percent or it decline from
trend of about $25 billion ;"in 1955, the rise wis $32 billion, or 8 per-
cent' ort 2y rs$2bilooabout $8 billion below the average
fo)r t,10 8 years, 1948-,56i and ewon more below 1946--52 average. In
view, of this history, it is riot easy to support the Federal ]Reserve
position that they had not been sufficiently vigorous in stopping the
inflation.t

Finally, Mr. Martin should be reminded that one reason the invest-
nilent rate could nlot be sustained wits the discouragement of conlsump-
tion induced in part by monetary restraints and recession, Investment
depends, upon spending for c.onumption; the ultimate objective of

S investment is increased production and sale of consumption goods.
Tho "Federal Reserve Bulletin," iii April 1959, had -this 6) say:
Improvement in general economics conditions by the summer of 1058 created

an environment favorable to renewed expansion'of installment credit. Better
incomes and expectations strengthened the willingness1 and ability of consumers
to use credit aq well as their demand for goods purchased on credit. Competition
among lenders and better collection experience encouraged the expansion of credit
operations. On the other hand, relatively large pockets of unemployment and
rising costs of funds to lenders were unfavorable factors.

Extension of istalhinent credit turned uip early in the second quarter of 1958
about the timec of the upturn in general business activity. They regained pro-
recession levels by December and rose to now highs in the early months of tis
year.I
S. Rise ,of money rates and construction

Anticipating that many of his oppone , ts would criticize the high
money rate policy as a factor 'contributing toward declines in con-
struction, Secretary Humphrey dealt with this in his opening state-
ment (pp. 27-29). .In general, his position was that many now
programs had been introduced by the administration after 19,62, and,
these had contributed to a liberalization of financing provisions as
well as a rise in the total number of homes built. Not only had
guarantees greatly risen, buit the FNMA special-assistance programs
"have been innovated since 1952 to provide mortgage support for
relocation, redevelopment, and rehabilitation housing under sections
220 and 221 of the National Housing Act, for housing for the elderly,
and for Capehart military housing." Ile also pointed to the purchases
of mortgages by FNMA and secondary mortgage markets which had
become very large. The general position was that the factor in
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depressing demand for housing was not primarily the rate of interest
but rather the increased costs of building, inclusive of taxes. Note
the following (pp. 33 and 265):

This shows that the $10,000 house in the spring of 1946 cost $19,000 in the
spring of 1957; and of the ainount of increase In monthly payments, $55.07,
$46.46 was due to other costs and $8.71 was for interest.

Which has been the major factor in discouraging construction? The $9,000
Increase In building cost ($40.36 per month), or the 1-percent increase in the cost
of interest ($8.71 per month)?

While interest is anl eleiment in the cost of mortgaged homes, the increase in
interest rates has not been th, major factor in delaying home construction.
Mortgage interest rates were higher in 1965 than in any prior recent year; yet
new nonfarm housing starts were the iecotnd highest, in history; at more than
1,300,000

Senator FimgAit. Now, Mr. Secretary if we use that yardstick, how do you
claim your current monetary and fiscal policies are resulting in success in the
field of housing?

Secretary HumPi-nity. I think that during this period housing was in very
large volume, the largest volume that it has ever been.

Now I think that our policies and during that same period the cost of housing
was rising, the latter part of the period, the cost was rising very rapidly. I think
our policies are tending to stabilize and will tend to stabilize the cost so the price
of the house will not go up so much, and in that way it will again stimulate the
development of additional housing.

Housing was getting to a place where it was beginning to price itself out of the
market.

In general, the point was made frequently during the hearings that
what was keeping housing down was the low rate on VA guaranteed
housing. The relative absorption of this market was less than other
markets, because te rate of interest had been kept down. Of course
this does not deal with the general problem of why rates in genera
rose. In competition with other markets, obviously a market that
keeps its rate down may fail to attract the necessary supplies of cash,
9. Government spending, credit, and the recession

,Throughout the hearings, Secretary Humphre-y did not discuss the
problem of the Government contribution through reduced spending
to the recession. For example, in the calendar year 1955, theVederal
Government's deficit on a cash basis was $729 million' but in 1956,
this was converted into a surplus of $5,525 million and in 1957, one
of $1,194 million. rhe Government had become an absorber of
potential spending funds instead of a net disburser and hence con-
tributed toward inadequate buying. In this connection a large cut
in new defense contracts in the second half of 1957 should not go
unnoticed.

Jts dear money policy cut the increase of active money to 3 percent
in 1956 and to 1 percent in 1957. This is indeed a low percentage
increase for an economy that is supposed to grow several percent a
year and an economy in which an increased proportion of the total
supply of cash is hoarded as incomes rise.

T'he following table indicates the effects of the Federal programs.
It will be noticed that the contribution of consumer credit and mort-
gage debt tended to decline from 1955 on. Once the economy gets
accustomed to substantial increases in this kind of credit a reduction
in the contribution tends to have a depressing effect. This, in turn,
is of course related to the rate of interest.

48994--59----5
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Millions of dollars change, 1965, 1956, and 1957

1955 1956 1967T

Consumer credit ............................................... + 4 +3.4 +2.7
Mortgage debt .......................--------------------- +6. 2 14.7 +11

Senator Long (p. 1402) showed that an increase in interest rates
from 4 to 5 percent raised the total interest cost on a $10,000 20-year
mortgage by $1,294.91 and increased the monthly payment by 8.9
percent. That raised the total int~r;st charge on a $10,000 30-year
mortgage by $2,149.78 and increased the monthly payment by 12.4
percent (p. 1402).

In an exchange between Senator Anderson and Secretary Hiumphrey
the following occurred (pp. 548 and 556). Senator Anderson obtained
some telling admissions by Secretary Humphrey.

Senator ANDERSON. The National City Bank has a publication which I read,
which comes to me from another source out in my country, the First National
City Bank monthly letter for June, and I notice on page 63 "tightness in the supply
of money and credit and the rise in interest rates hit the homebuilding industry
harder than most other lines."

Secretary liUMPu1Y. I think that is true.
Senator ANDERSON. You would agree, then?
Secretary HuMiuREY. I think that is so. It is operative there more rapidly,

because homebuilding does not take as much preliminary work; it does not take
as long in planning, and does not take as long in development as building a
plant or a factory. In other words, the commitment in plant expansion has to
be done over a longer period than it does in home expansion.

* * * * * * *

I think, as I said before, Senator, I think that it does take effect, and it has
taken effect more in building, small building, and residential building than it
has in large capital construction because of the fact that the former is done over
a shorter period, planned over a shorter period, and the financing is provided for
over a shorter period. So that we have had quite a demonstration, this experi-
ence that housing has been more affected than capital expenditure; the figures
demonstrate that.

In this particular passage, the Secretary failed to note that the
interest rate has a greater effect in housing than in industrial invest-
ment, because housing mortgages are for longer periods of time, and
therefore the costs are higher and interest rates are greater. Obvi-
ously, if the Government increases the rate of interest through its
monetary policy and if the mortgage market is more inflexible, this
results in the diversion of money from the mortgage market to other
areas of lending.

In a sense, the high money rate policy has resulted in cash being
diverted from the mortgage and housing market into industry. This,
of course, contributed to the investment boom. Senator Anderson
(p. 548) made this clear in a colloquy with Secretary Humphrey.

Senator ANDERSON. On new plant and equipment, the rise (in expenditure)
was about $8.6 billion, or more than a third in those 4 years.

Secretary HUMPURBY. Yes.
Senator ANDERSON. And from the first quarter of 1956 to the first quarter of

1957, the rise was at the rate of about 13 percent. But residential construction
is down 7 percent in the 4-year period and 18 percent from the peak. Would that
indicate that the money has been pouring into plants and equipment and away
from housing?

Secretary HUMPUREY. I think that is right. I think that is exactly what has
happened.
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At one point, Under Secretary Burgess admitted that the tight
money policy had seriously affected the mortgage market. In fact,
he pointed'out that the billion dollar FNMA operation in 1956-57
was inspired by these conditions (p. 1061).

* * * We were hit by a situation where we had to buy a lot more mortgages
than we would have preferred, and 1 think it was right to do so because as I think
I have stated before, when you do have a credit restraint in an inflation, it hits
some people more than others, and it hits some people who are not in a position
to bear the flow as readily, and you have a social responsibility to try to ease that
blow a little here and there.

In turn, of course, the decline in new housing starts would affect
the market for durable goods, and smaller amounts of refrigerators,
television sets, washing machines, et cetera would be required.
10. Dear money effects on different markets

One of th disturbing aspects of the dear money policy and one to
which the Government authorities and the Federal'Reserve authorities
had little to say was the fact that, different, markets were hit in different
ways. There is much to be said for the general idea that the large
business corporation was not hurt very much by higher money rates
and in fact improved its competitive position as its smaller competitors
were confronted with difficulties. Other victims of tile dear money
policy were, of course, State and especially local governments that
were trying to raise large sums of money especially for schools.
Senator Kerr submitted evidence to this effect during the interrogation
of Secretary Humphrey (pp. 463-464).

In a statement of the National Education Association (pp. C400-
C401) the following was said:

All public school expenditures are ultimately paid from tax revenues, largely
those of States and local governments. Annual current expenditures are met by
current tax venues of school districts or by appropriations from the State and (to a
small extent) from the Federal Government. The payment of capital expendi-
tures from tax revenues is largely deferred by school districts, by the issuance of
bonds which are a first obligation on the local tax revenues. These bonds are
then retired over a period of years from local tax revenues.

The workability of this system of capital financing is currently threatened by
high interest rates and congestion in the tax-exempt bond market. This comes
after a decade of increased construction and borrowing activity with no period of
diminishing activity in sight.

School bond yields, even those with attractive tax-exempt interest features,
have been forced to move closer to the yields of non-tax-exempt securities to
attract investors. In 1946, high-grade tax-exempt bonds, including school
district bonds, were 0.89 percentage points below corporate bonds of the highest
grade. By 1957 these tax-exempt yields were only 0.29 percentage points below
the corporate bonds.

It is hoped tlit. your committee will give attention to the precarious state of
capital financing of public school plants. Questions are raised here of how public
education can compete in the money market with private borrowers in times
when, partly by Government action, the supply of money is limited. Educational
needs frequently cannot be deferred until the school districts can afford to borrow.
Hence, many school districts borrow at high rates--the payment of the principal
and interest of which may jeopardize the future of the educational program should
economic conditions reverse.

At earlier hearings, for example before the Joint Economic Com-
mittee, on monetary policy, 1955-56 (pp. 23 et seq.), the Congress
had been warned about the increased costs of borrowing. For ex-
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ampv,, Mr. Arthur Levitt, comptroller of the State of Now York, said
as follows:

The cost of borrowing to finance school construction has been rising alarmingly.
In 1951--52 capital outlay for the schools was $170 million, and the average rate.
of Interest on the money borowcd by the school districts was 2.85 percent.

In June 1956 the average interest rate on school borrowings was 2.760. ivi-.
donece of the tight money policy playing more and more pressure upon the money
market Is found in the interest rate which prevailed in school borrowings the
past month.

In November .1956 the average rate was 4.078 over the life of the bond issue.
It cost districts and taxpayers $2.8 million more for the $13.8 million borrowed in
November than it would Iiave cost then in Juno. * 0 *

The $5.5 million bond issue of Union Free School District No. 5 In the town of
Hlempstead was sold on November 15 at an interest rate of 4.3 percent.
Four years ago this same district sold its bon(is at 2.7 percent. If the 1952

rate ha( continued, the (iitr(rone in interest payments over the life of the bond
issue would be $1,38,767 --enough to build a school for 900 pupils.

Secretary Burgess was not very sympathetic with the problems of
State and local governments (pp. 1040-1041). Indeed, as he argues,
the demand was great, and ti tax-exempt feature was becoming of
less importance because of the need of appealing to those to whom the
tax-exempt feature meant less than to the very high income groups.
But, nevertheless, the higli-money-rate policy of the Govermnent and
the Federal Reserve certainly was a contributing factor.

A great deal of unhappiness among State and municipal people exists about the
interest rates they are paying, and I sympathize with them. But the fact is,
they have borrowed more money in these 3 years than ever before in their history,
andthere just is not that much money of that sort available.

Their demands have overflowed the bounds of the tax-exempt market, so they
have to sell their bonds to people for whom the tax exemption is not of great
value, so their rates have gone up faster than interest rates in other places.

But they cannot blame the Federal Government for that. They are just
trying to borrow more money than there is available,

* 4' * * * * *

And some of these buildings that are being built, schoolhouses and courthouses,
and so forth are- * * * are somewhat more expensive than they need to be,
to put it mildly.

11. Money rates, savings, and investment
One objective of higher interest rates was increased savings. This

point was made time and again. In fact, at one point Chairman
M atin forgot his earlier discussion of excess capacity and insisted
that an increase in savings was necessary even if the effect was to
reduce the total amount of consumption. Senator Long cornered the
chairman at this point (p. 1357):

Mr. MARTIN. I think the important thing at, the moment is to increase savings
That has to come out of the consumers.

Senator LoNo. Since you mentioned that subject of increased savings, do you
believe that it would be desirable to increase consumer savings even in order to
finance plant expansion, even though this means a considerable reduction in con-
sumer spending resulting in a considerable reduction in production of consumer
goods at a time when we have a large amount of industrial expansion, that is,
industrial facilities, to spare?

Mr. MARTIN. I do not think we have a large amount to spare. I think you
have got to recognize the size of this economy.

The chairman did not seem to realize that the volume of savings
depends much more upon income than it does upon the rate of interest.
The most important effect of the rise in the rate of interest is to re-
duce investment, and a reduction of investment tends to bring about
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unemployment. Actually, despite the substantial rise in the rate of
interest personal savings in the third quarter of 1957 were $20.4 bil-
lion and in the third quarter of 1958, $22.5 billion, or a rise of $2.1
billion at the same time that the disposal personal income rose from
$308.7 to $314 billion.

Surely this small rise in personal savings is an inadequate offset to
the very large increase of unemployment and the deficiency of gross
national product, which is to be associated in no small part with the
higher interest rates and Federal Reserve policy.

Where the Federal Reserve was unwilling to validate an increase
in wages and an increase of output, there were other alternatives for
the corporation. Senator Gore made this clear in showing from
numerous statements of the various corporations that an alternative
to external financing which was being depressed by monetary policy
was to pass on the cost of expansion to the consumer kp. 603):

The chairman of the board of United States Steel advised the stockholders at
the annual meeting on May 7, 1956, that a proection of the financial needs of the
company showed that they would need an additional $140 million. He then pro-
posed to the stockholders that the method to use Io get expansion capital "is by
raising prices from time to time-as circumstances require and permit."

Similarly, the minutes of the Standard Oil Co. of Now Jersey for the meeting
of the board of directors on December 13, 1956, showed that " for the first time
in many years" the company was faced with the probability that they would have
to use something more than internal financing to "cover replacementS, moderniza-
tion, and expansion."

However, as it inevitably turned out, this company was able to increase Its
prices to the extent that it was unnecessary for the company to resort to external
financing.

This type of price inflation primarily to finance expansion, is actually encour-
aged, not discouraged, by current Government policies. High interest rates and
diminished possibility of competition, both created by current policies, encourage
and invite big business concerns to finance their capital expansion and improve.
inent in largo part from inflated prices and consequent swollen profits.
t .The Democratic Senators in particular were impressed by the fact

that, despite the high money rate interest by the summer of 1957,'
there was little evidence of a depressive effect upon private business
investment. This was, of course, part of the whole problem. The
incidence of high interest rates and unavailability of money affected
various groups in different ways. Many had suggested that some
control of investment, some control of consumer credit and credit in
other areas might be desirable in order to get the better distribution.
But the Federal Reserve opposed accepting responsibility for the con-
trol of consumer credit, or any other new area of credit control.

At the time, that is, in the summer of 1957, Senator Long and
Senator Kerr were quite right in pressing Secretary Humphrey and
Secretary Burgess in re the failure of the high rate of interest to
reduce investment. They pointed to the high level of interest cur-
rently. (See, for example, pp. 340-341, 758, and 813.)

Mr. Burgess (p. 759) even conceded that the increased interest
rates may have accelerated business borrowing:

I think there is some anticipation borrowing here. I think if the people who
borrow these funds once got the feeling that they could borrow cheaper next
year or the year following and build cheaper or not pay more that this thing would
be over, this thing would level off, you would have a balancing off.

In a discussion with one of the Senators, Secretary Burgess insisted
that' the important thing was (pp. 1166 and 1089) the availability of
credit rather than its costs.
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I make a distinction between money rates and credit availability. I do not
admit that the present less ease in credit availability has not affected investment.
I think it has postponed some investment and put other investment forward in
the future, so I think it has had al effect.

* * * * * * *

*' * * * The thing that affects it is not the rate, but the availability of the money.
It is working with the supply of money that largely has the effect.

* * * It is a question of whether they can get the money on the kind of terms
they want, apart from. the rate. The rate is not the big thing here. People often
overlook that.

But this is really evading the question. A higher rate of interest
which results in a reduced supply of money does, of course, affect
the availability of money. What the Secretary was saying here is
that as an increase in the rate of interest reduces the supply of money,
then the banks begin to ration their credit on the basis of relations
with borrowers, quality of loans, and the like.

Since writing the above, we have had an analysis of member bank
loans to business. From 1955 to 1957 (October), loans to all borrowers
rose by 47.5 percent. But note the expansion by size of assets.
Clearly, despite the great 'advantages held by big business through
self-financing they are also in a favored position vis-a-vis the banks.

Size of borrower (total assets $1,000)

Percentage rise
Assets of term loans

from member
banks, 1955-57

A----------------------- -------------------------------------------------- 47.5
Less than $50,000 ----------------------------------.---------------------------------------- 15. 9
$ 5,000 to $250,000 -----------....... ----------------------------------------------------- 44,3
$250,000 to $1,000,000--------- ......-- -------------------------------- ----------- 48. 2

$5,000,000 to $25,000,000 -----.--------.-------------.------------------------- 37.3

100,000,000 and over ------------------- ---------------------------------.. 50.6

Source: "Federal Reserve Bulletin," April 1959.

This article also reveals easier financing obligations for the larger
borrowers. Installment repayment, with interest, of borrowers with
assets of less than $50,000 was 9.96 percent; then costs decline with
size of firm until for those with $5 million of assets or over the charge
is 5.51 percent. The small borrower also much more frequently has
to provide security. The percentage of loans (in dollars) secured
from small to large borrowers was as follows in October 1955: 94
(less than $50,000), 95, 90, 74, 51, 35, 22.5 ($100 million and over).
1.2. The relation of money and spending

Indeed, a reduction in the supply of money does not necessarily
result in a cut in spending. On this point, the Federal Reserve was
inclined to be too optimistic. Their failure to stop the expansion and
the inflation is explained in part by the fact that they 'were not as
effective as they otherwise would have been because of the great
liquidity of the economic system. Business units, for example, had
large supplies of liquid funds. As the monetary authorities reduced
the supply of money, these funds could be used more effectively, that
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is, much more often. All the various financial intermediaries, for
example, the savings banks, the insurance companies, pension funds,
and the like, also had large resources which could be put into use.
These resources, of course, made it possible for a given supply of
money to be much more active and, therefore, to bring about an
increase in spending. Ultimately, of course, this liquidity would be
greatly reduced, but not before the total amount of spending had
greatly risen.

Actually the intermediaries (savings banks, savings and loan associa-
tions, etc.) increase the amount of credit by offering higher rates of
interest. The result is a transfer from demand deposits which require
relatively large reserves to liabilities requiring smaller reserves.

From 1952 until 1957 the rise in the supply of money was 7 percent,
a very small rise indeed; but the rise of banking debits was 40 percent.
In other words, the activity of money was increasing greatly as a
result of the liquidity of corporations and also of the ability of the
financial intermediaries to operate independently of the Federal Re-
serve. This was a point about which the Federal Reserve had very
little, if anything, to say. In fact, throughout the Federal Reserve
was reluctant to acknowledge its impotence in many of these matters.
It did not refer to the great liquidity of the economic system, nor
its lack of control over the financial intermediaries, nor its increased
difficulties in view of current wage and price policy. The Bank of
E ngland authorities, on the other hand, were very quick to admit
that the possibility of control was much less than it used to be. Per-
haps it is fortunate for the economy that the powers of the Federal
Reserve have been restrained by these various institutional
developments.Just to give an indication of the quantitative aspects of this prob-
lem, note that over a period of at least 4 yoars the total amount of
money had increased by about 7 percent, banking debits by about,
40 percent, insurance company assets by almost one-fourth, Federal
credit agency assets by about three-fourths, consumer credit by close
to one-half, and mortgage debts by one-half. These certainly indi-
cate a rather loose relationship between the total supply of money
and the total amount of credit made available in the economy.
(These figures were presented before the Joint Congressional Com-
mittee on the Economic Report on February 1, 1957, in a paper on
the effectiveness and relationship of fiscal and monetary policy.)

In fact, expansion can take place with very little increase in the
supply of money. Banks tend to accumulate short-term securities
in recession and dump them in prosperity. They can then substitute
loans and investments in non-Federal Government securities. Thus,
during the restrictive period from the end of 1954 to the middle of
1957, commercial banks increased their stake in loans and non-Federal
securities by $22.5 million, though demand deposits and currency
actually declined. Prof. Warren Smith, one of the leading experts
in this area, pointed out that in this period the banks obtained $14.5
billion by selling Treasury securities and $7 billion from an expansion
of time deposits, which require less reserves than demand deposits.

There was a certain amount of inconsistency in the evidence pre-
sented by the governmental representatives. Their intent was to cut
down the supply of money, even if it might bring about a recession.
When they were accused of having reduced the supply of money,
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their reaction was: but is thoo really a shortage of money when
volocity obviously can go up? I quote 8 statement from Under
Secretary liurgeqs (pp. 1103 and 1174).

I would remind you of our discussion yesterday with respect to the rate of
turnover of money, that in conildering the availbility of money you have to
consider not just the amount of money, but the rate at which it is utilized, that
Is, the velocity.

And if you do that, there is plenty of money, because the rate of velocity has
gone tip 10 percent in tie past year.

* * * * * * *

Senator CAULsoN, I think thtt is one thing tltt has got, to be made abundantly
clear I because there is an impression out in the country that they like to call it
a tight money policy; and when they use those words the inference is that we do
not have sufficient money, and that the Federal reserve ought to, through
discount rates and other methods, increase tl supply of it.

]lut I think your testimony proves conclusively thore is sufficient money through
volume and aloullt.

Mr. Bitmoss. I am sure of that Senator, that there is plenty of money for
every sound and legitimate operation in this country.

18. Fina'ncia d dermediaries aond increased i)erding
Senator Anderson confronted Under Socretary Burgess with the

general position that there had b)eoni a very largo increase in the assets
of financial intermediaries, a factor contributing to the rise of credit.
Mr. Burgess' reply was iniadequiate. Ile explained that this kind of
expansion of assets was the counterpart of an increase in savings
(p. 1143).

Senator ANmnsoN. * * *
While you were having this restraint between 1952 and 1956, the assets of these

commercial banks only increased 13 t)erenit; but tile savings and loan associations'
assets increased 90 percent.

Mr. Buitass. Of course, that is all to the good because they are dealing with
savings money, that Is, they are taking the mne1 y from the saver and putting it to
work Now there is nothing intlationary about that.

That ia, tile dollar they put to work is paralleled by the dollar they take away
from the man who saves it. That is what wo want. 'That is the way America is
going to grow. By one man saving a dollar and lending it to another man to work
with, one man postpones his use of that money. lie waits.

Senator Am)ugsoN. These credit agencies were increasing the total supply of
credit, were they not?

Mr. Butoloss. I would not say they were increasing the credit. They were
Increasing the amount of savings. * * *

It is credit in a certain sense, but if the credit is derived from savings, it has
an entirely different effect than if you created it out of the air.

Unfortunately,, it is not necessarily true that the net purchases of
assets by these fitiancial intermedlrhs, inclusive of Government
credit ag encies, all reflect current savings. They may, in fact, reflect
for example, accumulations of Cash which are then 'put to work be-
cause the markets are good. Ultimately, of course, there liy be
so811 relationship between the total supply of money and the activities
of the intermediaries. But th relationship is a very loose Ot1e.
Inactive money comess active. Also, the process includes transfers
from demand deposits with high-reserve requirements to time deposits
with low-reserve requirements.

There is much reason to believe, as several witnesses before the
Finance Committee suggested, that the increase of velocity has
undermined Federal Reserve policy in recent years. Where, for
example, one transfers to an intermediary cash that was being hoarded
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and the intermediary puts that cash to woe thi8 is inflationary.
(See pp. C169, 0294, C298, 0645.)

On some occasions, the Federal Reseioe seemed to argue that they
could contol in a very precise way not only the 5up1ly of moneybut the velocity of money. On the other hand, their failures to stop

the expansion "of velocity and the accomp anying inflation suggest
their ina)fihty to control velocity. The following is of soie interest
on this score (Chairman Martin, p. 1307):

We have let the balance of the 2 percent on our 3-percent growth take place
out of the velocity of money, the turnover of money, and we have felt; that that
was about right, though I think sometimes we felt that perhaps we have erred
a bit on the side of letting the velocity accumulate faster-it Is very difficult to
measure-than the situation warranted.

14. Higher rates and the market for Government issues
One of the effects of the higher interest rates is a depression in the

price of existing bonds. Such increases especially affect the price of
Federal scurities. Bt this apparently did not worry the Federal
Reserve authorities, and Chairman Martin quotes an article from the
Federal Reserve Bulletin (pp. 12374238).

At the lower l)rices and higher yields, Government and other short-term
securities will be more attractive. Nonbank investors may be induced to buy
more of them, using temporarily idle deposit btaulno. * * *

With pries lower and yield higher on short-term paper banks are less likely
to reduce their holdings of secondary reserve assets, notably short-term Govern-
ment issues. Some banks may continue to do so, but others will stop selling
or many [sic] buy. In the aggregate, the secondary reserve position of banks
will tend to stabilize. This development is brought about in several ways.
Many banks and other potnim tial lend ers are reluctant to sell securities at a loss.
As the potential loss becomes greater, this reluctance deepens. * * *

* * * * * * *

Thus in a period of tightening credit, long-term lenders and investors, while
at first attracted by the higher yields available on assets of less than top grade,
gradually become more restrictive and selective. They become less willing
to sell l)rime securities to acquire higher yielding but more risky assets, partly
because they can sell the prime securities only at a loss, which they hesitate
to accept. * * *

, The fact is that the high rates of interest have been a signal to the
financial intermediaries, and especially the commercial banks, todesert the Government bond market and to turn to their customers,
who borrowed at high interest rates.

In the years before 1951 the Federal Reserve and others were
critical of the Treasury for insisting upon the support of the Govern-
ment bond market. According to the accord of 1951 the support of
the Government bond market was to end and monetar policy was
to be determined on the basis of the general needs of the economy.
Undoubtedly, the Government bond market had attracted too much
attention in the determination of policy up to that point.

The Federal Reserve policies of 1956-58, however, had a somewhat
different result. Instead of supporting the Government bond
market, the authorities in fact encouraged a desertion of tle bond
market by financial institutions. Despite the above quotation, it
is clear that this has been the net result. For example, from 1954 to
1957 financial institutions, under pressure of induced higher rates and
unavailability of credit, disposed of $19 billion of public securities.
Purchases of $15 billion by Federal agencies, State, and local govern-
ments, individuals, etc., required a substantial drop in prices, that is,
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a largo increase it rates that increased the annual cost of financing
tie debt by a billion dollars in 3 years, or about 15 percent.

On tho issuo of whether tie banks were losing money on the falling
prices of (1overnnent, securities, Senator Kerr made it quite clear
that this was not so (pp, 918-919).

Sonatot Knimt. Lvt its talk about that loss they [the eoutmerhlal banka ,slus-

i k som iltilko'rS w\ho, ill 1)eetielir of 10)56t, s1o(l suibsta tia l tiItite 4 of
tho ling-terlit Itlhiltis thev had it , ilo"As of tlbout !t oi .I I. points. They told ml
'ltt ill so dtoiit they c Oltht chiuti'Vo that up agttitist opertiitg invoie tit A aeico
their tio", hifitty by 52 puoront of Ott, Imcs.

Mr. tltmmunss. I would say, that is ilIjv4'.
ttImattor Iiut, Midl that thol they immediately weit into the llitrket, and

bought ot'hor ilong terms of olamrabio lituiity. * *

Now it ho Veit otit anl bought aiiother long torm it tho .4imit) prive .Mi., Bmmmm~E>s, "',,

* S ienaOfKtrllit, Ih, eouhi( erir'y it ill imaturitV ityit oidy pay it tCn)it, ta gaini
Oil the filtrolliollit,

Mr, Buttatiiss. That is right.

ldeed, a4 ti )wice of Governmont. securities declined, the banks
tended to take adviltage of the low prices flid purc,hasIeid ill larger
amo ,its., 'rom September 1957 to Septoiber 1958, holdings of
commercial banks of the I .S. (Governnien t , soeurisis increased from
$56.2 to $66.1 billion.

With the1 yield on U.S. Government, bonds falling from 3.73 in
October 1957 to 3.12 in April 1958 and thon rising to 3,76 by october
1958, the banks were at, a loss concerning the appropriati policy.
Actually, they ended to l)uirchliso iat t.i wron tilg iT. 'FTIo, llur-

chlased, for oxallple, heavily from January to lay,. ]in January, thoyield wts ,24 id by May, 3.14. These, on the whole, were high

prices. 3V ()ctober, whlien the yiold had risen to 3.76, they were begin.-
ning to sell. Financial internietliries did not, show the same interest
in Gover llont securities ill 1957--58, as tie commercial banks.
I5. Proposals to eon trol int t'rediaries

One of the striking features of the hearings Was that not a single
suggestion was ulade "About, the control of the intermediaries. Indeed,
there were hints that tihrou gh the control of the supply of m1loney tle
intermediaries were eolntroll d. hit in aildil tihg that, velocity may
move ill a way different than the total supply ofm1oley, the Federit
Reserve authorities, iti fact, Were adhnitting) that they had only limited
control over the internediaries. it is dithcult to explain this silence.
It may bie that the Federal Reserve was not, anxiou, to introduce
reforms that, night upset the financial in termed ai'ies with whomI
they were gellerally oil good relations.

16. Iederat /trre not reponible for hi gloer rate,,?
Ano ther interesting aspect of theo Fe'odrt Reservo viewpoiits relates

to thle frequellt illoucllement that they Were not really responsible
for higher ratos of interest: TI'lle , Were me rely following th, market.
Delalind had goie uip u1ld thi)foro tho rate) of interest had risen,
This, of course, wtas the result of the great prs sure put upon the
Federal "eserve, tnd they, found it convollient, to deily any inter-
ference with the 'ee market, for.es. If the central b k merely
follows the market, one Illay isk (le quetioll why ia central bank is
needed. Ol tho whole, the' Federal Rsrve policy was a courageous
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o(no; but in dying any not effects on tio rati of interest the Federal
Reserve wits, iI a souseo, taking late sai position ts the .rreasury
when it, insisted that, by issuing long4trm securities at,; 3 percent, in
1 953 they were having Ho offset. on the market. 'pical of the Federal

Reserve position ler is the following reply of (Oliairman Martin to
Senator Willianis (p. i316):

* * h relhoo lultv bo (irOuniSttItee, whero it, would be desirablee for the redls.
ount, market,, [rate0, if we thought there wias oavy pressure building ul), to load
tho narkot just it litth bit.
Put generally s making, we re1olognize that the market forces aro the ones that

are controlling--a. t, wo can influence thOe market. Wo nover wint to take the
position that we do not have any inflhenco at all- that, market forces just; produce
all theme changes. Otherwise, thero would not be any rotson for our existenoe,

We infltuel t t holn. We lan itgAnt, the wind when we cnn detorilite whihl
way the wud is blowing. liut we mver try to. usurp the funoion of luaking tle
win'd, Whooever we tlink we aui "lake the wind, we think we are in trouble.

Il insisting thtat, tOle Federal Resorve followed the lltarket,, Cha rnai.
Martin was virtually abandoning rosponsihili ties of at cont'ral banking
system for loealorshi). Actially, of course, through its bank rate and
espcially through its alility to indulge in )po- market, operations,
the Federal Reservo can, of (,)rse, to a, coms ISideiao extent determine
the atinount of money available and therefore the rate of interest,,
Thieeot have boon Hiiuerous experiences when ho Foderal Reserve
dearly did try to ilkhunce the rate of t erest. and the total supply of
1n1oley, and simiet ines with success, We can go back to the late 192t)'s
Opisodt, hOe great opon-lmarko operations in the early 1930--s, and tho
linking available of billions of dollars of credit, to finance the Govern-
ment, during World War 11. But hero is (,Itairinan Martin's position
(pp. 1424-.1425):

rhis is t teehniet problem, in my judgment, and it. see ms to mo that, the problem
i8 that, the banks are closer to the loan demand than w'e are-we follow it, very
closely, bult after all, t)anks are tho first line on the matter of judging oait demand,
and they (evided t go up in their prime rate to 4,i plrcent..

Now, with a 4% percent prime rate and a discount rato of 3 poront .- and we
have had t bill rato In excess of 3 poreont for nearly 9 utonths -it means that tho
policing of the discount Window by tho individual rosorve banks has at good bit
more strain with it l poreent spread than it had with a quarter of I petrent. spread.

I believe you Oal police the window effectively, but our judgment in tho Board
and throughout t Iool portion of the SyMvon1 was that this was a toollnidal Mitua-
tion; wo wotld have just as imuch difficulty explaining not going up in tho rate is
we would explaining going up in itho rate; and we recognized it as a technical
Oipcratiot fand therefore itcroaslod the rate.

Now, if the expected demand for loans this fail does not materialize, then the
coonmnerOial hanks were in error in rak ig their prime rate. If there should be a
doline in loans of a suhsthtial a tnun t this tall, and business should taper of( wo
might want to consider reducing the discotint rate.

In t later- period, in the fall of 1H57, it i ik e cilea that the FetoErtal
Reserve a.ctialy led the nonev innrko in the deline of rates. Many
have, of course, riticized the'Federal Reserve for increasing its rates
in August, 1957, when it was already clear to maty that ltte' c'(sesiol
was well on its wvay. (Soe, for exadplo, pp. C127 1 (1I330 (4 10, C384,
C335, 0)37, C620, 01,3), COOL.) (hanlian M.art-in' s (lofenSe of the
August ihcraoso (p. 1840) wa4 not, very impressive,.

* * * Fed'eral Reserve discount rates were raised one-half pereentago point, il
August in order to relate, them inore loosely to market, rates which had bwon rising
for some time and in this way to naintaini thoir efroctivenom:s hi rostraling bank
credit and mnonotary Oxpansioin. Tat acti on also served ltall indication to the
business nofd invest ment oninitunity that the Federal Reserve rejected thOe idoa
that creeping inflation was inovitablo.
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17. Federal Reserve policy in the recession
While we are discussing the Federal Reserve policy, we should say

a word about the recession policy. The Byrd committee had not
really had an opportunity to deal with this problem, and I hoped it
wou~d in the next session. After a year of recession, member bank
reserves had declined, and excess reserves had increased by the neg-
ligible sum of $100 million. In fact, in June 1958, after a year of
recession, the volume of demand deposits and currency was exactly at
the level of a year earlier. Though we are supposed to have learned
much about monetary policy since the early thirties, this program
should be contrasted with the vigorous open-market policy of the
Federal Reserve in treating the recession of the early thirties. Even
by September 1958, the total amount of demand deposits and currency
was only $136 billion, as compared to $139.7 billion in 1956, $138.6
billion in 1957, and $133.3 billion in September 1957. From August
1957 to October 1958, excess reserves varied generally between a half
billion dollars and $600 million, though in May 1958 the figure was
$700 million. This does not suggest any aggressive measures to deal
with the recession. Throughout this period, the Federal Reserve was
still worried about the oncoming inflation. Indeed, the total in-
debtedness of banks at the Federal Reserve had fallen from about
$1 billion to $400 million. But, in my opinion, the Federal Reserve
uts altogether too much emphasis on the volume of indebtedness as a
actor in determining policies of commercial banks.

Since writing the above, material has become available through
April 1959. This period from October 1958 to April 1959 has been
one of expanding business activity. From the third quarter of 1958
to the first quarter of 1959, seasonally adjusted GNP has risen by
$23 billion (with prices virtually stable) or 5 percent in one-half a
year, a very satisfactory rate of growth. But during this period of
6 month .'November to April, inclusive) unemployment averaged
about 1.5 million above the 3 millions that may be considered a
reasonable achievement.

Federal Reserve policy, with the Board still concerned over in-
flationary dangers, was cautious. In October 1958 and March 1959,
the Reserve banks raised their rediscount rates. In this period of 6
months, member bank reserves increased only by less tlan $200
million, or about 1 percent; demand deposits and currency by $3
billion, or 2 percent, loans and investments by $5 billion or 2g
percent, and Government securities held declined by $2.5 billion, or
about 4 percent. Consumer prices were virtually unchanged. Later
we shall evaluate more fully, the Government's policies in 1958-59.
18. Fiscal policy: Objectives andfachievements

In the course of the Byrd hearings, considerable space was given to
the issues of fiscal policy. It is well to remember that before the 1952
election President Eisenhower had promised us a $60 billion budget.
The bud get estimated in the summer of 1958 for the fiscal year 1959
was $79 billion, and current estimates for the 1960 budget are a few
billion dollars below that figure. At any rate, the promise of a
$60 billion budget seem to be largely foirgotten now.

In his opening statements, Secretary Humphrey made it clear that
he was going to present a political document which would show that



THE FINANCIAL CONDITION OF THE UNITED STATES 2163

the Republican administration had improved greatly on Democratic
policy. He said (p. 10):

Our immediate task is to chart a fiscal and economic policy that can-
First, reduce the planned deficits and then balance the budget, which

means, among other things, reducing Federal expenditures with a safe
minimuin;

Second, meet the huge cost of our defense;
Third, properly handle the burden of our inheritance of debt and obli.

gations;Fourth, check the menace of inflation;
Fifth, work toward the earliest possible reduction of the tax burden;
Sixth, make constuctive plans to encourage the initiative of our citizens.

It is clear that these objectives have not been achieved. Not since
the budget of 1946, which included large war expenditures, has there
been a deficit like $12 billion, the deficit planned for fiscal year 1959.
In the 8 years of the Republican regime, it looks now like 6 years of
deficit and 2 years of surpluses.

In 1952, the national debt was $259 billion, as against $269 billion
in 1946. But by fiscal year 1959, the national debt had risen to
$283 billion and legislation has now been enacted authorizing a tem-
porary limit of $295 billion. Clearly the promise of a reduced debt
had not been achieved, and that despite the fact there had been a
large reduction in defense expenditures, which may prove disastrous
to the country. Major national security, which cost $50 billion in
fiscal 1953, had fallen to $41 billion in fiscal 1955 and is estimated
at $46 billion in fiscal years 1959 and 1960. At p prices of 1959, the
security program has been cut from $60 to $46 billion, or roughly
by one quarter.

Later we shall see whether the national debt has been handled ade-
quately as the Secretary promised. His fourth objective was to check
the menace of inflation. Indeed, in the first few years of the adminis-
tration the stability of prices was well maintained. But the same
cannot be said for the years 1956-58. To have had an inflation in the
midst of a recession is an achievement.

The fifth goal, work toward the possible reduction of the tax burden,
is clearly out of the picture. The tax burden has continued to increase.
The Secretary of the Treasury and the Chairman of the Federal
Reserve were quite clear on the disastrous effects of deficit spending.
Said Secretary Humphrey (p. 65):

I think that there is nothing that will push you along the road to inflation much
faster than large government deficit financing.

Mr. Martin (p. 1317) had this to say:
I think that--I never favor deficit financing, although I recognize that it can

sometimes have an impetus on our economy.
But again it is like debt, that I commented on yesterday: It is not a situation

to be desired. Under certain circumstances it may be useful, but--and I do not
want to make a blanket statement on it, but I never favor deficit financing. I
think it is wrong in principle; and I think it Is not really the benefit, even when it
is tued, that those who clfam it has the benefits think it has.

For Mr. Burgess the important point was that the creation of credit
by banks for private enterprise produced goods which satisfied human
needs; but a creation of money for the Government was wasteful, and
the debt unproductive (pp. 1129-1130):

* * * that is a point we always try to make, that when the Government spends
money, It does not produce goods which the people can buy.
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On the other hand if we have an increase in commercial loans of banks, the
mechanical effect at the borrowing window may be just as inflationary as with the
Government, but the people who borrow use the money normally to produce
goods or services which meet human needs, so it tends to balance off the additional
creation of money.

* * * * * * *

May I put it another way: that we ought to draw a distinction between pro-
ductive debt and nonproductive debt. One comfort that I take out of the present
Inflation, which is a capital goods inflation, is that it is producing this great ex-
penditure of capital for machinery to produce goods which will meet the demands
of the people, So it contains within itself, I think, some of the seeds of its correction.

The CnAIRMAN (Senator Byrd). Government debt certainly is not productive
debt; is it?

Mr. BURaEss. Government debt is not productive; therefore, it is the worst
kind of debt.

Obviously, the distinguished members of the Government were not
exactly correct here. Expansion of investments through the creation
of money can also bring a great deal of inflation. In fact, the extension
:of credit to business i the years before the recession contributed to-
ward the inflation. Nor does it follow that a government borrowing,

* for example, to build schools or roads is providing unproductive credit,
whereas the individuals who obtain money to gamble or to buy
television sets are productive borrowers.

19. The debt ceiling
So strong was the administration against debt and growing public

debt that Secretary Humphrey (p. 258) had this to say about the debt
ceiling:

* * * I think that the restraint the present debt ceiling gives to the Executive,
to the Congress, to everyone concerned is a very wholesome thing to have, and
I think that it is like breaking through a sound barrier; there is an explosion when
you go through it; and there ought to he one.

On the whole, the debt ceiling was an unfortunate episode in
American economic history. The support in Congress for a rigid
ceiling would have been much less without the encouragement of the
Treasury.

In an excellent article, to be published in the National Tax Associa-
tion Bulletin, Prof. Walter Heller, of the University of Minnesota,
makes clear the dangers of the debt ceiling. He shows that the
ceiling has been a major factor in prompting-
(1) manipulations to remove certain spending items from the budget entirely
e.g., in 1953, $1.3 billion of price support loans), (2) proposals in 1955 for highway

financing outside of the conventional budget and outside the debt limit, and (3)
substitution in 1957 of costly agency borrowing for cheaper Treasury borrowing.

In periods of prosperity when the debt should have been reduced,
the debt ceiling had very little effect. But in recessions like 1P53 and
1957-58, the ceiling was a serious obstacle to proper financing by the
Government. In 1953, the Commodity Credit Corporation sold
$1.2 billion of certificates of interest to commercial banks, against a
nationwide pool of support loans on grains. T]!his episode was related
to the debt ceiling, but I believe also to a general tendency cn the
part of the administration to conceal its real credit situation.

How serious the situation may become is brought out in an article
in the Wall Street Journal of September 7, 1957, ami quoted by Professorfleller:

V iscal chiefs struggled to stayunder the debt limit. They seized on new
tactics. The defense officials postponed every postponable spending item beyond
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the critical next few months. They confer with major contractors on delayingy payments. Thus urgent operating, maintenance outlays will wait until after
january. The Budget Bureau holds back funds, to keep other agencies from ex-
panding employment as much as Congress allows, at least for now. Other
weapons are on reserve. Farm officials consider selling private bank certificates
representing shares in a pool of price support loans, the cash would ease the cur-
rent squeeze. The Federal National Mortgage Association can sell more se-
curities privately, pay off some of debt owed to Treasury. Money men talk of
last-ditch moves of escape if the debt ceiling gets desperate. Defense officials
say they could stop paying all bills until January tax receipts roll in.

Professor Heller well says:
The debt limit, then, has served as an ethical shield behind which assaults have

been made on the fidelity of our Federal budget. I put it this way because some
of the manipulative )ractices described above were attractive in serving quite a
different purpose, namely, to make the budget look smaller than it really was--
sort of an incredible shrinking budget .- but they might not have been dared
without protective casuistry of the debt ceiling.

Perhaps the most serious aspect of the debt ceiling was the fact that
the administration cut back its program for its lon r-term national
security in the second half of 1957. According to Business Week
(Nov. 2, 1957):

Here are some major Defense Department actions in recent months that are
related to the campaign to save the debt ceiling: (1) the service has stretched out
production schedules for at least 19 big plane and missile projects. (2) Overtime
or defense contracts was restricted. (3) Installment buying of weapons was

banned. (4) A $38 billion spending ceiling for fiscal 1958 was clamped on,
stimulating a new round of program reshuffling. From t1, is action came the
5 percent reduction in progress payments; an order to contractors to cut payroll
costs 5 percent; the Air Force's limitations on monthly payments to contractors,
creating new stretchouts; a 200,000.man cut in the Armed Forices.

In view of what has been said above, the June 1959 request of the
administration for ft rise in the debt ceiling was reasonable and was
quickly approved by the Congress. Government spending should
be determined on merits, not through artificial pressures exerted by
debt ceilings. Certainly our experience with the debt ceilings in the
1950's does not suggest the wisdom of new ceilings.

20. Integrity of the budget
Since the Eisenhower administration has come in, what has been

most disconcerting is the attempt to give a misleading picture of the
budgetary situation. There seems to be more interest in balancing
the budget account rather than balancing the budget. Where the
effects on the present budget are not serious, there is a greater inclina-
tion to spend. For example, the enthusiasm of the administration,
which might not have been expected on the old-age and survivors
insurance program, can be traced to the fact that the budgetary
effects of this particular program would be felt later rather than
currently.

I wrote recently ("Review of Economics and Statistics," November
1956, pp. 359-361):

BALANcO BUDGET AccoUNTS OR BUDGET

Actually the budget has not improved so much as the administration claims,
)a ,ly in the Eisenhower administration, the practice wa,4 introduced of trying to,
balance the budget account rather than the budget. For example, large sums
due to the civil service reserve funds were not diverted to these reserves: CCC
paper and housing mortgages were disposed of to private financial interests. In
4 fiscal years (1954-57), the Eisenhower administration disposed of $1,780 million



2166 THE FINANCIAL CONDMON OF THE tEITED STATES

of certain capital assets; in the 4 preceding years the Truman administration had
disposed of but $364 million of corresponding assets. These sales yield cash for
the budget, and the income rises relatively to outlays. But though the budget
comes nearer to a balance, the net effect is no genuine improvement: one capital
asset is sold and the income used to pay off debt or keep debt from rising. The
above figures are only part of the svory.

Even in 1956 the practice continues. I quote instances below.

"PURCHASES OF SOME MVIORTGAGEs ARE KEPT OUT OF THE BUDGET

"In addition, purchases of mortgages by the Federal National Mortage Asso-
ciation under its secondary market program are expected to increase in 1957 to
$290 million. Except for temporary Treasury loans, the funds required will be
obtained from sale of debentures and stocks to private investors, and the pur-
chases are shown as trust expenditures, rather than budget expenditures. By the
end of the fiscal year 1957, private purchases of stock will have made an excellent
start toward the goal of replacing a Government activity with a private
company."

Again, instead of building post offices, the Government now proposes to rent
from private builders. The current budgetary outlays are thereby greatly re-
duced; but whether this is wise or even economical in the longer run is riot raised.

"While these recommendations involve substantial appropriations of Federal
funds, most of the Federal building improvement program will be financed with
private funds under the lease-purchase authority of the General Services Admin-
istration and the Post Office Department. Already 53 projects involving private
financing of construction costing $105 million have been approved, ard additional
projects involving about $250 million are under consideration."

An excellent statement of the mythical nature of many of these reductions is
given in the following:
."But the recent estimate of $2.8 billion for this year is perhaps deceptive in that

it does iot represent a real decline in aid operations, from the previous year, but
only a shift in their financing from the Government (Commodity Credit Corpora-
tion) to the banking system, in the amount of $1.2 billion. The further reduction
In expenditures indicated for fiscal 1955 may prove illusory also. A leveling off
of agricultural exports together with acreage limitations on wheat and cotton
planting are expected to reduce price support operations only slightly, and the
main reduction in dollar expenditures thus hinges on a fairly large turnover of
funds previously invested in loans and commodities; if this should not materialize,
larger disbursements or increased private financing will be' required. In this
connection it is to be noted also that the shift from Government to private financ-
ing represents a postponement rather than a reduction in the ultimate cost of
price support operations for the G government .

"The decline in expenditures for public works and housing between
1953 and 1955 reflects partly a drop of $300 million or 30 percent in reclamation
sand rivers-and-harbors projects, together with the transfer to private financing

nof over $700 million in housing mortgages and obligations previously financed
by the Federal National Mortgage Association and the Public Housing Adminis-
tration. Here, as in the case of agriculture, while the shift from Government to
private financing is reducing expenditures as they are conventionally accounted,
it evidently represents a different kind of reduction than that of the defense pro-
gram which involves a smaller consumption of real services and materials. In
the category of 'all other' programs the reduction from 1953 to 1954 is
again largely nominal: the Government deferred its annual contribution of $300
million to the civil service retirement fund pending further study; and much of
the reduction in the post office deficit by over $200 million was achieved by raising
postal rates rather than by reducing (gross) expenditures. The further reduction
in expenditures held out for 1955 also hinges largely on f urther action by the
Congress in increasing postal rates."

hAn indication of trends in acquisition of assets is suggested by a table not
reproduced here. The tendency to acquire less in the way of assets or even to
dispose of assets (net) and to doend on guarantees and insurance rather than
loans or investments, the latter being reflected in budgetary e,:penditures and
Guarantees am~d insurance only to a very small degre so' reflected-this is evident
in the table.

This table shows the recent trend of cutting down, of the^ acquisition of assets
* inclusive of loans, public works, and other physical assets. In 1957 the acquisi-

tion of civil assets is $1,426 million less than in 1955. The decline in loans is
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almost. $2 billion in 1956 and more than $1,300 million in 1957 (vis-a-vis 1955).
The details concerning reductions in loans are indicated for the federall National
Mortgage Authority CCC, and RFC. Not only are assets not acquired, but
they are disposed of net. The resultant improvement in the budget-the vp-
proach to balancing-conceals the relative decline of assets. The Government
credit expenditures decline substantially-by about 5 percent, fiscal 1955 to fiscal
1957-even as guarantees and insurance rise by one-third. Again, the budget
looks much better when guarantees rise and loans decline.

Related to this issue is the tendency of the administration to go in
much more heavily for guarantees and insurance than for loans and
investments. Why this shift in policy? Undoubtedly, one explana-
tion is that guarantees and insurance do not appear as a budgetary
expenditure, whereas loans and investments do. From fiscal year
1953 to fiscal year 1959 (estimated), the rise of loans and investments
was 23 percent; of guarantees and insurance, 132 percent, the latter
rising from 28 to 66 billion.
21. Spending policies

We do not want to give the impression that it follows from this
analysis that the Government has been spending too much money.
It may well be that the Government has not been spending enough
money. We are critical, however, that the Government made a
promise which it far from kept. From 1952 to 1957, consumer spend-
ing increased by nearly 30 percent. During that same period, the
national income increased by nearly 25 percent, but the supply of
Government services declined by about 6 percent. This raises the
kind of question that Professor Galbraith has raised in his "Affluent
Society," namely, whether we have a proper proportion of expendi-
tures on the services that Government alone can provide, particularly
in the social welfare field, as against many of the luxurious and rather
dubious expenditures of the private economy. Is there something
not to be said for a change in this pattern of spending?

The contrast in policies is suggested by the following:

The rise of GNP Billions

1948-52 .--------------------------------------------------------- $88
1952-56 -------------------------------------------------- 65

The rise of cash receipts, Federal Government
Billions1948-52-------------------------------------------.............$26. 0

1952-56 -------------------------------------------------------------- 7. 5

Percentage increase in cash payments to increase in GNP
1948-52 ----------------------------------------------------------- 30
1952-56 ------------------------------------------------------------ 11

Statement before the Joint Economic Committee, January 1957.

These figures do suggest that the Truman administration tended to
share with the public the increase of GNP by absorbing a large per-
centage, actually 30 percent of the increase in GNP as against 11
percent under the Eisenhower administration, and using a much
larger part of the GNP for the benefit of the people. Indeed, art
of this rise is explained by the Korean war. Prof. Henry Walich,
now :in the Treasury (p. C701) stated the issues well.

In general, I believe that our standard of living has reached a point where the
consumer can get more value in many cases for a dollar spent by the Government,

48994-59---6
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than for a dollar spent for himself. I based this upon my relative appreciation of
education, research, health, and cultural projects, as against tail fins, TV's, and
soft drinks.

t I This brings up the issue of the general use of fiscal policy. There
is a widespread view among economists that the Government has
depended excessively on monetary policy and has made inadequate
use of fiscal policy. Thus, Chairman Martin (p. 1856) had this to say:

I would accept the risk of the current deficit that we are running, but I would
not want at this time to undertake to accept the risk of a greater deficit than that
by cutting taxes until the situation is considerably clearer than I think it is at the
present time.

22. Administration'8 recovery policy
The administration, of course, held that there should not be an

increase of spending or a reduction of taxer in order to contend with
the recession. As I write these lines, there has been a substantial
recovery, though we are far from having attained the high level of the
peak of 1957. In fact, unemployment' is at a high level compared to
the postwar average.

My criticism of policy is not that recovery is not on its way without
I the aggressive measures recommended by most economists, that is,

cuts in taxes and increased spending to meet the problems of the
recession, but rather the failure to act has slowed recovery and, there,
fore, increased losses of output much above what they had to be.
Recovery would have been much quicker, and we would have saved
billions of dollars each month had we attained the 1957 level of output
and 4 percent of unemployment, say, by the third quarter of 1958.
Instead of, as seems likely now, in 1959 or 1960. We are still awaiting
a full recovery. I need not add here that the level of output in 1960
has to be substantially above that in 1957 if we are to attain anything
like full employment, because we have to raise output to make up for
the increase of productivity and the increased numbers entering the
labor market not. That we have had any recovery at all is to be
explained largely by extraneous factors. Among these are the
increase in wage rates, which increased the total amount of spending,
the rise of transfer payments, which are related especially to the
welfare program of the New Deal, and also the increase in military
and severance pay in 1958. Another factor has been the automatic
reduction of taxes as income has fallen. This is another result of tax
policies introduced under earlier administrations.

Actually, the Government contribution was small. As against a
decline of GNP from the third quarter of 1957 to the second quarter
of 1958 of $17 billion, the Federal Government contributed $1 billion
of purchases of goods and services, and State and local governments,
$3 billion. Indeed, in the third quarter the Government contribution
was larger.

In general, the Government did not use fiscal policy. 'Indeed, in
1953-54, the recession that was largely brought on by unwise policy
was to sonic extent reversed by a large cut in taxes. This was the
appropriate policy at that time. But it should be remembered that
the Government also drastically cut expenditures and therefore the
reduction of taxes was -made necessary. Fro he broad viewpoint
of our defense and securityy" it is not quite clear that0te reduction of
expenditures, which helped bring on the need for a tax cut, was a wisepolicy.
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It is of some interest that the U.S. Chamber of Commerce (p. C504)
did not take the administration's position on these issues.

As a fourth step, the national chamber has recommended a tax cut and tax
reforms to provide greater incentive, both to buy and invest. Even though this
will involve a shortrun, temporary deficit, we think the growth which will be
stimulated by such tax cuts and tax reforms will, in a short time, cause revenues
to increase and again bring the budget into balance.

I argued before the Senate Finance Committee for both a rise of
expenditures and a reduction of taxes (pp. 1993 and 1996):

The case for expenditures rests on higher multiplier than tax cuts and the
distorted pattern of spending by the American people. By the larger multiplier,
I mean only that a dollar of public expenditures yields a larger total rise of income
than a dollar of tax remission, in part hoarded in the first instance.

In re spending patterns, I note this point, that since 1940, the country has
tended to move in the direction of increased relative private expenditures and
reduced public welfare outlays relatively, e.g., on education, health, urban redevel-
opment, unemployment.

The CED proposes a $7 billion tax cut and rescheduling of outlays. I would
not rely exclusively on a tax cut but would choose first rescheduling and expan-
sion of spending programs. I take this position because on the whole tax cuts
favor the "haves' against the "have nots" and because there is some wastage in
tax cuts. In part the increased income left to the private economy as a result of
a cut is not spent.

The contrast of views is also given by the position of Mr. Erickson,
the president of the Boston Federal Reserve Bank (p. C69). He was
opposed to tax cuts or increased spending. Mr. Marriner Eccles
(p. 1700) had a somewhat different view:

The course of the recession to date would suggest that if substantial deficit
financing were undertoAe;x, either through temporary tax cuts or increased ex-
penditures, inflationary pressures might soon reassert themselves. Restoration
of full employment by means of fiscal policy could lead to the resumption of pres-
sures toward higher wages, and they might again rise more rapidly than output
per man-hour.

* * * * * * *

I do not believe that because there is a later danger, which I recognize, of
inflation, that we should do nothing about deflation. I think we have got to deal
with the problem we have now, recognizing that there is a later danger of inflation
and doing something about it, being prepared to deal with the inflationary situa-
tion when you get recovery.

* * * * ** *

With the lapse of 6-9 months since writing this, the business situa-
tion has greatly improved. Here are the trends from the low of the
recession t6' ihe first quarter of 1959.

GNP and components, 1st quarter 1958 to the 1st quarter 1959

[Annual rates In billions of dollars]

Federal State and
Consumer Gross pri- Netexpend- Govern- local gov-

GNP expendi- vate do- itures goods merit pur- ernment
tures mestle In- and serv- chases goods and

vestment ices goods and services
services

1st quarter, 1958 ------------ - 427.1 386.2 50.9 1.7 49.7 38,6

1st quarter,1959 ---- ----------- 487.0 400. 5 70.2 -. 3 54.3 42.3

Source: Econoinfl6ndibators, May 1959.
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Federal contributions were substantially larger than in the early
period of recovery. The major gains came after the midyear 1958.
The striking improvement was in investment: an absolute increase of
almost $20 billion and almost 40 percent as compared to one of $14
billion or 5 percent for consumption. Inventories accounted for two-
thirds of the gains in investment. A tapering off of inventory decumu-
lation more than any contribution of Government accounted for the
recovery, once th automatic tax relief, substantial rise of transfer pay-
ments, and wage increases broke down the deflationary forces.
23. Debt management: An improvement?

Durin the Truman administration, the financial community was
very critical of the management of the national debt. The view widely
held was that the interest rate had been kept too low through the
creation of money, that the debt was too much in short-term issues,
and that it was held too largely by banks and therefore tended to be
inflationary.

It is not at all clear that the new administration had improved
matters in the last 6 or 7 years. For example, in July 1958, the
commercial banks held $1.3 billion more of Government securities
than at the end of 1952. We shall also see that the average maturity
of the debt has not been increased as the new authorities hoped that
it would be. Moreover, in order to sell Government securities the
Federal Reserve on numerous occasions had to interfere in the market
just as the Federal Reserve had in preceding years. It was not easy
to allow market forces to determine the price of Government securities.

2/. Debt management: Integration and relation to private markets
One of the troublesome problems was on integration of policies

between the Federal Reserve and the Treasury. For example, in the
summer of 1957 the Federal Reserve was responsible for a dear money
policy. It is widely held that on such occasion the issue of Govern-
ment securities by the Treasury should be long term so that the
excess funds are absorbed by these Treasury issues and therefore
rates tend to harden. But here is what Under Secretary Burgess had
to say (pp. 686-687):

With an unprecedented heavy demand for funds in the private area we were
convinced quite early in our studies that there was no substantial demand for
long-term Government securities. The package offering that we decided upon
included two certificates and a note, to be issued on August 1: a 3s-percent
certificate maturing in 4 months (Dec. 1, 1957), a 4-percent certificate maturing
in 12 months (Aug. 1, 1958), and a 4-percent note maturing in 4 years (Aug. 1,
1961), but redeemable at the option of the holder in 2 years (Aug. t, 1959).
The choice of all three issues was given to the holders of the August maturities
but the October holders were allowed to choose only between the two longer
issues, It did not make much sense to give an October I holder an option of
converting into December 1, you see, only 2 months, so we let them spread it out.

This package was designed to provide a very short security for corporations
and other short-term investors who want their money before the end of the
year, an attractive 4-percent 1-year security for other short-term investors, and
a lox)ger 4-percent issue which would appeal to two somewhat different groups
of buyers: (1) those who were not sure that they wanted to invest funds for as
long as 4 years in case interest rates continued to rise and, therefore, liked the
idea of being able to redeem at the end of 2 years, and (2) those who felt that the
present heavy demand for money is perhaps close to its peak and were anxious
to get part of their portfolio invested for a longer period than 2 years at a 4-percent
rate on the theory that a 4-percent rate might not be available again for a long
time.
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The chairman made it clear to Under Secretary Burgess that the
Treasury had been fortunate in that large issues were held by the
Federal Reserve and therefore the attrition, that is, the failure to sell
new issues for maturing ones rather than for cash, was less than it
otherwise would have been (pp. 722-723).

The CHAIRMAN. Would you venture a guess as to what would have happened
if this amount of bonds were offered to the public?

Mr. B nr nss. I could not imagine anything more stupid than making an
offer of $24 billion worth of bonds to the public at one crack.

The CIAIUMAN. You would have to offer them If they matured and you had
to refund them.

Mr. Bunaxess. If the public held $24 billion.
The CHAIRMAN. Yes.
Mr. 3R1Juss. And then you offered all of them---
The CHAIRMAN. What I am getting at is, if the public had hold the $14 billion

that the Federal Reserve [and trust funds] held in this instance, what would you
have done? You had to refund them. It is not a matter of voluntary action
on your part. They came due August 1, August 15, October 1.

Mr. BiUR(ss. That is right.
* * * * * * *

The CUAIMAN. You cannot assume that, in refunding all of these bonds, the
Federal Reserve will own 60 percent each time, as it did in this case.

Mr. BuRonss. They do not in most of the issues, of course.

The Treasury had a peculiar view of the problem of issuing Govern-
ment securities. They were terribly concerned about the state of the
private financing market. Perhaps this is consistent with the general
ideology that the Government does not interfere with the private
eeonom y. But unfortunately the Government has serious responsi-
bilities in this time and age, and therefore the job of the Treasury
should be to take cognizance of the important interests of the
Treasury. But apparently Mr. Burgess believed that the Treasury
must always yield to the demands of the private market. In other
words, if there was a great demand for funds on the part of the private
market, even if it were highly inflationary or expansive, the Treasury
should yield to that pressure and not issue long-term securities. The
needs of the Treasury were to take second place to those of the private
market. This position was held even though it was generally believed
in such periods the correct policy is to absorb excess funds and dis-
courage private demands through higher rates. Mr. Burgess said
(p. 728):

Well, sir, the difficulty of selling long-term Government bonds is simply that the
lenders of money, whose position Mr. Mayo has very thoroughly charted, are
under enormously heavy pressure for funds. The life insurance companies
are having offered to them corporate securities, mortgages, at very attractive
rates; the savings banks are having mortgages offered to them more than they can
absorb; savings and loan associations have their resources thoroughly absorbed
by the mortgages they make.

There just is not any volume of lcng-term funds seeking investments, and the
borrower is seeking the lender and under those eirsumstances if the Government
were to try to sell long-term bonds, you would have to offer a competitive rate
that would be very high.

You could not justify offering Governments at a rate so competitive that these
people would take it instead of the things they are absorbing.

So that they simply do not want long-term Government bonds. They regard
Government bonds as a secondary reserve at the moment. The demands of
their customers are so great that they are trying to meet them as their first
responsibility.

Since writing the above we have had an interesting statement
From Dr. Henry Wallich, the then Assistant to the Secretary of the



21 72 4 U~14' VIAN(1AL. CONITON 01P ''1,01 V.NITIDU MT1ATI10

Tronifi". (l'ie Se0ond Mth )uk i, to Ami~vinly, on, 'IM Mono-

~f he4''41441U, it I11.114 pp,)1 144-i14) W'6y 64 poNJl~i4ol 64 u 11tp1Q
So liiencl h).i ior 1011 i1114 ClItli4' 1111%04W. 110Iu, 1011011, 11IN,14

of the (WIllo lliY i01111C14) I nai o in)llio.I bY~ iNIl~( t )4)~i~ll. 1IAI4rt

he ii ll) 14414148lvt fiuturo thl-vitf o wnli ll tr dld, 'wIii by Hl1W jug
ill) t.Io rovlegy, the elivi'ett pii'Idolu. No' h4 it, ninde teleu' why
thle VTiellAUV1f)1' 8 o h avo. 1a41 1441v'il. l1110 1'14p0114i1)ilit to 1.4) ~ 1M441'1(1g-tert4i1
inl 1141(1411 an. 11,11 11.1tie'iv 114'.ldlnoluUP.'

phmt i c on 11I)~ '141 IV 144'1-'.4' Mo I Chose4 oppoj 01t~ll .1om4 If I' r ,I 1I4411 1 11 ~l i~14 ' I .

tio tro ul41411t 41,11 11141011l with. l114111'41 CO4 theV 1110111 104't,~l ivio 141 fl.14 to 4'iif , the

(eniln 11111 g11.t.1i4)14. 11 14. el l'' in54O Ino1iv'''414y 1114 11 l I11ty andfii fl lue1 o el To11

l r% t hbl, r eo ile iqug o. f fliv volue. it. li (,411( 111 1110 110t1 ,11,1 i1i041110N
t~ii'll d l vi and14 Wh~lely flisen 14 p1 oiev 141) t i de, suIphi' Ai111.11 111ll t'11 I 14V ,41444'
vo4ie - \oI h'e4 th1 liilp. in 111 o e lihooll , (14lO 1 444t1114 oll tvark TIN(",41 Inol tor

-.15 wo"Mlt~' =f I hi' AMMM :11 M11' '14 l(4141 puill. it 14 1 1, al (tl 1,4)11 Inl I ,1 1tp;i IIf IIt,

ado(M1141114 1 liquidity by. 1144111.1)I'e is 11e . 111' 41,1411 1.1111 , theilollI)1 Ito il vilI)4

instr1.1oi4'o o f )Obet.111y fil pot-l41 ail's anry 1w o fli 4 Would be1114I vedue) andlI

T his' 4h pngo ly' illilloo ~hive~g~ v'o 4rd4 inaldll. 411 1iI0.1/4li 414 the 441)1, hyti

the 11144 1(it. n ahn d .14114 l 'oin. I4.p11e11'14 , ti t ho ores tafll~ refun41105oidigI,

iro q 01 I 41, if ol the re ult. e i n 'su1h bst1'l1 j'lttltll mhoIilwi'ct refu diyf li i ts I a l'4'f4

tin ob i44'lio s r In441 1it, thoit' 1.1111 t il lc I 11114gttilil no14 (1 41111.t- I flitlel Vl'(4 11 1f,
* 411,4 or. 4sho 1rt, 4 A iii'iiig W.44 195 dtill, t shoud1)4 j414tll i;4lil (4110 to04 nt; go 14

fal loll g- oi4foae1.Tr te, Is never,~ti 11rgli g.1oo.d thi' fl'earr the4114 coliI'oitn.1 4101) doi'1

Iol ih 1 11.11.(liir otl.rino of d'1ebt, o Iallieid nly fihose its l~ilmIn
tIlse 14.T'lthat o f114f4i 0o14 illlur~ pos4.11ition, It 1 slo t ill 1)11ll5n tlil u i l1,11i
adeqill sin i' doing whinatI poshed Wtir~ly oroer, they a, i t wiTreasur
thenae' ilnt.ugl when intoneres. ate pmre loes.. dIurig t ereoierl (lit wla dge-
li~) 15.e I.nt 11 it, nes P4114l(1 1V4)111d Heaw ong at111V. t~e lnuq a lam (If 141
of li (hepl w11 a ill eiliivr lo hould111e1(1es 14e. 4it4I ne danger1414 appy011(1
fl !*gllv1.ang tt Infotom n ru ees Hi, .144' an Il4owflt.uof othio hoy thgedet tbya
Nojrotin tion shudvz e Wold bote gadrlle byteserve. eiila'oto eovr
fothicsit. 5(1if the 11Wl, is1.4 ~ snbsvqvn 21, hition04 followed 1104ev~y likl. 1 , 11114(4

Uets idingrouns Ukne eseht ll polesiyg o tlegtheng the411 deb, tit'1 recessiabone
from as- wa ud liduringi l4S 1of dCip, nfiCst 1ilejit. One4 proet oto no
would a seeme, lloies llth midde tha 1 Treasu ry shou5 ld~ c4104', fit Ideltht tela
tebs doge flot. byt inaouninaog elso-er fn or.i lit. tooi theo 4 tivt if

T~i.i~hl wih hisgoilth Trasuylik (ver ehergncyoi f te pGiyoernmaiet
mus. )4 e (.e101)(111 (I hen il a oul fhv itades l)(11i411 upon1 th1e( buiness cycle.



11Ili FrINANCIALA CONITiION OFl THiE UNI'Dl ST'ATl'1t 2173

,h) Che ~ours~e of 014i4 dIiHStIMF4IOll (Of I)I0Mp et, fill utiei fir" the (plostiofl
of 1,110 3J k loig4Verni if*41l, of ry t95~3 wits iti40,. It will bv recalled
1,1110 ChiH iN1til) W104 11ott It Very NlIc()ONf id one. No longteri, bo-nd had
hll imled fotr 1111liy years'111l 1 

till) 3: J)4,1t, NOC(f it", THUaN Itil1 l VO
the Ixitg vidive at, that tCime. Ilt fact, the isue wits Hue(1 it NuJrprise
Clilt, It l)O114I'llbrllo l(lltupso ill thle (AloVerillnelnt om 1)111 uiket, followed.
TItIa p ietlc11tl ipproltchI to Illo 1 woleii l'eNulitld froim the (leoire of

('A1id0 ti W, (11of 1,1 b11,11104. 11 I is iN -311,1'etity 11tirgeSS' 14a,0ier W11ak1
(1(folelt& of tli isle (pp. 084 -6~85).

Nowi, 1 tlt n tk itlli the~ 3H that, 1tavo uteli flimcwiHe'l, ct. ns)idi rri eng(th
*an tho flntr of tthe Nutte riand the 11im fo er iti pfiI1O * * *

'Plus was tnot onlty the' first, Iritg- terrat iiiarkehdblo honri that the Trviasiry had
Oll'iVier In 1 1 iiuPI t, liut, it Was also thei AIMC to Ie In t out withmnit leelerrd lRe'srve
finlmet, stiuput for at 11u11h longer period.***

0111' offeilrig of' thet 314'" mirsnted asmu iuL ita pirici rg proher ams thre 4linury
I iam vvet lend to face. Weimi to mvt thio Irterest rae on' the new imite i a "wnrket
Ini whriehi iplkiP weite iinviiig gianitiid!v lower , t1 t~Ini'ket Which WaHs itill I ll the
pir'mv-n5 of ndjiwting to froin mrket, coiid itieris.

Oner lotigestI nit tstanin g hoist, lo ieVltmiry 2y2'm of I leerihber 1 967 72, had falleni
fronttit ot l0I, i5H-00(1i iatIAt4 of ai polint, al )O; pm lar 2.45 jplimeit Iyield - to 95%?
2.840 pecevitii yield -etween th edt era!l 1' ser Vo-Trensi 1 aciird l i March I 951

'11mm wire mi lnU trut T'inmuiiy i551i04 olm iitttiig which worth! serve ats at
irld 1jii ide to tClii trnet HI inte m41d an Onse slmiii d carry, 'lir victory '2%'- were
IWQ) YOM emh ortet' Chun tin! iiew immni, and~ tihe rutarket ,cuir e of ratf!4, if y w] plot

outi it curitve,181 t'e asiieti't JN4 rgtheite~d. **
Tlir'o'em ne we took tI'll( inatket, cutryeo (pii tmstandIig Treasurv issi inS arid ex-

tenidedr it, pjual l tri n Cho etive onl high-grade corporate issue-s, retail urinig, of
em it. pro per HI 1reitd between the two ty pes of oh 4igatioris.

Thatt c'uri~ipt' d it I aWt of 3.18 pwmcrt as of Ann~ir 15, 1978, whio' was the
eail late oil the itew honls, and( 3i.1 2 its of Junte 1 5, 10983, thle irrthilit y date of the,
ne'w brutids

'The Mi4 conipoii would rtpj ar to (lfeor at rate, therefore, approxim-ately 1 5 bas4e
I trilll -iislftieen oiie-tiu ndi'edthis of I percent, -above the iturrket curve, bitt the
HsP'i'aml WOiild be 1111Ch1 less tluin Cihat if you take into consideration tho, fact tha~t
we wero Issuiing thme bioiin fil etitioun with outstanding issues available in the
litikot at at (limonit, another tecliiee point, which had itcapita gains advantage
fotr tax purposes50!.

Ini ani excliaitp with hi'nto1 .Aulllfo'5(l Secet ary Bti'g(sN reluc-
talntly admitted1 that they had. influ nyed Clio long-terni rut. Ihiltilln
fluiny other occasions, bo0th Secretary I-umphrey and Secretary Bur-

g 'shad1 isteoi that they had lierely followed'the rate(p114

So it" was anl operIation which bad its effect Iit the rnarkm't. But it was the- fact
of our selling ait bond it the market rate rather than the fact that we priced it
atlovo the tuarket which we diol iot do0. * * *
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Well, you can pans; your own jumlginent ont that. ir belief was we were under
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Senator AwNirTosoN. I imi trying toi And a chart, and I semn to have lo.st it, huit
it poinrtedi out that the rate on (Aovernrtntt bonds rose int a pretty dramatic fashion
you are undoubtedly familiar with this fact, in the last part of 1952.

Mr. Biupass. That ise right.
Senator ANiunusoN. And early 1953. And then declined pretty-drasticaly

thereafter.
Mr. Buimomrs. Yes.
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* Senator ANoERSON. Did not the Treasury have something to do with that by
its own operations?

Mr. Bunoss. We had something to do with It, Senator, by the fact that we
put out a long-term bond. That undoubtedly had an effect on the market.

In defense of his position in support of higher rates of interest on
Government securities, Mr. Burgess had presented the following
position:

Money used to pay the interest is collected from many people in taxes, and the
Money is paid out again partly to t he same people and partly to others. I think
it is fair to say that about as many eople will benefit directly or indirectly from
these interest payments as are hurt by them.

In reply, Sonator Long had this to say (p. 1109):
It seems to me that we should attempt to determine who is hurt and who is

helped. According to the 1957 consumer finances survey by the Federal Reserve
Board, 25 percent of all consumers in the United States had no savings; 55 percent
had less than $500 in savings; and 77 percent had less than $2,000 in savings.

Would you contend that rising interest rates would flow to those 77 percent of
families, even in relation to the size of their income, in the sanme way that rising
interest rate,,s would benefit families who have large savings?

The Under Secretary was especially anxious to show that the
Treasury, in issuing new issues, always came very close to guessing
the market situation. Ile compared the new issue coupons with the
1-year market rate from 1951 to 1957 and also the interest cost on new
corporate long-term bond and comparable market yields (pp. 716-717).
This is, however, not a very fair comparison, because it i always more
difficult to gage the market for long term than for shot term issues.

In deciding on new issues, the Treasury takes the financial icaders
of the Nation into its confidence. Obviously, some hep from pro-
fessionals is necessary if the Treasury is to have a successful issue.

Mr. Burgess describes the process as follows:
It should be noted, however, that some discussion with those who are not

particularly involved in the process might be advisable.

Indeed, the Treasury does have a few economists in its own organiza-
tion. But would it not be wise also to include a number of outstanding
economists without any ax to grind in these matters who might be able
to give the Treasury objective advice? At any rate, here is what the
Treasury had to say (p. 682):

ELach Treasury financing represents an important event in the money markets
of the country. It is, therefore, essential that the Treasury take every precaution
to get information from every useful source in making decisions about these
operations.

In the course of exploring the facts relating to a new Government issue, the
Treasury consults a great many people. We get valuable help from the Federal
Reserve Board and the 12 Federal Reserve banks, with their offices throughout
the country which are in contact with a large number of people and with the
money and capital markets. I might add that the Federal Reserve Bank of New
York is particularly helpful. They have a group of very able officers, and their
help to us In deciding about Treasury issues has been invaluable and I say that
not *ust because I was an officer of that bank for 18 years, Mr. chairman.

We maintain contact with the people who handle investments of commercial
banks, savings banks and insurance companies, pension funds-State, municipal,
corporate, and other private funds--security dealers, and trust companies which
have money to invest.

Of course, this leaves the Treasury open to severe criticism. Senator
Kerr took advantage of this situation and showed the possibility of
insiders making large gains as a result of these consultations with the
Treasury (p. 945).
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Senator Knu. You (to not think those meetings are one-way meetings, do you,
Doctor?

Mr. BunOasa. No. I think we keep them informed of the broad national
situation as far as we are concerned.

Senator KERt, Do you think they got as much impression from you as you do
from them?

Mr. Bunmouss. I think they do on certain broad outlines of Government policy.
Senator Kau. They have; as much a stake in this a,;j you do.
My successor can be critical of me, because, using this measuring stick, we have

not made the improvement that I would like to have made.
In those times of great demand for money, we have not been able to extend our

debt and to pUt out as much long-term paper as we had hoped we might (1o, and
as I think it is very desirable to (1o whenever the opportunity will perillit its being
(lone.

Professor Kenen has pointed out to me that a statement on the part
of prospective purchasers that they will buy or be interested at one
rate or one maturity does not necessarily mean that if another rate
or maturity is offered they will not purchase. The fact may be that
the former rate and maturity may be their preference but does not
really reflect their reactions to another rate or maturity.

In this connection, it is of some interest to note that the failure of
the Treasury to issue long-term securities in a period of great prosperity
and inflationary tendencies is associated in part with this fear of dis-
turbing the private financial interests. The Secretary of the Treasury
my argue that sometimes a market will take long-term securities
&nd sometimes it will not. But the important point is that the long-
term securities can be issued at a price. The Secretary of the Treas-
ury, in a reply to one of the Senators, remarked as follows (pp. 163--164):

Now, you can do it sometimes. Sometimes the market will take the long-terrm
securities, and sometimes the market will not.

We have had markets during a substantial part of the time-because of the
large demand for money and the high rate of prosperity- -where the long-term
obligations could not be put out, and where it was not desirable to put them out.

We have made progress, Senator Kerr, but not as much as I hoped we would be
able to make. * * *

26. Maturity of debt
Under Secretary Burgess was also very proud of his record (pp.

670--676). lie wats, for example, proud of his record in maintaining
the average maturity of the debt. Actually, all that he really claims
is that the loss in average length during his regime was considerably
less than in earlier years.

There are a number of ways of measuring the changes in the debt structure over
the years. Some of them refer only to the marketable debt, such as figures .+n the
average length of the debt. Othi-rs--more eomprehensive-take into account
not only the maturity distribution of the marketable debt, but also the dlemnand
character of other portions of the debt.

All of these "yardsticks" show that we have moved forward in improving the
structure of the debt during the past 4% years, especially in comparison with the
record of the earlier postwar period.

Average maturity of the marketable debt: One measure of the structure of the
debt is the average length of time that the marketable debt has to run to maturity.
The amount outstan ing of each security making up the marketable debt is
multiplied by the number of months it still has to run.

These amounts are then added up and divided by the amount of marketable
debt outstanding to give a figure on average length of maturity.

Although the average length of the marketable debt does not reflect changes in
other types of debt like savings notes and savings bonds, it is still useful as a yard-
stick since it encompasses nearly 60 percent of the total debt outstanding, includ-
ing the most volatile areas of the debt.
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The average length of ti marl u table debt to maturity....calculated to first call
date on callable bonds amounted to 7 years and 2 months in i)eveibor 1939.

* * * * * * *

This record indicates a loms in average length of 3 months during a period of
the past 41e years, as against a loss of 29 months during tie 6 l)r(,c'dil)g postwar
Years. The loss since December 1952 is even les whiei only publicly held secur-
Ities are considered, since Federal Reserve-held securities, niny of longer maturity
Originally, are being reflnded into short-term isies inder the present policy. * * *

Secretary Burgess wias also optimistic about; tile groat improvement
II the floating debt. 1 am not suire that his optimlismn was justified

(p.163--164):-

The floating debt: A more accurate measure of changes ii the structure of the)blic debt from the point of view of tle job of the debt manager is a comparison
I ctween the floating debt on the one hand and intertnedite and longer issues on

the other, basing the figures on publicly held debt.This means e xcludling securities heldl by the Fied(eral Reserve banks4 and Gov-
ernment investment accounts, but including in the floating debt the most vohatile
part of the nonmarketable debt payable on demand.

This type of debt, the floating debt, was reduced by more than $10 millionn
between l)ecember 1952 and )ecember 1950, and the figure at the end of lastar was more-tan $25 billion i)elow the all time peak in 1953, which reflected

largely the inheritance of scheduled maturities from earlier years and financing
growing out- of the 1953 deficit.

Mr. Burgess was reminded, however (p. 115$), that Secretary

Hiumphrey had not been as optimistic as he had ben, when ho
replied:

Now, I would also say, I am making A, double answer to thi, your suggestion
about Mr. Humphrey--in the first l)lace, lie was directing his remarks specifically
to replying to Senator Kerr's remarks about that one measure, that lie was using.

Second, I think lie was too modest. I think we have done a little better than
he wanted to claim.

But Burgess' statistics wore rather questionable. ie found a
decline in tile floating debt of $4.3 billion. But the table below
(p. 941) shows that this is not really correct. Actually there had
been an increase in the floating debt, though his table shows it decline.

(Billions of dollars]

Dec. 31, 1952 Oct. 1, 1957

Marketable issues maturing or callable within I year_ ......... ............ 57.8 76. 5
Less issues held by trust accounts and Federal Reserve banks---------------. 14.9 21.9

Equals marketable issues in hands of public...----------.. 42. 9 54.6Plus:
Savings notes .--------------------. ............ .... ------------------ 5.8 .............
F 01, J, and K savings bonds ----------.----------------------------- 22. 6 12.7
Miscellaneous demand debt ........................------------- 3. 4 3.0

Total floating debt ---------------------------------------------------- 74.6 70.3

Senator Anderson was quick to see the dubious statistics presented
by Mr. Burgess, and Mr. Burgess had to give ground (pp. 1159-1160).

Senator ANDERSON. The only reason you put F, G, J, and K bonds in was that
they are sensitive to market conditions?

Mr. BuRGEss. Well, the only reason I put them in is that we have been plastered
with them, we have been hit with them because they have the right to come to us
for redemption and are very sensitive. It '13 two things together, and they have
proved themselves to be floating debt. The proof of the pudding in is the eating.

Senator ANDERSON. Then you included the E and 11 savings bonds with the
longer term debt?
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Mr. Bu er~s. Because they have acted that way. They have behaved that
wILy. They have be1l Very Stable.

Senator ANDERSON, 1s oio of the reasons the fact that there has been ai
increase in thein in an amount of about $6 billion?

Mr. lhrTnMss. Tha7 is right. But if you take--.
Senator ANDmusisON. If the amount of )o(l1 declines, they become floating

and if they build up they become long terin?
Mr. Buiomsss. Well, no. The behavior--actually they have not declined.

The total outstanding have not declined of the E's and If's if you include the
accunulation of interest.

Senator ANMsIason. Are they not just as redeemable as the G, J, and K bonds?
Mr. Bunoss. Legally, yes; actually---
Senator ANDmumOw. Now, actually the E and II savings bonds have not kept

pace with redemption? It is only the accumulated interest that makes them look
larger; is it not?

Mr. Bumit,,;ss. That is right.
Senator ANm1,MHON. Then they do not behave any differently than the others;

do they?
Mr. Bu1omss. Yes, they do. We have had actually to pay out in the past $3

billion oi the P' and ('s.

If we include the total of E and 11 bonds in the floating debt, the
1952 total rises to $109.9 billion, and the 1957 total rises to $111.8
billion. Hence, there is a real increase in the floating debt. If we
exclude both sorts of savings bonds from the floating delbt, the increase
is $5.6 billion. That the I deral Reserve, for example, had changed
its policy and included Treasury bills only in its portfolio had a con-
siderable effect on Mr. Burgess' results. Professor Kenen pointed
out to me that at the end of 1952 marketable securities maturing within
1 year accounted for only 60 percent of the Federal Reserve portfolio
of Government securities. At the end of September 1957, they
accounted for 90 percent. Had the composition of the Federal
Reserve Board portfolio in 1957 been the same as in 1952, the com-
bined short-term holdings of the reserve and trust, accounts would
have totaled ap roximately $16 billion rather than $21.9 billion in,
October 1957. Hencenthe total floating debt would have increased.

In this connection, it would be of some interest to indicate what has
happened to the structure of the Government debt from the end of
1956 to June 1958.

Government securities structure, 19516-58

[Billions of dollars)

All Bonds Blll Certificates

December 1956 -- _------------------------- -270. 7 82,1 25. 2 19.0
April 1957 ----------------....------------........ 274.1 83.9 25.3 19.0
September 1957 -------------------------------- 274. 5 80.8 26.7 35.0
June OU ........---- _--------------------- 276.8 90.8 22.4 31.1

This table is revealing because it shows the perversity of the
Federal Treasury policy. Compare, for example, December 1956 and
September 1957. This was a period in which the authorities were
worried about inflation. Did they issue long-term securities? No,
there was an actual decline in bonds outstanding. But the certificates
outstanding rose from $19 to $35 billion. These, of course, are
short-term issues.
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27. Issues of long terms in recession
By September 1957, the recession had set in. Hence it is of some

interest to compare the issues of securities from September 1957 to
June 1958. This was a period when you might expect the Treasury
would not issue bonds but would issue short-term securities. Actually,
there is a great increase of long-term bonds of $10 billion in these
9 months, and the issue of both bills and certificates dropped for a
total decline of about $8 billion. Mr. Marriner Eccles, an authority
with long experience in these matters, made it quite clear that the
failure of the long-term rate of interest to decline by the spring of
1958 was to be associated in no small part with the' large issues of
Treasury long-term bonds (p. 1697).

The rate on bills has gone down from an average of 3.59 in October [1957] to
1.14 at the end of March (19581; at the present time it; is down below that, whereas
the average rate on long-term Government bonds has only gone down fromn
3.73 in October to 3.21 at the end of March

Concurrently, the Treasury's financing has been through the issuance of inter-
mediate and long-term securities which have largely competed with the private
bond and mortgage markets, thereby tending to hold up long-term rates.

It would appear that no matter what the economic situation is, the Treasury
feels that it should lengthen maturities of the public debt. It is my view that
during periods of inflationary pressure, Government financing, whether refunding
or new issues, should be lengthened and sold in the investment market so far
as possible.

Conversely, during a recession, an effort should be made to increase the holdings
of Government securities by the commercial banks by issuing short-term securities
and thereby increasing the money supply.

In the compendium (p. 675), Professor, Samuelson, one of the lead-
ing economists in the country, had this to say:

P Public debt management is closely connected with monetary policy. Now that
the Fed tends to operate in short-term bills only, it is the Treasury's decision with
respect to stretching out the debt that have many effects on the pattern of bond
yields that open-market purchases of bonds by the Fed used to have. If one
wishes to make long-term credit easier to get and cheaper, one forgoes stretching
out the debt. Conversely, in times when fixed investment is overbrisk, knd the
market will not buy new long-term Government bonds except at a very high yield,
then, unpopular as this may seem to the ,ecretary of the Trealry, that is the
time to issue new long bonds.

The Federal Reserve does not have the duty to keep Government bond yields
low through thick or thin. But it does have the duty to make sure that the com-
bined impact of the Treasury debt-management policy and its o'n policies are
conducive to aggregate stability.

It is clear from the remarks of Secretaries Humphrey and Burgess
that the p1icy of issuing securities with a view of stabilizing the
economy is not very popular. One reason for this is that in periods of
prosperity the competing borrowers are very much annoyed by the
issue of long-term securities at higher rates by the Treasury. Again,
the Treasury and the Federal Reserve seem to be excessively concerned
about the coming inflation and therefore do not want short-term issues
sold at the banks in periods of recession. This is made adequately
clear by the Presidents of the Federal Reserve Banks (p. C51).

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

Furthermore, the increased liquidity of the banking system that results from
large sales of short-term Treasury securities to the banks in a period of recession
(such as 1953-54) delays and limits the effectiveness of restrictive monetary
policies when inflationary tendencies again become a problem * * *.

The above takes the story back to June 1958. Since that month,
recovery has been on the way. But whereas issues of bonds had
risen by $9 billion in the first 6 months of 1958, a recession period,
the bonds outstanding in the next 10 months actually declined by
$6 billion. In other words, the Treasury obstructed recovery by
issuing large quantities of bonds in the midst of recession, and once
recovery was well on its way reduced its bonds outstanding. The
Treasury pursued anything but a proper anticyclical policy. It put
its own interests far above those of the economy.

U.S. Government security by type of security
[Billions of dollars)

Total gross Total pub- Certificates
debt lic issues 18ills of indebt- Notes Bonds

marketable edness

June 1958 ...................... 276.4 166.7 22.4 32.9 20.4 90.9

April 1959 ................. 285.6 180.7 34.2 34 84.9

Source: Federal Reserve Bulletin, May 195,9.

What is more, despite its strong criticisms of the rising floating
debt in the Roosevelt and Truman administrations, it had jailed not
only to reduce floating debt but actually increased it absolutely and
relatively.

The record has been particularly bad for the period beyond that
covered above. In the 10 months ending April 1959, Treasury bills
outstanding rose by $12 billion, or from 13 percent of public mar-
ketable issues to 19 perceit. Certificates of indebtedness outstand-
ing also rose, though not in proportion to public marketable issues.
Treasury notes and intermediate maturities also expanded absolutely
and relatively. Clearly, the average maturity had experienced another
slide downward.
28. Support of Government bond market

It has been a policy of the present administration to interfere in
the money market as little as possible. The accord of 1951, which
was introduced in the preceding administration, but in part is the
result of pressure from the Federal Reserve, assumed that the money
market would not be operated on behalf of the Treasury. it is
interesting, however, that on several occasions since the new adminis-
tration came in the Federal Reserve System has supported the
Government bond market. In 1953 and 1954, the Federal Reserve
reduced reserve requirements, partly to relieve seasonal stringency in
the money market but also to encourage bank purchases of new Gov-
ernment securities. In November 1955, the System deviated from its
bills only policy in its purchase of $167 million olf new Treasury
certificates. This action was taken because of the pressure of the



2180 THE FINANCIAL CONDITION OF THE UNITED STATES

Treasury in a conversion operation (p. 875). In 1958 also the Federal
Reserve abandoned temporarily the bills-only policy.

A word about the bills-only doctrine. This is a policy which many
economists find difficult to understand. In this particular manner,
that is, by (lepeldiig on the purchase and sale of bills rather than of
long-date4l securities, the Federal Reserve ties its own hand in its
attempts to control money and the rate of interest. Obviously, the
etlects are great( r if the central bank operates directly on the long--
term securities. One major reason for this policy of bills only seems
to be that, if the Federal Reserve deals with long-term securities, this
introduces an element of uncertainty into the market, and the market
must be protected against all eleme)its of uncertainty. In my opinion,
however, the objective of stability is much more important than
protecting the market aud the speculators against any uncertainties
in the purchase and sales of Treasury issues.
29. Independence of the Federal Reserve Board

In the course of the hearings, many times the issue of independ-
ence of the Federal Reserve came up. It seemed that both the
Federal Reserve and the Treasucy were satisfied with the present
arrangement even though there had been some serious disagreements.

Secretary Humphrey, for example (pp. 232--233), was clear that he
was satisfied.

Well, as to the way we work, it is just the simple ordinary way in which two
groups of people with independent responsibilities would normally attempt to
cooperate,

We have a system which has worked all the time we have been here in which
Mr. Martin comes over to the Treasury and we have a visit every Monday at
lunch; and then on Wednesd, ,, as a rule, Mr. Burgess and two or three of our
people go over and visit with the Federal Reserve Board and their staff.

So that we have a constant contact between the two organizations all up and
down the line, so that each knows what the other is talking about and what the
other is planning.

Now, then, in our movements we discuss, each of us with the other, what we
plan to do and how we plan to do it. We hear what the other has to say about
it. Sometimes we can take into account criticisms; sometimes we get very
worthwhile criticisms that lead us to alter our opinion somewhat.

Other times, we find that we stick to the opinions that we originally had and
proceed.

But we operate together, each with his own final responsibility, but each
knowing what the other is doing and each hearing the position of the other before
final determinations are made.

Chairman Martin (pp. 1258--1259) contended that Congress had
had many opportunities to deprive the Federal Reserve of its inde-
pendence but on numerous occasions, in reconsidering the Federal
Reserve System, Congress had implicitly approved of the idea that
the Feder l Reserve should be independent.

This question of independence has been thoroughly debated throughout the
long history of central banking. On numerous occasions when amendments to
the Federal act were under consideration the question has been reexamined by
Congress, and it has repeatedly reaffirmed its original judgment that the Reserve
System should be independent--not independent of Government, but independ-
ent within the structure of the Government. That does not mean that the Reserve
banking mechanism can or should pursue a course that is contrary to the objec-
tives of national economic policies. It (loes mean that within its technical field,
in deciding upon and carrying out monetary and credit policy, it should be free
to exercise its best collective judgment independently.
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The members of the Board of Governors and the officers of the Federal Reserve
banks are in a true sense public officials; the processes of policy determination are
surrounded with careftilly devised safeguards against domination by any special
interest group.

Broadly, the Reserve System may be likened to a trusteeship created by Con-
gress to administer the Nation's credit and monetary affairs-a trusteeship dedi-
cated to helping safeguard the integrity of the currency * * *.

Despite serious disagreements with the Treasury, for example in
the spring of 1956, Chairman Martin was satisfied (pp. 1361-1363).

Well, we feel ourselves bound by the Employment Act and by the Federal
Reserve Act. And in the field of money and credit we consider ourselves to be,
regardless of what the decisions of the administration may be-we consult with
them, but we feel that we have the authority, if we think that in our field, money
and credit policies, that we should act differently than they, we feel perfectly at
liberty to do so.

Senator LONG. In other words, you feel that you have freedom in promoting
what you believe to be the full employment policy of the law?
Mr. MARTIN. That is right.

* * * * * * *

Senator LONG. Could you give us some indication of recent decisions and
recent actions that the Board has taken which you feel were not the policy that
was recommended or was, perhaps, contrary to the attitude that you believed
that the administration would have taken if it had been charged with the same
responsibility that you have?

Mr. MARTIN. Well, I think the most glaring instance of that was in April of
1956. Pursuing our method of cooperation, I began discussions with Secretary
FImphrey. In February of that year Governor Balderson and I had a meeting
with Secretary Humphrey and there was a disagreement as to the nature that the
economy was developing * *

* * * * * * *

We finally reached a point where there was no meeting of the minds that could
be had, and there was nothing for the Federal Reserve to do except to go and
act. And we acted.

During the hearings of the Finance Committee, numerous con-
plaints were made of the independence of the System. Senator
Malone proposed that the powers of the System be returned to the
Congress (pp. 426-427). Professor Harris suggested that the System
ought not to be independent of the executive (pp. 2046-2047). "Sena-
tor Anderson repeatedly proposed the creation of a national economic
council that would deal with the monetary as well as the economic
aspects (p. 1146). Professor Angell made a similar proposal (p. C542).

The coordination of credit, monetary, and economic policies was
not what it should have been. Anyone who views the expansion of the
numerous Government credit agencies and operations during those
periods of recession and prosperity would wonder whether there had
been aniy discussion along these various agencies-for example, the
FNMA, the ITHA. the C(CC--with the Treasury and the Federal
Reserve (see pp. 569, 1144, C64, C224, C597). The independent
myth had developed to such a point that the President himself failed
to make recommendations in his a nnual report to the Congress on
what monetary policy should be. Indeed, he did hold some informal
conferences with various leaders in the monetary field.

Perhaps at one ti-m.e there was a place for the independence of the
Federal Reserve, when the Federal Government did not have much to
say about economic developments. But the situation is entirely
different now. The Federal Government spends a large part of the
total income of the Nation and takes a considerable responsibility
under the 1946 act for maximum employment, output, and pur'chasing
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power. In view of these responsibilities, the Government certainly
cannot allow the Federal Reserve to operate in any way it pleases.

By insisting upon its independence, the Federal Reserve has not
only failed to make its maximun contribution but has encouraged
other agencies and departments to move in many directions at the
same time. Obviously, the independent Federal Reserve also means
an independent Tlreasury, an independent Housing Agency,, and so
forth.

This independence and the failure to achieve integration among the
various agencies has resulted in a number of disastrous errors. For
example, in 1953, Secretary Burgess, overimpressed by academic dis-
cussions, pushed through high money which demoralized the bond
market and helped bring on a recession. The Federal Reserve mildly
acquiesced.

In 1956-57, the Federal Reserve introduced an anti -inflationary
policy which other agencies frowned upon but did not stop.

In the midst of the peak of the anti-inflationary period, the Treas-
ury sold billions of short-term issues. Had the independent Treasury
been willing to cooperate with the independent Federal Reserve, it
would have sold long-term issues and thus raised the long-term
rates-in accordance with the high money rate policy of the Federal
Reserve. But perhaps the Treasury was anno ed with the dear-
money policy which hit first and foremost the market for Government
securities.

In 1958 the Federal F )serve introduced a moderate cheap-money
policy. What did the independent Treasury do? It issued billions
of long and intermediate term issues. When the Federal Reserve
tried to cheapen money, the Treasury made it more expensive and
vice 'versa.

One wonders if Messrs. Martin, Humphrey, Anderson, Cole, Burns,Saulnier, and other heads of the financial departments and agencies
were and are on speaking terms.

The test of the pudding is in the eating. The independent Federal
Reserve and the independent Treasury and the hands-off White
House succeed in giving the Nation not only a recession but a recession
accompanied by substantial inflation. This is unique.
30. Selective controls

On a number of occasions the Washington authorities were asked
about the desirability of selective controls, for example,, on consumer
credit. The answer was invariably no. Chairman Martin made
this clear on a number of occasions. The Federal Reserve did not
want consumer credit control. This is surprising in view of the fact
that there had been such control. Moreover, the British showed in
the last few years that by control of installment buying they could
to a considerable degree, reduce inflation. They used this kind of
control despite the fact that the Government was also in a position
to tell the commercial banks d'ectly to cut down on loans, and the
commercial banks would respond. Such moral suasion is not used
to any great degree in this country. Had consumer credit, for ex-
ample, been contained to some extent in 1956 and 1957, the backlog
would have contributed to getting the country out of the recession in
1958.
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An exchange between Senator Anderson and Secretary Humphrey
reveals the attitude of the administration. It will be noted that
Secretary Humphrey'3 iobjectkn to' selective credit controls is largely
on ideological grounds. He does not like Washington telling the
people how to spend ibheir money. Apparently he would rather have
inflation (p. 558).

Senator ANDERSON. Then his [Mr. Elliott Bell, editor of Business Week] con-
cluding sentence in 'hat first paragraph is,-

This overall restraint should be supplemcnted by selective credit controls
directed toward particular areas of the economy which appear to be advancing
.at too rapid a pace.

Have we tried any selective controls?'
Secretary HUMNTBE-Y. No, and I am opposed to that. I just do not.believe

that--I said a minute ago I just do not believe there is any group of men who are
so smart that they can tell everybody in America what to do and be wiser than
the great bulk of our people who are actuated by an incentive free choice system.

I believe with all my heart in an incentive free choice system. I believe it
what has made this country. * * *

* * * * * * *

So I Just do not think you' can run this economy entirely from Washington.
I think Washington has a place'thintmn 4o some things, and try hard to
do them properly but 46 not think you can do themwhole job here, and I would
much rather trust tlhe' merican people to limit within Woine reason their borrow-
ings and degi.de hiq : much is proper expansion and how minuak is not than I would
have to have sj~rtebody here in Wasahgtpn sit and put son arbitrary controls
on what you c'n do,.

As mightfie expected nm6stof thie businessmen replying to the com-
mittee's /'uestions lin ok a imilai position. Typical w"s the U.Si
Chamab V.- of Commierce stat mn~.08)

We e ciorse the genfalositpe10 of the F'ederal Ws,'erv Board in holding that
general, indirect monetary co il c ich, appr6priatl means of restraining
inflatio kary and deflationary rt;yVemeiits in th, ntney market, Dire t controls,
except for regulation of stoolS ihrket credit ahd providing minimum standards
for prt4cdent comheriaJ4 banlk dj.era ki'ns, are zioi, cQnsistelat with a file market
system Selectiv controls ,oer*0exvs oji pr e lar kinds of credit-for example,
consumer installment credi-are ad~m strAti~ely not feasible and aie inimical
to freedom of consumer choie and effieiont 'reaburce allocation. * * *

But ihe great najori!y 6k ecovWinisti,,how ver, seem to f~vor such
control. Of eig~it economi'ts makfng explicit Mention /1 them in
their an'wers to the committee question'nare, sAeveni gave selective
controls )hill or ,qualified eliaorse%~en see pp. 0542, p619, 0630,
C642, C66k C 00, and,'1C704). OQ~y ond categorically.po3ed them
(p. 0599). 'lTrof. Sunmitid;Stioi terzhso favored themin his oral pre-
sentation (p. 1834), as did Marriner Eccles* (pp. 173$;1739, and 1700).

As has been otten true in .recent years the Fe ofal Reserve Bank of
New York revealed'a. uch more sensible osilin than the Federal
ReserVe& Board on this 18sue. Jhy, were, as a matter of fact, much
mire sensible in their attack on the bill's only policy as well, but had
lost this battle. The Federal' Reserve banks seem to be receptive
to fheidea of selective consumer credit control (p. '073)'

int it is at least conceivable'that the capital good boom, since 1955 would
nothave been of the same magnitude, that infationary pressures would have been
less trdxig, and that there would now be less need for readjustment,' if it had been
possible to take direct:measures to Vestrain the' expansion of consumer Credit and
mortgage credit, and thereby restrain the housing and consumer durable goods
boom of that year. Despite the voluminous and exhaustive study of consumer

4399-59--7
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credit controls that was completed only a year ago, and the vociferous objections
from interested parties to such controls, perhaps the issue should not be considered
closed if we are really serious about minimizing economic instability. I can
assure you, however, that there exists in the Federal Reserve System no bureau-
cratic urge to administer such controls--quite the contrary. Perhaps if considera-
tion should again be given the question of giving the System staxidby authority
to apply such controls in the future, it might be worth while to study the experi-
ence of other countries, where enforcement, as distinguished from policy formulation,
Is in many eases administered by an agency other than the central bank. I do
not question the usefulness of consumer credit in facilitating the purchase of items
of substantial cost, nor am I disposed to pass judgment on the question of whether
the absolute level of consumer indebtedness at any given time is too high. My
concern, rather, is with the effects of rapid acceleration or deceleration of tho
growth of consumer credit on the stability of production and employment,

31. Another ri ew on Federal Reserve policy and economic stability
In October 1958, the Senate Committee on Banking and Currency

released a report entitled "Federal Reserve Policy and Economic Sta-
bility, 1951-57," a report prepared by Prof. Asher Achinstein (S. Rept,
2500).

The report starts with a statement from the Douglas subcommittee
report of 1950 on monetary, credit, and fiscal policies. I quote:

(1) We recommend that an appropriate, flexible, and vigorous monetary policy,
employed in coordination with fiscal and other policies; should be one of tlq
principal methods used to achieve the purposes of the Elmployment Act.

(2) The essential characteristic of a monetary policy that will promote general
economic stability is timely flexibility. To conibat deflation and promote re-
covery, the monetary authorities must liberally provide the banking system with
enhanced lending power thereby tending to lower interest rates and increase the
availability of credit. rko retard and stop inflation they must restrict the lending
power of banks, thereby tending to raise interest rates and to limit the availability
of credit for private and government spending. These actions must be taken
promptly If they are to be most effective (p. VII).

In re the policies in the first 6 months of 1953, the author of this,
report points out-'-
that the monetary authorities based their credit policy on the assumption of-
continuation of business expansion and the intensification of inflationary pres-
sures. There were others who pointed out early in the spring of 1953 that the.
Federal Reserve Board's preoccupation with Inflation resulted in its minimizing
unfavorable developments indicative of an impending downward readjustment in
business activity.

In its policy of contending with inflation, the Federal Reserve also.
had the support of the Treasury, which launched its long-torm issue
with a view th raising interest rats and getting securities ot of the,
commercial banks (p. IX).

Then the authors are quite critical of the Federal Reserve for not,
contending with the great inflation in 1955 at an early point. they
point out that between the third quarter of 1954 and the first quarter
of 1955 the gross national product advanced at an annuid rate of
over' $22 billion, and the largest part of the increase was reflected in
rising outlays for consumer durable goods,' purchases of new homes,
and the shift from liquidation to accumulation in business inventories,'
Installment credit was rising at a very rapid rate, and the mortgage
debt on one to four family houses increased by $6.5 billion during the
first 6 months of 1955; but the reaction of the Federal Reserve was.
very slow. In explaining the tardiness and lack of vigor in the.
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restrictive policies, the Chairman of the Federal Reserve Board
emphasized-
the human factor of hesitancy to exercise curbs that might check the pace of
business expansion.

Apparently, another explanation of the slow reaction of the Federal
Reserve was the fear, quite justifiable, that a dear-money policy,
might result in'large disposals of Government securities by banks..
Actually, the Federal Reserve apparently accepted tlhe theory that
small increases in rates would make it unlikely that the financial
institutions would dispose of securities because of the losses involved.
But their theories proved to be wrong, for from April 1955, to August
1956, when discount rates rose from 1% to 3 percent in. six moves,
the banks posedd of more than $12 billion of Government securities
(pp. X and XI).

Laving failed to adopt strong measures in 1955, they were con-
fronted with the alternative of a liberal policy wiich would have
accelerated the price rise or a restrictive policy which had the danger--.
of initiating a downward spiral of business activity in certain of the key sectors
which had ushered in the boom alnd had been showing considerable weakness for
some time (p. XII).

The authors of this report support the Federal Reserve in not
relaxing the restraints in 1956 and the first half of 1957, but they are
very critical of Federal Reserve policy in the summer and fall of 1957.
A rise of the discount rate from 3 to 3% percent in August 1957 came
despite increasing signs that the boom might end soon. And from
August until November, when the discount rate was finally lowered,
the Federal Reserve apparently had in mind only the threat of
inflation and not the possibility of a declining economy.

The authors of the report are especially perplexed by the records
of the Open Market Conunittee which have since been revealed.
During all these 18 meetings held throughout the year--
there appeared to be an absence of that confidence in the business outlook and
in the continuation of inflationary pressures, which were manifested in public
statements by top spokesmen for the System. The contrast between the record
of the deliberations of the Open Market Committee and the public statements
and actions of the Federal Reserve require explanation (p. X1I).

The authors, then, hold the Federal Reserve in no small part respon-
sible for the large decline in the postwar period.

In its reply to the Senate Banking and Currency Committee report,
members of the staff of the Federal Reserve emphasized the point
that the recession had actually not been as serious as the authors of
this report had assumed. The Federal Reserve also emphasized at
this point something that they were not very often inclined to say
during the hearings of the FIance Committee, namely:

* * * are Federal Reserve actions the sole factor for stability on the side of
public responsibility or is economic stability also affected by taxing and spending
policies, by agricultural policies, and by other public policies such as those that
govern the terms and conditions in the Insurance and guarantee of home mortgages?

In defense of its 1956-57 policy, the Federal Reserve staff empha-
sizes that the Nation was in the grip of an active wage-price spiral
and a universal tendency to hedge against inflation-

21,85,
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by incorporating in longer term contracts, escalator clauses for higher wages
and other costs and a consequent speeding up of the wage-price spiral.

Business also was anticipating future rises in costs and therefore
'expanding excessively. 1. he staff also now points out, as it has not
before. the complications caused by Treasury debt management
problems and the-
relation of Treasury refinancing and financing operations to the timing of monetary
actions.

The staff pointed out that the dangers of inflation were just as great
now as they were early in the summer of 1957 (pp. 84-85).



PART 1II

FAILURES OF THE ADMINISTRATION

In the investigation of the financial condition of the United States,
the Senate Finance Committee was interested in revenue, public
expenditures, management of the debt, credit facilities, and also in
the effects of these variables upon the economy. In fact the hearings
proved to be an overall examination and appraisal of the economic
policies of the Eisenhower administration. ttence it may be worth
while to run over some of the major issues and to examine the failures
of the administration in these areas.
1. Federal expenditures

in the famous meeting with Senator Taft at Morningsidle Heights
in 1952, Candidate Eisenhower had made it clear that Federal ex-
penditures would be down to $60 billion, In fiscal year 1953, ending
June 30, expenditures had risen to $74.3 billion, but it must be noted
that this was in the midst of the Korean war. By 1955, the adminis-
tration had re(luce(d expenditures to $64.6 billion, a notable achieve-
ment, though of course demobilization following the Korean war and
large cuts in expenditures on defense, which may in the long run prove
very costly, were the major factors in this decline. But by 1959
(fiscal year) expenditures had risen to $81 billion; and planned
expenditures for fiscal year 1960 were $77 billion. What is more,
in 1950, just before the Korean war total Federal expenditures were
only $40 billion. Now they have doubled by 1959-60. It is clear
that the administration has not achieved one of its major objectives,
namely, a substantial cut in Federal expenditures. Rather the
reverse: expenditures have steadily risen, except for a decline in
1953-55 and this, as -I said, is associated in part with the demobiliza-
tion following the end of the Korean war.

It can be said to the credit of the administration that the percentage
of Federal purchases of goods and services in relation to the gross
national product declined from 1952 to 1958. But this decline is
explained in no small part by the rise in the percentage of purchases
of goods and services by Stati and local governments from 6.7 percent
in 1952 to 9 percent in 1958 (calendar years).

These trends su guest that the Federal Government has increasingly
tried to put the burden of public expenditures on State and local
government, even though the tax structure of State and local govern-
ment is not exactly Capale of standing this increased burden. Though
State and local government account for about one-third of all taxes
collected, they provide only 11 percent of the individual and corpora-
tion income taxes. Note that the Federal Government collects about
89 percent of the individual and corporation taxes, though the F federal
Government accounts for ofily about two-thirds of all taxes State
and local government account for all the' general sales and gross
receipts taxes and 65 percent of the motor fuel taxes. In other
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words, the direct taxes which measure ability to pay are largely in
the control of the Federal Government, and other taxes in the control
of State and local government. The tax burden has been rising
disproportionately for State and local governments in the last 10
to 15 years.

R. The integrity of th e budget
Increasingly, the evidence shows that the administration has

tended to be more interested in balancing its accounts than in bal-
ancing the budget. By that I mean that the administration pursues
financial methods that reveal a budget smaller in appearance than in
fact. For example, the administration has favored policies of selling
assets as a means of obtaining cash (receipts) and therefore showing
an improved budget. A striking case is the civil service retirement
fund, an issue fully discussed between Senator Frear and Secretary
Humphrey in the hearings (see pps. 273-277). On the pretext that a

A study was being made of the civil service retirement fund, the 1955
budget provided $30 million to be applied to the civil service retire-
ment fund instead of the $427 million of the preceding year. In the
year following, again the fund was deprived of funds to be transferred
from the Federal Government. Later on the Secretary admitted
that the deficit would be made up over a number of years. The fact
is that the budget position was improved by about a billion dollars
over several years as a result of this particular kind of manipulation.
At least temporarily the Government was using trust funds to keep
appropriations down.

Along the same lines the administration has shown great enthusiasm
for guarantees as against loans. In many respects guarantees can
be supported as substitutes for loans. But there is no doubt about
the fact that part of this enthusiasm is engendered by the fact that
guarantees are not listed as Government spending. From fiscal
year 1953 to fiscal year 1959, the rise of loans and investment was 23
percent, of guarantees and insurance 132 percent, the latter rising
from $28 to $66 billion. For fiscal 1960, direct loans and investments
that is, new commitments, amount to $5.7 billion and guarantees and
insurance $21.8 billion. In fact, from 1958 to 1960, the last an
estimate, the increase of direct loans and investments was to be only
about $400 million (budgetary item), but for guarantees not included
as expenditures, a phenomenal rise of $9Y billion (the Budget, fiscal
year 1960, p. 958). No one has been able to get an estimate from
the Treasury as to what these commitments mean in terms of possible
future losses. I I

Obviously, a disposal of assets also improves the budget., For
example, the Federal Government may sell its mortgages to private
banking interests. In the 4 fiscal years 1954 to 1957 the Eisenhower
administration disposed of $1,708 millions of certain capital assets.
In the 4 preceding years, the Truman administration had disposed of
about $364 millions of corresponding assets. Here is an apparent
improvement in the budget (rise of receipts), but is there really an
improv ment since the gains are. in fact achieved through living on

In 1959 an interesting episode occurred. In order to show a balanced
budget for 1960, the President was prepared to transfer obligations for
an expansion of international lendingfrom the 1960 budget, where the
expenditure would really occur, to the 1959 budget.
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Another example of this kind of dubious accounting is given by- an
episode in the 1,959 Congressional Record, Senator Gore had raised
the question as to the propriety of the proposed action of the Federal
National Mortgage Association to trade 4 percent mortgages held in
its portfolio, maturing at an average of 6 to 10 years or 12 years at
the most, for Government bonds bearing an interest rate of 2% percent
with a maturity date of 1980. On June 8, Senator Clark, on behalf of
.12 Democratic Senators, offered Senate Resolution 130:

Resolved, That It is the sense of the Senate that the policy to exchange mortgages
held by the Federal National Mortgage Association for Government bonds, as
proposed by the President in the budget for the fiscal year 1960, is not in the
national interest and should not be carried out because of () loss of income from
the mortgage loans, (2) loss of tax revenues, and (3) adverse effects upon the home
mortgage market.

The administration seemed to be interested in this procedure, in
part because in this way they could dispose of about a billion dollars
worth of mortgages an], thts show a corresponding improvement in
the condition of the budget. Private interests were also very much
interested because this would mean that, they could ge, rid of long-
term Government bonds that were a drag on the market and could
obtain in exchange profitable mortgages yielding 4 percent. 'he 22
percent bonds, of course, were selling at a large discount. (See Con-
gressional Record, June 8, 1959, pp. 9174-9176). Private holders
would also have certain tax advantages from this exchange.

Finally, .I shall just mention two other items. First, the Govern-
ment obtained large additional resources for the post office budgets
and thus kept deficits down, not through economies but through
higher prices.

Second, the penchant for renting rather than building physical
facilities also reflected the desire for window dressing and pro ably
in the long run, diseconomies.
S. Structure of expenditures

When one compares the budget of 1954 and 1960, one is struck by
the very large proportion of increase of expenditures on agriculture
from .3.7 to 7.8 percent of total Federal expenditures. Yet despite
these large rises, th'e problem of surpluses is more serious than ever
before. Clearly, agricultural policy does iot point to any large gains.
Of the welfare programs, a large category, only housing shows a large
increase, namely from 1.2 to 2.9 percent. Here the administration
has continued, though at a pace in some areas (e.g., public housing)
less accelerated thanfhad been planned by the Truman administration,
the policies of the previous administration. Note also that the major
burden of housing increasingly was reflected in a nonbudgetary
category, namely guarantees.

Perhaps the most striking aspect of the budget is the decline from
69 to 59.5 percent for major national security programs. Actually,
if allowances are made for the change in the price level, the security
program has been cut by about one fourth under the Eisenhower
administration.

This large increase of expenditures has then been consistent with
very large cuts in defense outlays and with the provision of no now
major program in the social welfare program. Indeed, maiiy of the
earlier programs were continued and in some cases expanded.
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One surprising early policy of the Eisenhower administration was.
the liberalization of old age insurance. The explanation of this move-
ment is without a doubt that these increases do not show up in the
budget since they are in fact financed through. a trust fund..

Finally, it should be noted that expenditures are also understated
for another reason, namely, that road expenditures are in a trust fund,
or at least the interstate program, which will cost at least $56 billion
in 13 years, and is included not as an ordinary budgetary expenditures
but is diverted from a regular budget and to be financed, presumably
l)y a gasoline tax, though the attainment of this objective is not
sufficiently clear today.
4. Deficits and debt

It has been one of the most. pronounced objectives of the adminis-
tration to stop deficit financing and reduce the Federal debt. Yet irl
the first 6 years of its administration, there were deficits in 4 years and
surpluses in 2. in the fiscal year 1969 the deficit was $13 billion, a
record for peacetime period. Even in World War I, the deficit had
not exceeded this figure in any 1 year except in '1919, the expendi-
tures in which year reflected both the cost of the war and the after-
math. The de)t itself rose from $259 billion in fiscal 1953 to $266
billion in 1954 and $285 billion by fiscal 1959. Only in 2 years was.
the debt actually reduced and that only 'by $4 billion in the fiscal
years 1956 and 1957.

Actually, the deficit and the debt are really much larger than they
seem to be on the basis of these figures. Had the Eisenhower admin-
istration pursued the same accounting principle as the Truman ad-
ministration and also pursued the same policies vis-a-vis capital assets,
the debt would have been much lar ger. But it may well be said that
through excessive sale of assets, through diverting funds from the
civil service retirement, through large uses of guarantees and similar
practices, the debt has increased several billion dollars, as a minimum,
above the figures that are given by the Budget Bureau.
,6. Debt management

One of the best indices of debt management is the price paid for
money by the Federal Government. At the end of the Truman ad-
ministration, the average cost of the national debt was 2.48 percent.
By fiscal year 1960, the average is estimated by the administration at
2.84, an increase in the rate of about 15 percent. But this is not nearly
so significant as the yield on long-term bonds at 2.68 at the end of the
Truman administration and 4.09 in early May 1959, or an increase of
more than one-half.

Another objective of the administration was to reduce the floating
debt. This was made clear in the very beginning of the administra-
tion when Mr. Burgess issued his famous 'Humphrey-Dumptys (34
percent) which, of course, were a complete flop. As we have shown, the
floating debt has tended to increase, and especially in the last year or
so. It is larger absolutely, and relatively to the total debt. Here is
a clear failure.

,Again, and related to the issue of floating debt, the administration
was anxious to get Government securities out of the banks on the,
theory that when they are held by the banks they, are inflationary and
contribute toward an expansion of money. Actually from the end of
1952 to the end of 1958, the debt had increased by about $16 billion.
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Where did these additional issues go? The Federal Reserve increased
its holdings by $1.7 billion and commercial banks by $3.8 billion.
These increases are larger than the proportionate rise in total debt
publicly held. But by putting pressure on financial institutions to
dispose of debt as they increased money rates through restricted
monetary pQlicics, the Federal Reserve in fact forced other financial
institutions to dispose of their Federal securities. This was true
especially of mutual savings banks and insurance companies, which
reduced their holdings from, $25.6 billion in 1952 to $19.4 billion by the
end of 1958. Fortunately State and local governments, which in-
creased their holdings from $11 to $17 billion and other investors from
$11.1 to $17.3 billion filled the void, but only through the incentive of
higher rates. 11ence again the administration had failed to take the
securities out of the commercial banks, and in fact actually increased
Che inflationary holdings.
6. The President's proposal of June 1959 for lifting the ceiling on the

Federal debt and raising the interest rate ceiling
The current discussion gives us an opportunity to appraise the

President's request for lifting the ceiling on the debt, and raise the
rate on long-term Federal securities.

I see no serious objection to raising the ceiling on the debt. As the
earlier arguments suggest, the debt ceiling had the effect of inoucing
dubious accounting practices to keep the debt below the ceiling and,
more important, stimulating unwise policies such as slowing up the
defense program, failure) to pay contractors. Economies in Govern-
ment should be achieved (irectly, not through such devices. ,
Th6 President's Jproposal for lifting the interest rate ceiling is another

matter. Difficulties in selling long-term issues in competition with
other seekers of funds are the occasion for this demand. But the
high rate on long-term Federal issues stems to a considerable degree
from the high money rate of the Federal Reserve, and also from the
failure of the Federal Reserve to give reasonable support to the
Government bond market. At the same time that the Federal
Reserve denied adequate support of the bond market, the wide
publicity given to inflationary dangers by the President, Secretary of
the Treasury, and the Board resulted in diversions of funds 'from the
bond to the equity markets. Should the Federal Government
reduce loopholes in taxation, had they issued more long-term securities
in the boom periods of 1955-56, should they not be excessive ' fearful
of short-term issues, and should the reserve assume proper responsi-
bilities for the Government bond market and abandon excessively
restrictive monetary policies, then the raising of the interest rate
ceilingg would not be necessary.

In detail, here is the case against the raising of rates.
First, I think it would be a mistake to give this permission now.

Senator Douglas, in his excellent statement in the Senate on June 8,
pointed out that long-term money is not needed for more than a year.
This is a relevant consideration.

Sec6nid, it is well to note the continued absolute and relative rise
of short-term issues of the Treasury. These are not nearly so danger-
ous as is supposed in orthodox circles. In fact, the current issues of
short-term securities would have been considered fantastic in the
1920's. But there is a real demand and need for these short-term
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issues which provide the economy with liquidity. Even in the year
endifyn Apil 1,059, short-term issues rose by $1.1 billion and yet the
price eewas stable.

In this connection, it should be noted that in many ways our
economy is less liquid than it used to be. For example in the last
8 years per capita money in real terms (money adjusted by the
wholesale price level) has actually declined.

Third, a )olicy of giving the Treasury freedom in this area would
also be a signal for the Feliral Res'erve to increase their rates without
having to worry about Federal finance. Iut the Federal Reserve
has been too anxious to raise rates and excessively coticerned. over
inflation. They increased rates in 1957 when signs" of a depression
were clear and again in October 1958 at the beginning of a recovery.
This is not smart central banking.

Fourth, the President the Treasury and especially Mr. Martin
talk too lnuch about inflation, and witi their great influence in the
financial world they hastened the dumping of bonds and the purchaseof commlon 'stocks.

Fifth, the present difficulty of selling long-term bonds is the result
in no small part of the stocl market boom; but note that at the end
of 1958 for the first time in a generation stocks were yielding less than
bonds and values were up above those justified by profit prospects;
and hesitation in the rise of the stock market could easily improve
the bond situation. (Funds obtained by the sale of stocks would
be used to buy bonds.) I

Sixth, the Treasury has inflicted upon itself excessive competition
from bonds guaranteed by the Treasury. Why buy Treasury bonds
at 4 percent when Treasury guaranteed housing bonds can be had at
5,or more percent?

Seventh, in the boom period 1955-57, the Treasury failed to issue
long-term securities, though this is considered sound aiticyclical policy.!
Yet in the first 6 months of 1958 in the beginning of a recovery, when
the Treasury is supposed to issue short-term issues and not compete
with the market, they issued $9 billion of long-term securities. In
other words, the Treasury could have issued more long-term issues in
1955-57 if it had not been excessively concerned over the effects on the
private market.

In this connection a statement by Henry Wallich, then the Assistant
to the Secretary of the Treasury, before the Duk6 American Assembly
early this year, is of some interest:

In a boom, the managers of the public debt may encounter serious difficulties,
under present conditions and with present techniques, In the long-term refunding
that they are supposed to do. Contrary to the countereycleal doctrine, the
Treasury Is cov pel led in a boom to engage in substantial short-term refunding of
its maturing obligations. In recession, the Treasury has no difficulty in financing
either long or short. According to the doctrine it should finance short to increase
the liquidity of the economy., But if it does so, the result is that in fact It never
does any long-term financing.. There then Is never a good time for the Treasury
to do long-term financing-In a boom it cannot, in a recession it must not,

Eighth, the need for higher rates would be considerably reduced if
the Federal Reserve supported the Government bond market ade-
quately. That does not mean excessive support like in the late
orties. But it does mean that the Federal Reserve has a responsi-

bility to help provide an adequate market for Government securities.
After all, the Federal Govrnment is 20 percent of the economy, and
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with its responsibility for defense and welfare is a most important part
of the economy. Ever since 1953, the Federal Reserve his been
neglecting its responsibilities here, and this also holds for financial
insftitutiols generally. Senator Douglas, in his statement, put well
the responsibility of the Federal Reserve for the Government bond
market. At any rate, in, restricting monetary supplies, to which
the first response is heavy dumping of Federal issues by financial insti-
tutions, th(i Federal Reserve in fact take inadequate account of the
effect of its policies on Federal securities.

In this connection, we find it difficult to accept the Federal Reserve
policy of bills only. This policy is based in part on the theory that
the private dealers in the market should not be embarrassed by uncer-
ainties imI )osed on the market through Federal Reserve purchases

and sales of long-term Government securities. But is not an orderly
market more important? And what success has the Federal Govern.,
ment had? Note the gyrations in long-term rates: 3.73 percent in
October 1957; 3.12 percent, April 1958; 4.09 percent, May 1959.

In this conrectien I cannot help pointing out that, whereas the
Democrats reduced the-- long-term rate of interest from 5 to less than
3 percent on first-class corporate bonds, the Republicans have been
instrumental in 7 years in increasing it to close to 4x percent.

Ninth, it is also important to point out that the cost of financing
the Federal debt by fiscal 1960 will be up $2 billion, or one-third over
1952. Yet the debt has risen by less than 10 percent. This result
from an administration wed to economy is disconcerting.

Finally, it is important that if the rate does o u, it should be up
especially for savings bonds. These are held argo y by low-income
groups, and they have not shared fairly in the gains fiom higher rates.
7. Inflation

This country has experienced fairly steady inflation ever since the
beginning of the 20th century. There have been few years when
prices have actually declined, except for the substantial decline in the
great depression. In 1900-13 there was a steady rise of prices. Then
came the war. In the 1920's,. prices were relatively stable, that is,
commodity prices. In the early 1930's there was a substantial
decline and a small increase in the latter part of the 1930's. Then
the war through 1948 brought a rise of prices. In .1948 the consumer
p rice level was 102.8, in 1.950 it was still 102.8 (1947-49=100). The
Korean war brought further increases in prices so that by 1952 the
cost of living had risen to 113.5. But in the next 3 years, prices had
only risen by 1 percent, that is, to 1.14.5 in 1955.

Thee record of the current administration in these first few years
was very good. They had justified their promises to stabilize the
price level. But unfortunately, in the next 3 years they experienced
a rise of prices of 8 percent, a large rise in peaceotimes. As a matter
of fact,, throughout our history from 1900 on we have had no such
increases in prices except as an aftermath of World War I and World
War II, rises that should be associated with the wars. There is only
one exception to this-the substantial rise from the very low level .of
19A3 to 1936. 1

One of the striking aspects of this rise of prices in 1956-58 was
that it was accompanied by a substantial recession as well. In the
discussions before the Senate committee there was an interesting inter-
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change between Senator Kerr and Secretary Humphrey on the con-
comitance of rising prices and relatively small number of shortages.
(See hearings, pp. 184-194.) Senator Kerr was one of the first to
show this unusual concomitance of rising prices and capacity in a
period of much excess.

Another aspect of this problem, which should be stressed, is that
despite the repeated statements from the Federal Reserve that creep-
ing inflation inevitably brings galloping inflation, w,) have had a long
experience with modest inflation in peacetimes and large inflations in
wartimes, and yet we have not, except in wartimes, had the galloping
inflation that worries the authorities in Washington so much.

An excessive emphasis on inflation has, of course, resulted in re-
duced emphasis on growth, and also on the Government doing what is
required to serve the people

In the discussions before the Senate Finance Committee, very little
was said by, the various authorities that was consistent with what the
other authorities said. For example, Chairmajl Martin was inclined
to discuss the inflation in terms of theclassical patterh of excbs'of
demand related to an excess in the supply of money. Ile, therefore,
was inclined to operate through increasing rates of interest, which in
turn would restrict the amount of borrowing, and money. Under
Secretary Burgess emphasized especially the investment boom of 1955
and 1956.

rTite administration, and notably Secretary Humphrey and, the
President, tended to put the greatest emphasis on fiscal policy and
especially the largo Government deficits. But in 1959 the President,
and to some extent other members of the administration, tended to
stress much more the cost-push and especially the rise of wages.

In his testimony before the Kefauver committee, Gardiner Means
pointed out that the large increase of 8 percent in wholesale prices
in 1953 to 1958 was largely determined by the price policies of the
larger corporations. Io emphasized especially the contribution of
steel, automobiles, machinery, paper, and other market-dominated
prices.

Obviously, we shall not have an adequate attack on the inflation
problem unfil the administration produces an gceptable theory of
the causes of inflation. If the oxplana'tions is excess of supplies of
money, then of course monetary restriction is required. This is on
the assumption that the restriction does not seriously affect the total
output.

If the explanation is Federal deficits, as the President and Secretary
Humphrey have stressed, then of course it may be necessary to have
a more cautious spending policy, and increased taxes for the Federal
Government.

If the explanation is rising wage rates beyond levels justified by
increased productivity, and administered prices, with Iibes rising in
excess of costs, then of course the attack might very well be in trying
to control the rise of wages and of administered prices. Attempts to
put too much emphasis on monetary policy in dealing with wage
pushes and rises of administered prices may very well bring about a
serious decline of output. What is disconcerting about administered
prices is that they rise even in periods of excess capacity.
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8. The stock market boom
The average weekly price of common stocks was 195 in 1952, 341

in 1958, and 427 in May, 1.959. It is of some interest that in 1952:
corporate profits before taxes were $36.7 billion as they were in 1958.
Undoubtedly some increases in the stock market prices were justified
but now they have risen to a price which results in a yield bo1w that
available in bonds. Furthermore, the Federal Reserve and other
Washington authorities by stressing, the inflationary dangers gave a
strong impetus to the desertion of the bond market and th6 largo
purchases of common stocks. Insofar as this rise has been overdone,
with trouble later on, the administration and the Federal Reserve
may to some extent be held responsible. It should be said, however,
in defense of the Federal Reserve that any restrictive monetary
policies probably have the reverse effect.
9. Inflation and the international position of the United States

From 1950 to 1957 foreigners acquired short-erm claims on $10.3
billion, but they only converted $2.6 billion into gold. But in 1958
total accumulation of foreigners was $2.3 billion of our gold and $1.3
billion additional of short-term dollar assets. ]In other words, whereas
in the preceding 7 years they had taken only about one quarter of
their dollar assets in gold, in 1958 they took more than two-thirds.

This suggests that the large outflow of gold and th'i accu laiii of

dollars by foreigners, in 1958 reflect some doubts about the 'dollar.
Insofar as the inflatibn of 1956-58 reduced the competitive position
of the United States, then to that extent the administration should
be held responsible for the current scare about the dollar. I think
they might also be held responsible in the sense that we do not have
a well-integrated international economic policy. Undoubtedly, one
factor accounting for the lalye outflow of gpld has been the con-
tinuted amount of foreign ai, inclusive of loans and grants. , Our
total contribution to foreigners through the private finance market
and Government loans military spending, and unilateral transfers
are of the order of $10 billion a year. Obviously, a loss of $3 billion
should be put against these contributions of dollars of about three
times as much.

I am not arguing for a reduction in the amount of foreign aid', but
merely suggesting that this general problem should be tied to the
problem of our monetary policy at home our rate of interest, and
other international policies. 'Undoubte(ly, in part the gains of
foreigners of gold and dollars reflect the fact that their competitive
Position has improved as it well might in view of their weakened
competitive position at the end of the war. They are now more or
less'establishing a normal relationship to the United States.

Many are concerned l)y virtue of the fact not only that our com-
petitive position has declined, but also that against our $20 billion of
gold, foreigners had net short-term dollar clain's of about $14 billion.

Should the excess of gold and the accumulation of dollars here
proceed at anything like the rate of 1958, which was a record year in
all our history, then the administration might well have to consider
its policies in re private capital movements, foreign aid, foreign grants,
travel, imports, and also take strong measures to increase exports
through rise in productivity and increased outlays on research and
the like.
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In re the strength of the dollar there was a long discussion between
Chairman Byrd and Secretary Humphrey and then between Senator
Malone and Secretary Humphrey (hearings, pp. 71-72 and 444 et
seq.). At first the Sc retary did not seem to be aware that in case of
a large drain gold could be stopped from moving abroad. In the long
discussion with the Secretary, Senator Malone expressed great
concern about the large claims on our gold held by foreigners.
10. Failures of monetary and fiscal policy

A more effective monetary and fiscal policy might have reduced the
rise of prices, and also have moderated fluctuations in output and
kept output at a higher level.

In general, the administration depended too heavily on monetary
policy. Tihe Federal Reserve policy was based on the general theory
that supply of money determines prices. But this is an outmoded
theory. Chairman Martin at times went further and contended that
though a rise in the velocity of money might offset any restriction in
supply, that they also took into account the effects of their policy on
velocity, and their general policies, therefore provided the amount of
banking debits that was appropriate for the situation. But as is
well known, over a recent period of a few years when the supply of
money increased by 0 percent total debits increased by 40 percent and
this of course, suggested inefective monetary policy.

Obviously, the F cderal Reserve at times was trying to bring about
dear money, and also at times cheap money. But when the country
was confronted with restrictive monetary policy and dear money, tle
Federal Reserve was often inclined to deny its influence and suggest
that it w'ips merely following the market.

One effect of the dear money was, of course, an uneven incidence on
different classes of borrowers. It is quite clear that the large corpora-
tion, paying out perhaps only 40 percent of its profits, is in a strong
position to substitute its own capital for the loans not made available
by banks. This, of course, puts them in a favorable position. There
has also been revealed in the text of this report that on the whole the
larger corporations tend to increase their loans from banks much more
percentagewise than the smaller corporations.

Another category of borrowers which suffers from the higher rate is,
of course, the State and local government. In view of the large de-
mands being made on State and local government and with their debt
increasing by $3 billion or more per year the increased cost of money
is a serious matter, especially in view of their straitened fiscal position.

A rising money rate is especially costly to these governments,
because the advantage of tax-exempt securities is not nearly as great
as it used to be. With the large additional issues outstanding, State
and local governments find that they, have to issue their securities at,
much higher rates in order to market them. The reason for this is
that with much larger supplies outstanding, the appeal has to be
made to lower income groups for whom the advantage of tax exemp-
tion is much less than for the high income groups these securities
used to appeal to almost excluively before. Therefore tax exemp-
tion is worth less, and the governments have to issue their securities
at lower prices, that is, higher yields.
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11. Integration of monetary and fiscal policy
Perhaps one of the greatest failures of the administration is in the

failure to integrate monetary and fiscal policy. Of course, there have
been differences of views between the Treasury and the Federal
Reserve, as, for example, in 1956, for in the spring of that year the
Treasury objected strenously to the dearmnoney policy. On top of
that there aire aill kinds of credit ag ,encies that issue securities, and
though they have to operate throught the Treasury, they have a con-
siderable amount of independence. The absence of mItegratio, is
suggested effectively by the fact that throughout the Eisenhower
administration, the advances of the Federal credit agencies continued
to increase even as the Federal Reserve was trying to restrict credit
in 1953 and also in the 1956 and 1957 period.

It, is especially in fiscal policy and debt management that serious
mistakes were made. Secretary Humphrey never had much faith in
fiscal policy, and, at any rate, his major objective was to obtain
cash from the market with a minimum cost to the Treasury. It
could therefore, well be expected that in the period of the boom he
would not issue long-term securities, first, because he (did not want
to interfere with the needs of private enterprise and, second, because
if he issued securities at that time the interest rate would be higher.
Nor would he, as one might expect, issue short-term securities at the
beginning of a recovery. [his was the period when lie would issue
long-term securities. Throughout the hearings, the Secretary and
his assistants never did give a clear indication of what the additional
cost would be of issuing Government long-term securities in periods
of prosperity and short-term in periods of recession. Nor did he tell
us what the additional costs to the economy would be because of the
failure to issue long-tern securities in prosperity and short-term in
recession as a sound anticyclical theory required.

But perhaps even more reprehensible is the failure to use fiscal
policy in any serious manner. Indeed, in 1954 in the midst of a
recession, the administration introduced a large tax cut, and this had
a beneficial effect on the economy. But it should also be recalled that
this recession would not have occurred or would have been much less
serious had not the Government reduced its expenditures by about
$10 billion. Moreover, it is clear from the vantage point of history
that the administration (lid not introduce a tax cut in order to improve
the economic situation. Riat her the tax cut was a fulfillment of a
promise made in the campaign of 1952.

In contrast to the 1954 tax cut, the administration fought vigor-
ously against any tax cut in the recession of 1957-58. Indeed, we
have had a recovery since then and a good recovery. But the country
would have been saved tens of billions of dollar had the Government
recommended a tax cut as well as substantial rise in expenditures. On
the whole, from the third quarter of 1957 to the second quarter of
1958, the period of major decline, the contributions of Federal spend-
ing to the decline ofiivestment and export balance was a minimum.
That the recession ended so soon can be explained in rart by the
automatic reduction of tax receipts in response to declining income,
the product of a tax structure for which the preceding administration
could take credit. Again the large rise of transfer payments asso-
ciated mainly with the social security program of the 1930's was also a
factor in achieving a relatively quick recovery.
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12. Financial intermediaries
One of the mysteries of the thousands of pages of evidence produced

by the Treasury and Federal Reserve in the last year or so is that nosuggestions have really come up on how to deal with financial inter-

mediaries. A view held in the Federal Reserve apparently is that
by controlling the total supply of money, the FederalReserve controls
the financial intermediaries. But this is a very loose and indirect
control. For example, the total assets of the financial intermediaries
from 1952 to 1957 increased by 59 percent as against a rise of financial
assets of commercial banks by 17 percent. Indeed, the Federal
Reserve has plenty of difficulty in controlling the assets of the com-
mercial banks because they have found it possible to dump Govern-
ment securities in periods of great demand for money, and to substitute
other assets and particularly bank loans. They can do this even
though the total money supply rises little as is evident in the history
from 1.954 to 1957. But the expansion of assets of the financial
intermediaries is much greater. They contribute toward inflation
in a period of rising demand by accepting cash and putting it to use.

* Often this cash represents a transfer from demand deposits where the
reserve requirements are high.
18. The independence of the Federal Reserve

Indeed, the independence of the Federal Reserve has been debated
many times, as Chairman Martin noted in the hearings (p. 1258):

It (the Congress) has reaffirmed its original judgment that the Federal Reserve
should be independent--not independent of Government, but independent, within
the structure of Government. That does not mean that the reserve banking
mechanism can or should pursue a course that is contrary to the objective of
national and economic policies. It does mean that within this technical field
in deciding upon carrying' out monetary and credit policies it shall be free to,
exercise its best collective judgment independently.

Unfortunately, there have been serious differences between the Fed-
eral Reserve and the Treasury. There is need for coordination and
integration of policy, and as long as the Federal Reserve is independ-
enf, the path to coordination is rough. In fact, one may argue that

:failure to use fiscal policy, adequately is the result of the independence
of the Federal Reserve and hence excessive trust in monetary policy.

It is important to have a national economic council as has been sug-
gested by Elliott V. Bell, editor and publisher of Business Week, and
also by Senator Anderson. Mr. Bell, for example; said:

I venture * * *. to suggest the desirability of a national economic council
which would function in respect to economic policies somewhat as the National
Security Council functions with respect to defense policies. * * *

If the Federal Reserve is independent, 'one can be sure that other
agencies and departments of the Federal Government will 'be more
independent. Note, for example, the independent policy of the Treas-
ury in early 1953 when they introduced a dear-money policy' through
thie issue of long-term securities. 'It is not clear to what extent tie
Federal Reserve supported this policy or 'rather merely acquiesced.
Or again, consider the failure of the Treasury to issue long-term secu-
rities which weie required by the'monetary'situation in 1956 and early
1957. Or consider the conflict of policy in 1958 between the Federal
Reserve that had reversed its dear-money policy and the 'Treasury
which issued large volumes of long-term securities.
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The failure to make recormmendations of fiscal policy and complete
independence of the Federal Reserve have resulted in excessive em-
phasis on monetary policy, and a growing feeling that monetary policy
is mQre potent than it really is and, therefore, in a failure to use al-
ternative weapons of control. These failures may be a result of the
difficulties of the agencies and departments in keeping up with modern
economic trends; but the results are also related to the great powers
that have been bestowed upon the Federal Reserve as an independent
agency. I

The powerful Bank of England long ago recognized that it could
not operate independently and. that the potency of its instruments
bad been considerably dulled by fiscal policies. It is time for the
Federal Reserve to make a similar admission. The President's in-
ternal committee for discussion of monetary and fiscal issues with
the Federal Reserve is not an adequate substitute for a genuine
national economic council which would rob the Federal Reserve of
its complete independence. Even the periodic needling by congres-
sional committees of representatives of the Federal Reserve is not
sufficient. The Federal Reserve still continues to operate independ-
ently of the wishes of Congress. The power to manufacture money
and determine its value rests with the Congress and not with the
FVderal Reserve. So long as the operation of the Governmnot is
such an important matter in our economic life, it is prepose'rotis to
expect to have an independent Federal Reserve, which through its,
policies may jeopardize or delay recovery or reduce output.

14. Money and output
Perhaps the most striking aspect of the hearings and particularly

of the public officials who appeared before the Senate Finance Corm-
mittee, namely, Secretary Humhrey, Under Secretary Burgess, apd
Chairman Martin, was how little attention was paid to the problem
of output. The emphasis was on inflation, stability of prices, rates
of interest, and the like. An example of the lack of attention to
GNP growth and the like is had from the index of the first three
volumes, which deal with the three Government witnesses. Of about
2,500 entries in the index, 14 relate to gross national product, none
to growth, apid 10 to other aspects of income. The explanation, of
course, is that the representatives of the Government and the Federal
Reserve were, primarily concerned with the stability of currency and
were pretty much unaware of other aspects of economic policy.

In one significant discussion of the issue, Chairman Martin showed
that physical output had increased by 7 percent in the year ending the
second quarter of 1955, 3.3 percent in the year ending the second
quarter of 1956, and 2.2 percent in the year ending the second quarter
of 1957. He also showed that in these 3 successive years the per-
centage rise of gross national product in current dollars explained
by rise of prices, was 14, 45, and 62 percent, implying that the. in.
flationary effect had become increasingly important (hearings, p.
1218).

The effects of monetary policy on output are very important.
Indeed it is important to have a monetary unit that serves adequately
as a measure of value. In this connection, it is of some interest that
Dr. Goldsmith recently pointed out to the Joint Economic Committee
hearings on "Employment, Growth and Price Levels" (pp. 242-243)

43994-6 --
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that in a period of 120 years, that is, from 1839 to 1.959, the average rise
in prices per year had been slightly above 1 percent, and from 1919 to
1959 the increase was 1.4 percent. He also noted that relative pres-
sure of rising out put oU prices had been more pronounced in 1879 to
1919 than it had been in the last 40 years. In other words, we have
had creeping inflation now for 120 years and yet we have not had
disastrous inflation, although undoubtedly uncomfortable inflation
during war periods.

It is a fair assessment of Federal Reserve policy to say that fearing
inflation, the Federal Reserve reduced the supply of money, raised
interest rates, and contributed toward a recession. This policy is
based partly on the premise that when wages, and so forth, rise too
much, the medicine is to reduce the supply of money, and reduce
output, and increase unemployment and therefore reduce the bar-
gaining power of labor. The history of wages in the depression years
of 1957-58 also suggests that this medicine works to some extent.
But the price, of course, is a good deal of unemployment.

In this connection, we should compare the rise of GNP in recent
S years.

Percent

1948-58 average increase in stable dollars- . 3. 5
1948-52 average increase in stable dollars ------------------------------- 5. 0
1952-58 average increase in stable dollars ... -..... ..... ..... ..... .... 1. 7
1953-59 average increase In stable dollars (an assumption of 8 percent rise

in 1959) -------------------------------------------------------- 2. 5
We cannot afford to have a rise in GNP of only 2 percent a year.

With the Russians expanding at the rate of 7 percent, and our earlier
history suggesting at east a reasonable goal of 4 or 5 percent, we are
likely to get into serious difficulties if our rise is not at least 4 percent.
Actually, with a rate of 2 percent and the Russians gaining at the
rate of 7 percent, inside of about 15 years Russian GN P would be as
large as that of the United States. In view of their greater control of
the distribution of resources, this would have very serious security
implications.



PART IV

LEGISLATIVE ISSUES

In this part, I raise relevant legislative issues that arise from the
hearings on the financial condition of the United States. I start with
a few legislative proposals that probably should not be supported.
1. The objective of price stability incorporated in the Eiliployment Act

of 194f6
I think it would be unwise to incorporate this provision in the

Employment Act of 1946-not that price stability should not be an
important objective of government, but largely for strategic reasons
we should not make price stability an objective under the Employment
Act of 1946. The point is that the administration and the i federal
Reserve in particular tend to put excessive emphasis on price stability
against other objectives of economic life. Henco with this provision
in the Employment Act of 1946, the Federal Reserve would be
-encouraged in its excessive fear of inflation, and its penchant for re-
:strictive monetary policy.
.2. Measures to save the dollar

In the hearings there was very little attention paid to the gold
problem except by Senator Malone in long discussions with Secretary
H'umphrey and Chairman Martin. Malone expressed great fear
about the shortage of gold and stressed the rights of the Treasury to
withhold gold demanded by foreigners in exchange for their dollar
balances. Since that time the problem has become much more
;serious with the loss of $3.3 billion in 1958, inclusive of an increase of
dollar balances held by foreigners of $1.3 billion. As the result of
these losses, there has been much urging of a devaluation policy which
would increase the price of gold, or general import restrictions or a
reduction of foreign aid or other measures to improve the balance of
payments of the United States.

Though the dollar problem should be watched and the losses in 1958
and 1959 so far are serious, they may very well reflect ,nothing more
than a noi mal competitive relationship between the United States
and other countries.

A devaluation policy would be unwise, especially since the net
result would be to increase the dollar resources of gold-mining coun-
tries, and expecially of South Africa. Our aid would then be given
primarily to sellers of gold, and not on the basis of our own interests.
This is only one argument against the devaluation program. Nor is
the situation serious enough yet to justify general import restrictions
,or even a reassessment of our foreign aid and foreign investment
policies. But I do believe strongly that all these policies should be
watched carefully and especially in relation to our gold reserves and
foreign holdings of short-term dollars.
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3. A National Economic Council
Ihe Employment Act of 1946 provided for an economic council

which is largely a planning agency which advises the President on the,
-eneral economic situation, and suggests policies to the President.

but we also need a national economic council composed of the
operating agencies that are in the areas of money, credit, and fiscal
policy. A. suggestion along these lines has been made by Elliot Bell
as well as by Secretary Anderson. Such a council should include
repi_ sentatives of the Treasury, the Federal Reserve, all credit
agencies such as the National Housing Administration, FNMA, ICA,,
the Commodity Credit Corporation, Veterans' Administration, etc.

The major objective of this organization would be to integrate,
credit and fiscal policies within the limits set by the Congress in such
a manner as to give the country the maximum output consistent with
a reasonable degree of stability of prices. This council should be
strong enough to prevent 'the Treasury going one way and the Federal
Reserve going another, or the Treasury and Federal Reserve agreeing
on restrictive policies, and all other credit agencies expanding greatly.

Indeed, to some extent the credit agencies are not absolutely free,
to operate in such a manner as to satisfy our major objectives of'
economic policy. A credit agency, for example, may be required. by
the Congrss to buy surpluses or to issue housing mortgages or guar-
antees of certain amounts. But within these limits credit aeneies
should conform in that policy to the general objectives of the I ederal
Government. These, of course e, should include not only maximum
employment and reasonable stability of prices but also effective
exploitation of anticychial policies. A t the present time the Housing
Administration has certain rights to change conditions of mortgages,
downpayments, and the like, but these should, be more, closely inte-
grated with the policies of other agencies mind the Federal Reserve.
The Congress might also take into account the need of this kind of
integration, and give the credit agencies somewhat greater latitude
in their lending and guarantee policies.
4. Selective credit control

There is much to be said for general credit Control, that is, control
through raising rediscount rates, open-market operations, and changes
in reserve requirements. But these have an overall effect, and often
are unequal in their incidence. It may be desirable to avoid increas-
ingly these general measures that increase the general rate of interest
in a period of restriction, and deal with the problem more through
selective measures. For this reason, there is much to be said for con-
sumer credit control and also, of course, for housing credit control.
The latter is already to some extent in the hands of the administration.
'But Congress might seriously consider giving to the Federal Reserve,
though they do not seem to be anxious to have it, control over con-
sumer credit. In hearings before The Senate Finance Committee,
Secretary Humphrey was against this type of credit control on the
grounds that it means too much operation from Washington. I, see
little difference between general control of a credit mechanism from
Washington and another type of control which is more selective and
therefore riot quite so pervasive in its incidence. In this connection,
it should be noted also that the Government does control the credit
going into the stock market through margin control, and that in the
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past we have had control of consumers' credit. Nothing exactly
revolutionary is in these proposals, and they might avoid unnecessary
rises of unemployment in periods when the Federal Reserve has occa-
sion for restriction.
5. Control of intermediaries

For many years now the financial intermediaries other than coin-
mercial banks have become increasingly important in the financial
market' , Thley control a much larger percentage of assets than they
did 10, 25, or 50 years ago. They-'also make it more ditli6ult for the
Federal Resdrve to control the money inarket, because the F'ederal
Reserve" has only limited and indirect control of an intermediary
through control of the total' reserves of member banks. It is, there-
fore, important to suggest legislation in this area. Obviously since
the intermediaries deal to a considerable extent with housing and
consumer credit, any control over these might indirectly affect the
activities of the intermediaries. Another approach is to set 'iup re-
serve requirements for intermediaries, especially since their growth
of activity reflects in part transfers df funds from demard deposits
that require relatively small reserves to time deposits. It has also
been suggested that one approach is to increase the profitability of
member banks through reducing the requirements of reserves against
demand deposits. This would however, have the effect of making.
banking even more profitable than it is at the present time. (More
on this later.)
6. Administered prices

Many have proposed that Government discourage rising wages and
rising prices in a number of crucial industries where prices are adminis-
tered; that is where there is not free competition and the control of
the market lies in a relatively small number of sellers. The implica-
tion is that monetary policy cannot treat administered prices. Infla-
tion in the last 5 to 10 years as for example, Dr. Means claimed before
the Kefauver committee, is'heid to be the result of the administered
prices. Then obviously the proper approach would be to deal with
prices and wages in the administered areas. Behind this is the view
that monetary control, that is, control of the supply of money, does
not prevent' a large' 'corporation from' increasing their prices beyond a
levelset by increasing wages and other costs. A really restrictive
monetary policy however, might discourage many of these rises in
prices because they have to be validated by adequate supplies of
money. But the effects on the employment situation of a policy that
really stifles rising prices in the administered area might have a con-
siderable adverse effect on the whole economy.

I am not convinced that the rise of priqes is primarily explained by
increases in the administered area. For example, in consumer prices
the increase from 1955 b March 1959 was 8 percent (1947-49 equals
100), but among 13 categories the only ones that were mach above the
average were solid fuels and fuel oils, a rise of 12 percent; transporta-
tion, 15; medical care, 16; personal care, 13. Solid fuels and fuel oils,
and transportation alone may be considered areas in which admin-
istered prices are very important. But I hasten to add that such
overall price studies conceal to some extent the genuine incidence of
:administered prices.
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In the wholesale price index the increase from 1955 to March 1959
was from 110.7 to 119.6, or an increase of about 8 percent. iAirge
rises were in hides, skins, and leather products, 16 percent; pulp, paper,
and allied products, 11 percent; metals and metal products, 13 per-
cent; machinery and automotive products, 17 percent; nonmetallic
minerals (structural), 11 percent. The evidence is not too clear that
the major rises are in the administered areas. For example, in rubber
and products where there is a considerable amount of monopoly the
increase was only 2 percerit.

But undoubtedly the administered area does make some contribu-
tion to rising prices. It might be wise to introduce experimental
legislation, a bill which would require compulsory publicity for any
substantial increase of wages or prices that is likely to affect the econo,-
omy in a serious way. This publicity might very well discourage
excessive increases of wages or prices though without sanctions the
likelihood does not seem great. Unless the general price level keeps
on rising considerably more than it has in recent years, I do not think
that a case for price control is strong.
7. Area DevelopmentAn area development program, which has once been vetoed by the
President and is now up again for his consideration and now known
as the Douglas bill, is relevant legislation; because this is one way of
reducing the importance of monetary and fiscal policy. Once we
reach 3 or 4 millions of unemployed then the transitional and hard!
core of unemployment are the major residual. 'By the latter I mean
unemployment in depressed areas, and also in the depressed in-
dustries which are likely to be located in depressed areas. A sub-
stantial part of total unemployment then is this depressed area un-
employment. One way of dealing with this problem is to pour out
more and more money and more and more Government spending
as well as tax reduction as a means of improving the overall situation
sufficiently so that excess purchasing power will spill over and wipe
our a large part of this stubborn form of unemployment. This is
not the most effective, and is a very wasteful method because it is
like treating the whole circulatory system in order to cure a local
infection. The area development program is an attempt to deal with
this problem by direct attack on tae areas involved and not through
pouring out vast sums of money or Government expenditures in the
hope that they will ultimately reach these specific areas.
8. Ceiling on Treasury debts and Treasury rates

I see little use for the debt ceiling. In the past it has interfered
with the integrity of the budget. It is not the most effective way of
keeping spending down. It forces the Treasury into rather dubious
accounting methods and insupportable trading practices.

The removal of the ceiling on the interest rate to be paid on long-
term securities is another matter. 'At the present time it would be a
mistake to grant the Treasury request. This would be an invitation
for the Federal Reserve to pursue dear money policies irrespective of
the effects on the Treasury, because the absence of a ceiling on rates
would give the Treasury virtually unlimited access to the security
market. The policy is also unwise since it is unnecessary at the
present time and since much could be accomplished by a stronger
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support of the Federal market by the Federal Reserve, and continued
reliance on the short-term market for sales of securities.
9. Budgetary integrity

The present situation of the budget is anything but defensible. It
is almost impossible to compare the budgetary situation in one year
with another because of the great changes in practices and policies.

The Congress should require an honest accounting of the budget.
The Budget Director should be required to present expenditures and

receipts, as lie does now, as well as cash expenditures and receipts.
But in the budget presentation, as is now practiced, the total volume
of guarantees should be indicated, as well as insurance both currently
andN the preceding years, trust receipts and expenaitures--not on
pages 877 et seq., and 957 et seq., but early and as prominently as the
regular budget account.

Again tax receipts should be distinguished from receipts from sales.
of capital items such as mortgages and supplies.

The growing practice of setting up trust funds which disguise the,
actual budgetary situation should either be discouraged or else an
honest accounting be made. For example, even from fiscal year 1955
to 1958 trust fund receipts have risen by $6.8 billion or more than 70
percent and expenditures by $7.5 billion or by 88 percent. Particu-
larly dubious is the practice which prevailed in the early years of the
Eisenhower administration of not appropriating all the cash received
from civil service retirement payments. For example, $500 million
are received and less than $100 million are spent. Economic policy
may indeed suggest that it might be wise instead of increasing taxes.
by $400 million to use $400 million of the civil service receipts of this
particular year. But the budget should show expenditures of $500
million andnot $100 million, even though it may be indicated these
expenditures were withheld for the time being.
10. A general directive on fiscal policy and debt management

It would be helpful to have a resolution from the Congress suggesting
or telling the administration that in its fiscal policy and debt manage-
ment it should take account of the effects of these policies on the
economy, and should weigh the net effects on the economy as against
alternative policies. The Government generally should estimate the
costs of particular policies for the economy and also for the Govern-
ment.
11. The cash vault bill

This bill has unfortunately already (June 28) passed both Senate
and House of Representatives. The bill makes possible a reduction
of reserve requirements for member banks of more than $10 billion,.
with the net effect that Government securities now yielding income
to reserve banks and hence to the Government, may now become the
property largely of the banks, thus increasing their profits substan-
tiallyI. This follows as reduced reserve requirements have to be offset
b sales of securities by the reserve banks to control inflationary
ects of more free reserves.

Is this a supportable windfall? Another effect would be a rise in,
rates on Treasury issues. To sell billions more requires higher rates.





CHAPTER I11

VIEWS OF 'SENATOR WALLACE F. BENNETT

At the conclusion of the Finance Committee hearings on thefinancial condition of the United States in April 1958, and in the ab-
sence of a formal committee report at that time, I made a series of four
statements (during the summer months of 1958) in which I summarized
in -a lengthy manner, my impressions of, the committee's investigation.

In my opinion, the principal topic of discussion during the hearingswas the problem ofinflation; and accordingly, my statements, center
around~that problem. In, heaw statements I discuss four aspects of
the topic

I. Thbeptoblem of inflation.
i. notary policy and inflation. >K
abor unions and ioflwton..

I Inflation and the x ecession,(1957-58). IMuc of my supo.in d at 'and all')f my supporting statementscame rom the qommitte recod-fro; both witness who testified
in pe -son and o espo de~ts to the compui~tee quest onnaire.. All
refe fences are ot -he te ; of eacf'sttement. :\

ith the permission 'f' tor yrd I aM submittn[ the first
thr e of these stateme be rinte i ull wi h the com ittee anal-ysi Becau, t~ e foult s gp ent. gso. spe -alized an so closelyto the tpces f 57A-5f wic i noy ast, I a not askingtha the tex of tha, at Iluded. owever, would like
to I elude the summa 'paragr phs, the fourth state" ent becauseof t ,eir time' ess d fracaus#they s mnarie my Whqj series.

ecas t a series.. .,.

N A' tth



I. THE PROBLEM OF INFLATION

It is interesting to note that the two sessions of the Finance Com-
mittee investigation in 1957 and 1958, were held under entirely differ-
ent economic conditions. The setting during the 1957 hearing was
one of inflation, characterized by full utilization of the labor force
and a capital goods boom. While the April 1958 hearkgs were in
progress we were in the midst of a business downturn, characterized
by a slump in private capital investment and some unemployment.

In setting for itself the problem of investigating so many aspects
of the financial conditions of the United States, the committee left
the door open for a discussion of a wide variety of issues. Therefore,
it is not surprising that virtually every question or topic bearing on
the Nation's finances was encountered and discussed. Nevertheless,
in reviewing the printed record, I have been impressed br' 'the fact
that running through all the discussions was a single unifying thread,
namely, the problem. of inflation.

During the 1957 sessions, when prices were rising fairly rapidly and
most of our resources were fully utilized, much of the discussion cen-
tered around two questions: F4irst, how could inflation be stopped;
second, was the anti-inflationary action then being taken necessary or
harmful? Concern over inflation did not diminish during the hearings
this spring, despite the business downturn and a slowing down of the
rate of the price rise. A scrutiny of the testimony and questioning
during these later sessions will indicate that the major issues were,
first, whether the anti-inflationary policy of 1957 was primarily respon-
sible for the current business downturn; second, the extent to which
nntirecession action should take into account the danger of furtherinflation.

Because the general problem of inflation ran through all the hearings,
it has naturally become the central theme of these reports. In fact,
I am convinced that it has become our basic, longtime economic
problem, and that until we, as a people, understand the danger it
creates and take the necessary steps to stamp it out, we cannot count
on a future of sound growth and prosperity.

The committee gathered a great variety of material on the general
nature of the problem of inflation. I shall begin by reviewing this
background information. Without such a review, it seems pointless
to consider the separate, basic issues developed at the hearings.

To me, the most serious aspect of inflation is the moral one. Infla-
tion is essentially a process by which someone attempts to get some-
thing for nothing, a disguised form of theft, in which the poor and
helpless are the first victims, but which can eventually engulf a whole
economy. It is a narcotic which produces the illusion of prosperity
and growth, and conceals the real damage. The committee devoted
little or no time to this aspect of the problem, probably because most
of its members are in agreement that inflation is an evil, whether it be
judged on moral or on economic grounds. Instead, most of the time
was devoted to the definition and mechanics of inflation.
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In its search for information in this field, the committee literally
b egan at the beginning. Throughout the entire course of the hearings,
the committee sought to find a workable definition of inflation. Most
'of the witnesses were asked for, or volunteered, a definition. In addi-
tion, a request for a definition was included among the questions sent
to business and university economists and to the presidents of the
Federal Reserve banks. ihe committee never attempted to make a
final selection from all the answers; but I think it probably true that
by the end of the hearings the simplest of all the definitions gained
the most acceptance; namely, that inflation is simply a general rise
in prices.
IN looking over all the definitions of inflation suggested at the

hearings, I am impressed by the fact that many of the witnesses
,agreed that inflation is basically a phenomenon of money. For
example, Mr. Baruch defined inflation as an abnormal and dispropor-
.tionate increase of money and credit in relation to the production of
goods and services. At other times during the hearings, inflation was
defined as a flow of spendings in excess of the flow of goods and
services, or too much money for the goods and services offered, or
too many dollars chasing too few goods. On the other hand, it
should also be noted that inflation was described by some witnesses
as being a result of pressure on costs, particularly wage pressures.
Thus, Professor Slichter, of Harvard, rejected the monetary definition
:as inaccurate, and added that the recession is helping the public see
more clearly than ever that rising wages are a principal cause of
rising prices.1  Similarly, Dr. Abbott, dean of the graduate school of
business administration, of the University of Virginia, emphasized
that our current problem is a wage-push inflation.

Personally, I believe' it is possible to oversimply the statement of
:any specific cause of inflation. For thht reason, I was impressed
with the statement on the inflationary process, which was made by
Chairman Martin, of the Board of Governors, in his appearance
before the committee last summer. It was supplemented by an
.excellent account of inflationary processes, given by Mr. Edward
Wayne, first vice president of the Federal Reserve Bank of Richmond.
Neither of these presentations attempted to attribute the blame for
inflation to one specific element, As Chairman Martin pointed out:

Inflation is a process in which rising costs and prices mutually interact upon
-each other over time with a spiral effect. At the same time, demand must always
be sufficient to, keep the spiral moving.2 .

Although they were greatly concerned with the causes of inflation,
the committee members spent Very little time on questions having
to do with its consequences It is precisely here that its greatest
-danger lies. All of us ar against it in theory, as we are against sin;
but in practice some oi us think we can profit by it. Too often
'Pope's hnes on vice can also be used as an accurate description of our
.attitude toward inflation.

Vice is.a monster of so frightful mien,
As to be hated needs but to be seen;
Yet seen too oft, familiar with her face,
We first endure, then pity, then embrace.

I "Investigation of the Financial Oondition of the United States," hearings before the Committee on
7i1nance, U.S. Senate, 85th Cong., pp. 1842-1843.

3 Ibid., pp. 1262-1263.
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S It Is a simple fact that inflation results in a transfer of economic.
resources. Perhaps in th ory we can imagine a situation in which
as prices rise, all incomes rise at precisely the correct rate, and all
money contracts change to just the right degree, so no loss is suffered
by anyone. But in real lifo such a situation does not, and could not,
exist. There is simply no way to avoid the fact that in an inflationary
process, some gain, on net balance, while others lose; and the losers
are those least able to protect themselves or to make their voices
heard: pensioners, savers, white-collar workers, small businessmen,
the great body of unorganized workers. One great trouble is that the
transfer is involuntary. Resources are literally stolen -from those
who have no way of protecting themselves, and they are left without
any claim to future output, or even the satisfaction of knowing that,
if the levy had been in the form of a tax, others would also be sharing
the burden.

If the only consequence of inflation were the slow, but insidious,
transfer of resources from one group to another, some of us might
possibly resign ourselves to the process and might provide for relief'
by way of legislation, for those affected by it. But inflation has other
consequences, It provides a misdirected'stimulus for business. Any-
one who has been in business knows that sound business decisions are.
made within a framework of price stability; and that the principal
beneficiaries of inflation in the business world are speculators and
gamblers. Also, by destroying the use of money as a store of value,
inflation stimulates'the production of other items which can serve the
same function. Thus, we must devote a part of our energies to the
production of articles which we would not have needed in the absence
of inflation. A good current example is the concentration of invsst-
ment in partly filled office and, apartment buildings in some Latin
American couittries-which capital is withheld from productive in-
dustry.

Finally, a creeping inflation must, in the absence of specific controls
or other unwarranted interference by Government, become a runaway
inflation. Even the inflationists fear this. When the time comes
that a majority of the people, throw up their hands in resignation and
accept the inevitability of rising prices, inflation will immediately
cease to creel), for just as soon as those who have a stake in inflation
can be absolutely certain that society has become resigned to, the
process, we see the inevitable development of a completely destructive.
wage-price spiral. Said Ralph J. Cordiner, president of General
Electric, in his reply to the committee: .

If creeping inflation were accepted as a permanent feature of American economie-
life it would not create jobs; it would only feed on itself in a rising spiral of costs
and prices. To accept creeping inflation, instead of using ever possi le means to,
combat it, would be to apply to our economy the greatest of aTl Inflationary pres-
sures--the pressure of inflation psychology. Expecting continued price increases,
businesses and individuals would have a continuing incentive-to spend their money
before its value depreciated further and would thus be tempted into a flight from
money. The inadequate volume of purchasing characteristic of the current reces-
sion would be replaced by an increasingly excessive rate of spending, with far'
more destructive effects. The volume of savings would continually diminish,
cutting off the only real source of investment funds.. The efforts of businesses
to continue expanding the volume of production and improving the attractive-
ness of their products, so as to maintain high levels of employment, would require-
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continued expansion of money aud credit. Thus the inflationary spiral tnd the
profitless prosperity would be accelerated toward inevitable collapse.

Professor Ilaberler, of Harvard University, had this to say regard-
ing the dangerous creeping inflation:

I admit that the present method of wage fixing and the attitude of the powerful
trade unions, which expect, every year a large wage rise exceeding the average
annual 'increase of labor produotlity,,poses a serious dilemma., ' But the problem
cannot be solved by acquiescing in a continuous rise in prices. The trouble is
that when prices rise by only 2 or 3 percent per year for a few years in succession,
more and more people become alarmed and take steps to protect themselves. The
labor unions themselves, whdse policy is largely responsible for the continuing
rise in prices, will ask for larger wage increases (or insist on escalator clauses)
when they see that their wage rises are swallowed up by rising prices. Hence
soon ,the price creep will become a trot and the trot a gallop. This is simply an
.application of the homely truth that while you may fool all people some of the
time and some (though not the same) people all the time, you cannot fool all
people all the time.

It has-been objected to that argument that a galloping inflation is impossiblein the United States. I am inclined to accept this proposition, but I submit that
it misses the point. Why is galloping inflation impossible? Because the Federal
Reserve will keep money sufficiently tight to prevent inflation from galloping
away. But what the advocates of creeping inflation overlook is that after a while
the mere attempt to keep inflation at a creeping pace (to preventrthe rdcrep from
becoiiing attot or a canter) Vill be suffering [s ic to bring about unemployment
and q pression. This is after all what happened last year. The advocates of
creeping inflation themselves blame the tight-money policy for the present de-
pression. I personally would say that it was a contributing factor-but let me
for argument's sake, accept the proposition that it was the main cause. Then
it is indeniable that a policy whebh held the inflation at a creep-it did not do more
than that-brought on unemployment and depression. If money had been less
tight, prices would obviously have risen even faster. Sooner or later the price
rise had to be stopped or slowed down. It should be observed that if It had been
stopped by fiscal measures (tax increase, or lower Government expenditures) as
some biperts had recommended te r~actiom would have been the,same. In that
respect monetary and fiscal policies are not ditf rent in their operation. If de-
mand is controlled either by monetary or fiscal measures and wages continue to
be pushed up, the consequence must be unemployment.'

When I say there seemed to be general agreement over the proposi-
tion that inflation is a situation which miust be avoided, I do pot mean
to be understood as saying that there was total agreement on the
degree to which it'should be avoided. For example, the testimony of
Professors Harris and Slichter quite clearly indicated only slight con-
cern over inflation so long as the rate wAs slow. In addition, question-
ing ly some of the, member ,,qf the committee suggested a similar
attitude. , I, shall, expect to discuss this is sue in more detail later.

To return now. to the consideration of the general nature of inflation
asit was deveeloped during the hearings, I must say that one of the
most si rnificant conclusions I drew from the testimony is that infla-
tion today as a problem is a' great and increasing thrit, to our ecOn-
omy, with several nwi aspects.

I do not mean that the present inflatiouitself is of some hitherto
unknown variety, but, rather, that the coiditions under which we
must combat inflation today are very different than anything we have
faced before in this country.

The conclusion that our present inflation is dangerous was rein-
forced, in,my opinion, by the testimony 'of Bernard Baruch. In the

$,"Investigation of the Financial Oondition of the United States, Comments of Executives of Corpora.tlons in Response to the Questionnaire of th 'Conimittee on Fnnce," U.S. Senate, 85th Cong., ch. 2,
p. 197.

Ibid., oh. 5, p. 624.
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midst of a business downturn, when he could easilyy h.ve been expected
to direct, his attention toward other matters, Mr. Baruch made the
flat statement,.

Inflation, gentlemen, is the most important economic' fact 'of our time-the,

single greatest peril to our economic health. .

I think it is important that we look'beliind. this statement to see
why inflation remains our No. 1 problem.

If there is one thing which stands outabove all else with respect to,

our recent history, it is the persistency of inflation and inflationary
pressures. This development must reflect th fact that we are now

lacing now economic problems, for, contrary to some opinions, this
country has not had a continuing and persistent hifationary condition
until recently. I was happy to see this point developed by Chairman
Martin during his questioning by the Senator from Oklahoma (Mr.

Kerr). Mr. Martin placed in the record information on prices which
reveal that over the period from 1800 to 1930, the trend of prices was

generally downward; In other words during the major portion of:

the life of this Nation we have had stable or declining prices. I rofer

my colleagues to page 1938 of part 6 of the hearings.
Although we did not have a persistent inflationary problem during

the most of our history, I do not mean to imply that W*e had no,

problems at all. The basic difficulty was that the price level changed

too suddenly and swiftly-first in ond direction, and then in anojier..

The erratic movement of prices was terribly serious. On some oc-

casions price increases and consequent declines w6re so sharp as to,

stimulate the wildest and most reckless kind of economic activity.'

When this happened long periods of depression and economic distress.

always followed and we had panics, of which the, years 1873 and 1893;

are tragic examples.It is noteworthy that during those periods prior to 1930 when we.

had price stability-and there were a number of such periods--as:

well as during some of the periods in which the price level drifted

downward this Nation enjoyed a remarkable rate of economic-

growth. Today we hear much loose talk about the necessary relation--

ship between inflation and growth, as if we needed the first in order to,

have the second. I challenge any one to find any period in the.

history of this' country when we had price stability which was not,

accompanied by substantial economic growth. facing t
If it is true-as I believe it to be- that we are today facing 1heold:

problem of inflation in a new and more dangerous setting, let us see

what this setting consists of. In thefirst p ace there is the role of'

organized labor, ,a factor not present' to any important degree beforW

the 1930's, and which has only become' really significant'since World

War II. Because of the growth in size and power of labor unions, w .
are now faced with continuous upward pressure on wage costs and.

thus prices, .'egardless of productivity increases. This development

was cited by most of the committee's witnesses. For example,, Dean.

Abbott noted that wage increases in exces s , of productivity- "push up

prices when, ag is the case in this country, there is a. flexibli' money

supply." 6 Professor Slichter also took note 6f this situation, as' did

9 Investigation of the Financial cond(iiood of the United Maes," betk0g before, tbek- C6 iitte out
Finance, U.S. Senate, 85th Cong., p. 1685.'

Ibid., p. 2061.
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former Chairman of the Board of Governors of the Federal Reserve,
Marriner Eccles, who Mtid:

The main cause of rising prices has been the use which labor union monopolies
are making of their power to force up wages and numerous costly fringe benefits
far in excess of increased productivity.7

There are several other aspects of this problem which, I believe,
warrant notice. For example, it is important to note that if orgna-,
ized labor were required to depend only on its bargaining power to
force 'wage increases in excess of productivity, the program. would
eventually fail, That is to say, costs and prices can be pushed u''
only so far before the public would, become unable to purchase, all.
the output and there would be resulting unemployment. Recog-
nizing this, much of organized labor has placed itself squarely in the.
camp of the new inflationists, supporting monetary programs which
will validate higher wages. Thus we have a, two-pronged attack on
price Stability on the part of organized labor; and I think that we have
perhaps paid less attention to labor's devotion to inflation than we;
should have done.

I do not wish to give the impression that all the blame for the
wage-price spiral must rest with organized labor. Industry pricing,
policies and attitudes must also carry their part of the responsibility.
As Mr. Eccles pointed out:

Business generally has been willing to grant excessive demands of labor rather
than face a strike, so long as it was able to pass on to the public the increased
Costs.8

Also, we must recognize that'sonic business firms, because of their
dominant positions, have the power to set prices which, within limits,
are not immediately subject to traditional competitive forces.

It goes Without saying that the entire question of the relationship be-
tween wages nd prices deserves more attention than I can give it here.
I am concerned only with the development of relatively new- factors'
which have mad inflation a major problem and one such factor ,is
the rise in the economic power of organized labor, unchecked by, the
traditional rules applied to business, This is a most significant new
development.

Second among the factors contributing to our new inflationary
problem is the changed role of Government. In many quarters the
Pnmploym .t Act, of 1946 is interpreted as a virtual commitment on
the part ol the Federal Government to undertake expansionary pro-:
grams 'at the ,first sign of a downturn, Ts act quite naturally.
reflected the fears of many people that the long depression of the
1930's would be: resumed in the postwar period. Unfortunately the
goal of price stability was not included in the objectives of the act,
and because this was not done, the act seems to have had the effect
of requiring ,the Government to act more vigorously when prices
need to be raised, and less vigorously, if at all, when prices need to be
lowered. AsDean Abbott' put it:

It seems cleat that both these objectiies (mahik*mu employment and price
stability) will not be achieved so long as one has the blessing of the Federal
Government and the other does not.'

7 Ibid., p. 1695.
8 Ibid., p. 1695.
0 Ibid., p. 2062.
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Another facet of the changed role of Government is the large place
vbhich Government expenditures occupy in the stream of our total
national expenditure. Because so much Government spending is of
a nature whict cannot easily be changed, a business downturn always
results in disproportionately lower tax receipts, and automatic'ally
produces a substantial Government deficit. On. the other hand, dur-
ing periods of prosperity in which inflationary pressures firny be strong,
it is difficult Por the governmentt to have much of a surplus, since
there are always strong pressu res for still larger Government expendi-
tures of tax reductions.

The third factor in our new inflationary problem is in many'ways
tbe most important, for it relates to the public attitudes which, in a
democracy ultimately determine our course of action. To put it
plainly, inflation seems to be becoming acceptable. We had several
illustrations of this attitude during the hearings held by the Committee
on Finance. For example, Professor Slichter argued that inflation-
as long as it proceeded at a slow rate-..was not a particularly worri-
some problem. As he put it:

I do not think it is very dangerous. I think we are likely to have it and I think
It is an important problem, but I would not use that expression "very dangerous."
I would describe it as unfortunate.1 0

Professor 'Harris went even further when he appeared before the
committee, indicting that he would be more or less content with a
slow inflatiofi so long as there was a larger proportional increase in
output. His words were;

I would be very happy with a I-percent rise of prices and a 5-percent rise in
output."

On another occasion he made it clear that he was ulconceerncd
over the loss which will be suffered by savers in inflation when he said:

I wouldn't be unhappy about a 1-percent inflation, even if it does, say, over 40
years, wipe out 50 percent of your savings, as it would.12

I might remark that although such a development'might not make
Professor Harris unhappy, the same cannot be said for the millions
who depend on fixed incomes, many of them already at minimum
levels. I am reminded of a remark made recently by Malcolm Bryan,
president of the Federal Reserve Bank of Atlanta:

If a pqliCy of active oi permissive inflation is to be a fact, then 'we .oan secure
the shreds of our self-respect'only by announcing the policy. Thi6iS the least
of the canons of decency that should prevail. We should have thedecincy to
say to the money saver, "Hold still, little fish. All we intend to do is gut"you."

The importance of this changing- attitude toward inflation was
reflected in many' wa~ys during the course of the hearings. I am sure
that' I do injustice' to no one when I say that the Federal Reserve
Board was quite severely criticized by some 'of the Senators during
the questioning last summer. Many of these criticisms reflected
legitimate differences of opinion, but it was, nevertheless, quite' ap-
parent that in the eyes of some members bf the committee the major
fault of the Federal Reserve Board was that it was even attempting
to fight the inflationary price rise.which was then occurring, using the
only means at its disposal. It is significant, also, that 'during the most

10 Ild., p. 1844.
I' Ibid., p. 2030.

Ibid., p. 2088,
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recent committee sessions the only criticism which we heard from
these same people with respect to the present policy of monetary ease
now being followed by the Federal Reserve is that it had not gone far
or fast enough. Trhus, we had the ironic situation of hearings, held
to determine what Could be done to stop inflation, which devoted a
large part of the time to criticism of a responsible agency which was
attempting to do exactly that.

The increasing acceptability of inflation, or the opposition to any
anti-inflatiotiary program, was also illustrated by the frequent dis.
cussion during the hearings of the question of the compatibility of apolicy of price stability and a policy of maximum employment. or

my own part, I am of ihe firm opinion that the two goals are not only
compatible, but go hand in hand; that we cannot have one without
the other. I would agree, for example, with former Chairman Eccles,
who said:

I think they are equally important * * * I would undertake to maintain a
stable economy rather than having runaway inflation which will wreck employ-
ment and production * * * you have got to use such tools as you have through
monetary and fiscal policy to prevent inflation * * * in the long run [this] will
create more production and employment than if you do not do it.18

I believe that this viewpoint is shared by most of the witnesses and
most of the persons submitting answers to the written questions pre.
pared by the committee. Nevertheless, it was quite evident that
there were some members of the committee and perhaps one 0r two
witnesses, who assign a secondary role to the goal of price stability
and who believe that any attempt to achieve price stability will result
in frequent or continuous unemployment. I merely observe that if
one believes that price stability can only be achieved at the cost of
unemployment and also believes that maximum employment should
be the only goal towards which we should be striving, it must follow
that one also is willing to accept inflation as a permanent fact of our
economic life.

I have not given a complete list of all the factors which have ap-
peared in recent years to give the old problem of inflation a new face.
One which was raised by some witnesses, and partially developed in
limited questioning referred to the role of the modern financial inter-
mediaries outside the banking system; savings and loan associations
insurance companies, and finance companies. Dr. Abbott described
these generally as "important financing institutions often govern-
mentally sponsored, not subject to the credit policies or influence of
the Reserve System." Dr. Abbott also called our attention to the
problem created by the fact that a large segment of the huge Federal
debt has found lodgment in the banking system.

1n other statements, Iplan to discuss the role of the Federal Reserve
Board in dealing with inflation through its responsibility for monetary
policy, the effects on inflation of the policies of organized labor, and
the impact of the present recession on the continuing inflation.

As I conclude this, the first statement, I want to say again, that the
one thing that concerns me above all others is the apparent belief
on the part of so many Americans that "easy money" which encour-
ages "easy debt" is a sound and constructive policy. Those who are
attracted by this idea denounce any attempt to control inflation by

18 Ibid., pp. 1777-1778.

48994-59--9
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restraining the too rapid growth of the money supply, particularly
if it coincides with the heady exuberance of an inflationary boom.
The resulting recession is then blamed on the restraint, which actually
had dulled its potential damage, rather than on the boom, which had
made recession inevitable.

The sad fact is that inflation is no economic fairy godmother. There
is no magic in money to produce something for nothing, and when
government creates money faster than its citizens create value, it
does not create wealth, it only creates inflation, which is the illusion
of wealth. While inflation may seem at first to provide some people
something for nothing, it is oly transferring value from one group
to another, and if continued, eventually robs everyone--even the
"smart" boys.

When the American people can courageously face up to the fact
that there is no such thing as something -for nothing; that there is
no real security without risk; that money cannot be manipulated to
produce wealth; that there is no substitute for human endeavor and
individual wisdom and responsibility; then, and only then can we
bring America back to economic reality, which in turn will put our
feet on the path to sound growth and true prosperity.



1I. MONETARY POLICY AND INFLATION

Despite the wide variety of topics covered during the Finance
Committee hearings, monetary policy claimed the major share of
attention. The committee inquired closely into the activities of the
Federal Reserve System during two appearances of Mr. Martin
its Chairman, and much of the questioning of other witnesses related
to Federal Reserve operations.

Before discussing recent Federal Reserve policy and the issues
developed from it, let me review the high points of our monetary
history during the past 5 years. Throughout 1954, monetary policy
was directed toward encouraging recovery from the recession of that
year. Discount rates were twice reduced, and reserve requirements
lowered. Early in 1.955 it became evident that recovery was turning
into a boom. Hindsight evidence shows consumer credit rising $6.4
billion in 1955, the largest rise in a single year in our Nation's history.
With increasingly strong credit demands the Federal Reserve Board
began its change in direction. Margin requirements on loans for
purchasing and carrying listed securities were raised twice during
that year, to a high of 70 percent in April, while discount rates were
raised three times. When it was seen that these restrictions had failed
to dampen the inflationary overtones of th , boom, more stringent
measures were introduced in 1956 and up to August in 1957. Discount
rates were raised twice again, to a high of 312 percent in August
1957. Open market operations were directed toward the objective of
"restraining inflationary developments in the interest of sustained
economic growth."

Yet even early in 1957 there were signs of an approaching business
slowdown. This was shown by a fall off in new orders for machinery
and equipment in the earlier months of that year and by the develop-
ment of a margin of excess capacity in many key industries. When
an expected business upturn failed to develop in the fall of the year,
it became evident that the economy had reached a typical cyclical
turning point, and the Federal Reserve began to alter the course
of its policies.

As Chairman Martin stated in the hearings:
In the latter part of October and early November, open market operations

were used to relax somewhat pressures on commercial bank reserve positions.
In mid-November, a one-half point reduction in discount rates signaled a decisive
change in System policy. From this point on, restraints on bank credit expansion
were progressively relaxed.1

Within 5 months the discount rate was dropped from 3Y2 to 134
percent. Margin requirements on loans for purchasing or carrying
securities were reduced from 70 to 50 percent of market value. As
additional reserves were provided by two reductions in res,'rve re-
quirements and through open market operations, member btnks re-
duced their indebtedness at Reserve banks. The easing in bank

I "Jnvestiga tion of the Financial Condition of the United States," hearings before the Committee on
Finance, U.S. Senate, 85th Cong., 1). 1851.

2217



22218 TRIO FINANCIAL CONDITION OF THE UNITED STATES

reserve positions was reflected in a sharp expansion in bank credit
and an exceptionally sharp drop in interest rates.

Federal Reserve actions which attracted most attention during the
course of the hearings were the restrictive actions taken (luring 1956-
57. These were bitterly attacked as harsh hard money policies, and
yet as I look back upon that period one impression seems unmistak-
able: The restrictive monetary policy pursued by the Federal Reserve
was about as mild a policy as could have been adopted if the System
was to make any attempt at all to combat inflation. This is clearly
apparent when we realize that prices rose considerably during 1957--
and are still creeping upward today-despite the fact that the Federal
Reserve has always had it within its power to enforce a contraction
in Trices.

'he changes that occurred both in circulating medium and in
interest rates are indicative of the lack of severity in Federal Reservepolicy during 1956-57. If we take as a measure of circulating me-

diuni, total deposits-adjusted--plus currency in circulation outside
of the banking system, we find that during 1956 and 1957 the rate
of increase was about 2M percent in each year. Since the rate (ifse
of money-its velocity-was increasing fairly rapidly during this time,
these increases were more than sufficient to provide for sustainable
economic growth with price stability.

So far as interest rates are concerned, it was made clear during the
hearings that at their peak in 1957 rates were still substantially below
levels which had prevailed as late as the 1920's and the very early
1930's. As Sumner Slichter pointed out in his testimony this April:

Although one has heard much about the scarcity of savings in recent years,
interest rates have been extraordinarily low by historical standards.2

A chart showing long-term interest rates since 1920 was placed into
the record as part of Secretary Burgess' statement last summer, and
I refer my colleagues to that chart, on page 720 of the published
volumes, for a graphic illustration of Professor Slichter's appraisal.

In summary, therefore, Federal Reserve policy during 1957, while
restrictive, cannot be classed as severe.' The very fact that it was
not expansionary, but was directed toward combating inflation, quite
naturally resulted in a situation in which more persons and firms than
usual were unable to borrow all of the funds which they desired.
Therefore we' had the cries of "tight" money and "hard" money,
which presented a far more harsh picture of the policy than was true
in fact.

Federal Reserve policies in general were subjected to, a wide variety
of criticisms during the course of the hearings, both from Senators
and from some witnesses. Some of these complaints were, in my
opinion, frivolous; others should receive our full attention. I should
like to list and discuss each of these major criticisms.

i irst. The first issue in my inforial tabulation is one that to ineis the least serious, although 'a surprising amount of time was devoted

to it. Briefly stated, this issue arose out of the charge that the re-
strictive monetary policy of the Federal Reserve was the cause of the
inflation, and that, therefore, t6e way to stop the rise in prices was
to adopt an easy money policy. This claim seemed to rest upon two
pieces of evidence: first, that the period during which prices were

SIbid., p. 1810.
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rising coincided roughly with the period in which the Federal Reserve
was following a restrictive monetary policy; and second, that the pro-
nounced rise in interest rates affected business costs and therefore
prices.

T1his contention with respect to Federal Reserve policy was most
frequently heard during the sessions of the committee last summer.
I was therefore interested to observe that none of tle witnesses in
the spring session-.including some who were quite critical of one or
more aspects of Federal Reserve policy-aadopted this particular brand
of "Alice in Wonderland" logic.

If inflation in 1957 was indeed due to the restrictive monetary
policy of the Federal Reserve System and the way to bring prices
dowi was to increase the money supply, then it would seem to follow
that in a deflation, as prices are falling, the way to bring prices up
is to contract the money supply. In the spring of 1958 we were in a re-
cession and there was indication that the price level is about to de-
cline but 1 heard no sugestion from the proponents of the view I
am discussing that the Ltederal Reserve should now begin to con-
tract the volume of credit.

So far as the effects of interest costs on prices are concerned, the
answer given by Secretary of the Treasury 1 iumphrey was, I believe,
never successfully challenged, namely, that interest c11barges comprise
only about one-third of 1 percent of the average sale pri e of manu-
factured goods. Of course interest is a cost, but it is ridiculous to
attribute a broad inflationary movement such as that of 1956-57 to
a rise in this almost insignificant business cost element in the price
structure.

I do not think it is necessary for me to devote any time to the con-
tention that the Federal Reserve program caused the inflation because
it was being carried out at the same time as prices were rising most
rapidly. This is equivalent to saying that if a disease continues to
persist after a course of treatment is begun and the two exist together
then this coincidence is accepted as proof that the cure actually caused
the disease. I will agree that a restrictive monetary policy, in its
first stages at least, will increase the rate of turnover of money,
as firms and individuals attempt to make more efficient ' use of the
circulating medium available to tOem. To that extent, the job of
the central bank is made much more difficult, but :it is an anticipated
consequence in the early application of a restrictive monetary policy.
In the final analysis increases in velocity can proceed only so far during
a restrictive monetary policy, and they can always be overcome H
sufficient pressure is placed on the money supply.

In summary, these arguments that the Federal Reserve's policy
caused the infation fall of their own weight.

Second. The second issue I observed developed out of the fact that
prices continued to rise during 1957 and into 1958, and relates to the
ability of the Federal Reserve to exercise decisive influence over the
price level. The claim was advanced that a restrictive monetary
policy, which necessarily aplies temporary brakes to the expansion of
the economy, is indefensible if it cannot at least attain the objective of
price stability. apra. T

The validity of this claim is hard to appraise. The basic difficulty is
that we do not know-as we can never know in such instances--what
would have happened if the Federal Reserve had not followed a re-
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strictive policy. The weight of opinion in the testimony was clearly
to the effect that if the Federal Reserve had not followed'such a policy
in 1956 and 1957, the rise in the price lovel would have been much more
severe. As former Board Chairnman Marriner Eccles put it:

The monetary and credit policy (lid not prevent a certain amount of inflation
from taking place, but it certainly curbed the spread of inflation and the extent to
which it would have taken place.8

Even Professor Slichter, who has been critical of some aspects of
Federal Reserve policy, agreed that restraint was desirable. As he
put it:

Certainly in 1956 and probably in the early part of 1.957 credit restraint was
desirable. About the middle of 1957, a relaxation, not a shift to an easy credit
policy but some relaxation, would have been desirable.4

As I have already noted, this relaxation did occur at the end of
October, so that Pro'lessor Slichter's criticism with respect to this point
apparently involves a question of timing, rather than of direction.

Of the witnesses, only Professor Harris seemed to adopt the view
that Federal Reserve was largely ineffective in preventing price in-
creases. 1Ie attributed this ineffectiveness to the increasing im-
portance of financial intermediaries, the high liquidity of business
concerns, and the tendency of wage rates to rise faster than pro-
ductivity. All these are important points and I discussed some of
them in my previous remarks. It is perhaps regrettable that the
committee was not able to devote more time to each of them. How-
ever, it appears to me that Professor Harris weakened his point when
he claimed that the Federal Reserve possesses sufficient power to
cause a business contraction, thereby implicitly agreeing that the
System and its policies are far from ineffective.

My own view is that Federal Reserve policy definitely prevented the
inflation from becoming far more severe than it has been. I am aware
that during his questioning the Senator from Oklahoma [Mr. Kerr]
preferred to dismiss such claims as speculation; but in this case, as in
many others in life, such speculation is all that is available to us.

Third. The third issue in this tabulation arises out of the charge
that Federal Reserve policy hurt only small business, and did not
affect large corporations. On occasion, this charge was broadened to
the claim that the restrictive monetary policy hurt the "little man,"
both business and individual, but did not affect the wealthy.

Before discussing this issue, I should like to call attention to one
apparent inconsistency in this charge. Those who maintain, along
with Professor Harris, that the Federal Reserve policy "on the whole
favored corporations against small business" 1 are generally those who
also attribute the current business downturn to the same restrictive
monetary policy. I plan to discuss in a later speech the relation of
inflation and recession; but I pause here to observe that the large
corporations which produce durable goods have suffered great shrink-
age in volume, and this has produced the greatest areas of unem-
ployment. We have seen this reflected in the first-quarter earning
reports of large corporations, which are down significantly. I do
not much care which horse the 'critics of the Federal Reserve policy

3 Ibid., p. 1731.
4 Ibid., p. 1855.
$ Ibid., p. 2015.
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prefer to ride; but I do say that they cannot at one and the same time
claim that monetary policy did not bear to any extent upon large
corporations, and also say that it was the cause of the present down-
turn, which is quite obviously working a hardship on the same
corporations.

So far as the charge itself is concerned, I feel that the evidence
presented during the hearings was insufficient to support the conclu-
sion that restrictive monetary policy during 1956 and 1957 was directed
at, or bore more heavily upon, small business, as compared with largo
business. During the questioning of Secretary Humphrey by the
Senator from Florida [Mr. Smathers], for example, there were pre-
sented numerous tables which purported to show that small business
was suffering. But as Secretary Humphrey pointed out, in most
instances the figures used to illustrate small.-busin. ss distress could
not be related solely to the years of restrictive monetary policy, but,
instead, showed long-term trends, running through several periods
of easy-money policies, as well as restrictive policies. As a matter
of fact, in a number of instances the Secretary was able to point to
the fact that the position of small business improved subsequent to
the introduction of the restrictive monetary policy. For example,
the data of the Senator from Florida [Mr. Smathers] showing the
percentage of sales going to manufacturing corporations with assets
of less than $1 million, as well as the data showing profits after taxes
for companies of the same size, revealed that the position of smaller
sized business firms had improved in 1956....a year of restrictive
monetary policy--over their position in the years immediately pre-
ceding. I refer my -colleagues to pages 370--372 of the printed
hearings.

So far as business failures are concerned, the trend for small firms
has been generally upward ever since the end of World War II; but
this is a development which is to be expected, in view of the rapid
growth in our economy and the increasing number of business firms.
As a matter of fact, in the 2 years of so-called tight money, 277,472
new business incorporations occurred, compared with 257,000 during
1954-55, 2 years of so-called easy money. And, of corso, the total
number of businesses operating in this country has continued to
increase during recent years, totaling 4,232,300 as of June 30, 1955;
4,297,200 as of June 30, 1956; and 4,322,000 as of June 30, 1.957.

The question of increasing personal bankruptcies was also raised.
The overextention of credit, of which they were the inevitable harvest,
most probably occurred during earlier periods when credit was too
easy. I have learned this out of my 30 years of experience with
retail credit. This is another instance where the cure is confused
with the cause.

• There is one very important and significant set of facts which often
is overlooked by those who charge that restrictive monetary policy
bore most heavily on small business. The truth is that the effects of
this policy were felt most severely in the large financial centers and
in the large banks, and were felt least in small communities and among
small banks. All of us know that a very important part of the bank
financing of small business is done by our small country banks, which,
indeed-because of statutory loan limits-are unable to loan to any
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but small businesses.' During my questioning of Secretary Burgess,

for example, the Secretary called my attention to the fact that-
During the past year, from May 1950 to May 1957 the New York City banks,

the Chicago banks, and the Reserve city banks, which are the other large city
banks, show a minus position on their free reserve; on the other hand, during
that entire period the country banks, month by month, had free reserves, which
is a very interesting indication that this Hqueeze has come much more in the money
centers than it bas in the country banks.0

Differences in the impact of restrictive monetary policies are also
reflected in the deposit changes of Federal Reserve member banks over
the period during which such policies prevailed. F or the 22 months
beginning with January of 1956, and ending with October 1957, total
deposits i'n central Reserve city banks in New York City declined by
well over $2 billion; and in' Chicago, by three- quarters of a billion
dollars. In the smaller member banks-.those classified as country
banks--total deposits during the same 22-month period of restrictive
monetary policies rose by well over $2 billion. While the capacity of
big banks to make loans was restricted, that of the small banks was
increased. For them, money became easier, not harder.

I should also like to observe that Professor Slichtor called our at-
tention to the fact that during the period of restrictive monetary
policies, the interest charged onlarge-swzed loans went up much faster
than did the interest on small loans. This is to be expected, in view
of the fact that the monetary stringency was being felt primarily by
the large banks. As Professor Sliehter pointed out, the spread be-
tween the two rates "narrowed during the period of credit restraint.
In 1955 there was a l%-percent difference. By 1957 the difference
had dropped to 1 percent." I

I am, of course, aware that connected with small business there are
special problems which may deserve attention. All I want to say
here is that there is no evidence to show that a restrictive monetary
policy during 1956-57 either added to or took away -from these prob-
lems. It may be of interest to note that during his testimony Pro-
fessor Slichter made the following observations on this matter:

The assertion that the new enterprises as a whole are failing in substantial
measure to get the amount of capital which they could put to good use is unproved.

There is some shortage of medium-term loan capital, but there is a greater
shortage of attractive risks. * * * Attractive investment opportunities suitable
for small, medium,term loans are more scarce than investment funds.8

It was Dr. Slichter's strong contention that there are more funda-
mental problemsethan money shortages standing in the vay of a more
rapid business growth. He'made this statement in his testimony:

The high infant mortality rate among new enterprises shows that a large propor-
tion of business starters have more courage and hope than judgment and skills

The fourth in this tabulation 'of issues is one of the most important.
This issue was present, but was more or less dormant in the hearings
last summer, and did not break out into the open until the sessions
this year.,  This is the question whether the Federal Reserve has any
responsibility at all with respect to the maintenance of price stability.
For example, the Senator from, Oklahoma [Mr. Kerr], in his question-
ing of Chairman Martin this spring, made it quite clear that he doubted

* Ibid., p.'1100.' ' '

I Ibid., p. 1818.
B Ibid., p. 1817.
'Ibid., p. 1817.
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the Federal Reserve had such responsibility, for after reading the
declaration of intent in the Employment Act of 1946 the Senator
stated:

You cannot point to any specific language that says to the Federal Reserve
bank, "maintain the stable value of the dollar." 10

Professor Harris made the charge more specifically when he said:
I might say, Mr. Cliairman, that I once wrote an 800-page book on the Federal

Reserve System and have not discovered, and have not still, that the Federal
Reserve is given any authority to stabilize the price level. Its job is to accom-
modate trade and commerce."

Perhaps' I was wrong in stating that this is a single issue, for it is
quite apparent that a number Of very important issues come to focus
at this point. For example, what is the duty of the Federal Govern-
ment as a whole with respect to price stability? Few would quarrel
with the statement of the Senator from Virginia [Mr. Byrd] at the
opening of the hearings:

This committee can never lose sight of the fact that the Government's integrity
depends upon a stable currency. 19

I, for one, am in hearty agreement. Yet if it is to be seriously
maintained that the Federal Reserve has no duty in this field, is it
not the same as saying that the Government itself has no such duty?

Personally, I did not expect, prior to the hearings, that the right
and duty of the Federal Reserve to fight inflation would ever become
an issue. As I saw it, there could well be disagreement over the man-
ner in which the Federal Reserve was acting, ut not over the goal it
sought. In the past, congressional committees have concluded that
the goal of price stability was so well accepted it would be almost
redundant to provide for it by legislation. In view of the appearance
of this issue, however, I believe it has become of the utmost importance
that the Congress add the goal of price stability to the various other
objectives of the Employment Act of 1946, and to the basic Federal
Reserve law, in order that there may no be question on this funda-
mental point.

• My fifth issue relates to the independence of the Federal Reserve
System., It was a big issue 8 years ago, and I shall not take much
time with it now. However I do not wish to imply that it is un-
important today. During the entire hearings the question of the
independence of the Federal Reserve System was never far below the
surface. Like the question of the proper function of the Federal
Reserve, it really came out into the open dm'ing the spring sessions
when Professor Harris stated flatly he did not believe that Federal
Reserve should be independent, a statement which seemed to be Con-
curred in by the Senator from Oklahoma [Mr. Kerr] and the Senator
from Louisiana [Mr. Long].

My own belief is that it would be a tragedy if the Federal Reserve
should be made subordinate to another agency or branch of the Gov-
ernment to such an extent that it would not be free to take quick and
effective action when faced with the prospect of either inflation or
deflation. I always thought that the fight carried on by the Senator
from Illinois [Mr. Douglas] and others, which culminated in the restor-

10 Ibid., p. 1899,
31 Ibid., p. 2022.
Is Ibid., p. S.
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ation of the Federal Reserve's independence in 1951, was one of the
most praiseworthy accomplishments in the financial field within recent
years. I do not believe that the Federal Reserve can be completely
outside of Government, but I am firmly convinced that, within Gov-
erminent, it must retain a maximum degree of independence if it is to
accomplish its objectives.

Most of the questions I have discussed up to this point were opened
up in the 1.957 hearings. Let me now turn to the monetary policy
issues which dominated the 1958 sessions of the committee. There
were two, which would become Nos. 6 and 7 in my tabulation. First,
there was the question of the extent to which Federal Reserve policy
in 1956-57 was responsible for the current business downturn.
Second, there was the charge that Federal Reserve policy today has
not gone far enough in providing monetary ease. L[et me deal with
these one at a time.

Sixth. rhe question of Federal Reserve responsibility for the cur-
rent downturn has one very interesting aspect, since Chairman Martin
and his critics are in some measure of agreement, although for quite
different reasons. The critics claim that the Federal I eserve was
responsible because, to quote Seymour Harris again:

Undoubtedly monetary policy contributed to the recession. * * * 18 To stabi-
lize prices with a large cost inflation could only be done by inducing unernploy.,
kment through a restrictive monetary policy. This the Federal Reserve accom-
plished.1 4

On the other hand, Chairman Martin indicated in his testimony
before the committee that he, too, felt the Federal Reserve should
bear a part of the blame for the downturn, but not because its policies
during 1,956-57 were too restrictive. Rather, as he put it:

The real criticism * * * is that we were not more aggressive and did not make
more of an effort to slow (the economy) down in 1955 and early 1956 when this
got out of hand.10

If Federal Reserve policy in 1956-57 did in fact make a significant
contribution to the current business downturn, then we should be
able to trace the influence of that policy to the various segments of
the economy which are presently causing the most trouble. The
significant characteristics of the current downturn are probably three:
First, a slump in the manufacture and sale of durable goods, par-
ticularly automobiles; second, a decline in new private capital expendi-
tures; and, third, a decline in inventories. I doubt that anyone could
seriously argue that the restrictive Federal Reserve policy of 1956-57
was reflected a year later in the decisions of consumers to hold off the

urchase of automobiles and other durables. Despite the recession,
roth disposable personal income and the rate of savings remain high;
credit was eased before this year began-the buying power is there.
There has been no significant change in the interest rates applicable
to automobile or app iance loans, nor has there been any change in
the terms of payment which prevail. It appears to me that the real
reasons for the slump in this sector of the economy are: First, high
prices; second, some disenchantment with the product; and third, a
shift in buying habits, reflected in the fact that consumers have
apparently decided to spend less on durables and more on other
things.

IS Ibid., p. 1988.
I Ibid., p. 1999.
"Ibid., p. 1897.
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So far as the downturn in private capital expenditures is concerned,
other factors seem to be of more importance than Federal Reserve
policy. We should remember that the high level of business expendi-
tures since 1954 led to a situation in which many firms acquired all
the facilities necessary for the next few years, so that some slowdown
was inevitable. As Professor Slichter pointed out in his testimony:

The high level of investment activity * * * made the economy vulnerable to
contraction, since it was natural for enterprises to slow down the increase in
their investment spending.10

Somewhat the same thing can be said with respect to inventories.
A rapid buildup of inventories is a natural consequence of inflation.
'What we are witnessing today in this sector is a readjustment to a
more normal level.

In short, my own view of the particular issue is that Federal Reserve
policy necessarily had some effect on the business downturn, but that
by no stretch of the imagination can it be assigned the sole, or even a
major, role. It seemed to me that Professor Slichter provided the
committee with perhaps the most thoughtful and well-rounded dis-
cussion of the causes of the present recession. In that presentation
he assigned, if I understood him correctly, major responsibility to the
dropofli in business capital expenditures; that is, expenditures for
plant and equipment. This decline, he felt, reflected decisions made
in 1956-57 and was attributable not to Federal Reserve policy but
to the perfectly natural tendency for business to take a breather after
maintaining a particularly high level of such expenditures. Professor
Slichter then went on to point out that other factors, such as Federal
Reserve policy, Government fiscal policy, and consumer reluctance
to accept the new automobiles, were aggravating rather than casual
forces. And, in answer to a U.S. News & World Report interview
on this same point, Professor Slichter said:

No, I think the fundamental causes of the recession lie deeper than Federal
Reserve policy.

Seventh. My last issue is one which could only have appeared
during the springof 1958 sessions, since it involves the claim that the
Federal Reserve has been halfhearted in its recent policy of monetary
ease. This charge was made by Professor Harris, who pointed to the
fact that since the change in policy in the fall of 1957 the bank reserves
have fallen slightly and holdings of Government securities by the
Federal Reserve have risen by only 2 percent. Professor Harris also
cited the activity of tWe Federal Reserve in 1930-32 with respect to
the purchase of Government securities as an illustration of what he
considered to be a genuine policy of monetary ease and suggested the
Federal Reserve today follow in the same course.

By the time Professor larris appeared before the committee it was
quite clear that the major tool which the Federal Reserve was using
to provide monetary ease was its authority to change reserve require-
ments. There had been three successive decreases in reserve require-
ments beginning on Februar 27 of this year. The last decline took
effect on the day Professor Aarris testified, although it had been an-
nounced much earlier. The professor must certainly have known of
these reductions, just as I am sure lie knows full well that the power-
ful, expansionary effect of a reduction in reserve requirements is

16 Ibid., p. 1822.
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through the release of existing reserves for credit expansion and not
through a change in the dollar volume of reserves. Thus I am at a
loss to understand why Professor Harris mentioned the reduction in
reserve requirements only briefly-and then only the first of the three
reductions--and chose to appraise current Federal Reserve policy in
terms of purchase of Government obligations and the dollar volume
of reserves. The only explanation I can think of is that perhaps his
statement was written when only the first reduction had taken place,
but if this was the case he did nothing to clear it up in his oral testi-
mony. As a matter of fact, in his oral testimony he did not mention
even one of the three reductions in reserve requirements, and empha-
sized again that the dollar amount of reserves had not grown.

As I said earlier, we cannot yet pass judgment on whether the Fed-
eral Reserve has gone too far or not far enough in its present course,
but we can at least review factually what the system has done. Since
the decision to ease credit in November, the discount rate has been
lowered in four steps, from 31/ to 1% percent. These are, presumably,
what Professor Harris had in mind when he referred to "a few rather
inconsequential cuts in rates," a phrase I find somewhat amusing in
view of the furor of last summer when these same rates were being
raised. Moreover, the three successive reductions in reserve require-
ments against demand deposits have released roughly $1.5 billion of
reserves, or three times the amount mentioned in Professor Harris'
prepared statement. This, plus the effect on open market operations,
thas permitted an easing in the free reserve position of member banks
of almost $1 billion since the end of October, in addition to providing
the base for a $7 billion expansion in bank assets and deposits. The
trend in free reserves has been steadily upward, moving from a nega-
tive figure of about $550 million last October to a positive figure
slightly more than $600 million in April. Free reserves are excess
reserves less member bank borrowings.

The easing of bank reserve positions has been reflected in a sub-
stantial expansion in bank credit and an exceptionally sharp drop in
interest rates. The total of bank loans and investments increased
almost $5 billion in the 6 months ending in March. This expansion
of bank credit has been mainly in the form of U.S. Government secu-
rity holdings, and its effect has been to enlarge holdings of cash balances
and to increase the economy's overall liquidity. Business loans out-
standing at banks have tended to decline with economic activity.
However, loans on securities, which provide important support to the
capital markets, have risen.

As Federal Reserve policy shifted from restraint to ease, the financial
markets reacted vigorously. The recent drop in interest rates has
been as rapid as any in the Nation's financial history.' For example,
the rates on short-term Treasury obligations--maturities under 1
year-have declined about two-thirds since last fall. In contrast,
after the onset of recession in mid-1953, such rates fell only about 45
percent over a 7-month period from their mid-1953 peaks. Similarly,
the rates on prime commercial paper have fallen over 50 percent re-
cently, but in the comparable 1953-54 period declined only about 20
percent. Long-term rates, too, have'declined more rapidly in the
current than hi the earlier recession; for example, the yields on high-
grade municipals 'declined about 25 percent and 20 percent, reepec.
tively, in the 2 periods. I
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The drop in the price of money during the recession was a good deal
faster than was the rise under the preceding conditions of heavy credit
demands and restrictive monetary policies. Money market rates-
the yields on such instruments as short-term Treasury issues, prime
commercial paper and directly placed finance company paper-were
last at current levels back in the winter and spring of 1955. It took
these rates 30 months or more to rise as much during the boom as
they have fallen during the last 7 or 8 months. Market rates on
money market instruments are now quite generally less than half as
high as they were at their peaks.

Market yields on longer term securities issued by the Treasury,
State and local governments and corporate borrowers have not fallen
nearly so far as money market rates, but, nonetheless, have declined
much faster than they rose in 1955, 1956, and early 1957. Bond
yields have dropped one-half to three-quarters of a points, representing
a decline of about one-sixth for long-terra Treasury issues, one-eighth
for high-grade corporate issues and nearly one-fourth for high-grade
State and local government bonds. Most, if not all of these declines
had occurred by late January. Thus, in 4 or 5 months, bond yields
declined as much as they had risen in the previous year.

Before leaving this question of present Federal Reserve policy i
cannot refrain from commenting, on another of Professor Harris'
claims, to the effect that the Federal Reserve today can profit by
the example of action taken by the System in 1930-32, action char-
acterized by Professor Harris as "tremendous" and worthy of emula-
tion. I do not pretend to be a student of monetary history but
I am aware of no responsible study of that period which attributes a
policy of monetary ease to the Federal Reserve between 1930 and
1932. As a matter of fact, even the 1932 annual report of the Federal
Reserve itself implied regret over having kept banks short of reserves.
What Professor Harris did, of course, was to select one of many factors
bearing on reserves-purchases of Government obligations-and
with the selection of appropriate dates and a bit of statistical manipula-
tion he came up with the conclusion that an equivalent policy today
would require officials to purchase Government securities in excess of
$50 billion. Both the illustration and the conclusion were to me utterly
ridiculous--as the professor himself seemed to imply-but if so, why
mention the subject at all, unless it was calculated to leave the com-
mittee with the impression that there had been a true policy of mone-
tary ease in 1930--32 and that present policy suffers by comparison.
Surely the committee deserved better than this on such an important
question.

With the discussion of this issue :I should like to conclude my in-
formal presentation of monetary policy issues raised during the hear-
ings before the Committee on Finance. I am aware that there were
other issues and that I have not even covered all of those which
properly fall in the area of monetary policy. Nevertheless, I have
attempted to cover those monetary issues which seemed,, in my
opinion, to be fundamental. If I have succeeded, it is my hope tbat
this summary will be of some use to those who have not been able to
attend what has been a most interesting and important series of
meetings.



III. LABOR UNIONS AND INFLATION

This is third in my series of statements summarizing my impressions
gained from the testimony developed in the hearings of the Finance
Committee on the financial condition of the United States.

In the first statement I discussed inflation as the general theme of
the hearings. In the second I reviewed the testimony presented with
respect to the role played by the Federal Reserve System in our present
economic situation. In this speech I shall try to develop the relation-
ship between increases in wages and the rise of prices. I am focusing
attention on the wage problem because this seems to be one of the
more important of the recent economic developments making this
inflation different from previous ones.

When we define inflation simply as a rise in prices, we are guilty of
inadequacy and oversimplification. We need to look deeper at the
elements of current price rises to discover what forces play on them to
force them up. Each inflation is the result of the interaction of many
forces, both psychological and economic. But regardless of the refine-
ments, there are fundamentally two forces at work: First, a demand-
pull force, involving excessive spending on the buyers' side of the
market, and second, a cost-push force, operating from. below on the
supply of materials and labor. Today I shall concentrate on the latter,
the cost-push force.

First, however, let us look at the interaction of the two forces. The
demand-pull involves excessive spending by business, Government,
aid consumers for the economy's goods and services. Likewise, as
the buyers of the productive services bid in competition for these
resources, secondary demand-pull elements, which raise prices, are
set up. On the supply side, higher wage rates, rising raw material
prices-which again may be attributed in large part to wage in-
creases-.taxes, and some other factors all operate as cost-push forces
to raise prices. By far the most important of the cost-push forces is
wages, which account for 78 percent of the national income originating
in manufacturing.

While most of the witnesses and questionnaire respondents to the
Finance Committee named demand-pull chief villain in inflation
causes, it was recognized by all who testified on this point that cost-
push forces aggravate or amplify the inflation generated by excessive
spending, while many said that the cost-push forces may themselves
even initiate or be the direct cause of the current inflation.

I think it is significant that the recent wave of inflation, though
probably originating in the capital boom of 1955, and in other condi-
tions earlier, has gone on in the face of what was up until last fall a
tight monetary policy. ' It has persisted in fiscal years 1956 and 1957,
in the presence of a Federal surplus although it has required a huge
Federaldeficit to produce past historic inflations. It was not touched
off by a speculative fever in either consumer or producer goods or in
stocks and bonds. Rather than an expansion of profit margins which
usually accompanies a strictly demand inflation this one was accom-
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panied by a shrinkage of profit margins. Consumer stocks were high
rather than depleted by wartime scarcity or rationing. And finally
the current recession has not stopped the steady upward climb of
prices.

Is there some new force in this inflation which has not received
sufficient attention? I think there well may be. To me it is signifi-
cant that practically every witness who appeared before the Finance
Committee made reference to the inflationary power of labor unions.
This was the case regardless of the background, philosophy, or politics
of the individual witnesses. Practically every respondent to the
questionnaire made the same observation about labor. Certainly
such an array of testimony is more than mere casual coincidence and
deserves more than casual attention.

THE ROLE OF WAGE COSTS IN INFLATION

Before referring to the testimony of the witnesses themselves, I
shall outline the understanding I have gained of the general role of
wage costs in inflation.

Wage rates may operate in several direct and indirect ways to
initiate or sustain inflationary conditions.

First. Wage rate increases, not fully offset by improved productivity
in the industries concerned, increase costs per unit which producers
will attempt to recover through higher prices. I shall take a look at
this in detail in a few minutes.

Second. Increased labor costs and prices, particularly if they occur
in basic or supplier industries, will spread as higher nonlabor costs-
cost of material and components--to other industries, in later stages
of production, thus forcing up the prices of these industries as well.

Third. Because of wage leadership in collective bargaining and the
influence of widening wage differentials on other workers, higher
wages will be demanded in the industries not directly involved in the
original wage-push.

Fourth. i'he prevalence of long-term labor contracts even in seg-
ments of the economy remote from each other tends to produce general
rigidity and prevent offsetting downward adjustments of cost, and
therefore, even though these wages have not risen, they contribute
indirectly to the general upward pressures of the wage-price structure.

Fifth. As prices rise, upward wage pressures become cumulative
and self-reinforcing. New wage and salary demands in all sectors
are made to offset the rising cost of living. Escalator clauses in
wage contracts tying money wage rates to the Consumer Price Index
have become widespread in recent years. These wage increases are
significant cost-push forces, whatever the initial or generating cause
may have been. It is significant that these escalator clauses are
most prevalent in the so-called strategic industries--industries which
can cause repercussions throughout the rest of the economy. Ex-
amples are the steel, automobile, railroad, trucking and transit, elec-
trical machinery, aircraft and parts, agriculture machinery, meat-
packing, aluminum, and iron ore mining industries.

How likely is it that these five direct and indirect wage factors will
push prices up in a particular situation? Referring to separate action
in a single industry, if wages are increased without the creation of
additional demand for the products of that industry, one or more of



2230 THE FINANCIAL CONDITION OF THE UNITED STATES

these three things will probably occur: (1) There will be increased
unemployment in that industry; (2) there will be a downward pressure
on wages in other industries; or (3), there will be a downward pressure
on prices in the softer or morb flexible parts of the economy.

If we are to speak of the effects oil these five factors on the economy
as a whole, our answer depends on the vigor and elasticity of the de-
mand and on the direction and strength of current monetary and fiscal
policies. If tli demand is not expansive, increased unemployment
will probably occur. Some authorities lay the present recession to
this very situation. While the relative importance of the demand-pull
and cost-push forces differ from one inflationary period to another
and from one phase of each inflation to another, the two always exist
when inflation is present, as it is now. Referring to the present infla-
tion, Gerhard Colm, chief economist of the National Planning Asso-ciation, had this to say in response to the committee questionnaire:

Thus, I would explain the price rise of 1957, in part as a delayed aftermath of
the preceding demand inflation; in part, as a cost inflation resulting from the rise
in administered prices and increase in wage rates in excess of productivity gains.1

That both elements are usually mutually present in each inflation
was made clear by Federal Reserve Board Chairman Martin when
he appeared last August before the committee. He said:

These distinctions present an oversimplification of the problem. Inflation is a
process in which rising costs and prices mutually interract upon each other over
time with a spiral effect. Inflation always has attributes, therefore, of a cost-
push. At the same time, demand must always be sufficient to keep the spiral
moving. Otherwise the marking up of prices in one sector of the economy would
be offset by a reduction of prices in other sectors.2

WAGES, PRODUCTIVITY, AND PRICES

With the above discussion as benchmark and background, let us
turn'to labor's role in the cost-push inflation. It is my considered
opinion, based in large part on my review of the Senate Finance Com-
mittee hearings, that a primary factor in the rise of consumer prices
since early 1956 has been the increase in payroll costs in excess of
increases in productivity. The same testimony was borne out by
such men as Marriner Eceles, Dr. Sumner Slichter, and others.

Said Marriner Eccles:
I believe the main cause of rising prices has been the use which labor union

monopolies are making of their power to force up wages and numerous costly
fringe benefits far in excess of increased productivity.$

And Dr. Sumner Slichtei, of Harvard, pointed out that the recent
rise of prices reflects more than the typical strong demand for goods.
He related his comments more specifically to the present recession:

Wages have continued to rise throughout the recession in the face of falling,
demand for labor and goods. Thus the recession has given the public a clearer
picture than ever of the responsibility of rising wages for rising prices. The more.
plainly the public sees the relationship between wages and prices, the more care-
fully it will appraise the demands of unions.4

"Investigation of the Financial Condition of the United States,, comments of economists, professors,
and others in response to the questionnaire of the Committee on Finance. U.S. Senate, 85th Cong., ch. 5,.
p. 584.

"Investigation of the Financial Condition of the United States," hearings before the Committee on.
Finance, U.S. Senate, 85th Cong., p. 1211).

3 Ilbiri, p. 1695.
4 IMd.,) p. 1843.
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These are the opinions, and I could cite several others;
What are the facts?
At this point, I ask unanimous consent to have printed in the

Record a table showing the increases in hourly wages' in manufactur-
ing and productivity in manufacturing from 1947-57. This same table
is found on page 2088 of part 6 of the Finance Committee hearings.

TABLE I

Average Indexes of Average Indexes of
hourly output per hourly output per

Year earnings man-hour Year earnings man-hour
in manufac- (index: 1947- in manufac- (index: 1947-

turing 1 49=100) 2 tuning 1 49=100) A

1957 ----------------- $2.07 134.5 1951 ...... ------- $1.59 111.6
1956 ----------------- - 1.98 133.5 1950 .................. 1.47 111.8
1955 ......---- 1.88 130. 0 1949- .-------------- - 1.40 105.4
1954 ------------------- 1.81 125.6 1948 ----------------- 1.35 99.8
1953 ------..... ....... 1,77 119.7 1947 ........... ------- 1.24 90.5
1952 -- _-----_-------- 1.67 115.3

A Manufacturing employment totaled 26 percent of total civilian employment In 1957.

2 Computed from data prepared by Department of Labor.

Over the period 1947-57 hourly wages in manufacturing increased
from $1.24 to $2.07, a percentage rise of 67.3 percent. Productivity
in manufacturing--the output per man-hour-during the same pqriod
increased only 41 percent, or a difference of 26.3 percentage points.
Professor Slichter, of Harvard, and A. D. H. Kaplan, of the Brookings
Institution, refer to this spread between wage and productivity in-
creases as the inflationary gap. It is interesting to compare this
so-called gap with the rise in industrial wholesale prices over the
same period. These increased from an index of 95.3 to an index of
125.6 from 1947 to 1957, or a rise of 32 percent.

The changes since the beginning of the latest wave of inflation show
hourly wages increasing 10.1 percent in the 2 years from 1955 to 1957,
while productivity increased only 3.5 percent over the same period,
thus creating a gap of 6.6 percent. This corresponds to a wholesale
industrial price increase of 7.3 percent over the period. In 1 year,
from 1956 to 1957, manufacturing wages increased 4.5 percent, while
output per man-hour increased only 0.7 percent, creating a gap of 3.8
percent. This compares with an industrial price increase of 2.8
percent during that year.

Obviously, the increase in labor costs in excess of productivity will
not nearly match the rise in prices every year. As noted above,
demand and other complex conditions enter in. In showing year-to-
year changes, we find some cases where productivity moves ahead of
wage increases, where prices lag behind costs, and where prices take
the lead. We can also find that this pattern will vary from industry
to industry within the same year. The purpose of "the comparison
here is merely to prove that cost-push forces are present in the overall
inflationary process.

COST-PUSI INFLATION AN D THE DISTIRIBUTION OP INCOME I

Another important aspect of the cost-pustl inflation deserves some
careful attention. This is founded 'in the intense desire of unions and

48994--4$0-10
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workers in every industry and firm to match their particular wage
increases with the increase in productivity for their own industry or
for the economy as a whole, whichever is higher. Thus, the figure for
the whole economy becomes the irreducible minimum for all workers
in wage negotiations with their employers. To outline the problem
created by such misuse of statistics, let me refer to the response of
Professor'Haberler to the committee:

Technological progress and the rise in output per man-hour is, of course, not
uniform over the whole economy. Some industries, let me say, certain branches
of manufacturing and perhaps agriculture, display faster technological advances
than some others-let me say most service industries. Hence, if the overall price
level is to remain stable, the prices of the products of the more progressive indus-
tries must fall and the prices of the less progressive industries must rise. This pre-
supposes, however, that wages in the more progressive industries cannot rise as
fast as productivity in those industries. If stability of the price level and full
employment are to be maintained, wages in these industries cannot be allowed
to rise faster than average productivity of labor in the whole economy.

Suppose that labor in the progressive industries is organized in powerful unions
which force up wages in proportion to the rise in productivity in those particular
industries--an assumption which does not seem unrealistic--then, it is true,
prices of the products of these industries need not rise. But since the American
economy is sufficiently competitive to generalize, sooner or later, such a wage rise,
if not fully, then at least to a large extent, over most of the economy, including the
less progressive industries which cannot absorb the higher wage cost without a
rise of prices at which they sell, the overall price level will go up.

It follows that the policy of wage increases in proportion to (let alone those in
excess of) the rise in productivity in each particular industry is highly inflationary.6

The problem of the wage-price spiral, then, includes the conflict
over the distribution of real income, not so much between labor and
nonlabor elements, but among various labor groups themselves.
Human natur, demands that the various groups try to protect them-
selves by pressuring for higher money incomes. The workers in the
least progressive industries will not settle for less than the average,
and those in the most progressive industries will certainly not reduce
themselves to the average. Strategically placed, highly organized
unions usually play a special role as catalysts in this mad scramble.
And the union leaders are right there on the spot with the figures
for their particular situation, using every device and skill to raise the
hopes of every worker-and thus create more cost-push pressure.

In our present collective bargaining society, therefore, inflation
becomes almost a matter of arithmetic. There is an almost inevitable
persistent upward pressure on the cost-price structure. The con-
stantly increasing power of organized labor will continue to put an
increasingly heavy burden on our monetary and fiscal policy unless
we can find acceptable means of controlling the wage-push factors of
inflation.

PROFITS AND WAGES

The rather popular claim is frequently made that increasing profits,
rather than increasing wage costs, are the real cause of rising prices.
None of the witnesses who appeared before the Finance Committee
or submitted statements for the record made this red-herring argu-
ment, but it was freely offered by labor leaders and other witnesses
related to labor who appeared before another Senate committee while
our finance hearings were going on, and is frequently presented in
speeches by labor leaders and appears in reports of major labor nego-

*Questionmire, ch. 5, p. 62.
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tiations.. Because a few companies have large profits, this. is fre-
quently used as an argument to apply to business as a whole. Those
who accept this fallacy then build a whole economic philosophy on
the idea that to increase profits is to diminish purchasing power, and
that the way to cure our economic problems is to increase purchasing
power by increasing wages, regardless of related increases in produc-
tivity.

Before turning to the facts of the case, I wish to point out that the
subtle false logic of this argument has great appeal to the ordinary
citizen. On the surface this reasoning has its foundation in a sound
economic doctrine-the purchasing power concept--but in reality, it,
merely perverts the idea. For an answer to this false reasoning, I
turn again to the able testimony of Professor Haberler:

It is one of the most pernicious fallacies that a boost to wages is an effective
method of increasing purchasing power and thus alleviate depression. A tax cut
or increase in public -expenditures strengthens purchasing power. On the other
hand, a rise in wages may or may not increase purchasing power of the workers
(depending on what it does to employment). But in any case, whether it does
or does not raise the purchasing power of the workers concerned, it boosts cost of
production, it pushes up prices (or prevents prices from falling) and so reduces
the real purchasing power of all consumers, including labor itself, adds to the
fires of inflation and thus makes it more difficult for the monetary authorities to
relax credit restrictions8

What do the facts say with regard to wages versus profits as an
inflation force? I wish to have printed in the Record at this point
another table which I had inserted in the hearings. It shows the
percent increase to 1957 from preceding years of total corporate
profits, and total compensation of employees, both, of course, before
taxes.

It will be seen by examining the table that the increase in wages of
employees exceeded the increase in corporate profits before taxes for
each year from 1947 to 1956.

TABLE II.---Profits and wages for 1947-57

[Dollars in billions]

Profits Total wages

Year Percentage Total an- Percentage
Total corpo- Increase nual con- increase
rate profits from specl- pensation from spoci-
before taxes fled year of employees fled year

to 1957 to 1957

1957 ............ ..........................---- $41.0 ------------ $254.4 -----------
1956_ ------------------------------------------------ 43.0 -4.7 241.4 .4
1965 ................-.---- --- ------------- 42. 5 -3. 5 223.1 14.0
1954 -----------------.--------------------- 33.5 22.4 206.8 23.0
1953 -------------- .--------.----------------- 37.0 10.8 208.1 22.2
1952 .............................. ------------ 35.9 14.2 195. 1 30. 4
1951 ------------ _------------------------- 41.2 -. 5 180.4 41.0
1950 -----------------.---------------- --- - 40.0 2.5 154.3 64.9
1949 -------------------------- --- - ......... 26.2 56.5 140.9 80.6
1948 -------------------------------------------- 32.8 25. 0 140.9 80,6
1947 --------------------------------------- 29.5 39.0 128. 8 97.5

It will be noted that during the years of the latest inflation, 1955-57,
profits increased slightly from 1955 to 1956, but decreased from 1956
to 1957. Profits in 1957 were lower than in both 1955 and 1956.
6 Ibid., p. 623.
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On the other hand, employee compensation increased dollarwise and
percentagewise between 1955 and, 1957. Referring to the table in-
serted earlier, it will be seen that the same is true for hourly earnings
in manufacturing.

Although unincorporated business and professional incomes are not
shown in the table, I might point out that from 1955 to 1957 these
incomes increased from $27.3 billion to $28.7 billion for a percentage
rise of 5.1 percent. This is less than half of the increase in compensa-
tion of employees over the corresponding years.

Yet the question may still be asked: Could not a general wage
increase come out of profits? It might for a few companies and for
a few years, but it could not be true for all companies or for every
year. This should be clear from the data already presented; but for
additional evidence, I have shown in table III the national income
by years from 1947, and the percentage which corporate profits before
taxes and compensation of employees are of that income.

TAmuai III

(Dollars In billions]

Compert Corporate Compen- Corporate

sation of profits before sation of profits before
Year National employees taxes as a Year National employees taxes as a

income as a percent of Income as a percent percent of
of national national of national national

income income Income income

1957.._.__ $358.2 71.1 11.15 1951... $277.0 65,1 14.4
1956 _...... 343.6 70.3 12.5 1810 240.0 64.3 16.7
1955 ------ 324.1 68. 8 12.4 1949 216.2 65.2 12.1
1954.- 209.0 69.2 12.2 1948... _ 221,6 63.6 14.8
1953 ------ 302.1 68.9 11.1 1947_ 197.2 65.3 15.0
1952.__ 290.2 67.2 12.4

NOTE.-The remainder of the distribution within 100 percent is made up of farm business and profes-
sional, rental, and net interest Income.

From this table it is obvious that wages have in fact increased their
relative share of the national income during the past 3 years from
68.8 percent in 1955 to 71.1 percent in 1957. Corporate profits, on
the other hand, have correspondingly declined from 12.4 percent to
11.5 percent of national income during the same period.

A general wage increase of even 5 percent in 1957 not compensated
by an increase in productivity or prices would reduce nonwage income
by one-eighth, and if it all came out of corporate profits it would mean
a reduction of 31 percent in this sector-nearly one-third. A 16-
percent wage increase would wipe out all profits. Thus, it does not
take much imagination to see what an additional profit squeeze would
do to the economy.

On the other hand, one of the most potent factors in our economy
to damper inflationary forces is increased productivity. If produc.-
tion is increased as fast as demand is enlarged, price inflation will
probably not occur. I submit that productivity will be increased
only if profit margins are large enough to provide businessmen with
incentive to borrow, and savers with incentive to invest or to lend the
funds to finance the new capital improvements. In this sense,
therefore, profit margins are an indirect defense against inflation
rather than a cause of inflation. ens a i o
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From the pamphlet, the "Mechanics of Inflation," published by
the U.S. Chamber of Commerce, I borrow this paragraph:

If temporarily high profits in expanding industries become the basis for monopo-
listic wage demands, and those profits are reduced before they can perform their
most important economic function, the expansion of the industry desired by
consumers is cut off. The whole community is thereby robbed in higher prices,
uneconomic use of our resources and foregone improvements in living standards.
If a free market is to be preserved, we enforce competition and rely on competition
to grind down temporarily high profits. This is not the function of the labor
leader, however sincere and public spirited lie may be.7

Another point is worth noting here. Normally, profits, being a
residual share of national income, increase faster than other income
shares in a boom period. On the other hand, they fall more rapidly
in a recession-for example, 1931 and 1932. They are not inflexible
downward, as are wages; nor on the rise do they establish higher rigid
cost plateaus, as do wages.

Before I leave this discussion of the relative inflationary effect of
rising wages and rising profits, I wish to turn briefly to a philosophical
comment on the subject made by Mr. Theodore 0. Yntema, vice
president and economist of Ford Motor Co., which appears in his
testimony before the Subcommittee on Antitrust and Monopoly.
He said:

We would like to see the productivity advances in the economy distributed
more in lower prices and less in higher money wages of reduced purchasing
power. * * *

Certainly, we should not tolerate attempts by any power group to grab such
benefits for themselves. * * *

The productivity of society is 'reflected in the physical volume of output per
man-hour worked. This output per man-hour is usually called the productivity
of labor. The term, however, is a misnomer because laborers are not responsible
for much of the increase in productivity. The increases in productivity come
mainly from management's utilizing capital and putting into operation the im-
provements discovered by scientists, engineers, and others. It is somewhat iron-
ical that productivity should be expressed as output per man-hour, and it is most
unfortunate that the term "productivity of labor" should be misinterpreted as
productivity attributable to labor.8

CONCLUSIONS-RECOMMENDATIONS

If the owner of labor to exact wage increases in excess of produc-
tivity is a major cause of inflation, what course should the Govern-
ment pursue to stein this inflationary force? The monetary author-
ities, and those responsible for fiscal policy-and a major responsibility
for these rests squarely on this body-have a mandate to control the
demand type of inflation. What forces or agencies have the respon-
sibility to stem the cost-push type of inflation? Fiscal and monetary
policy could handle this type of inflation, too, but only at the cost of
increased unemployment.

I have not as yet reached any conclusions for myself as to the best
course to follow. However, the witnesses to the VFinance Committee
offered some individual suggestions which are worth considering.

I think it should be obvious to everybody that the place to begin,
and in the long run perhaps the only source of a solution, is with the
public itself-through a program of economic enlightenment. Sumner

I P. 39.8 Prepared testimony of Theodore 0. Yntema before the Subcommittee on Antitrust and Monopoly of
the Committee on the Judiciary, U.S. Senate, Feb. 4-, 1958, pp. 4041.
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Slichter concluded his testimony before the committee with these
words:

The more plainly the public sees the relationship between wages and prices, the
more carefully it will appraise the demands of the unions. The public is obviously
getting tired of the stiff annual rounds of wage increases that far exceed the con-
tribution of the workers to productivity. An atmosphere is being built up in
which employers who take long and costly strikes in an attempt to hold wage
increases down to increases in productivity will have strong public support.'

Gerhard Colim offered these suggestions:
1. Develop more facts on prices, wages, and productivity, and a better under-

standing of these facts.
2. Implement the price stabilization objective of the Employment Act.
3. Give consideration to an annual informal conference of business and labor

leaders and research economists, for the purpose of discussing along general lines
price and wage policy which would give support to high and'rising employment
and production without causing inflation or deflation. Whether or not agree-
ment on price and wage policy is reached at these sessions, the resulting public
information would lead at least to a clearer understanding of the areas of disagree-
ment. "A better informed public opinion in its will exert a restraining influence
on price and wage policy."

4. Set up a special Government commission on price and wage policy. Require
producers and labor leaders to inform the Commission of contemplated price
increases and new collective bargaining agreements before they become effective.
After study by the Commission, and review by the Council of Economic Advisers,
the President could then approve or suspend the effective date for a period of say
60 days if they are deemed to be contrary to the public interest.1 0

Though Mr. Colm's first three suggestions merit further study,
I hope we can reach a solution more in keeping with private free enter-
prise than his fourth suggestion. I

There is one other suggestion which received only a little attention
in the committee hearings, but which also deserves some careful
study. The idea has been suggested by many responsible men in
other places. It is a call to extend present antitrust laws to cover labor
union activity, or in some way limit the size of unions. George
Romney, president of American Motors, in testimony before the Sub-
committee on Antitrust and Monopoly, called for a dividing of the
power of national unions. Two of this specific proposals were:

1. The combining of the national unions for the establishment of common
bargaining demands or use of economic power, should be prohibited.

2. Affiliated unions should be free to combine in bargaining with employers
having less than 10,000 employees, but only within prescribed geographical limits.
However, those representing more than about 10,000 employees of a single
employer should be prohibited from combining to establish collective bargaining
demands or exercising joint economic power against more than one company.11

Theodore 0. Yntema in his response to the Finance Committee
questionnaire gave it as his opinion that the most desirable solution
to wage inflation, and its cause-the labor monopoly problem--is the
development of antimonopoly laws comparable to those which govern
business.

I quote in length from Mr. Yntema's words, both because of their
vital nature, and because they summarize my feelings on this matter:

Competition in business is'not perfect---in the everyday sense; it can be and
needs to be improved. By and large, however, there is enough competition in
most industries to keep prices and profits down to levels roughly equal to those

0 Hearings, p. 1843.
10 Questionnaire, eb. 5, pp. 580-581.
1 Prepared testimony of George Romney before the Subcommittee on Antitrust and Monopoly of the

Committee on the Judiciary, U.S. Senate, Feb. 7, pp. 38-39.
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necessary to compensate for the risks of the business. * * * And there are laws
on the books prohibiting monopoly and monopolistic practices-laws that have
maintained reasonably workable competition in business.

A different situation exists in labor. Labor unions are monopolies established'
under the aegis of law. They are given special protection and even immunities
and privileges that are not accorded ordinary citizens. They are not subject to
such regulation or restraint in the use of their monopoly power.

During the boom of 1955-57 and in the recession of 1957-58 the unions have dis-.
played their power to drive up wages faster than productivity and to squeeze profit
margins. There is no reason to expect different behavior in the future from labor'
unions unless their powers are reduced. We can look forward, therefore, to con.,
tinued and probably accelerated cost-push inflation in the future unless appropri-
ate action is taken. * * *

This problem of labor monopoly and cost-push inflation cannot be solved merely
by increasing the degree of competition in business. * * *

Industrywide organization of business to oppose industrywide organization of
labor is not a happy solution. * * *

Wage and price controls are still worse as a solution.
Cost-push inflation, though relatively new, is an American economic.

problem of major proportions. It is a complex problem, and likewise
the solutions to it are still beclouded. But the difficulty of our task.
should not deter us from tackling it.



SUMMARY OF STATEMENT NO. IV-INFLATION AND THE
RECESSION

To summarize this'particular statement on the relationship between
the present recession and the continuing inflation: After analyzing all
the ideas suggested by the Committee witnesses as being causes of
the recession, I believe they all bear out the basic assumption that
this has been a typical period of readjustment following an economic
boom. Of course, it is different in detail from the other two postwar
cycles of boom and recession. This one has been spotty, with re-
spect to certain industries, and clearly reflects a change in the buying
pattern of consumers. While the personal disposable income has
dipped only very slightly, consumer use of it has so changed as to
bring a serious d rop in the volume of consumer durables. While this
was going on, industry, after an investment boom, was reacting with
a drop in expenditure for capital durables. From these, and other less
important factors, consequent recession touched most of the economy.

in spite of this, inflation has persisted even in the face of the down-
turn, and though dormant since the upturn, has not permitted the
downward price adjustments which usually occur in times of lowered
economic activity.

The presence of both these economic diseases at the same time has
posed a serious problem for us, and apparently we have decided that
the short-time, close-range recession was more serious than the infla-
tion, because we have embarked on a vast new Federal spending pro-
gram and created our greatest peacetime deficit, totaling more than
$12 billion, which will not be felt until after the economy has turned
upward. Recent statistics from the National Bureau of Economic
Research show that the "lead" indicators have been rising for 2 months
now, yet the large Government deficit is still to come.

The time has come to fit this statement into the whole picture of
this series. In the first statement, I identified inflation as the most
serious problem revealed by the hearings, and their central theme.
In the second, I discussed the monetary policies used to check the
force of the inflation, and discussed the reasons they were not com-
pletely successful. In the third, I reported on the role of wage poli-
cies in producing the cost-push force in the inflationary spiral, and
tried to focus attention on the central problem here-the fact that
over the past dozen years, wages have risen faster than productivity.
And in this fourth discussion, I pointed out how inflation helped
create this recession, how it persists in spite of the economic down-
turn, how it is being started off again, under the guise of a cure for
the recession. Through all this it must be obvious to those who read
these statements that I believe inflation has been, and still is, our
No. 1 economic problem, and that unless we face it and control it
soon, it will do immeasurable damage to our economic future.

What can we do about it? Where shall we begin?
First. We cannot find our aixswer entirely in Government policies

and programs. We cannot pass laws to cure inflation. Rather than
curing it, increased Government interventions tends to sustain and
intensify it. Certainly, that is the record of the last quarter century;
and I believe that will be the result of many actions taken by this last
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session of the 85th Congress. When we try to give help without cost,
greater spending without added taxes, special privileges for special
groups, we are not creating something out of nothing. Rather, we
are being political Robin Hoods in reverse, creating inflation which
robs the poor for the purpose of rewarding political supporters.
Inflation robs the past and future for the present. Once we intervene
for one group, we are soon called upon to equalize this inequity by
another intervention. Thus, we are always giving, but seldom count-
ing the cost. The elected representative who tries to stem this tide
risks being swept out of office by it. And the man who has courage to
stand up to it is scorned and castigated.

Second. The fires of inflation can only be brought under control by
the people themselves, beginning in the management of their own lives
and money.

While some Members of Congress have been trying to whip this
current mild recession into an excuse for a whirlwind of frantic
Government economic action, there has been no great supporting
public outcry. Of course, there have been some special-interest
groups who have tried to take advantage of the apparent mood of
Congress to push their particular programs, either tax cuts or spending
programs beneficial to them. But while this has been going on, the
ordinary people have been quietly going about their individual and
personal programs, putting their own economic houses in order.
These people have been stepping up the payments on their debts,
saving more, and stretching out the life of their cars and other durables.
By these policies and by exercising caution, prudence, and self-reliance
in their buying of consume- goods, they are using the safest and most
powerful kind of inflation control in the world. Perhaps we might
call their actions the only true and effective method. At least we
can be sure that unless backed up by such personal programs, no
Federal programs will ever work successfully.

Since June 18, 1957, when the Finance Committee started on its
hearings on the financial condition of the United States, we have seen
both phases of the third postwar business cycle. We saw it rise to
its peak in tho third quarter of 1957. From then until April of this
year, we lived through the natural adjustment which followed, which
we call a recession. Now it looks as though we have begun the longer
and slower climb to another summit-either in steady, sustainable
growth or in a headlong rush to another boom and bust. What lies
ahead we cannot tell. 'But so far as the cycle of 1954-58 is concerned,
we can now feel that the worst is over. But while we may be on our
way out of the woods on the current recession, the greater of our twin
problems is still with us. The inflation born in World War II has
persisted through three such cycles of both boom and recession-and
while its fires seem dormant now, the deficits created by this very
Congress may well be storing up the fuel which will cause them to
flare up again soon in a wilder and more consuming flame.

As the hearings developed, the risks and problems of inflation
became their central theme. Now as they (lose, it remains our domi-
nant economic threat. .If our country is to continue to grow in sound
prosperity, control of inflation must be our chief economic goal. To
me, this is the ultimate meaning and lesson of the Finance Committee
hearings of 1957-58.


