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ANTI-INFLATION BATTLE REPORT

I can only report on certain phases of this battle. 4s I see it,

report on our battle at home against inflation should begin with a
b?Oad consideration of its background. Ve know that international ten-
“lons have mounted steadily over the past three years. The Korean war is

the most recent of a series of crises. Korea, however, established
the intention of the United States to support United Nations policy'with
force. It also brought to light inadequacies in our defcnse establish-
ent, 'in relation to our diplomatic and moral commitments to the fiee
¥orld. As a result, we are now greatly expanding cur defensive power.

The international situation continues tense. Poteantial trouble
SPots are scattered throughout the world. In these circumstances, we
Must maintain a vigorous and integrated foreign policy consistert with
the aims of the United Nations. This means for an indefinite time a muck
larger defense establishment than we have ever known in peacetine to meet
Our-international commitments and to secure our own defense.

We do not know, at this time, how much an adeguate defense program
May ultimately cost. Nevertheless, actions already tacen clearly indi-
Cate that present and forthcoming programs will exert a heavy strzin on
our economy and that we must gear our economic nolicy 'to the new situa-
tion, The President has stated that the size of the armed forces will
double from the pre-gorean level of 1.5 million to 3 million men. Con-
gress has appropriated an additional 17 billion dollars for defensz, nili
‘ary aid abroad, and an expanded stockpiling program.- In men and dol-
lgrs, this nore than doubles the pre-Korean defense program, and indica-
tions are that further supplements may be needed.

The new situation has serious implications for economic stability.
Great pressures are placed on our capacity to produce and our price struc-
ture is put under severe strain.

Economic Impact of the Defense Program

Even before Korea business and consuimer demands were very high. Out
but of goods and services was at record levels both in terms of physical
Volume and expenditures. Unemployment was relatively low. In many key
lndustries, output was at or close to capacity and further output de-
Pended on new additions to plant and equipment.

Now a greatly expanded defense projram has been superimposed upon
these large civilian demands. As the defense program accelerates total
Sutput will also rise with the increase in capacity, productivity, the
length of the work wzek, and employment. Total production, in fact, may
SXpand by as much as 8 or 9 per cent over the next year, but it is not
1ikely to rise as rapidly as the takings of the defense program. While
total supplies of commodities and services available to civilians may
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show little change, or even increase somewhat, over the coming 4« months,
in some areas, especially metal-using. 1ndustries and residential; chSbruc

tion, supplies may be sharply curtailed. .. . i

The attainment of such an increase in over-all.production would¥ex‘
ert severe strains upon our available supply of labor as well as on in-
dustrial capacity and supplies of scarce materials. I{ would seem con-
servative to estimate manpower.requirements .for,defense production and
the armed forces at 8 million persons by the end of 1951, or about one-
eighth of the labor force of 65 million. . This allows for. 5 million work-
ers in defense .activities,. about 3 millioh more thun-at present, and .an
increase in the armed services to a;total of 3 million men. . Since unem-
ployment is now at low levels, the:additional workers will have ta comé
mainly from a greater than normal expansion in the labor force.and. trens-
: fers in employment from: civilian to defense activities. If in-the next
year the labor force increases by 1.5 million instead of the normal
600,000, it would still ‘be necessary to shift some.< or 3 million work-
ers away from production of civilian goods. - In-addition, it is likely
that the vork week will also have to be increased further.

. As long as'we are. obliged to maintain a garrison economy, the volune
of goods and services available to civilians will be limited by the. .si
of defense programs relative tc our ability to increase.production.asﬂucb
of our national strength in the past has arisea out of our capecity: to €%~
pand our production and at progressively lower cost per-unit in terms O
manhours employed. This has been the result of rapid technelogical pro-
gress, intensive use of capital equipment, unique managerial pzenius, and
a trained and intelligent lubor.forge The'survival of our democratic
way of life depends in no smell measure. on our ability to maintain and
-possibly improve our past record in this area:. This.means that.techne-
logical research must continue to have a-high priority. Modern wer is &
war of technology as well as of men..

Increased production, . however,.will not-be,enough. by. itself. to:avert
inflationary.dangers. as defence programs expand. The nature of the prob-
lem may be indicated. by.illustrative: fjgures.- Let's. say that total gross
national product in terms of third quarter 1950 prices might he increase

-by.25:billion dollars, or almost 9. ppr cent from -the third cuarter of
‘1950 to.the-third quarter of'1951.::But if, for'example, defense taxings
account for 20 billion dollars of the total increase, then only:. 5 billion
dollars would be left for additional private civilian and regular Govern-
ment expenditures. Meanwhile, private incomes .before taxes.would be:in-
creased by 25 billion dollars. These rising incomes, unless drained off
- by.a pay-usswe-go fiscal :policy, will result in riszing demands .which caxn-
not be satisfied and which will' exert strong pressure on-prices.. Unless
“restrained, price-advuances under:such.circumstances. Wl]l breed fuzbher
price- 1ncrea5es inan -inflationary spiral.:.

The inflationary potential is further aggravated by the fact that
both businessmen .and consumers can increase:their expenditures by reduc-
ing "holdings-of liquid assets and by making. use-of:credit. These de--
mands'are in addition.to those srising. out of “incomes earned.through.cur-
. rent.production.- - Furthermore, .as:prices risge,,iscentives.becone: stronuer
for shifting out .of cash or its equivalent into real assets, ihat -is, .
people.buy goods :and invest, .and .demand. for.credit becomes more urgent.



Rising prices raise material costs and stimulate wage increases.
With high enployment, tightening pressures uporr manpower. subpllies, ris-
ing living costs, and expanding profits, workers are. in a position to
ask for higher wages. At the same time, employers must bid actively for
labor by offering extra inducements to workers. Advancing profits tend
to lower resistance to wage increases. With demund strong, business is
able to rais selling prices to cover additional expenses. Thus, higher
brices lead to higher wages, incomes, costs, aund expenditures, and to
higher prices sgain.

Developments in the third quarter of 1950 illustrated the nature of
the inflation process. Defense expenditures rose only very moderately.
Nevertheless, prices, incomes, and expenditures advanced very sharply.
Incentives for accumulating inventory were very strong. Fusiness re-
Vised sharply upward its plans for investment in plant and equipment.
Consumers engaged in a buying spree of commodities wiich mipht eventually
be in short supply. Consumer holdings of liquid assets were reduced and

an't credit, reflecting especially loans to business end to individual
buyers of consumer durable goods and houses, expancad at record rates.
+hese developments were based primarily on changed expectations. A
higher price, cost, wage, income, and credit structure was built into
the economy even before the real pressures of the defense prograam on our
available resources were felt.

The Economic Prospect

What is the economic situation in vrospect? It is not one of all-
out warfare expected to last for a limited period of time. Rather, what
may face is a condition of Government expencitures which are expected

to be high but below wartime levels for & number of vears in the future.

In such a situation, direct controls like price aud wage controls
ind rationing are both less necessary and less workable th:n in o period
of all-out warfare. On the other hand, soovping up the excess purchasing
bower through taxes and monctary measures is much more feasible than
under conditions of all-out warfare. Certminly as iong as consumer dur-
able goods are available in anything like the volume we can still ex-
Pect, the tas« of allocating them among us would be exceedingly diffi-
cult. Furthermore, the longer direct controls are. centinued, the more
difficult their administration becomes and the more likelv it is that
controlled prices will develop serious economic distortions as coadi-
tions of production change in the different industries.

Steps have to be taken, of course, to couserve and allocate certain
Strategic materials which are in scarce suppcly. But a harness of direct
controls, including controls at the retail level, should be accepted only
if needed as a last resort. In any case, even if direct controls should
be adopted, it will be necessary constantly to mop up excessive funds so
that the controls themselves will. not become o sham while inflationary
Processes find their real expression in black inarkets and concealed
transactions.

To say that we face an extended period of more or less chronic in-
flationary pressures does not mesan that we face a period of progressive
deterioration in the purchasing power of the dollar. It does mean that
fighting inflationary dangers will be our continuing problem. It doesn't



mean that we need.to lose that fight. But fighting inflation csrnnot be |
painless. If we.are to do it successfully, with or without a comurehen-
sive harness of direct controlsg, we must accept the f1n°n01al mcﬂuurcs
which are necessary, to.do the job. PR .

It should be recognized that the prospect of an extended tattle of
fighting inflationary trends does not imply that business trends will ‘fol-
low a-steady upward course. A garrisom economy will heve many difficult
problems of balance in production, prices, and employment. Unbalsanced
conditions may develop which can only be corrected by temporary setback
of activity. A continuing danger will be that of speculative excesses,
which from time to time could go much too far. We could then even witnzgss
the spectacle of deflationary reversal at a time when underlying forces
vere on the whole inflationary. Hlstory of inflationary periods is £i11ed

with examples of that kind of economic development.

The Task :of Monztary Policy in Fighting Infle tion

A dynamic. economy requires enough money: to permit @ level of produc-
tion which is compatible with a high ‘level of iemployment. If, however,
the amount of money in the economy is far in excess of avallable suppliies
of civilian goods, the saver ray lose faith in the future purchasing power
of his dollar. It is the task of monetary policy to see thut ithe money
supply is adequate for a fully functioning economy but not so large as to
cause infletion with all its misdirection of human effort and other produc-
tive resources and its inequitable redistribution of: real income and real
wealth. o oL -

In ‘the long.run, 'an expending money supply is required by an expand-
ing economy with an increasing working population, increasing capital in-
vestment, and increasing productivity per worker.: @ Our benking system has
done a splendlu job of supplying. the flnan01al resources to keep pace with
our increased production.

But to keep the economy on an even keel from month to month sud yeer
to year requires constant vigilance. There are always incipient movenents
in the economy which, if allowed to develop, might result -in run-away in-
flation or deflation. Whatever the initial cause of such developments,
actions by the Federal Reserve can serve as an important offset. If a
general price swing is caught early, it may take little to restore the
economy to an even keel. It is much easier to check an influtlionary or
deflationary movement before it has become cumulative and hefore one-
sided anticipations of business and consumers have begun to reinforce it.

It is just these incipient movements which monetary policy is best
adapted to attack. ifonetary policy is flexible. It can be applied rap-
idly; it can be applied gradually in-experimental doses, and it can be
easily reversed.

Types of Monetary: Measures

Monetary measures include actions that influence the availability
and price of funds to lending institutions and actions that directly de-
fine terms of lending--such as down-psyment and maturity, requirements--
in certain fields of credit. The former measures affoct primcrily supply
conditions for credit, the latter mainly demand conditions.
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The availability and price of funas to lending institutions are in-
fluenced by open market operations, changes in the discount rate, and
changes in reserve requirements. These actions all have their major ef-
fect on banx reserve positions, although they may also immediately af-
fect the lending ability of other groups of lenders.

Even at the risk of eppearing either too clementuary or on the other
hand too technical, it seems approprizte to me, at this time, to define
4 little more clearly vhat is meent by bank reserves and reserve require-
Tents. The term reserves may refer to any cash assets held by banks.
*or member banks of the Federal Reserve System, however, it refers gen-
€rally to the deposits of commercial banke with the Federal Reserve Banks.
At the present time, country, reserve city, and central regerve city
banks are required to hold reserves equal to 12, 18, and 22 per cent,
Tespectively, of their demand deposits and reserves of 5 per cent of
their time deposits. Thus member banks cen now have deasnd deposit lia-
Pilities equal to about six times their reserves. If there is a change
1n either the amount of reserves or the percentage reserve requirements,
then the amount of deposits the reserves will support is changed. This
Will change correspondingly the amount of credit that banks may extend,
Siuce, as you know, when banks increase their credits they increase
their deposits and when they reduce their credits they reduce deposits.

Open nmarket operations.--Now let us consider the effect of open mar-
ket operations, changes in discount rate, and changes in reserve rejuire-
Ments on the reserve position of banks. The Federal Reserve may at any
tine cither purchase or sell United States Government securities. If the
Federal Rescrve shows a villingness to purchase Government securities at
favorabla p:aces and low yields, it encourages holders to sell them: in
Order to secure funds to lend on more favorable terms to private borrow-
ers. These funds thus find their way into the expenditure stream.

The sellers of securities to the Tederal Reserve may or may not be
Comrercial benks. In any case, Federal Reserve purchases will supply
banks with resesrves which, as I have indicated, may be the basis for
Multiple credit and deposit expansion. Any seller will be paid with a
Check on a Federal Reserve Bank. If banks are themselves the sellers of
Securities, then they obtain reserves directly as a result of the sales.
On the other hand, if the sellers are nonbunk investors--say, insurance
Companies-~they will deposit ihe proceeds in banks, since the Federal
Reserve Banks do not hold deposits for the general public. Thus in this
Case, too, banks will obtain increased reserve halances at the Federal
Reserve, In either case, banks will find themselveg with reserves in ex-
Cess of legal requirements and will be able to increase their loans and
deposits. As the deposits thus created are spent, other banks will find
themselves witl excess reserves. For the banking system as a whole, the
Increased excess reserves may form the basis for an increase of five or
More times credit and deposit expansion.

It is easy to see, theorefore, that if the Federal Reserve can avoid
buying securities in the market it guts a powerful brake on the further ,
€xpansion of. bank' credit. Moreover, if the System can sell securities
from ite portfolio it may set the stage for a imltiple contraction of
Such credit. When the Federal lieserve shows o willingness to sell Gov-
ernment securities at low prices and high yields, it encourages purchas-
ers to buy them. Banx rescrves vill be drawn down either because the
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banks use them to purchase securities themselves or because depositors
write checks on the banks to pay for securities purchased from the Fed-
eral Reserve. Unless banks as a group have started out with excess re-
serves, the banking system must either decrease loans and deposits by 1ive
or more times the decline in reserves or it must borrow reserve funds from
the Reserve Banks. Banks do not like to be borrowers except for very tem=
porary periods, and so they make every effort promptly to adjust their af-
fairs ana to liquidate such indebtedness. The readjustment may involve
contraction of lending, sales of investaents, or both types of action.

However, it is important to point out here that the Federal Reserve
does not carry on open market operations only to bring about a net in-
crease or decline in bank reserves. It may act merely to offset tne ef-
fect on bank reserves of other developments, such as gold and currency
movements. Furthermore, botli the type of securities which are purchased
and sold, and to some degree the extent of open market operctiong, may be
determined partly by conditions in the Government security market.

Decisions to purchase or sell Treasury securities are made with pri-
mary consideration to general economic conditions. But the Federal Reserve
cannot ignore conditions in the Goverameut security mar<et, and the vigor
and scope of open marxet operations muet always be tempsred by the neceS-
sity for maintaining an orderly, functioning maiket.

Discount rate.--Chan,es in the Federal Reserve Bank discount rates
are the second measure available to the Federal Reserve to influence
availability and price of credit in general. The discount rate is the
rate at which the Federal Reserve Banks lend to member commercial banks.
This measure is r=ally e joint instrument with open marxket operations.
This is because it is desirable to adjust discount rates in accordance
with the direction of o¢pen market cperations. If banxs are losing re-
serves as a result of open market operations, it may not be desirable to
permit them to replace those reserves by boirowing at the Federal Reserve
Banks, at least, not without an additional penalty by way of paying an in-
creased discount rate. This additional penalty is both a deterrent to
member bank borrowing and, if borrowing is done, en incentive to repay the
indebtedness at the earliest possihle time. At the present time banks ad-
just reserves more frequently by purchasing and selling short-term Treasury
securities than by borrowing from the Federal Reserve and repaying such
credit. However, the terms on which banks csn borrow from the Reserve Bank®
may be important at certain times. TFurthermore, changes in the discount
rate are looked to &s one evidence of the opinion of the Federal Keserve I'¢”
garding the general credit situation.

Reserve requirements.--Changes in reserve reaquirements are a third

of influencing bank reserve positions and thus the ability and willingness
of banks to lend. Changes in reserve requirements do not lend themselves
to flexible adjustment as do open market operations and discount rates.
ever, there are times when because of large Treasury horrowing needs or
other special circumstances in the market, open market operations and dis-
count changes may not be feasible on a large enough scale to bring about the
desired change in bank reserve positions. Under such circumstances, an in-
crease or decrease of reserve requirements may be appropriate. The Federal
Reserve now has the power to vary requirements on demand deposits between
minimums of 7, 10, and 13 per cent for country, reserve city, and central
reserve city member banks, respectively, and corresponding maximums of
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R0, and 26 per cent. In the period August ‘1948 to June 1949, it had
authority to raise them to maximums of 18, 24, and 30 per cent.

If reserve requirements should be raised from an averaze of, say,
17 per cent to an average of 20 per cent, each dollar of reserves would
become the hasis for §5 rather than $6 of deposits. Unless the banks
had excess reserves to begin with, they would be forced to decrzase
their loans and deposits correspondingly or to reise new reserve bal-
ances by selling securities. The fact that they need to sell securities
Or borrow imposes a penalty on banks and acts as a deterrent. Further-
ore, each new dollar of reserves received would form the basis for a
Smaller amount of deposit and credit expansion.

Selective credit measures.--In certain fieids of credit, the Federa:
Reserve sets the terms of lending and, as I said before, these terms di-
rectly affect the demand conditions for the affected cradit. These
fields are stock exchange credit, where margin requirements ars set; and
Cousumer and real estate credit, where, under emergency authority, down
Payment percentages and repayment periods are regulated. These fields
lend themselves particularly to this type of regulation because terms of
Such loans can be standardized. By an increase in murgin and down pay-
Ment requirements and by a sliortening of the period of repayment of real
eState and consumer loans, soma purchases are prevented.” [hose pur-
chasers who are able to meet the requirements are more likely to have to
cut down on other expenditures to make the larger payments both at the
time of purchase and subsequently.

All of the actions of the Federal Reserve are taken under the auth-
9rization of Congress, and the Federal Reserve endeavors to keep Congress
informed on the measures applied. In its Annual Report to Congress, the
Federal Reserve summarizes the steps taxen and the economic cenditions .
giving rise to them. Furthermore, the members of the Board, the officisls
of the Federal Reserve Banks, and the System's economic advisers are al-
vays ready to go before Congress to explain the actions taken and to ex-
Press their views on the economic situation.

The Role of Fiscal and Debt Management Policy

. I an not suggesting for a moment that monetary policy can operste
independently of other policies, particularly tax and fiscal policy and
debt management policy. For maximum effectiveness, monetary, fiscal, and
debt management policies should work hand in hend.

The level of prices and of economic activity is greatly influenced
by the relationship between Treasury receipts and ex.enditures--ihat is,
by whether there is a surplus or a deficit. Whether Treacury securities,
Loth new and refunding issues, are being sold to bank or to nonbanic in-
Vestors likewise has an important effect on the economy. A cash surplus
on the part of the Treasury can be a very potent measure in combating in-
flation. This is particularly true if the excess of taxes over current
expenditures is used to retire bank-held debt and thus to reduce the sup-

Ply of money in the economy.

There are circumstances, of course, under which it is impossible for
fiscal policy to serve in the desired manncr. For example, high expendi-
tures required by a defense or war emergency may be responsible for an
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inflaticnary movement. In such a situation it mey he unr=slistic to-ex~

pect a Treasury cash surplus.

- Bven when ‘fiscal and debt. management policies. ars fully appropriate
to the economic¢ situation, however, monetary policy still has an impor-
tant part to play in maintaining econoumic stability.  Monetary policy aLone
is especially designed tec infliuence the extent of private spending with
borrowed funds. Furthermore, the flexibility of monetary poliicy makes it
a'desirable part of eny program for achieving economic stability. It is
possible for the Federal Reserve to act while the means for increasing
taxes and-expenditures are being decided. upon.- It is possible for the
change to bhe in much smaller steps and to be reversed if conditions changdé:
Although Jebt management policy can be more- flexible than taxation and ex”
penditure policies, debt management policy is limited by the structure of
the debt outstanding as well as by a relatively narrow scope as coupared
with monetary measures. _ L

Monetary-Fiscal Measures Alreadv Applied

A number of important actions in the monetary end fiscal area have
already been taken to combat the present inflationary situation by curb-
ing private expenditures. One of the most:important has been the increac€
in individual income 'taxes, by which some ‘of the excessive purchasing power
is being absorbed. This tax increase is a-proper beginning, but further
increases’will be necessary. There is no reason under presant circum-
stances why tax increases should not keep puce with increases in expendi-
tures, so that a balanced budget will.be obtuained. <Considerations of eco”
nomic stability certainly demend that Goveraoment receipts at least equal
expenditures. With present income levels, we can and we must cover by tax”
ation the level of expenditures anticipated for the next few years.

But even if we should have.a balanced budget monetary and credit meas”
ures are not autometically eliminated. -Some of the: toxes will be paid with
funds which would otherwise have been saved. rather than spent, while Gov-
ernment expenditures will all find their way into the expenditure strean.
Furthermore, there will be increased private expenditures for plant expan-
sion which will swell the total expénditure stream. These additions to
expenditures must he offset by mcnetary and credit measures. To the ex~
tent that th: budget is not balanced, however, monetary measures bhecome
much ‘more important. Some steus have already bheen taken in the applica-
tion of monetary and credit restraints, and others may prove necessary in
the future.

With a view to limiting the avajilability of credit ead affecting its
cost, the Federal Reserve Banks increased their discount rate from 1-1/2
to 1-3/L per cent in August. As a result.of the Systea's anti-inflation-
ary open market operations, interest.rates-.in the marxet rose, witlh yieids
on short and intermediate-term Government securltles xp generally about 1/h
of 1 per cent since the middle of August.

Steps also have bean taken to control the granting of consumer and
real estate credit directly by the establishment of minimum down payment
requirements and maximum terms.to maturity under authority of the Defense
Production Act of 1950. Effective September 18, the Federal Reserve is-
sued Regulation W setting minimum down payment. and maximum maturity for
consumer credit. As revised on October 16, it provides for minimum down
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bayments of one-third on automobile purchases, 25 per cent on household
appliances, snd 15 per cent on furniture, and sets the maximum period
for repuyment generally at 15 months. Effective October 12, the Federal
Reserve issued Regulation X defining the terms of real estate credit of
private lenders. At the same time, the terms for Federal Housing Admin-
istration and Veterans Administraticn loans were tightened. Minimum
down payments now range from 5 per cent on houses for veterans costing
under $5,000 to 50 per ceut on houses for nonveterans costing over

250. On a $9,000 house, the minimum down payment is set at about
11 per cent for veterans and 21 per cent for nonveterans. The maximum
time for repayment is generally 20 years.

Over the period ahead fewer cars and other durable items and fewer
New homes can be built if our defense needs are to be met. Regulations
on consumer and real estate credit are designed to bring demand for con-
Sumer durable goods and housing into line with the necessary lower levels
of production of eivilian goods., If thesec credit controls were not in
effect, other devices would have to be developed for accomplishing the
Same result or we would have spiraling prices, crippled war production,
and black or gray markets.

Monetary expansion also can be kept down hy appropriate debt man-
dgement policy. At the present time the economic situation calls for
Sales of securities to nonbank investors. Should new borrowing be
Needed under present circumstances, the funds should be obtained if
Possible outside the banking system. As much refunding as possible
Should be dore through seles to nonbank investors. The offering of
Securities which are attractive to such investors as insurance compan-
1€s will decrease their willingness to make business and real estate
loans and to purchase corporate and local government securities. At the
Same time, 1t will decrease the necessity for the sale of Government se-
Curities to banks with accompanying monetary expansion. A beginning has
been made in this direction through the opening up this Fall of more
Series F and G savings bonds to institutional investors.

Summary

Steps taken to combat inflation are not painless for consumers.
Taxes are not painless. Neither are the restrictions on purchases in-
Volved in the regulation of credit. But taxes and credit measures are
Much more equitable than inflation itself. They are also much more
Compatible with our free enterprise economy than are price and wage con-
trols and rationing. They leave a maximum amount of freedom for market
Processes to operate. ‘They stabilize the gencral price level by influ-
Cucing the total emount of expenditures. At the same time, they leave
Prices of individual items free to fluctuate in accordance with changes
in demand and supply. Through the pricing mechanism, goods are still
distributed to purchasers with the strongest demand and manpowsr and ma-
terials are attracted to the production of goods for which demand is
Ereatest in relation to supply.

It is too early to judge the effects of the various indirect meas-
ures vhich have been tuken to combat inflation. If the steps which have
been taken thue far prove to be insufficient, then further measures must
be taken pramptly. It seems clear that taxes will need to he increased
Substantially before many months. Additional monetary end credit actions
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may also be needed and for this:-purpose it may become necessary to request
additional authority of Congress ia order to restrict the availability of
reserves on whkich multiple expansion of bank credit can be based. As the
future unfolds we will know more fully what measures will bs required to
meet it and we must be prepared to obtain suthority for and to apply neces”
sary measures. With resolute and timely asction we cau win the bhattle
against inflation and keep our economy free.



