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ECONOMIC STABILIZATION AKD MOBILIZATION

12 September 1952

ATMIRAL HAGUE: This morning we have the last lecture of the
orientation unit and the refresher economics course that you have been
pursuinges Later in the curriculum you will examine in considerable
detail the problems involved in maintaining the stability of an econony
when that economy is called upon more or less suddently to absorb
greatly increased military purchasess It is quite sppropriate, there=
fore, that the subject of the lecture this morning is #Economic Stabil~-
ization and Mobilizatione"

You will recall that when we opened the course we promised thet

the speakers would be recognized experts in their respective fieldse

Tn our spesker this morning, Dr. Re Be Heflebower, Chalrmen of the
Economics Department of Northwestern University, we are meking good on
that boast in a blg waye For something more than a quarter of a century,
he has specialized in monetary economlcs, business conditions, and price
controlse His knowledge in this field was taken advantage of by the
~ Government during World War II, when he served as an adviser in ‘those
fieldse

In the latter part of the forties, he was a member of the -Senior
staff of +the Brookings Institution here in Washington. Since 1950 he
has been & consultant of the Economic Stabilization Agency. '

A So you see Dre Heflebower speaks with the authority of intimate

¥mowledge gained from wider study in the field, plus the understanding
derived from application of that knowledgee He has addressed three
previous classes of the Industrial Ccllegee Tt is with the certainty
of knowledge of the worth of the product that we present this morning
Dr. Re Be Heflebower, Chairman of the Economics Department of North-
western Universitys

DR, HEFLEBOWER: Admiral Hague and gentlemen: The problem that
we deal with this morning involves questions of efficiency, of justice,
and of the permanence of our social institutionse '

Obviously, during & period of mobiliz ation for common defense, we
mist put a strong emphasis on doing the job efficientlye Muach of what
T shall say has to do with alternative ways of mobilizing efficientlye.

But it is also true that from the point of view of doing the job
. efficiently and from the point of view of the operations of our social
system, there mst be a feeling of justice in the way in which this job

1
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is done because, inevitably, in the process of mobiliZation, the rela-
tive, if not the absolute, economic position of various groups ang
individuals is threatened and ip the end will ve changed-somewhat.
Consequently, there are problems of peoplets attitudes which are
fundamentsl in accomplishing efficiency, as well as in their attitude
toward how" our social system Works,

Finelly, we do not want to sacrifice any of our fundamental social
institutions in the process of mobilizing, or modify them except where
it is fundamentally Necessary in order to accomplish our common defense,

It is ag though we had 5 Pie which has to be redivided, It has to be
redivided in terms of the types of materials which we want to have Pro-
duced, that is, raw materials; the W8y in which we want to use .our :
labory ang finally, the end products which will be produced.

ent resources; we want to put to work any idle resources we have and,
- in both cases, to use those resources ss efficiently as possible,

There are meny discussions of mobilization which Proceed on the
assumption that it ig merely a problem of reallocating the way we use
our resources; but it hag been true, even since Korea, that te some
degree we are able to mobilize more total resources and put them to
work than we hag before the mobilization period, Accompaqying the
broblem of g substantial shift is a corresponding shift in who pays
for the goods and how they get the moneys and that is the heart of a5
good deal of the difficulty, as we will see later, ’ :

Then, in connection with rearranging the way we use our resources,
and aggravated by the problem of who pays for them and how they get the
money, there ig alwsys a tendency for Prices to rise, In part this
stems from the fact that it ig mich easier to Move resources from one
use to another by paying more in the new use than by paying less in the
old use, .

Institutionally; it is very difficult to lower Priceses It is
Quite easy to raise thems It is also true with the process of trans-
ferring money from the private sector to the publie sector, so that
the Government will have the money to pay for the sharply increased
desire of goods and labor it uses, that the process of transfer nearly

RESTRICTED




RESTRICTED 205
as to the future. People act not only on the basgis of recent experi-

ence and c:irent observation but at.times and to varying degrees on
what they expect to happene S :

The peculiar thing about the mobilizaticn period is that it gives
people nnusually firm expectations; that is that they are taking rela=
tively little risk in making certain movess For example, a business-
man who attempts to increase his inventory of raw materials is rumning
very little risk that later he might be able to get them cheaper,
because chances of prices falling are almost nil., Chances are mich
greater that prices will rises But even more important from his view-
point than the fact that prices may rise is the fact that goods may be
scarce. Consumer reaction is somewhat similar, While I think in
ordinary times consumers take very few precautionary moves, our experi-
ence in the Korean situation shows, particularly when they have had
recent experience with shortages, how they move in to try to get coffee
in the cupboard; a new automobile, or what nobe

Some of the controls which become necessary are made necessary
by these precautionary moves of businessmen and consumerss

Then there are very difficult problems of judging the timing of
certain developrents., How quickly will we want people to move labor?
How quickly will there be an increase in the outflow of money from the
Treasury to the business commnity? When should we introduce this or
their kind of control? In fact I would say that the problem of mobilia
. zation controls involves to an unusual degree the question of when to-

do whate : ' '

Actually, that is much easier, as we shall see, in full mobilization
than it i in partial mobilizatione In partial mobilization we do not
know quite what Joe Stalin is going to doe Therefore, we do not know
how to lay our planse In full mobilization we can expect the worst
and move shead on that basiss

The nature of the mobilization problem can be made clear if we
contrast three situations which are:

le Busihess_recoveryo
2¢ An all-out war or close to ite
3, The kind of situation we have had since the middle of 1950,

The following four pages shows "What happens during a business
boom and during mobilizatione"

3
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Essential characteristics of the problem of economic mobilization
for defense or war can be seen by comparing what happens to resource
use and money sources and flows durings

l. A "business recovery"--i933 to 1937 and on to 19l1,

2¢ "All-out war" which was close to our status in 1945 as
compared to 191, :

3¢ A suddenly imposed, partial, but indefinite degree of mobili-
zation for defense such as we have experienced since June 1950,

In a Business Recovggz

There is a change in relative resource use and outpute Percentages
of privately used goods and services are as follows:

Durable Nondurable
goods goods Services Total
1933 13 L5 L2 | 100
1937 21 U6 33 100
9 , 25 L5 30 100

But this does not involve less of some goods or services to get
more of others, for the "moreh comes from agegregate increased output
as shown by the percentage change from 1933 in output of manufactured
goods, agricultural products, and nonagricultural employment.,

_ , : Total
Durable Nondurable Agricultural  Nonagricultural
goods goods products egglgzgent
1933 1100 100 100 100
1937 227 13} 112 122
9la 372 179 115 138

A fundamental aspect of a business recovery and the change in
relative importance of goods and services produced is the change in the
pattern of private expenditures toward "investment"--percentages given

as follows:

Consumer expenditures Private investment
1933 100 100
1937 145 880
941 178 1408
L
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The money for investment comes from:
le Setting aside or nonconsuming of incomes
2, BActivation of idle fundss

3, Wet increase of moneye

Demand deposits adjusted Money in circulation
(Billions of dollars) '
1933 17.5 5,5
1937 2240 66
19kt 3840 11,2

Accompanying this were percentages of changes in output and
prices of the followings ‘

Gross national proeduct Wholesale Consumer
in constant dollars prices prices
1933 100 100 100
1937 13 : 130 111
I9hL 188 150 109

In All~-out War

There is a more drastic shift in resource use:

1, The share of .civilian use of goods represented by durable
goods drops sharplye Percentages of gross product represented by dur-
able goods, norndurable goods, and services are as follows:

Durable Nondurable o

goods goods Services Total

190 25 45 30 100
- 19h5 1L 56 30 100

2, The share of goods and services produced for and going to
the Government changes sharply. Percentages of gross output going
to government purchases and to private purchases are as follows:

Government purchases Private purchases
1913 19 81
1945 39 , 61
5
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3« But even

in 1945 it is estimat
about one-seventh

ed that consumers!? goods werc
This, plus enormous use of war
le by increase in gr

The Government paid for the vast iner
spending 3942 billion i

1945,

le srt of this was ébsorbed by private savingse

2e  But the increase of 19 billion dollars of bank
cates the extent to which the govermment deficit plus
exceeded money set aside by individuals and business,

ceredit indie
private investment

Prices rose,

, even under controls, Percentages are given as
follows:
Wholesale ‘Consumersg? Price index used to
prices prices deflate national income
91 100 100 100
945 121 122

130

The Kind of Situation We Have Had Since the Middle of 1950,
A limited mobilization beginning when employment is highy, and the

move is sudden, but its intensity uncertain, as after June 1950, brought

the following:

le Changes in public versus private share of gross output-«pere
centages given ag follows:

Public or government share
First half of 1950 ' 15
Under military plans of Se

ptember 1950
(LO billion dollars for defense) 2l
Augmented military plans as of January
%1951 60 billion dollars for defense) 31
Highest point reached se

cond quarter

(1952 with 50 billion dollars for

defense) 23

6
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2+ But the Federal Government debt (in billions of dollars)s

e Did not increase jmmediately after the Korean operations
stateds

Gross Federal debt

June 1950 2574
December 1950 _ 256.7_

be But has increased sincet

December 1951 25945
July 1952 4 263,.1

3¢ Private finance was active:

ge Turnover per year of bank depositse

1949 12,k
second half of 1950 140
1951 1h5

be Bank credit rose (billions of dollars)e
Tnerease June-December 1950 7
Increase Jamuary-December 1951 10
(about horizontal since)

lie Prices advanced--percentages as followss

Wh01esale Consumer
June 1950 100 160
Jaruary 1951 115 107
June 1952 - 115 111

You will note that during a business recovery we experience a
_change in the relative importance of durable goods, of nondurable goods,
and of servicese Generally, as during the 1933 to 1941 period, there
occurs a decline in the relative importance of time and in the relative
importance of services, with a sharp increase in durable goodse In

a business recovery added output of some goods does not, as full mobili-
zation does, require that less of other goods be produceds Instead,
alongside the sharp increase in the output of durable goods came an
sbsolute increase in output of nondurable goods and the services, as
idle machines and idle men were put to worke At this time the expendie
tures for investment mltiplied many, many times; that is, for housing,

7
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which is a form of investment in the sense that we do not use it up
in a short period, for farm machinery, for public works, and for
business,plant'and equipment, ‘

During such times consumer expenditures rise also, due largely to
consumers getting more money because of addeq employmert oyt of the
investment of savings and expanding bank credite The money for investw
ment comes in bart from the setting agide of savings of income, in part
from putting to work funds that were pbreviously idle; but even in a
period like 1933-19)1, there was an expansion of bank credit by the
devices which Professor Rodgers explained to youe

I think we wii] bPass over the changes in the anmal output ang
prices from 1933 to 19l1 and turn 4o the case of allout Ware After
1941 there Was a far more drastic shift in resources within the civilian
Sectore The cut in the production of durable goods for civilian use

civilians ang more to the military,; becanse there was an increase in
total output, As near as thig can be estimated, but with some margin
of error, T think there wags roughly g one-third increase in output of

vunderstating what happened, This increase of prices Occured, by the
Wayy even though we had many Qipect controls, . : -
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Then the expected rate of military expenditures would have raised

the Governmentts share of national output to roughly 2L percent of

the totale After the reversals in North Korea, however, when the
military program was expanded here and abroad, with our paying for
mch of the latter, it looked as though the Government would take
gbout 30 percent of gross national producte Actually, the Governmentts
share has never been above 23 percent, partly because gross national
product rose more than expected, and partly because the actual rate of
military take has never been so high as was expecteds

Tn the early part of the Korean incident, the Government operated
on a balanced budgets That isy the Federal debt at the end of 1950
was approximately the same as it was in June 1950, It has, however,
increased somewhat in the last yeare Even though the Government was
not pouring more money into the economy than it took out, bank credit
rosee Since the Government was not increasing its debt in the latter
part of 1950, we would say that the 7=-billion-dollar increase in the
bank credit which occurred in those six months represented private
borrowing in reaction to the military situations Consumers and busi=
ness motivated by expectations of ghortages and higher prices borrowed

from the banks more than current savings of the people.

Tn summary, we have compared three gituations:

1. In the first as during the business recovery, there is some
rearrangement in the relative importance of goodsj; but, the rearrange-
ment comes thromgh varying rates of increase in the output of durable
goods versus nondurable goods and services, and the main source of funds
to pay for increased output is privates ‘

. On the other hand, in an all-out war, we are able %o have
always some increase in total outputj but, we do have to carry out a
major rearrangement of the claims on the national output so that more
of the goods go %o the Government and less to private individuals, as
shown by the last time we were in a full wars The Government is nob
able to, or did not, pay for this entirely out of tax revenuess It
‘borrowed substantially and in excess of private savings. The residual
was borrowed from the banks, which expanded the total money supply and

was a major fact behind the increases in pricess

3, During a more limited military operation, a large part of the
increases in military goods can be absorbed by increased outpute Much
depends, of course, on the amount the military needs and, with the
rather modest increases in funds required, it is much easier to p&y for
them by increases in taxess. HoOW far, depends on how far people and
Congress decide to meet the problem head one
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This is the general Picture of the problem of mobilization under
varying degrees of increase of military needs, What are the major or
basie ways of rearranging the way our resources are used and rearrang-
ing who pays for how our resources are used?

Let us contrast two extremes. One extreme is to substitute almost
at onece, and completely, the overhead direction of the Government fop
the give and take of the market, In beacetime the Government, only to
a small degree, decides what shall be purchaseg and by whom, and who
shall consume it, The extreme suggested here is to Suspend that market
brocess and replace it by overhead direction of the Government, The
other extreme, which has been seriously proposed by some, is not to
introduce any. overhead direction during a period of mobilizatione-even

Wwary, but to let the Government compete in the market for goods
and services, You sayy "Isn't that what we did during the Civil War,
and look at what happeneds" Byt those who Propose thig extreme, demand

S0 while the Government spending might big up the price of things,
there would be a corresponding reduction in the price or goods bought
by civilians, for private buyers would have legss money to spend,
Obviously this would involve very heavy taxation ag well as controls

transferred by taxation from the private sector to the public sector
80 far exceeds that which tax systems can be devised to obtain and
still maintain the morale ang efficiency of the civilian Population,
that the Government will inevitab%y be forced to borrow,

As a noted English economist, Mre Robbins, said, after viewing.
British experiences "Those who feel that war can be financed entirely

Indeed there are two basic problems in taxes heavy enough to raise
the bulk of the money needed, let alone balance the budget, when we are
in all-out war, The first is that, in spite of everything we can do,
tax revenues are going to lag behind expendituress, It takes time to
get new taxes enacted hy Congress, administrative machinery set up,

10
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and collections goinge Beyond that there are serious problems of
motivations Why should a housewife work when a large part of the
additional income is going to be taken in the form of»addit‘ional taxes
on the family incomes Of course we have evidence already of the

of fects on officiency of highly progressive business income taxes,
such as excess-profits taxese

Tn more modest ventures like that we have been in recently, the
second point which I made has really no valuee In other words, the
amount of tax that would be necessary 1o balance the budget would not
have an important effect on motivationse At least I would say that
a tax system could be devised, one that was partly indirect, which
would not discourage people from workings ’

Therefore, in the kind of mobilization which we have experienced
since the middle of 1950, there is no excuse in terms of the economics
of the problem for us not being able, with some lag perhaps, to have a
budget balance or even a surpluse .

How far can we go with monetary controls? Those who would take
the second extreme view mentioned above would say, "If the Federal
Reserve System and the Treasury will adopt the proper policies, interest
rates would rise sharply, probably, and only those who really wanted
very mach to borrow money would do soe This would discourage a large
part of the private borrowing that goes ons" Others would argue thab
interest rates are not enough of a discouragement to borrowings there=
fore we would need perhaps Lo make the total of bank credit fixed or
to allow it to increase only by a small degree, so that a large part
of the private invesiment and the private use of funds that goes on
would be discouragede

This is based on the argument that, when we get into a mobilization
period, it is not desirable to have the Government decide by direct
controls and various devices what plants shzll be built, what housing
shall be built, and whether veterans should have credite Such controls
are disliked whether they involve deciding directly who gets the funds
or whether the control is through the availability of steel for con=
struction, for example. No, they think we should let the market allocate
asteel and credit within the restraining influenice of restrictions on
the total money supplye

T have a good deal of respect for the people who take this view,
My own reaction is that they bave not faced up to the difficulties
involved in such a drastic use of monetary controls for preventing
inflationj that when we have war, we cannot rely upon interest rates,
the decisions of bankers, or the decisions of the steel market to
decide whether we want to have armsement parks or factories builte
Markets are designed to react more slowly and less preciselye

1l
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If the mobilization problem is less serious, say such as that
since 1950, or even a lesser expansion of military Operations, then the
case for relying almost entirely on fiseal and monetary controls
becomes very strong for then we do not face the problem of drastie
reallocations in the use of our resources, In such circumstances we
Can say, "If the man who wants to build a race track wanis to pay 12
percent interest and 250 dollars a ton for steel, let him do ite" We
do not think too many people are going to build race tracks under those
circumstances, bartly because consumers are not going to have ag much
money as they would have if wWe did not have tight money controls,

The record of our monetary policy since June 1950 has been far
from bold or forsighteds In the first year there was no deficit in
the Federal Treasury, but we had 8 substantial increase in bank credit
which represented 3 bidding of civilians against each other and against
the military for materials and manpoweres A wisge policy would have
severely restricted expansion of bank credit during this period of
Llimited mobilization, -

Monetary policy, as is true of fiscal policy, is fundamentally
part of mobilization ang inflation control, in both Partial and full
mobilization, In full mobilization, in my Judgment, they could not by
quite 2 margin do the whole Jjob and we have to move intd direct controls,
In partial mobilization, and pParticularly as that mobilization extends
over a period, as it has and bromises to in the Jears ahead, the indirect
controls of a balanced budget or surplus, of higher interest rates ang
‘restrictions on »~“ension of bank credit, should carry the basic burden
of limiting inflstions At the time we have reached now in oyr mobilie
Zation these controls should carry Practically all the burden of control,

etary policy, Controls on the use of materials opr their donsumption,

and wage and price controls, mst always be viewed as Occupying a seconde
ary roles one which they cannot carry out effectively, even in the part
they can properly be expected to Play, unless the monetary and fiseal
policy is carried out as effectively as pPossible, ‘

Second, I would emphasize that production controls, that isy .
controls that direct the specific uses of materials ang nanpower, are
more fundamental than are price and Wage controls, The introduction of
production controls rests on the assumption that we camnot get as Prompt
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related manpower by the Government bidding against the private

sector, and members of the private sector against each other as we

can get by directing the reallocation of materials and manpowers We .
will, for example, have an adequate rate of output of airplanes if

we direct the flow of materials to airplanes and restrict the use

-of those materials elsewheree This is a question of the speed and the
efficiency with which the redirection occurs, I think a large number
of the economists would agree with me that the price system is better
adapted to making slow adjustments than in making rapid changes in-
the use of resourcese In all-cut war we have to make a very high
percentage readjustment and meke it quicklye I personally, would have
more confidence that this could be brought sbout more efficiently by
the directing hand of the Govermment than by waiting for readjustment
through the markete o ‘

Part of the reason is, there is & conflict in any business unit
between long term and short terme You can offer a businessman higher
prices for military goods or military sales to the armed forces than
he can get in the civilian market and, unless there is some unusual
pressure of some sort or other, be would be inclined to take the
civilian markety that is where his long~-term interests liee If taxes
are very high, he gains very little out of making a sale to the Arny
as compared to the valoe of maintaining trade connections for the long
pull, This is not attacking the patriotism of businessmens They have
responsibility to maintain their businesses over the long pull,

. Therefore, I would say thal inevitably in all-out war, and to a
degree in even the kind of mobilization we have had recently, some
© direct control over the use of material is essentiale

. We usually look upon these controls as getting goods for military
use, but that is only part of their purpose. Another purpose is to
cut down on the demand for certain materials and for the associated
labor used to make finished goods from them for civilian uses If
manufacturers of the civilian goods are unsble to get materials, they
do not need to hire manpowere Manpower is released, therefore, for
militery production, and the competition between military and civilian
production for manpower is reduceds If we do not reduce that competition
over manpower, the result will be an incresse in costs which not only
increases the cost but, even more materially, increases incomes of
workers relative to the available supply of civilian goods, which aug-
ments the inflationary tendencye oo

Price controls occupy a role too, but, as an ex-price=-controller
I want to emphasize that it is very easy to overvalue the effectiveness
and the part which price controls can exercise. When businessmen are
expecting prices to rise, they hastily buy more materials so as to
forestall, in their view, increases in prices By putting in ceilings
we can wipe out such speculative expectatione

13
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last war emphasized that true controls facilitated their program of
voluntary compliance, They relied on voluntary compliance with
allocations, which was greatly aided by the fact that the businessmen
could not legally make more money by selling goods Somewhere else
than to the military,

i

Those who argued for price control as an aid to voluntary come
Pliance with 8llocations of materials dering the last war held to
that conclusione Many argued the same way with respect to the ration-
ing of goods and servicess That the retioning systenm would have broken
down completely had it not been that, when g person violated the ration.
ing regulation, he could not get higher prices legally for selling his
goods to someone other than the one with the ration ticket,

I want to illustrate one of the resl difficulties of price control
by talking about meate If you want to understand price controltg
greatest impetus, talk about it in connection with meat, when there is
of course no effective meat rationing,

The supply of meat is largely fixed at any given time, We camot
do much about the total production of meat, because that is based upon
the previous production plan, What happens to the price of meat is
almost entirely a function of how nuch money people have to spend on
it and how much they do spend, It is not only true that when consumers
have more income they will spend more for meat, but also there seems
to be an almost irrational insistence that they get the meat, They
will not Play ball with the Cueues and other informal rationing devices,
therefore, it is not possible to hold down the prices of meat very
mich without formal rationing, -

Consequently, if we put price controls on meat ang consumers? incom
are such that they are willing to buy more meat at ceiling prices,
they will then increase the consumption of meat ang the retailer shops
will become bare, The retailer in turn will try to buy more meat from
the packers fThe packer will try to buy more animals from the farmers,
so the packers broceed %o overpay for hogs and cattles As a result of
the increased price of hogs ang cattle, they cantt afford to sell meat

1k
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"The price of meat is demand determined and unless people are
willing to forego the consumption when it is inconvenient to obtain
it, no commodity for which the price is determined by demand cen be
held below what consumers are willing to pay except by the establish-
ment of formal rationinge ,

We have had price control on meat since Jarmary 1951l. This leads
me to state the fact that there has not been widespread black markets
in meat indicates that prices would not have been much different if
there had not been controlse The ceilings on the meat are at a price
level as high as consumers have the income to pay. Ceilings have not, in
my judgment, really held down the price of meat.

case is so great that it cannot be paid for by taxation, and when it

is not feasible to get all of the borrowing by the Government out of
genuine savings, there seems to be an inevitable increase in totel -
incomes There is no doubt that a comprehensive program of price control
has to come in, but it will work only if at this time one is prepared
to impose consumption limitations on consumers or rationing where it

is necessary to divide up the supplye That is when supply ig less than
people are willing to buy at these controlled prices, queues, dealer
preference, or formal rationing mst take on the dividing up job
previously done by pricess I can spend just a moment on wage control
but it enables me to make a point which I think is rather fundamental
in talking to you men from the armed forcese Wage control is very
much tied up with how we can best mobilize our manpowers From certain
points of view, it looks as though we ought to direct the civilian use
of manpower, as well as direct that men shall go into the Army. How
shall workers be used? I am not going to talk about the question of
justices I am going to talk solely about a problem of efficiencys

In all-out war, when the shift of the resources to the Government's

T do not believe it is possible to set up overnight a system of
manpower administration whereby we tell everybody where to work and
have it operate efficiently. A great proportion of the decisions as
+o0 where men are going to be employed will still have to be made by the
decision of the employees on one hand, and employers on the other hande
Of course, to some degree, the way we shift people from employment
where we do not want them to employment where we do want them is to
pay them more; any system of wage control that does not recognize that
is going to faile But it is inevitable that the fellow who is about
to lose his employee wants to raise his wages, toos We have to introduce
wage control to prevent him from holding an employee needed for an.
airplane plante Then, as labor becomes scarce, this power to bargain
increases and it is entirely pogsible that we would have a curmlative
increase in costs as a resulte ‘

15
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I want to emphasize that the increase in wages that occurs
reflects not only the power of the unions but also the high demand
for lator, T am not going to debate the division of that responsibility

s
for such demand-determined commodities as meat, as we saw 2 moment ago,
Meat prices rise Primarily because consumers bid them up, not becausge

Once more as a summary I want to contrast the problems of all-out
war with the kind of mobilization we have had since 1950, I will close
with comments about the present ang hear future,

outpute There must be, therefore, some substantial curtailment in the
civilian burchases of goods in order to accomplish thig effectively.

A balanced program has to be worked out in which, to the maximm degree
possible, the Government gets its money by teking money away from
Private individuale and businesses, ,

That will not be adequate in all-out war, but the effects of the
Governmentts borrowing can be offset to a considerable degree by having
the Goverrment borrow from private savings, Therefore, it ig important
to have an increase in private Savings, which involves a whole series
problems and which T have not discusseds Even more it involves 2
reduction in the Private use of savings for private investment, 50 that
private savings will he availsble for lending to the Government to the
maximm degree,

the mobilization solely by the way we razise the money and the control

It is necessary to move into direct controls over the use of metere
ials and bossibly, in some cases, over manpower and in the end to
introduce a comprehensive brogram of direct Wage and price controls,

In a period of partial mobilization, however, the role of the direct
controls should be much smaller, relatively, ang should not, if the
Program is handleq wisely, call for comprehensive direct, controls, It
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may be necessary to control the use of a few materials so as to direct
them to military purposes and to cut down on private demand for theme
This can be either by direct controls over private investment or
through the tightness of the monetary control. The expansion of
private investment, including housing, where not directly related to
the mobilization program, mst be restraineds (I want to say paren=
thetically that I do not think we have done a good job on restraining
private investment since the Korean incidente)

It may be necessary to introduce here and there some price controls
because of the slowness with which the indirect controls, at least
some of them such as the increase of the Government's revenues, get to
worke The only excuse, in my judgment, for introducing comprehensive
price controls in such a period is either because we do a very bad job
on the indirect controls or because it is decided that it is necessary
to introduce wage controle. Wage control is not possible, politically
and probably would not work economically, without corresponding price
controle

Tf we had handled the problem ideally, T do not believe we would
have felt it necessary to introduce comprehensive price and wage controls
in 1951, Since we were pretty slow in anticipating the need for the
Government to have 2 budget surplus and have tight monetary control,
‘perhaps it was necessary in 1951 to introduce those controlss By now
any deficiency in monetary controls and fiscal controls could have
been worked outs I do not believe they have been worked oute The
National Government is operating at s deficit and monetary controls are
not sufficiently tight but what we have a very high rate of investment,
including building, and there is some tendency for prices to rise againe

In my Jjudgment genersl wage and price controls should be suspended;
they have become quite ineffectives Beyond that there is no prospect
of a serious upsurge of prices, or at least of a rise which could not
be restrained by fiscsl and monetary devicess There may still be need
for a few direct controls over materials intimately related to the
defense programe

T feel that we are being lax in our fiscal and monetary controls
at present, but the results of that laxness will not be catastrophics
That we are lax, highlights a major difficulty of control in periods
of partial mobilizations If we could deal with the needed controls
solgly as an economic issue and face up to the fact that we do not know
whether militery outlays will have to increase or decrease as a result
of diplomatic and military developments, we could then make fiscal and
monetary controls that err, if anything on the tight sidee If we did
and if military operations are less than expected, we would have some
unemploymente ’ '
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oye It is mich easier to take a 1ittle bit of the drink of inflation
than it is to take 2 little bit of the unpleasant dripk of unemloyment

Lest you men think this is a problenm faced only in 5 democracy,
I want to close with a comment on a nmatter some of the officers and T
vere talking about before We came over here, Omne of the men who
participated in the surveys of Germany after the war spent a good deal
of his time studying their attempts to mobilize and controls He came
back to report that Germany was not Tully mobilized, as I recall, until
well into 1943, and that in the process of trying to build up full
mobilization in Germany they faced a number of problems of public
reaction, even under that authoritarian systen which is much like those
We experience, In Germany there was resistance on the part, of workers
to moving from the places where they lived and the Jobs which they had;
there was resistance on the part of consumers to rationing and severe
cutbacks in the level of consumption,

Certainly, in our System, these resistances cannot fail to be
strong and to affect many parts of the brogram of controls during mobilie

our political. and economic institutions but also the peoplets confidence
in them, Therefore, we must have policies which are understoods Thege

~ are sometimes looked upon as merely political interference, but actually
they constitute the pulls and hauls of contrary interests ang views
which are essential characteristics of the Process of people working
together, :

"COLONEL BARNES: Dre Heflebower is ready for your»questions,

QUESTION: Dr, Heflebower, JyOu mentioned meat as ap example of
8 comodity on which the supply was essentially lixed ang therefore the
brice could not be controlled except by over-all rationing, Wouldntt
that apply to any type of consumer commodities, such ag cigarettes and

DR, HEFLEBOWER: That is g VEry good Questions First of all, T
am not sure that‘the supplies of Many consumer goods are qQuite as fixeq

multiple uses angd more can be pulled intg a particular use, The Question,
I think, really is: How important is the commodity in the consumerts

to get the commodity? T think there are a number of relatively

unimportant commodities in beople's lives, for which they woulq not go
to the extreme of searching out a black market just to have them, There
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are many ways of rationinge There are queues; consumers can wait
until another day with the hope of getting the article. I can think
of a mumber of commodities in which shortage cuts down the consumption

rate, but there are some-~one example, like meat=-in which that is
not truee :

T must emphasize that the situation in meat, both during the last
war and our recent experience, has been made worse by the fact that
Wwe have not cut down on consumer incomes enoughe This reflects our
failure to do a good job in raising taxes and in preventing the
expansion of moneye y -

One point on taxation: There are two reasons why some shift from
income taxes to other forms of taxation is to be argued for during a
period of the sort we are describinge The first one is that, partly
because consumer goods are the most difficult to control by direct price
control, adding a tax on goods makes them higher, reduces consumption,
and trensfers money to the Governmente

The second reason for regression in the tax system is that it
prods for, rather than discourages, more worke Where a working house=
wife, for example, pays an income tax, working more raises her taxese
But when consumption taxes are being passed forward to her, they are
like higher pricese So she has to work more to get more money to pay
the higher prices, or consume lesse That kind of tax, if not carried
too far, can raise money, restrain consumption, and probably augment
peoplets willingness to worke

QUESTION: Would you care to comment on the British system of meat
rationing?

DR, HEFLEBOWER: As I understand the British system of meat ratione
ing, it is a rationing of dollars rather than of pointse That is, each
consumer is allowed to buy so much money's worth of meat per weeke . Then
she can buy whatever type or cut of meat she wantss Obviously, the
money buys fewer pounds of high=priced cuts than of low=priced cutse
T think there is a great deal of merit in the British systems I have
talked sbout it with Mr. Rowe, who set up our system in the last war,
and I would agree with him that at the time we were called to ration,
the whole system of controls had gone in the other directions It was
not feasible to set up the Britishetype systeme If you want some
real expert advice on rationing, you have the rumber one authority here
in Washington, Mre Rowe, at the Brookings Institutione

That leads me to comment that there is a much rﬁore comprehensive
proposale That is what is called “purchasing power rationinge" Under
purchasing-power rationing, consumers cannot spend their ordinary dollars
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for anythinge-at least they cannot Spend them for certain categories
of goods, such as clothing, to which the ration is very applicable,
Instead the consumer mst go to the bank or Some other place ang buy
his weekly or monthly allewance of g special kind of currency, the
only kind of currency with which he can buy clothing, or what note
Therefore, the amount of money people could spend for a category of
goods would be restrictede Then there would not be need for either
brice control or point rationing on that commodity,

There is a lot of merit in that idea, Although it ig a drastic
change from anything we have conceiveg of befores There are also some
bugs in ite I am not certain that Dre Kress and Dr, Hunter would
advocate this gs an alternate to rationing,

COLONEL BARNES: Dr, Heflebower, you have been on this Platform
before, so you know what it means to be put on the spot in this dise
cussion periode Admiral Hague ammounced that you had been g consultant
to the Economie Stabilization Agency since Korea, I understood from
your comments that you do not think much of what the Economie Stabili.
Zation Agency has been doinge Can you reconcile those two points?

DR. HEFLEBOWER: Colonel Barnes, there is g vVery easy outs that
is, onets advice ig not accepteds But you see, as an adviser to the
Economic Stabilization Agency, I am not an adviser to the Congress,
the Federal Reserve Board, and the Treasury, I have argued constantly,
and T think if you look at the volume of readings edited by Wallace
and Chandler, you will find I testified along this line before the
Joint Committee on the "Economice Report." T argued for g substantial
Federal surplus ang I felt that, to a degree, this surplus should be
obtained by introducing More regressiveness in the tax structure,

Secondly, I argued that we ought to cut loose, as we have to a
degree, from the artificial control over the money market which the
Treasury has bressed the Federal Reserve Board to carry out, so that
there would have been a distinet tightening up in the money supply,
This would have meant that borrowers at the banks would have had to

The next point is that having not taken the moves that we shoulqd
have taken earlier in 1950, it may have become hecessary, and I was
among the undecided group, to have introduced the comprehensive wage
and price controls that were imposed in January 1951, fThe Advisory

than a year and T have not functioned ag an adviser of the price stabili-
zation agency since that date, T have, however, on two forums in
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New York, gone on record for the suspension of general wage and
price controlse I took this view as of the beginning of this yeare
That is fairly consistent. : '

QUESTION: You have undoubtedly heard in the past, this point
argued very stronglye There comes a time when there becomes a general
agreement that wage and price controls are necessary unless you introe
duce profit control and you have an ingredient to effective controls
Would you have any comment on that?

DR, HEFLEBOWER: I have to make clear what is meant by "profit
control," If by profit control you mean the specifying of a percentage
‘of sales or assets which can be earned, or if that is set by what the
individual company earned in a historical period, then you have what
I understand to be profit controle If by profit control you mean the
use of the profits of an industry as a guide to wage and price controls,
then my answer is, that is not profit control but the inevitable
criterion you have to use in priee control in judging whether prices
and wages should be increased or nots

‘Going back to the farmer we have a high degree of profit control,
from the point of view of the efficient allocation of rescurces, because
that is the effect of a high excess-profits texe I think it is glmost
inevitable that even the most patriotic businessman will become careless
when increases in profits are before taxes and not after taxes and
when he is on what I call a marginal basis; that is, when increases of
earnings mostly go to the Governmente. ’

Even the most patriotic of us may become careless when we are
not under compulsione There has never been a device to compel effi= -
ciency comparable to the income statement at the end of the year. There
may be problems of justice; I am among the first to agree that problems
of justice or the sharing of opportunities is an essential part of the
process of agreement and of efficiency in our kind of societye Therefore
I am not going to make a tirade against the excess-profits taxe

On the other hand price conirol must be governed by a profit
criterion in the sense that the only effective guide to whether, as a
result of increases in cost, the prices of a product of industry must
be advanced is the effect of this increase in cost on the earnings of
the industry's members. There is no other administratively effective
guides T could spend two hours explaining it, for I am convinced of
it after my experience. S '

- One final point which I think relates to the wage matter: Profits
tend by their nature to be an aggregate concept which is affected by
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On the other hand when we can get wage control, we do not use an
aggregative measure. We are inelined to compare movement of the wage
rates for g specific job against movement of the cost of living, whereas
the typical worker works more hours than before, Therefore he gets an
increase in dollar income even without an overtime Premium, In
addition there is g growth in the number working and a movement toward
higher-paid employmente The result is, therefore, that, though wage
rates in the sense of rates in specific jobs were to rise less rapidly
than does the cost of living, real tuying power of workers as a group
incressess I think this is a rather fundamental point that has to be

QUESTION: We have heard of the important problem of any deflatione
ary action by the Government, Would you care to predict whether or
not there will come a time when defense bonds will buy, after interest,
‘what the money, would have bought in 1941, 1942, and 19437 If the
answer is no, when is this Particular piece of the public going to
f&ll back on their recent experiences that you mentioned?

DR. HEFLEBOWER: This kind of business forecasting is not so
dangerous as some other kindse My view is that there will not be a
substantial drop in prices, Furthermore, my view is that you do not
want a substantial drop in pricess It is very much like the olg
questions "Wouldn't you like to have steaks at 35 cents g pound again?"
You would obviously S8y, "Yese® If I also asked "Do you want the o
other things that g0 with 35-cent steaks?™, I think your answer would
be, "NO.” :

Adjusting prices downward to any considerable degree will bring
unemployment and if prolonged, social and political instability in g
country., I do not think We want thate I do not think politically it
will happen, for if the unemployment number became large, I think we
would use full power of the govermment to correct it,
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subsidized prices or attempts to keep up export trade by means that
might be dressed up, forestalling commnistic tendencies in certain
countriess Things like that act as resistance to downward movements
in the rate of output and therefore of pricese '

My snsver to your first question is, I do not think you are going
4o convert those 19k1, 1942, and 1943 bonds into dollars that will
buy what they did thehe Tn answer to the second part of your guestion
as to whether this will upset the American people, I will say I do
not think the prospects of its upsetting them radically are very greate

After the mad rush to cash in E Bonds to buy goods, during the
defense period we have had a high saving ratee People will have cone
fidence that these bonds or the money from them will buy goods for
the same prices that they are paying at the time they buy bonds unless
there is a runsway inflatione Such a dire development comes only when
an economy and even a society is breaking down. That will not occur.
where there is economic strength, which in part rests upon productivity
and in part on the stability of the economic and political forces in
our society. No I see no evidence of the depreciation of the peoplet!s
confidence in their society comparsble to that which is associated
with the wi'd German inflation during the twenties.

COLONEL BARNES: Dre Heflebower, you have backed the Admiral in

his boast that we had a real expert here today. On behalf of all of
us, I thank you for this really fine presentations

(29 Oct 1952~-250)S/rrb
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