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QUR ECONOMIC DILEhiua

I have been asked to discuss the economic dilemma that confronts
us today. actually there are many economic dilemmas, and time wili not
permit me to examine all of them. Recently, when I appeared &t @ Congres-
sional hearing to discuss inflation, I made this statement which reflects
some of the economic dilemuas

"Each one wants the benefits of inflation for himself,
but he wants the others to pay for them.

The farmer wants a floor under his prices, but he does
not want & ceiling.

The real-estate people, the building-mzterials pesople,
want easy credit so that they can readily dispose of, at in-
flated prices, the homes and materials they have to sell.

But they certuinly resist having any excess-profits taxes in
order that the Government might recapture some of the profits
that ere thus mude.

Labor has always wanted price control, but they have
vigorously resisted wsge control.

The bankers want higher interest retes, but they do
not want the Federsl banking agencies to have increased
power over the expansion of credit.

You know the familiar pattern. and now, after 3 years,
you have been called together to consider this problem which
has been with the Congress constantly, and the american public
constantly, and there has been little or no wiliingnsss to face
up to it, realistically, either by the public or by the Congress,
or by the administration.

This situation has gone so far that to stop the infla-
tionary development could well bring about a deflationary
development."

while nearly everyone hus been fully conscious of inflation in
our economy, there has been no general agreement or widespread understand-
ing among the people as to why prices have risen., Some criticize organ-
ized labor for successfully demanding higher wages. Others point to the
raising of prices by business and the resultant excessive profits, to the
high prices of agricultural products, or to the activities of speculutors
in commodities and reszl estate. Government expenditures, high taies, and
many other things are singled out for bleme, Such factors, to be sure, all
have their relevance to inflation. But some of these are only symptoms
or effects of inflation, and not czuses. Others are merely relatively
minor factors that could never, in themselves, have developed an inflation~
ary situation such as we have had.

Excessive money supply the basic cause of inflation.

The vital force, that has been generating inflation in this
country, has been the excessively large money supply which was created by
war financing. &t the end of the war, demund deposits and currency held
by the buying public were about three times their prewar volume. In addi-
tion, businesses and individuals increased their holdings of United States
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mean that, should the inflation continue, it would be futiie to restrict
bank credit. what it does mean is, that in a highly inflationary situation,
with increasing velocity, restriction may not be enough. In such cir-
cumstances it might require & contraction of the money supply to overcome
the inflationary effect of the increased velocity.

Bank credit restrazint

As 1 have stated earlier, we are confronted with an economic
ditemma. We have in fact some very unpleasant aiternatives. One of these
is to do nothing at all, even though inflitionary pressures continue,
hnother is to wdopt a strong policy of monetary restraint, a prerequisite
for de.ling successfully with monetary problems under inflationary condi-
tions, nowever, is the adoption of fiscal policy which would insure a
balanced budget or, preferably, a budgetary surplus so long as inflationary
pressures continue. Howvever, if fiscal policy should result in substan-
tial deficit financing, it would not be possible to adopt a restrictive
monetary policy under existing powers.

Monetary policy under present day circumstances must be rein-
forced by & fiscal policy and a debt management program consistent with
it. In other words, fiscal and monetary policy should go hand in hand.

Our fiscal position in recent years has been favorable to credit
restraint and has been a major factor checking monetwry expansion. &
further Government surplus, however, is not now in prospect. we have had
a 5 billion dollar cut in taxes. Expenditures wre up avout 5 biliion dol-
lars for military purposes and foreign aid. So the Government surplus,
heretofore the principal monetary bulwark restraining inflation, has
disappesred. Indicuations are that defense expenditures will be further
materially increased. If there is no corresponding increase in taxes or
reduction in other Government expenses, there will be a budget deficit
which would add to our present inflation problems., This would be most
unfortunate and should not be permitted to happen.

For achieving a condition of restraint on bank credit and
monetary expansion, several proposals have been mude, You wre familiar
with most of them, I am sure. One instrument that would be efiective is
suthority to increase primary reserve requirements of all banks, member
and nonmember alike. This is an inflexible instrument, which could be
used to offset bank sales of Government securities to the Reserve Banks.
It could also be used to immobilize additional bank reserves resulting
from gold inflows and from System purchases of Government secuyrities from
nonbank investors, thus preventing multiple credit expansion on the basis
of these reserves.

Another less onerous plan is the special or optional reserve
proposal. This would immobilize a large purt of bank portfolios of Treasury
bills and certificates, and greatly reduce the willingness and sbility of
banks to lend. It could also be used to tie up new bank reserves in these
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Because of the importance in our economy of = <50 billion dollur
Government debt, the Federal keserve System has undertuken to continue its
wartime task of maintaining orderly and stable conditions in the Govern-
ment securities market. This program involves the purchase of Government
securities by the Federal Leserve Banks whenever holders choose to sell
and others are not in the market to buy at support level prices. Bunks,
insurance companies, and other lenders have taken advantuge of this
market support to sell Government securities in order to extend credit
to other borrowers. As I have said before, this process creutes addi-
tional amounts of bank reserves and money.

Much of the criticism of the support program for Government
securities has come from insurance company executives and from officials
of large banks. Specificully, the System's support activities have been
criticized by ir. Parkinson, President of the Equitable Life sassurance
Society, and by Mr. hussell Leffingwell, Chairmun of the Board of J. P.
Morgan & Co., as well as by the privately-sponsored Committee on Public
Debt Policy, which is composed prineipally of persons associuted with
large commercial banks, insurance companies, and savings institutions.

I am not entering into a debate with these critics. However,
I would like to help clarify the issues.

I agree with these critics that there is too much money and
that it is too easy to create additional money.

Mr. Leffingwell and I are in agreement as to the need for
measures outside the privste credit field. Some of my views on this were
expressed extemporaneously last august before a Committee of Congress.

I quote from that testimony:

"I do believe that everything within the power of the
Administration and the Congress should be done to maintain a
budgetary surplus.

I do believe that the Federal Government should do every-
thing within its power to encourage the Stute to postpone
every expenditure that it is possible to postpone, and set an
example to the States by doing likewise.

I do believe that the Federal Uovernment should not, for
what seem to me political reasons, encourage a housing program
in excess of the amount of labor and materials available, and
encourage further inflation thereby.

I do believe that the Federal Government should do every-
thing within its power to bring down food prices, by encoursging
more and not less production.”

As part of & program for reestablishing effective control of
the money supply, there is wide agreement that further steps should be
taken toward greater flexibility in short-term rates. The Federal heserve
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System believes in, has advocated, and has taken tangible steps toward
this objective. Action in this field must, of course, tuake into account the
Treasury's problem of public debt management, I personally feel, however,
that action has moved unnecessarily slowly and that further steps are
needed which would permit higher and more flexible short-term rates. any
such action would be accompanied by appropriate changes in the Federzl
Heserve Bank discount rate.

But the principal controversy is not relative to the short-ter:
rate. The more controversizl issue is whether or not the Federal beserve
should continue maintaining the rate of 2 1/2 per cent on the longest-term
Government securities,

The means for restraining monetary expansion which critics of
the support program prescribe is to introduce flexibility into the long-
term rate, Complete abandonment of the “overnment bond market by the
Reserve System is not generally advocated. 4s ir. Leffingwell has put
it, "The peg should come out, but the Government bond market should not
be abruptly left to itself." He also wrote, "The policy of supporting
Government bonds when necestary, without pegging, and of msintaining an
orderly market in Government bonds, would be continued until a normal
market is reestablished. The authorities should, however, stop the autow
matic supply of money to the market to peg bond prices &t par, wnd should
let interest rates and bond prices gradually settle themselves; but not
make money dear or scarce.”

Now, just what does this type of program actually contemplate?
It seems Lo involve a continued willingness on the part of the Federal
Reserve System to tuke Government bonds and to supply keserve Bank credit,
but at yields higher than 2 1/< per cent. Apparently, howsever, the System
should follow a policy of gradually easing bond prices down and yields up,
but buying aggressively, if necessary, to maintain orderliness in the
market.

What would be the position of a Government bond owner or a po-
tential bond buyer under such circumstances? Would they have any confidence
in the market? Holders would tend to sell and potentisl buyers to hold
back, creating increasing downward pressure on bond prices, until sub-
stantially lower prices were reached. If yields should rise only 1/« per
cent on the longest 2 1/« per cent bonds, their price would fall to less
than 93, But in a falling bond marxet, with general credit demwund strong,
rutes on other securities and loans would tend to rise at lezst proportion-
ately as much. Under these conditions, can it be expected that insurance
companies or savings and loan associations or other institutional investors
would act materially differently with the yield on Governments &t 3 per
cent than they do now at 2 1/z per cent?

Loans or investment, other than Government securities, would
have as much, if not more, relative attr.ctiveness to lenders and investors.
Few, if uny, borrowers would be priced out of the market for funds by
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funds to redeem these securities and could require that the Reserve Systenm
give up its tight money policy to assist the Treasury in meeting its obli-
gation to savings bond gwners and thus could defeat the purposes of this
anti-inflution program.’

A progrum of credit control, made effective by withdrawal of
System support from the Government securities market, could iead to a
serious deflation. This,indeed,is a result that the sharpest critics of
the support program say they are anxious to avoid.

Inflationary role of nonbank institutional investors

Representatives of some big investing institutions have freely
criticized banks for their creation of new money through bank credit
expansion. They complain sbout the effect of inflation on the value of
savings and insurance benefits.

But some of these institutions are helping to create the very
inflation about which they complain. They are helping to reduce the pur-
chasing power of money by extending credit to real estate owners, to
businesses and to state and local governments in amounts which exceed
funds available from repayment, of debt or the current flow of savings
into their institutions. They are able to do this by seliing to the Re-
serve Banks UGovernment securities they purchased to nelp finance the war.
The Reserve Panks have to ouy them,unless we are prepuared to tuke the
dangerous road of withdrawal of support thet I have just described. There
would be no objection to their selling if there were & deflation situation,
or if there were & market &t present levels outside the banking system.

I suspect that some of those who are most vocal in advocuting a
drop in support prices have a very special interest in lower prices on
long-term securities. It wouid be interesting and enlightening in tanis
‘connection, I suspect, if we could see the maturity composition of their
Government, security portfolios. we might find that they have few long-term
securities, having never bought zny nor having previously sold at premiums
what they did have.

There needs to be greater recognition on the part of our large
nonbank institutional investors that comrerciul banks are not the only
institutions which are expected to act in the public interest to maintain
monetary stability. Insurance companies and other holders of the savings
of the people have that responsibility as well. If they are unwilling
to recognize and to meet their public responsibilities, then it would be
necessary to include them, as well &s banks, in a legislative program of
adequate monetary and credit control.

In conclusion.

I should like to emphasize that further inflation is not in-
evitable. There are some soft spots in the economy. In guite a number
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point where there will be a balance between buyers and sellers in the
market, without significent Federzl heserve support.

I desire to say in conclusion that I am fully conscious of the
enormity of the world difficulties which affect our every domestic problem;
that any fiscal, monetary, or credit progrum designed to estublish econ-
omic stability at home may be entirely upset by expanding military and
world aid progrems without terminal point «s to either time or amount;
that the alternative is to bring about a condition of world peuce at an
eurly date, even at the risk of war,

I agree with ilr. Lhurchill, when he recently said:

"The western nations will be far more likely to reach a
lasting settlement without bloodshed if they formulate their
Just demand while they have the atomic power and before the
Russian Communists have got it too."
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