
applied with great care. It is important to reconcile the imposiflon of 
controls with rapid acceleration of some lines of production and with 
the maintenance and expansion of total production. Actually, controls 
should be regarded as the handmaiden of production, because even cut-
backs of some kinds of goods are ordered to facilitate the production 
of more of other kinds of goods which are in greater need. 

In the long-drawn-out effort now confronting us, there will be many 
cases where programs to expedite production and programs to impose 
restraints complement one another effectively. But there will be other 
cases—and these will be the hard ones—where to achieve maximum 
production it is necessary to relax controls at particular points and 
thereby run the risk of price increases. There is no one rule which 
will reveal the more desirable of these two alternatives in all cases. 
Each situation must be handled pragmatically. But it may be safer 
to run the risk of a minor effect on specific prices than to err on the side 
of smothering or handicapping our productive genius. In the final 
analysis, our security depends more on how rapidly we expand our 
armed strength and productive power than on whether all inflationary 
forces are rigidly contained over a given period of time. 

This report is not the medium for discussing the details and effective-
ness of various controls. That effort is held in abeyance until the 
January reports transmitted to the Congress by the President. 

But the foregoing discussion points up to this conclusion now: In the 
worthy desire to be vigorous, we should look where we are going. And 
we should not too rapidly sacrifice on the altar of automatic conformity 
the dynamic qualities which thus far have made our industrial system 
almost as productive as those of all the rest of the world. 

VII. Taxation in the Defense 
Program 

No discussion of the economics of defense would be complete without 
some special reference to taxation. The major combination of methods 
by which resources are redirected by Government consists of expendi-
tures through which the requirements of Government are exerted, and 
taxes through which other demands for resources are reduced. In 
peacetime, this combination of expenditures and taxes is ordinarily suffi-
cient to divert resources without resort to other control measures. The 
fact that in the defense period other measures also are found necessary to 
redirect resources for the most efficient promotion of defense purposes, 
does not alter the prime importance of taxation and Government 
expenditures. 

The diversion of resources to the defense program must be made for 
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the most part from private spending and investment. To the largest ex-
tent feasible, however, diversion should be made from other govern-
mental programs by reducing non-essential expenditures. When citizens 
are required by a shortage of goods and services to cut their less essential 
individual spending, not to cut less essential collective spending would 
make for inefficient use of scarce resources. 

The order of priorites among governmental programs is drastically 
altered by the international danger. Many governmental activities which 
have a high priority in peacetime must give way in a period of mobiliza-
tion. In the rearrangement of priorities, however, it should not be 
assumed that no governmental expenditures except those made directly 
for the military program are important to the defense effort. A healthy, 
efficient labor force with high morale, an increasingly productive indus-
trial plant, and well-conserved natural resources, are foundations of a 
maximum defense effort. Governmental programs that support these 
foundations retain a position of high priority. Some of these programs 
can be contracted; some may have to be expanded. There are other 
programs which can and should be reduced or postponed. But when 
everything to this end has been done, it is inevitable that the reductions 
will be far outweighed by the increases in defense expenditures. There 
will accordingly be a large net increase in governmental demand for 
goods and services. 

Because taxation offsets the increased demand of Government ex-
penditures, it is the basic measure for attacking inflation. In addition, 
taxation at the levels required by the inflationary pressures also may 
have important effects in restricting or redirecting production. 

The positive importance of paying the cost of the defense effort from 
month to month as it is incurred is based on the anti-inflationary effects 
of taxes. The alternative method, borrowing, presents serious dangers 
of present or future inflation. Unless the borrowing is accompanied in 
the present by a decrease in spending (an increase in consumer saving) 
or by a reduction in business investment, the inflationary pressure of 
increases in Government expenditures will not be offset and immediate 
inflation will result. Even borrowing which is noninflationary in the 
present may well lead to inflation in the future, when the lenders seek 
to change their securities into liquid funds and spend or invest them. 

The prospect that the defense effort will be prolonged makes it par-
ticularly important to cover the cost through taxes. Borrowing has its 
place in the financing of a short, intensive effort; but it is dangerous for a 
long drawn-out effort. 

The positive case for a pay-as-we-go tax policy is so strong that there is 
general agreement that it should be followed. Some arguments have 
been raised for an unbalanced defense budget, however, and the more im-
portant ones will be examined. 

First, it has been said that if it is proper to incur deficits in depression 
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years, it is surely all right in the defense period. This reflects a mis-
understanding of the reason for having an unbalanced budget in some 
depression years, namely, to support private demand when this was 
so low as to cause widespread unemployment. Obviously, a period of 
heavy inflationary pressure is not a period in which private demand needs 
such support; on the contrary there should preferably be a substantial 
surplus to offset the excessive combined private and governmental de-
mand under defense conditions. 

Second, it has been said that taxation is a great burden on the people 
and that, with all their other burdens, they should be spared this one by 
postponing it to later years. But it is not the imposition of taxes which 
creates the burden under existing circumstances; it is the defense under-
taking itself. When the nation decides to withhold millions of its men 
from production in factory and field, and to place them in the armed 
forces, that places a burden upon our economy. When the nation 
decides to use materials for planes and tanks instead of for automobiles 
and homes and roads, that places a burden upon our economy. Defense 
efforts, in the main, must be paid for out of current production, and most 
of the cost cannot be truly postponed. Taxation to pay the cost is simply 
recognition of this fact. Whether these burdens are too large is a ques-
tion to be determined in the light of the dangers by which they are 
prompted. They are not created by taxes, and they will not be reduced by 
failing to finance the defense effort through taxes. 

Third, it is sometimes argued that the burden of pay-as-we-go taxation 
will be greater than our economy can stand over the next few years. In 
its main elements this is the same argument as the last one and the answer 
is the same. In the longer run we should be able to stand as large a tax 
burden as a defense burden, since the tax burden is merely a financial 
reflection of the defense burden. 

In the shorter run, to be sure, defense outlays might rise so rapidly that 
it would not be practical to balance the budget in the current year 
because of the lag of tax collections behind tax legislation. Moreover, 
the outlays might rise to the point that the increase in rates required to 
balance the budget would be so great and so rapid that serious loss of 
incentive would result. But defense expenditures are not yet within that 
range. The "pay as you go" principle should not be relinquished unless 
it should become absolutely hopeless to maintain it. It is a sound 
principle; once it is relinquished, finding a workable standard to take its 
place is difficult indeed. For example, if a deficit were found to be re-
quired in the rapidly expanding defense economy, what clear demonstra-
tion can be made to the Congress that the deficit should be 10 percent, 
or 20 percent, or 40 percent of expenditures? 

In providing for more tax revenues, care should be taken not to meas-
ure how much more is needed solely by looking at the then current level 
of public outlays. Many tax collections lag far behind tax enactments. 
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Moreover, the level of appropriations and the expectancy of things to 
come build up inflationary pressures long before the flow of funds takes 
place and even before the placement of defense orders. Conclusive proof 
of this is contained in the sharp upward movement of prices and wages 
and credit after the Korean outbreak, long before there was any increase 
in the actual placement of defense orders or in the total size of public 
outlays. Consequently, the tax program, as rapidly as possible, should 
be oriented to the best judgments about the economic situation six months 
or a year ahead. 

The really challenging tax issue is from where taxes should be collected. 
Clearly, tax policies, like other policies, should contribute to achieving 
the defense program. To implement the defense effort and to combat 
inflation effectively, taxation should be designed to restrain the unde-
sirable use of resources without crippling imperative uses. 

It is not possible to treat taxation purely as an instrument of economic 
stabilization and redirection of production, for taxation performs other 
functions at all times. Thus, it is relied on as a method of distributing 
the economic burden among persons and groups in an equitable manner. 
Moreover, taxation is the best indication of cost as the public seeks to 
weigh the benefits of expenditure programs against their cost. 

In considering the distribution of the tax burden, three special con-
siderations should be kept in mind in the defense period. The first is 
that if the taxes are to have the desired effect in offsetting inflation, they 
must be imposed where they will reduce spending. This means that 
much more emphasis should be placed upon restraining general con-
sumption than would be desirable in an expanding peacetime economy 
turning out an ever-increasing flow of goods for civilian use. The tax 
program must be adjusted to the cold fact that longer hours and harder 
work will swell the volume of personal income, while for a year or two at 
least the total volume of consumer goods cannot be expanded and may 
have to be reduced. 

If tax increases are to be successful in reducing spending, they must 
not be used as the excuse for raising the prices, profits, or wages of 
those on whom the tax is intended to rest. If any major economic 
group is able to escape the burden of the tax increases by securing a 
compensating increase in income, both the intended burden distribution 
and the intended reduction in spending are frustrated. It then becomes 
necessary to increase the burdens and reduce the spending of other 
economic groups. This is unfair and enlarges the required volume of 
taxation, thereby intensifying all the problems which high taxes produce. 

Price and wage controls can help to prevent those who pay higher 
taxes from shifting the burden to the consumer and thus nullifying in 
part the anti-inflationary effect of the increased taxes. But it is even 
more clearly true that, without adequate taxation, the other efforts to 
control inflation rest upon quicksand. Price controls, for example, do 

17 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

December 1950



not reduce existing demand or narrow the "inflationary gap." If that 
gap is too large, the successful use of direct controls is undermined. 
This cannot be reiterated too frequently, lest the public be beguiled into 
seeking a painless but superficial cure for inflation in the direct controls 
alone. 

A second special consideration is that the distribution of taxes should 
be such as to promote the maximum cooperation of the public in accept-
ing necessary sacrifices and restraints during the defense period. This 
means that the public must believe that the tax system spreads the burden 
fairly. The excess profits tax and the progressive income tax are generally 
accepted as necessary parts of a fair tax system under current conditions. 

A third consideration is that of using taxes to reduce the demand of 
commodities in particularly short supply. Heavy excise taxes on scarce 
commodities do this by raising their effective price to the consumer. The 
resulting price increase goes into the Federal treasury; unlike other price 
increases it does not add to the profits of businesses or stimulate the de-
mand of wage earners to share in such profits. 

Because of the diverse purposes to which taxes must be geared, as 
well as some differences of opinion regarding the way in which different 
taxes affect various segments of the economy, there is an understandable 
variation of viewpoint about just what forms and rates of taxation should 
be applied. Enough is known about taxation to avoid the clearly harm-
ful and to choose generally among the more desirable approaches. It is 
far more important to get an effective and sufficient tax program quickly, 
than to hope for an ideal program at any time. In these times particu-
larly, everyone shares in the responsibility to submerge relatively minor 
disagreements and to seek agreement on the achievement of broad pur-
poses. 

VIII. Price and Wage Policy 
The die has now been cast for price and wage controls, which will 

cover progressively more of the economy as the necessary organization 
is expanded and as the defense program mounts. It is idle now to specu-
late how much of this might have been avoided if a far more extensive 
tax program had been adopted far more quickly, or if certain powerful 
groups within the economy had shown more restraint. Nor will the 
Council in this report discuss the details of which controls should be 
imposed first, in what sequence action should be taken, or what pro-
cedural method should be employed. Some of these matters are clearly 
within the responsibility of operating agencies but outside the purview of 
the Council. Others will be dealt with in the more programmatic 
reports transmitted to the Congress by the President in January, includ-
ing the Economic Report and our Annual Economic Review. 
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