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Adequate defense ageinst Communist aggression calls for more than
powerful military forces and strong allies. It also calls for sound domestic
economic policies that will assure the preservation of our free democratic
institutions. More specifically, it cells for the prevention of further
infletion which erodes the savings of the people, impoverishes all recipients
of fixed incomes, destroys incentives to productive effort, corrupts the
moral fibre of the nation, and in the end destroys the very system which
the defense effort is designed to protect. Defense of the free nations of
the world and defense of the dollar are equally compelling.

The dollar cannot be defended for long, if at all, with & harness
of direct controls - we all know what happened to its purchasing power during
and after the last war. We should have no illusions about the effectiveness
of such direct controls. They attack the symptoms, not the basic causes, of
inflation. In the absence of adequete fiscal und monetary measures to curtail
buying power in the haonds of the public, imposition of direct controls for
the prevention of further y.rice increases merely postpones and delays inflation,
but does not prevent it. If demands of businesses and individuals supported
by money and c¢redit had not exceeded the available supplies of goods and
services, prices could not have advanced so repidly since Korea. You cannot
divert labor and material from civilian to defense production and avoid in-
flation unless you divert a corresponding amount of financial resources from
the civilian economy.

The only way that the purchasing power of the dollar can be pre-
served is through a tax program that will keep the Federal cash budget in
balance as long as inflationary pressures exist, and through monetery and
debt management policies that will effectively regulate the expansions of
bank credit in relation to the total output of goods and services. Adoption
of such policies, together with the maintensnce of an adequate amount of
savings by the public, will bring about the necessary balance between civil-
ian demands for, and the available supply of, goods and services. A pay-as-
you-go tax progrem by itself is not enough to defend the purchasing power of
the dollar. During 1950 the Government operated on a cash budgetery surplus;
despite this, wholesale prices advanced roughly 16 per cent during the year.
The inflation is due, therefore, not to Government spending more than its
income, but to excessive spending by the public, a substantial part of which
resulted from new money created by bank credit.

To a great extent, this expansion in benk credit was made possible
by the Federal Reserve's purchase of Government securities in the market at
fixed prices. OSuch purcheses provided the commercial banking system with
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It is not the responsibility of the Federal Reserve System at a
time like this to underwrite the public debt at fixed prices, but rather to
do everything in its power to curb further expansion of the money supply and
further depreciation in the purchasing power of the dollar. Therefore, the
Federal Reserve System should not continue to support the market for all
Government securities at present prices. If the Congress does not want the
Federal Reserve System to carry out its present statutory responsibilities
it should repeal or redefine its powers. Until such time as it does, the
System has no choice under the present impact of inflationary pressures but
to use its powers in a manner consistent with its responsibilities to the pub-
lic as well as to the Treasury. To do otherwise, would be to fail in its
public duty and would not be in the real interest of the Government. A
greater degree of independence on the part of the Federal Reserve System is

long overdue.
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