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PHILOSOPHY OF PRICE CONTROLo IN A WuRTIME mCONONY
21 Februery 1950 "i . ..n'~f *5,;‘

~DR. KRESS: General Holman, gentlemen. We have this morning &
speaker whom I always think of as lir. OP4 himself. I have known of'"’"
the work of Dr. ‘Wallace for a longer period than.he has known me, . '
because ‘I was intérested in these things ‘long before I-was privilsged
to work in the field of price controls. Dr., Wallace was with the o
Price Stabilization Division of the Defense Advisory Commission from
its very 1nceptlon 1n 1940 and long before it evolved 1nto the OPA.

Last y@ar Dr; %dllace was. forced to cancel hlS talk here because R
he had glven of himself so unst1nt1ngly for the last ten years that *
his system required that he give it an opportunity. to recover 1ts

balance, a perlod of several months being involved.

After leaving OPA, Dr. Wallace served for a'wnlle on the staff
of the Council of Economic Advisers to the President. 4t the present :
time he is Professor, of Economics and Director of the Craduate Program . ‘
of the Woodrow Tiilson School of Public and International &ffairs in - . . °
Princeton University. It is a real pleasure to welcome once more te
a class in the’ Industrlal College of the ermed Forces,. Dr. Donald H._
Wallace. : » . :

DR WLLLACE: Thank you Dr. ‘Kress.
I shall follow in my talk this mornlng the excel ent suggestlon
of General Vanamen and talk about. the follow1ng thlngs.,.,v :

1. The general phllosophy of war prlce control.and the condltlons .
in which prlce control is necessery. G e - ;~:-~?1

24 Tlmlng in the lmp051tlon of controls.

3. Technlques and prlnc1ples of controle,4

e The relatlon between prloe control and malltary procurement._

"5, Some maaor problems 1nd1cated by world War 11 experlence.

3

6; Tlmlng 1n tne release of controls.k,v« ﬂw

There may be other toplcs 1n thls whole area whlch one ¢tould have ;
thought of but there are not very many. -1 think you will see that
in order ¢~ COVer 21l these in the time allotted; I shall haveite
limit myself to'a few ba51c thlngs under each one, but I think~ -
perhaps th&dt will be mdre 1nterest1ng to.you then taki ng one of two
of these and g01ng 1nto uhem ;nton v=lv.' S :
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First, The general philosophy of -war price control and the conditions
in which price control is necessary.--The extent of price control and ,
other stabilization ccntrols needed in wartime, if we need any—and con-—
ceivably there might be a kind of war situation in which we would not
need any-—depeénds b831cally on the extent of the mllltary program in berms_&
of the proportion of manpower devoted to military service and in terms I
of the propertion of manpower and otner economic resources’ needed 1n Uhe f‘“
war productlon program, : o

In World War 11, the obteﬂtlve was to dlvert the - 1argest bokulble o
proportion. of reésources - that-could be effectlvely utilized without - -
impairing the production effort itself. This was total economic mobil~
ization. I.do mot:iknow what drain might be made on the resources of the
country by the: kinds of warfare which are now possible ‘and developing—— -
atomic bombs, hydrogen bombs, guided missiles, and many -other weapons of
which I have not heard. Since I do not know what assumptions to make con
this problem, I cannot, of coursc, deal Wlth it today.

In pasgsing ‘I mléht, however,; hazard one suggestion. Even if ‘the
impact of the military program itself, including’ the necessary war pro—
duction did not apparently require prlce control, was’ not of sufflclent
extent in impact on the whole economic Scene’to requlre prlce control,
nevertheless the destruction of facilities, of goods, and of lifé would
probably be so great as to require price control and other sorts of
control with respect to essential civilian goods. With total economic
moblllzatlon, price control and wage control will always be ‘necessary.

It is worth. notlng also that even a relatlvely moderdte ihcrease
in the military program at a given time will call for stabilization
controls if it occurs when our labor force and our fa01litles are pretty
fully utiliZed “according to normal standards, for example, the present’
time. Hence, if we as a nation are successful in malntalnln maximam
emp loyment and maximum production-—to use the terms of the Employment
het of 1946-~the advent of war,- or more preclsely, the beginnifig of a *~
marked increase in the military program, will requlre stablllzatlon
controls immediately if serious inflation is to be preventéd. If we
have a situation in which unemp loyment is onlJ somewhere between two
and four-millien and most of our facilities are guite fully \sed accordlng
to normal standards, then any marked increase in the war production program,
or in the size of the armed forces personnel, will make such-a 'drain on f
the resources and will have such an impact on the economic structure that
we would be plunged into severe inflation unless we could’ bring‘into :
existence within a relatively few weeks or months full-scale stabilization
controls, In the:absence of such controls, in this kind of 81uuatlon, v
the Government, in order to get the- n@cessary ‘production on approprlate B
time schedules, would simply have to go 'in and bid goods, manpower, and
“the use of facilities away from private bidders who would not want to
give up their claim on tlese resources. The result would be a whirlwind o
inflation. SR LR o
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~ One may ask, Vihy is it‘reallyvnecessary.to prevent-.inflation in -
wartime?  Most of the érguments%about‘stabilization“controls are arguments -
about this question of why it is necessary to prevent inflation or . o
arguments about,the.guestion of how todo it, if it is agreed that in-
flation must be prevented. 'We don't need to linger much on the Ywhy"
because 1 think it is already clear, but I should like to make one or
two points about it, ' , Lo o )

Many people;ﬁéuid say that the basic reason fof'stabilizétion;contrbls;‘

in wartime is to protect the civilian population from the ravages.of ,. .

inflation.  That is, of course, a reason,.but it is not.the only resson.

In my view, the chief reason is simply thet inflation would play havoc

with war productioh and with procurement programs themselves and would -

make impossible the maximum all-out war effort of which the economy is = =

capable if eﬁfggpiv¢¥stabilization,cqntppls are imposed and well operated. -
There are several reasons for this concludion,’ In' the first placs) -

with a gyrating inflation, prices here and there are rising all the time,

Wwages are going up, and prices and wages are chasing easch other in a

spiral. Under such conditions there is a strong inducement to violste

material ecntrﬁls,,prioritiesjandiallocatidns,.and ¥t materials go to

the highest bidders. 'In this situation, it would be very difficult,

1f not impossible, for the procurement .officérs themselves to refrain

from competitive bidding, one branch against another branch, in order

to try to meet the procurement schedules laid down for them.

Another point is that. in the process of ‘inflation there is :inevitably
a multiplication of middle men, 4nybody who can get into the middle, '
buy something, &nd hold it for a week or a month can get a much better
price for it. and make:a profit, This leads to speculation. It also .-
induces the regular manufacturers. and the regular middle men to hold

on to gobds for & while instead of distributing them as fast as possible.

So there is & consideratle bendency toward~hoardingb:

A third point is that a no-strike agreement is possible only if.
stabilization controls are in effect, . With the cost of living rising’
all the time, the’ labor unions would probably not be willing to give ‘
up the one weapon which might be used to keep wages from falling behind. -

© "Finally, a little thought: will show clearly that continyous, spiraling
pPrice and wage incfeases#here,;there;fand everywhere will seriously disturb: -
the planning and scheduling of production by business enterprises, by R
war production authdrities,-civilian'and military, and the planning and
scheduling of provurement by the military. Efféctive.planning‘and
Scheduling and operations in accordenée therewith are possible only if
businessmen, procurement officers, and producticn control authorities
find that price and wage increases are the exception rather than the
rule. , ’ . ’
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Stabllizatlon controls during the war are also a great nelp when _
it comes tc restoring a healthy peacetime economy in a democratie system ;
after the war is over., Hence, both effective prosecution of the war.
and effective prosecutlon of the transition to peace require price. e
controls which 11m1t or*ce 1ncreases verJ narrowly durlng the course. .-
of the wars. - ‘

Secona, Timing in the 1m0051t10n of controls.——Here the oa51c ‘ ,
principle is simple: A price cull*ng must be -imposed whenever the dcmand
for a commodity markedly exceeds the supply, So the-price- would rise a-
great deal if it were left free, Of course we should make some. quall—
fication for prices that might be too low for adeguate supply at the
time the whole thing started, That was true of a number of commodities
in 1940 when we were still in a semidepression condition. But beyond
a moderate rise, the generallzatlon would hold ‘true even w1tn tais
quallflcatlon.,- ' ‘

. in 1941, here was considerable argumen+ about the relatlve merits
of selective price control énd universal prics control. In retrospect, -
 at least, much of this argument seems quite beside the point. ‘As-a .o
matter of fact, the argument could occur ‘only because there. was .at the
time a large slack in our economy, and selective price controls could. -
do the job. for a little while, In 1940, if. I remember correctly, there -
were still, on the average, elght million unbmaloyed in the United States;
in 1941, the average for the year was, I think, five million, although
by the tlme of Pearl Harbor that had drooped to a much 1ower flburs,

The truth on this matter is plain. éelectlve controls Gén - be effectlve
as long as there is con81derab1e slack in the economy, In that situation
selective controls will be necessary in order to prevent the. start of - . .
an inflationary spiral in those parts.of the economy which first, feel ‘the
impact of war programs-—sectors, such as the basic metals or lunber, where -
the big increase in demand first comes and ellmlnates slacks Vhen, if,
and as the war program grows, the slack will disappear everywhere and, .
universal controls will then be necessary. In other words, whenever. there,
is no substantial ‘slack in the economy, whether this condition exists at
the start of a war program or comes into being only as We go along,
universal controls W113 be needed from then on.

Unlversal controls are necessary because leakage of resources 1nto
nonessential goods presents a very ‘real problem unless the prices of those
things are also held down. - In World War II there wes one school-.of
thought which kept urging that so-called luxury goods be exempt from
prlce control, that they were of no importance in the cost of living . - -
and hence had no relation to Wage—prlce relationships and wage-price -
spiraling, and that it was a waste of time to control them. This
argument overlocks the fact that if luxury goods are not controlled,
their prices can run way up, profits to their sellers will become very
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“high, these sellers can afford to pay higher wages than the wages paid
~elséwhere, and there will inevitsbly be ‘a' leakage of resources into
‘nonessential civilian goods. Let us note that the same conditions

that require universal stabilization controls will also require extensive
controls on materials and on the use of facilities and manpower, if we
“are going to run a total war mobilization effort.. Lo :

Third, Technigues and principles of controls.--With regard to -
techniques, I will start with a word or two aboub four prineipal types

~ ofi'price ceiling. ‘One is the freeze ceiling, A&ll the prices of a -

‘given commcédity or set of commodities, or of a whole flock of ‘commodi~

- tles; ‘are frozen as of a certain base data. This means that each seller .
is told that his ceiling price is the highest price he had on.a certain /.

daté or between certain designated dates, e R :

This provision is the quickest way to stop price increases on a
broad front, or to stop‘priée”increaSes on a narrow front when the
agency does not have the information to define any other type of ceiling.
In ‘any case, however, this is only & stopgap, because as time' goes on
the:frozen prices may not accord very well with the developing economic -
sitUatibn;ror;‘eVenvworse from the standpoint of effective price centrol,
a seller may be able.to get out from under the freeze ceiling by varying -
his product enough so that it is no longer the product ‘of which the
price was: frozen: It is a new produet and has no ceiling price unless

~theré is further action to establish one.

The second type of ceiling is the so-called dollar and cents ceiling.

This is appropriate for standardized goods, 4 regulation establishing
““a’ceiling of this sort states the maximum price for a commodity of a
certain description in dollars and cents—for ‘exsmple, so much per .
pound for a copper wire bar at such and such a location. Obviously,
this is the most ¢asily enforceable type of ceiling since it is the
- onig kind' of ceiling about which there can be very little argument as

to what:the ceiling price really is. There can be a great deal of.
argument about what price wis actually frozen by a freeze ceiling, and
~there can be'a lot of argument about the application of a formula—type

of éeiling which is the third type. A formula-type ceiling is a ceiling
that is-calculated, usually by the seller himself, by application of a
formula.specified in the regulation., In machinery industries it was -
‘typical business practice to calculate price by taking the direct labor
‘and-material cdst and using a multiplier of several times that. OPA
adopted the same general kind of formula for ceiling orices in these
industriess In effect the regulation said to the individual management,
"Your' ceiling on a product is your direct labor and materials cost
caleculated in'a certain way, multiplied by a certain factor.," Other
kinds of formuld will easily occur to you. ' - ,
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The final type of celllmg,mdrgln control, is in itself 2-kind of.
formula ceiling, used principally for wholesale’ and retsil prices. o T
Ceilings of this type allowed a specified margin ovor cost of the goods, :
stated either in terms of dollars and cents or ag oerc,ntage work~u0.

In taking up principles of price control; I wisgh Tirst to mghoslze
the most general principle or strategy of price control, without which,
in my judgment, the: thing will not work at all, There must. be brought
into existence & balance between. the cost of living, wagss, profits,
and farm income, a balance which is, understood and accepted, or'at least
tolerated, by the warious major groupq in the country. ‘Unléss thers is®
such a balance; there will be a continuous Joékeylng for position, one
group always trying to get ahead, or.as it msy very nonest¢J say; just
trying to catch up with the rest. Some sort of balance that is tolerable

- must be reached quite early in the game or else it w111 be 1mooss1ole to
make the staolllzatlon effort work., : ~

The principzl reason for this is that it is not ‘possible-—at least
with respect to the American people-——simply to 1mpoSe by authority or
“fiat a whole set of rules ana regulatjons governing the heart of thlﬁgs,
peoplet!s purses and incomes, and then police the regulaté“ﬂ with
satisfactory results no matber how much coposition to them there is. In
large measure the policing has to be done by the peoole themselves, by
voluntary compliance. The enforcement efforts of the agen01es are, of:
course, important, particularly with respect to thé recalcitrant mlnorlty,
but unless 80 or 90 percent of the people affscted by price contrel and

wage control are willing to ge slong, with perhaps some. grumollng, and
tolerate tne thlng, it will not work, ‘

- My second pr1nc1ple is usunlly known as the principle of absorptions
Wherever there is room for absorption of cost increeses such absorption
will be required before an increase in ceiling price is permitted. e
have seen that an effective war program reguires that the:upWard‘movement
in prices and wages be effectively and narrowly limited. During the "
period of the war emergency. there Wlll be cost increases occurring here
and there throughout the economy. For this there are several reasons.
Some manufacturers will be forced to snlft to higher—cost, materials
from lower-cost materials whose use is mors important in other commodities.
As the armed services build up to their maximum personnel requirements
theére will be a general decline in the efficiency of labor, since the
labor force will be augmented by draw:ng in the aged, the young, the

" lame, the halt, and the blind. The consequent reduction in average

labor efficiency will, unless otherwise offset, tend to rais¢ labor cost.
Another factor cperating to raise cost is holdups of olant operations™
from time to time reflecting inability to maintain an even flow of all
scarce materials into the plants. Agaln, some wage increases will. have
to occur in order to remedy inequities hers and there, or to provide an
incentive for labor to move into distasteful operations or into other
regions. Some financial concessicns may be necessary along with whatever
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manpower controls exiet Flnally, some increases in material prices may
_be necessary. because it 1s not p0551b1e to freeme the whole price-wage
structure and keep it absolunely frozen for the duration., The objective
is to llmlt the increases as much as ocas1b1e consistent with falrness
and adequate Supglyu But. ‘there w1ll be some 1ncreases.'

Hence, for many reasons, there will be a creep in costs as we go
along. - The only way to minimize the number and extent of price and wage:
increases is to adopt the principle that a cost increase is not in itself
- a justification for a priceé increase, that cost increases must. be abuorbed
until a certain point is reached-—for- example, ‘untilsprofits have besn -
reduced to a minimum reasonable level, or until thers is a minimum
reasonable relationship between prics and cost on an 3nd1v1dual item.

The op9031te view, that whenever a cost increase occurs for any
product, an increase in the ceiling price of that product should auto-
matically result was, of course, very widespread among  business men and
others, too, during the war, For example, many people alweys felt that
this. should be the. ba810 prlnclple of war price control, that the profit
margins existing on 1nd1v1dual products in individual firms and industries
in October 1942, when the Stabilization Act was passed, should have been
maintained all the way through by metching every cost increase by an:
equivalent price increase. .We did not know how to do it that: W?y; Vie -
were convinced that this would not work Let us see why. o

If cost increases are. belng contlnually passed through 1nto increases
in ce111ng prices, the result will be continuous increases in the cost
of living which will in turn result in wage increases. These will again
raise costs, and the familiar spiral will be in cperation. I think it
is too much to expect that any wage control authority; no matter how .-
constituted, can stabilize wage rates in the face of continuous increases-
in the cost of living, even during an emergency. - Hence the question:
would thén be, how to control this spiral so as to keep it Nltaln
"balance" or keep it somehow from getthg out of hand°

We had some experience with that in 1942 before there was any real
wage -control and before universal price control was instituted and I,
‘for one, would not like to try to do it. At that time the various - groups
in the country were jockeying to get the best p081t10n in the splral of
~inflation. In 1943 subsidies te reduce the cost of llvsng were necessary
for achievement of a balance that could be stabilized. ‘In 1946 and 1947
we all saw the inflation spiral in operation with comtrols off. It is
obvious, I think, that it would be exceedingly difficult, even with
controls on, to permit the spiral to gc-on gnd yet proportlon the up—~
ward adjustments in everything in such a way that the all-important -
basic balance between profits, farm income, wages, and cost of ‘living,
was not disrupted. I think it is probably 1m90551ole to do that.
Certainly it would be exceedlnglj difficult., So I conclude that the
prirciple of absorption is a necessary part of effective price control.
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In the case of a single-lime industry or a single~line firm this
principle is not hard to apply, spart from arguments, taking the heat; °
and so on, With only one product scme kind of reaQonaole profit standard
presents no great d;fflcultles in application. The trouble comes in the
much more numerous cases of multiproduct firms or industries where the -
over-all profits on all products ag a whole are very good by all standards,
but the ceiling on a particular product does not return its cost. “What
‘then? We shall return to this problem a little later.

Fourth, The relation bstween price control and military procurement.--—
First, there can be no effective stabilization of the whole economy unless
the prices on goods bought. by the servicss sre well controlled, the prices
of goods on subcentracts are alsc well controlled, and wages are effcctively
controlled in firms and industriss working on prime and subcontracts as
well as in other areas.

management workers, ﬂnd 8uockholaers in industries making egssential
civilian products, such as food, clothing, &uml, gssential repair serv;ces,
can scarcely be expected to do their part well--and that is an important
part of the whole war effort too-—if wages and profits are allowed to :
balloon in industries working on govermment contracts while theirs are’
held down. They will demand increases, too, and they will probably get:
them, Whoreover, many firms will be doing both kinds of work. This is
particularly the case in the foed and clothing industries, but other-
examples are machinery, plant repair services, and tires. Civilian .
goods prices cannot be held down in thése 1ndustr1e% if wages dnd war
goods prlces there are not also held down :

The second peint is that price control need. not, of course, all
be done by one agency. There can be a division of the field between
civilian price contrel agencies and the mllltary procurcmant agency
‘or agencies, as the case may be. There is a problem of tne line of
demarcation, too complicated to go into details here. This was settled
last time by improvisation as we went along, It werked pretty well in
the end, but I think it could be improved on another time.

) A few things can be:said about the problem without trying to develop
a complete answer., First, the closer the standards used by the procure-
ment agencies to the standards-of the price control agency and the t;ghter
the pricing of the procurement agsncies, the wider the fleld that can-be
covered alone by the procureme nt agrnc1e~ without harm to 1nf¢atlon control.

Second, the smaller the field covered by the military, thé better
off is the military in ocne way. Sellers don't like price controllers;
but the Army, the Navy, and the Air Force-—~doing the fighting--should be -
the country's heroes, not agencies which everybody is swearing ab. '

t
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- Third, it is self-evident that the armed services need not and
should not enter the fields of pricing of basic materials--metals,.
lumber, and-so on-~or of civilian goods, and least of all the field
of wages. Hence, in my view, this questicn line of demarcation is
~confined. to the area of finished goods used by the military and the
Parts and subassemblies lying between these finished goods and the

basic.materials for them, o , L : :

- My next point is that the standards of military procurement pricing
.and the standards'used.by,the»pricing,agency.need not be exdctly the
same. Indeed the two operations are quite different in several ways
and thus call for some difference$ in standardg, The procurement. agencies
- .deal with individual firms on individual products or individual ‘contracts,
~ The pricing agency in doing its job must déal generally with commodities
or industries as a whole using industry-wide regulations, even though
adjustments for individuel, companies on individual products are 'also an
important part of its work. -~ But the general results-—and here is my ,
important conclusion--the general results in terms of profits and wages
 should not be greatly different in the fields covered by military pro- -
curement and. fields covered by the pricing agency, or the whole stabi-.
lizetion effort will be jeopardized. You will notice that I said, "should
not be greatly different." There needs to be some leeway for incentive |
prices and incentive weges in order to help divert the use of resources
to & more essential program, but it shouid not be ‘great. hp

. The final point on this subject is that the attitudes of the
civilian price control pecople and of the military procurement officers. .
should be mutually helpful, I think that they cen be in . large measure,
but.this will take some working out before an emergency is upon us,

We did work it out last time, but with a.lot of sweat, bloocd, and tear
I think it can be done better beforehand, through meetings with the
civilian agencies and the armed forces as we go along making plans.

Fifth, Seme major probliems indicated by World jiar IT experience.—-

I say scme major problems., I shall take up one anyway, which is really
a whole set of problems, and if there is time,* I shail teke up others.

. The one I wish to emphasize is$ the problem of shifts in production
by a multiproduct firm from loss items to profit items—by that I mean,
a shift from items on whieh the firm is incurring a loss to an item where
. the ceiling gives it a profit--or shifts from lower-profit items to
higher-profit items., With any frozen price structure profit margins
will vary between items and some items will not bring any profit at all,
The‘ppob}em-is'especially'difficult'where:the firm can shift into new
goods by changing the style, by a new finish on a basic fabric, a new
“trimming on & shirt, or anything that makes it different encugh so they
can get a new ceiling price for it. Ceilings on new goods are usually
computed by formulas and formula ceilings are lcoser than others,

9 .
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In World War II, there were two areas in which this problem plagued
everyone who had anybhing to do with prices. One was the area of textiles
and clothing, both in the civilian and in the military field, This was
the only broad area of essential civilian goods in the cost of -living on:
which there never was any effective control. The reasons for that would
be interesting if we had time to go into theém; but I am very glad, since
it is a -sad story, to say that there is not time. I preier +¢ spend my
time on the other area, that is éOOdu aurcnased by the mllltarya

The OPA tridd in the last war to use nearly the same standards in
military goods zs were used on essential civilian goods. A 1ot of the
finished military goods were, of course, exempt. 1 am speaking'of those
finished goods and parts and semifinished gcods thab were hob gxemphe® in.
general we applied the absoratlon principle w1th eruty tight stanaardh.

In applying the absorpulon pr1n01ple where the over-all oro?lts in |

a mulbtiproduct firm wers quite satisfactory, OPA limited upward price ad—
Justments on particular, individual products by strict cr riterias factory
cost only, or total cost, or total . cost plus a smzll profit, depending on
the size of the over—all profits, .Obviously those standards seemed unduiy
.harsh to many procurement officers. Certainly they seemed unduly harsh to
many of the companiss, and th companies wanted, to get out of the production

of articles on which ceilings or strict azdjustments gave them no Drofl*‘on
very little pTOflu or & bookkeeping. loss. Procursment. officers deaiing
with particular products on particular contracts wanted, quite n?turallv,
to use an ach—product~on—1ts-GNn~pr0¢1t-fact standard.

This problem was never entirely and satisfactorily solved. I do not
know exactly what the answer is, I have a couple of sug ggestions to throw
out in a moment; but, first, I want to convince you that it is a serious
problem and not one that can be dismissed simply by seying that wherever.
the problem is encountered it can be solved by an increase in the ceiling
price. That is the easy answer, but it won't stand up under examinationo

In the first place, if the pricing agency should raise tnom ceiling;
prices on products. cf a multlproduct firm sc ags to equalize proflt margina
on all its products at the level of the highest margin, or even up near
that, the situation would be very 1ﬂflat10nary. most pricss would go up;
profits would increasc greatly, the balance b”t:een‘pri“es,and profits,
cost of 11v1n5; farm income, and wages would be wpset.. S )

In the second place, theoretically the prlclns agency’ “could 1lck
this problem by revising all the item celling prices, some up and some
downy so as to equalize all profit margins but leave aporoxxmately the
Same compOQ1te average of prices and epproximately the same,. level of .
profits as before. This is.not practicable. It would teke a great army
of accountants and it would open up a vast arens for blckcrlng and squab-
bling sbout what ceiling prices actually were on this, thet, or the other
item. It would involve a tremendous waste of manpower in the Covernment, .
and in business ente rprlse. moreover, business certainly would not like.
the idea. Companics would not like to have their peacetime owlcc structures-
which they have built up with this, that, and the other thing in mind—
given wholesale revision during wartime. So I think the only practicable .
way to limit the number and extent of OTle increases is by fairly tough
standards for inecreases on pgrtlculc.+ products.

10 .
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" Third, if producers of goods bought by the military get more
favorable prices and larger profits than producers of basic materials -
going into these products or than producers of essgntial civilian goods,
the latter groups consider it unfair discrimination, and compliance is
weakened. ' : B . : : i .

- would like to throw out a suggestion for your consideration. I
do net know quite what I think of this myself., In'a full industrial |
mobilization, & large proportion of the gisnt—, large-, and medium-
sized corporations are working largely, and some entirely, on war
production. = The number of these would be even larger, of course, if
we included those WQrking;largely on essential civilian products. lay -
it not be possible to design a scheme to sign up these corpcrations
for the duration of -the war on terms whereby the Government would
gharantee to these corporations returns sufficient to leave them in
as good financial and physical shape, so far as that is possible, as
they were at the beginning of the emergency period, and to enable them
to pay reasonable dividends to stockholders during the periocd. Perhaps
- bthe terms might also include provision for normel capital growth, whether

or not they needed during the war itself the type ¢&f facilities appropriate
for that.: " : : SR o

, The companies would on their part agree to furnish whatever the
Government procurement agencies wanted within the limits of their own'
ability to produce. Provision for this might possibly be includad in-
a national service act. If there is no national service act, perhaps
the Government could achieve the szme result, in part at least, by
requesting all corporations important in the war program to sign up
on- the same general terms. Such an agreement would take the profit out
of war, not all profit, but extra.war profit. It certainly would
facilitate‘more rigorous price and wage controls than would otherwise
be possible. It would have another advantage also, It would prevent
the piling up of wartime profits in reserves of cash or Jiguid assets
which may promote postwar inflation when spent, as was the case in
1946 and -1947. : -

The other major problem I was going to take up concerns the growth
in the money supply. Since time is short I shall omit that and go to
my final tepic. If you want to raise any questions in the discussion
periodabout that, I shall be glad to go inbo it then. - :

. Bixth, Timing in the release of controls,-—This really depends in
conciderable part on the degres of control of tne money sudply during
the war. If we have held down the increase in the mcney supply, cash
and bank deposits~—and we can include govermment bonds oecause they

' are practically the equivalent of cash when individuals or businesses

want 0 sell them to the banks~—if the increasse in the money supply’
has been held down enough so that the general price and income levels
are well adjusted to the money supply at the end of the shooting war,

n |
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fhen ceilings w1lL be: needed during the. transition only on those things
which are temporarlly in short susply. . This Situation, however, is not -
a very likely one because of the political difficulties of raising téxes-
enough during the war and alsc because the necessary fiscal and- credLb
policy might be too restrictive on the use of financial Jncent1Vus 0
draw labor and other resources into the market and move them ?round.

A more possible situation is that where the. increase in the money- supply
and the idle liquid asset holdings of individuals or businesses have
been moderaté, In this situation there will probably be a small rise-

in the price level in the postwar period as these liguid balanceés become
active and are spent. In these circumstances the timing of decontrol
should be arranged so as to prevent (1) a general speculative inventory= .
building spree such as we had in 1920, and \2) a wage—price or price—
wage spiral starting-at key points in the economy before the goods can
pour out. at the end of the. reconver51on process, :

If the 1ncreased monej sunply and 1¢qu10 asget holdlngs navc been
very great, as they were during World War II, the problem is much more
difficult, It is really the problem of conbrolling an uwpward adjustment
of price and income levels to. the new tremendously enlarged money sSuply.
This was, in fact, the problem the last time, I think the decontrol
policy which we adopted was, however, geared to the other situaticn, that
in which the increase in the money supply had been only moderate and in
which only a rather small increase in the price level was necessary in
order to equate the two, . : o

My last point is that the real trouble in plann ng & 301ent1flc
decontrcl program is the widespread fear that unlsss all emergency.
controls are removed almost immediately at the end of the shootlng war,
there will be great danger of - thelr Derpetuatlon. :

_Tnank you.,

DR. KRESS: We have a little time for questions. I am sure Dr.
Wallace has given you several ideas which you would like to have him
develop. ; ' ‘

"QUESTION: It would seem that plant allocation would have a con—
siderable effect in setting the pattern of the problem the next time.
Perheps a better arrangement--where you are going to have troublb—~
would be that of allocating no more tien 50 percent. of & plan
capacity to defenss produ uction. ould. you dlucuss the problems Lhat
would arise from that kind of allocation program? S

. .DR. %nL*“CE:.-I.am not familiar with the provram +0 begin w1th, but
I think the same kind of problems wouid arise that-arise from other
_ allqcatidns. So far as the relationship to Loconomic stabilization goes,
it is a two-way relationship. Unless we have ef ectlve price ceilings——
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and effective in some of the terms that I have been describing here
this morning-——it is often .very difficult in the first place to make
these allocation programs work, In other words, if ‘the incentive is
very great to get some other deal then the allocation program that you
are -supposed to accept, it may not bs possible to make it work very
effectively. On the other side, price ceilings sometimes might then
help direct combrols; allocation of facilities or of materials, and
limitation orders would prevent the materials or the facilities being

used in-another way in order to aveid the price céiling.

~That certainly is true in the textile clothing field. 411 the
experience during the last war indicated that you can't have an effesctive
price control- system without pretty rigorous plant allocation and materi-
als allocation. I am not sure that answers the gquestion you had in
mind, but I think that is the best I can do on short notices

- QUESTION: I gathered the impression that you are recommending the
decentralization of price control, to some extent, and I also am under
the impression that some of our difficulties in the last war were the
result of too many organizations--price controi, wage control, and so-
forth-—-not properly administered from one head, What are your comments

on that over-all economic organization?

. DR, WALIACE: I am not sure. I changed my mind during the process
several times last time. - At present I would say that probably the best
setup is to have a real division between military pricing and vivilian
pricing, including under the civilian pricing agency basic materials,
éven though they go in large part into the military requirements, the -
line of demarcation to be worked out. ‘I am not. sure just where it should
fall as I said before. Now I would not favor. any further decentralization
of price control. I think it would be an iqtolefable.situation and one
which would jeopardize and probably ruin the whole program to have, 53y,
price control for all farm and food products in one agency and price
control»on,industrial products in anothsr agency. - ' '

. Coming to wages, it is . a debatable question. My own view, however,
is that the differences in the nature of the problems of wage control
and price control are so great and the differences in the nature of =
the training needed by the people who do the jobs~of ‘control ‘are §o
great that. it probably is better to have them in separate agencies, bub
. under pretty close control by a top coordinating agency. I think we

- could have more effective top -coordination-~perhaps more than we did in
the past——that is, coordination in policy'planning~a5rwell;as simply
umpiring disputes. A lot of the attention of the top people was given
to umpiring disputes when they came up rather than to policy development,

o Iﬁthink if;wagegcontfolyand pricefcohtrol are in the same agency,

you would actually get two séparate'divisions,‘one a wage division and

.13
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one & price. division, and you might as well have. them in separate agsncies,
Moreover, it may be thet the only possible pattern of. organlzwtion for
wage control is a bripartite board, broken .down as in the last case into
labor members, management members, and public members. I don't think . »
you nged: that k*nd of organLZatlon for price: contr01= R

COLOmuL MGGULLOCH. w1th ruSprt to tlmlng 81r, 1 don!t.wantnto K
take advantage of, you, bub would you wind snalyzing the situation existing
as of today?

. DR. WALLACE: T should think we could probably work our way : 1long
without bringing in price. and wage controls, or raticoning:controls, :
Possibly & few allocaticns and priority controls of some sort are needed
in the situation, amd we haven't very. much slack in the economy ab
present. I think the latest figure on unemployed is something like
four million. That is some slack.but not very muchj particularly, if
the armed -services want to increase their oerﬁonnel strengtn, Lhev could
wipe. that. out very qulckly. S

But I thlnk the only 51tuaulon in: which we moald need to ﬂonSIdnr;:
serlously full-scale, or relatively full-scale stabilization controls-
plus direct controls on use of plants and materials would be one where :
there was a. very marked increase in: the armed forces and/or the. mllltary
program... I wouldn't dare say how many million. men increase im the.
strength of the services or how many billion dollars added on te the -
presgnt amount—-what is it at present,: fourteen billion dollarsf——for..
war programs. it would take to create a situation whére gtabilization:
controls would be needed. - If the. military program was doubled,fsay,.

-the questioh would arise in the present situation. . Certainly if the 1L“
" war program. had to be steppsed wp.in the course of a year, to something .
like 50, 60, or 70 billion.dollars, I think there. would be no questlon
about ity we would have to have controls-and have them pretiy. fasts
But probably not for an increase of only-sz few billion dollars.:

. - “QUESTICN: Thet was,an interesting proposal you mede a2 while ago,
to put on a comtrol which guaranteed a level of profits and‘capitnl
increase, 1 would like to ask. ifl you have proposed that to indusirys -
and, if so, what was 1ts reactlon?

DR. WnLLACE: No, I haven‘t, I guess the first. time I ever mentioned
it out loud is today, as a matter of fact. It comes-into my mind every
time I think about this . subject, but I don't know what it is worth. To—-
day 1 thought I would give it to you people and maybe you could do some—
thing with it.: o S S

. QUESTION: - It seems, I believe, to a great many people——and it
certainly does to me—-that, regardless.of how well controls work. in:
another war, the minimum possible inflation is still going to be much
more than it has ever been in the past. Viould you comment on that, please?




DR WALLACE: Well the only perfectly candid and straight—
forward comment is, I don't know, and I don't know how to work out
the answer because 1 don't know what the economic ‘situation will
be.in another war, In any war that requires total mobilization, ¢
there will be danger of wery severe inflation unlecss there arg o
adequate controls. : e S e e

~But I think it is possible to devise adequate controls end cherate
them,. I think our experience the last time suggests this. ' Much of
the, price increase from 1939 uwp to the ‘spring of 1943--when price B
levels were really held down~-wes the ingrease that would have occlirred
in any normal recovery from a depression level to a high-utilization
level in'the whole economy; I say much, not all, "I think we could have
probably stopped it short of where it got in 1943, and then flattensd it
out, if we had gone along a little faster with our controls in 1941 _
and 1942, But from 1943 until 1945 price indices were almost completely
flat. There was some inflation that didn't show up in the indices,
through deterioration of quality, particularly in clothing and things
like that, and in other ways, but at the most the total of Lhis unseen
inflatien wouldn't be equivalent to more than a few points in the
indexes. So for all practical purposes, we may consider that prices
and wages, ©00, were approximately stabilized during that two-year period.

The trouble came zfterward because the money supply had veen allowed
to increase so greatly during the war. Although taxes were increased a
great deal during the war, they did not come near paying for the whole
war. Ninety billion dollars worth of bonds were sold to banks, and this
was an increase in bank credit, spent by the Government, which got into
people's incomes and into additionzl balsnces of business enterprises
and ‘individuals,

Now what it would be like next time, as I say, I don't know, I
should think, however, that next time we could inprove on the situation
because, as a result of what happened in 1946 and 1947, therz should
be a little more understanding among the general publiec of the im~
portance of control of the money supply as well as the direct comtrol
of prices and wages, Perhaps with that we could have a higher taxing
program next time, or forced savings, or scmething else.

© o QUESTICN: It has been proposed that the principle of renego-
tiation could be applied generally to all business and thus equalize
and stabilize both military and civilian production, = Vould you comment:
on the approach to renegotiation generally? ' '

DE. WALLACE: Well, I had not thought of that, It certainly sounds
like an idea that should be gone into very carefully. liaybe.it would ‘
be the answer to keeping profits from getting out of line so much that
they tend to impair the effectiveness of wage control or of price control
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in those parts of the economy where the profits aren't nearly so large
as they are in other parts,. I don't know, I see ona'bio difference,
however, between the military goods. area, that is the munltlone area,
and civilian goods. I think the general experience dur*ng the last
war, and it probably would be again, was that companies. called upon
to make ‘for the first time any btype of munition which tney had never
made before feund at first that their costs were very high. Then,
as they gained experience and the size of the runs got larger, they
found that their costs dropped a great. deal, even if wage ratbs had

.. increased somewhat and material. costs had gone up somcmhat in the . -
meantime. -Hence, there was in the military goods aree a2 special .-
problem of reassessment or renegotiation of prices,: cnther through -

. the recapture of profits or through actual renegotiation of prlﬂcs.

1 believe it was done both Ways, wasn't it? ~These special features

. would not exist in ordlnory civilian goods 1ndustrles——food, clothlngt

~ house furnlshlngs, and the llkem S :

' DP. KRESS: Thank you very klndly for com¢ng here this mornlng,k
Dr, Wallace. . You nave made difficult. thlngs seem simple,

(22 day 1950--650)5




