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PUBLIC FINANCE 

22 September 1959 

COLONEL HARVEY: General Mundy, Gentlemen: In our Eco- 

nomics Course up to this point we have reviewed the monetary system, 

the relations of supply and demand, the Federal Reserve and commer- 

cial banking organization, and international economic policies and 

world trade. Because of ever-expanding governmental activities, and 

particularly the continuing heavy defense expenditures, the manner in 

which the Government raises and expends its funds has a vital impact 

on our entire economic system. So this morning we shall turn our 

attention to the problems of taxation and revenue, budget and fiscal 

policy, and related aspects of public finance. 

Our speaker today is particularly qualified to discuss the complex 

and all-important subject of Government fiscal policy. As you have 

noted in his biography, he is a distinguished educator, the author of 

numerous books and articles in the fields of economics and public 

policy, and has served the Government on various committees and 

board s. 

His continuing interest in the Industrial College is attested to by 

the fact that this is his third appearance here and that, to use his own 

words, "It is only by super-effort that I can make it, but I shall be glad 

to be there." 
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T h e  s u b j e c t  of h i s  l e c t u r e  t h i s  m o r n i n g  is  " P u b l i c  F i n a n c e .  " 

I a m  p l e a s e d  to  p r e s e n t  D r .  S e y m o u r  E.  H a r r i s ,  t h e  C h a i r m a n  of the  

E c o n o m i c s  D e p a r t m e n t  of  H a r v a r d  U n i v e r s i t y .  

DR.  HARRIS:  G e n e r a l ,  M r .  C h a i r m a n ,  G e n t l e m e n :  T h a t  s o u n d e d  

a w f u l - - t h i s  b u s i n e s s  a b o u t  a s u p e r - e f f o r t .  I s h o u l d  e x p l a i n  t h a t .  

A c t u a l l y  I a m  s u p p o s e d  to  be  on l e a v e  s i n c e  30 J u n e  and  t h e r e f o r e  I w a s  

i n c l i n e d  no t  t o  d o  any  l e c t u r i n g  t h i s  y e a r .  T h a t ' s  why I pu t  t h a t  p a r -  

t i c u l a r  p h r a s e  in .  

I o u g h t  a l s o  to  t e l l  a s t o r y  w h i c h  I t h i n k  I h a v e  u s e d  h e r e  b e f o r e ,  

and  I h o p e  at  l e a s t  M r .  K r e s s  w o u l d  f o r g i v e  m e ;  n a m e l y ,  t h i s  b u s i n e s s  

of  w r i t i n g  b o o k s .  I h a v e  w r i t t e n  a g r e a t  m a n y  b o o k s ,  bu t  I c a n  on ly  t e l l  

y o u  t h a t  one of m y  c o l l e a g u e s  o n c e  i n t r o d u c e d  m e  to  t he  F e d e r a l  R e s e r v e  

a n d  he  sa id :  " Y o u  a l l  k n o w  S e y m o u r  H a r r i s .  You  h a v e  a l l  r e a d  h i s  

b o o k s  o r  w r i t t e n  t h e m  f o r  h i m .  " 

Now,  I m i g h t  t a k e  a n o t h e r  m i n u t e  and  t e l l  y o u  t h a t  I t h i n k  t he  A r m y  

i s  g e t t i n g  a w f u l l y  s o f t ,  b e c a u s e  t he  f i r s t  t i m e  I l e c t u r e d  to  an  A r m y  c l a s s  

w a s  w a y  b a c k  in  1925 and 1926 up  a t  t he  W a t e r t o w n  O r d n a n c e  S c h o o l .  

At  t h a t  t i m e  I u s e d  to  l e c t u r e  f r o m  1:30 t i l l  5 s t r a i g h t .  And  one d a y  one  

of t h e s e - - i n  f a c t ,  m o r e  t h a n  one  d a y - - o f f i c e r s - - i t  w a s  a m a j o r ,  I 

b e l i e v e ,  a t  t h a t  t i m e - - o f  i n f a n t r y ,  f e l l  a s l e e p  in  the  m i d d l e  of t he  c l a s s .  

He d id  t h i s  qu i t e  c o n s c i e n t i o u s l y  f o r  qu i t e  a n u m b e r  of w e e k s .  So w h e n  

we  w e r e  a s k e d  to  g r a d e  t h e s e  p e o p l e ,  we  w e r e  a s k e d  to  g r a d e  t h e  m a n  
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f o r  e f f o r t ,  e t  c e t e r a ,  e t  c e t e r a .  

m a n  a " C .  " 

w a s o f f e r e d  

W h e n  i t  c a m e  t o  e f f o r t ,  I g a v e  t h i s  

A f e w  w e e k s  l a t e r  h e  c a m e  a r o u n d  t o  s e e  m e  a n d  s a i d  he  

a c o m m i s s i o n  a s  a r e s u l t  of  i t .  T h i s  w a s  a g r e a t  s u r p r i s e ,  

b e c a u s e  he  w a s  r e a l l y  a b o u t  t h e  b e s t  m a n  i n  t h e  c l a s s  d e s p i t e  t h e  f a c t  

t h a t  h e  s l e p t  t h r o u g h o u t  t h e  w h o l e  l e c t u r e .  W e l l ,  I h a v e  b e e n  w a r n e d  n o t  

t o  s p e a k  f o r  m o r e  t h a n  45 m i n u t e s ,  a n d  I s h a l l  t r y  t o  a d h e r e  t o  t h i s  

r e q u e s t .  

I m i g h t  s a y  I h a v e  c e r t a i n  i d e o l o g i c a l  v i e w s  w h i c h  a f f e c t  m y  e c o n -  

O m i c s  a n d  v i c e  v e r s a ;  b u t  M r .  K r e s s  t o l d  m e  t h a t  y o u ' r e  g o i n g  to  h a v e  

D r .  J a c o b s o n  h e r e ,  a n d  h e  will m o r e  t h a n  n e u t r a l i z e  a n y t h i n g  t h a t  I h a v e  

t o  s a y  on  i t .  So  y o u ' l l  g e t  a l l  v i e w s .  

L e t  m e  f i r s t  g i v e  y o u  s o m e  i d e a  o f  w h a t  p u b l i c  f i n a n c e  i s .  Of  

c o u r s e  i t ' s  t h e  e x t e n t  t o  w h i c h  t h e  G o v e r n m e n t  o p e r a t e s  i n  t h e  e c o n o m y .  

A n d ,  of  c o u r s e ,  a s  we  a l l  k n o w ,  t h e  G o v e r n m e n t  h a s  b e c o m e  a m u c h  

m o r e  i m p o r t a n t  f a c t o r  in  o u r  e c o n o m y .  I ' l l  j u s t  g i v e  y o u  a f e w  s t a t i s -  

t i c s  t o  i n d i c a t e  w h a t  t h e  s i t u a t i o n  h a s  b e e n  a n d  w h a t  i t  i s  n o w .  

G o i n g  b a c k  t o  1929 ,  a t  t h a t  t i m e  t h e  g r o s s  n a t i o n a l  p r o d u c t  w a s  

$100  b i l l i o n .  A l l  g o v e r n m e n t s  w e r e  s p e n d i n g  o r  b u y i n g  g o o d s  a n d  

s e r v i c e s  e q u a l  t o  $8 b i l l i o n ,  o r  a b o u t  8 p e r c e n t .  A n d  of  t h e s e  $8 b i l l i o n  

t h e  F e d e r a l  G o v e r n m e n t  w a s  s p e n d i n g  o n l y  a l i t t l e  m o r e  t h a n  1 b i l l i o n  

a n d  t h e  S t a t e  a n d  l o c a l  g o v e r n m e n t s  a l i t t l e  m o r e  t h a n  $7 m i l l i o n .  So 

y o u  s e e ,  t h e  S t a t e  a n d  l o c a l  g o v e r n m e n t s  w e r e  a b o u t  s i x  t i m e s  a s  

i m p o r t a n t  a s  t h e  F e d e r a l  G o v e r n m e n t ;  a n d  a l t o g e t h e r  t h e y  w e r e  o n l y  
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t a k i n g  8 p e r c e n t  of the t o t a l  p r o d u c t .  And d e f e n s e  w a s  t a k i n g  a v e r y  

s m a l l  s u m  c o m p a r e d  to the  r e s t - - c o n s i d e r a b l y  l e s s  t h a n  a b i l l i o n  

d o l l a r s .  

By  1958 the g r o s s  n a t i o n a l  p r o d u c t  w a s  $437 b i l l i o n .  The  

G o v e r n m e n t  w a s  p u r c h a s i n g  $91 b i l l i o n  of goods  and s e r v i c e s .  T h a t ' s  

m o r e  than  20 p e r c e n t .  Of t h e s e  91 the  F e d e r a l  G o v e r n m e n t  w a s  52 

and S ta te  and l o c a l  g o v e r n m e n t s  40. So, you  s e e ,  the  F e d e r a l  G o v e r n -  

m e n t  had b e c o m e  m u c h  m o r e  i m p o r t a n t  t han  the  S ta te  and l o c a l  

g o v e r n m e n t s .  And a l s o  by  1958 d e f e n s e  w a s  t a k i n g  $44 b i l l i o n .  

Now,  tha t  d o e s n ' t  g ive  you  a fu l l  i d e a  of w h a t  the  G o v e r n m e n t  

d o e s ,  b e c a u s e  you  have  to  t ake  in to  a c c o u n t  a c e r t a i n  a m o u n t  of 

s p e n d i n g  tha t  d o e s n ' t  ge t  in to  t h e s e  f i g u r e s .  The  w a y  we h a v e  o u r  

n a t i o n a l  a c c o u n t - - a n d  I u n d e r s t a n d  t h i s  h a s  b e e n  e x p l a i n e d  to you  a t  

the  l a s t  l e c t u r e - - w e  have  G o v e r n m e n t  p u r c h a s e s  of goods  and  s e r v i c e s ,  

w h i c h ,  a s  I s a y ,  in 1958 w e r e  $91 b i l l i o n ;  but  the  t o t a l  t ax  r e c e i p t s  w e r e  

$114 b i l l i o n ,  not  91. The  r e a s o n  fo r  t ha t  i s  t ha t  t h e r e  a r e  a g r e a t  m a n y  

e x p e n d i t u r e s  t ha t  a r e  m e r e l y  t r a n s f e r  p a y m e n t s ,  a s ,  f o r  e x a m p l e ,  

u n d e r  old age  i n s u r a n c e ,  u n e m p l o y m e n t  c o m p e n s a t i o n ;  and t h e s e  d o n ' t  

ge t  in to  t h i s  p i c t u r e  of p u r c h a s e s  of g o o d s  and s e r v i c e s .  So w h e n  you  

look  at the whole t ax  b u r d e n ,  i t ' s  no t  $91 b i l l i o n  bu t  $114 b i l l i o n .  And 

t h a t ' s  b e c a u s e  y o u r  t r a n s f e r  p a y m e n t s  a r e  so  i m p o r t a n t .  

You m u s t  not  f o r g e t  a l s o  tha t  t h e r e  a r e  c e r t a i n  e x p e n d i t u r e s  in 

the  b u d g e t  t ha t  a r e  not  r e a l l y  c o u n t e d .  T h e y ' r e  not  p a r t  of the  
4 



b u d g e t a r y  e x p e n d i t u r e s ,  or  t h e y  a r e  not p a r t  of the  budge t  tha t  the  

P r e s i d e n t  p r e s e n t s ,  fo r  e x a m p l e .  Take  th i s  g r e a t  i n t e r s t a t e  h i g h -  

way  s y s t e m  tha t  i s  b e i n g  bu i l t ,  l a r g e l y  wi th  F e d e r a l  m o n e y  r i g h t  now.  

T h i s  is  a 1 3 - y e a r  p r o g r a m  and i t ' s  go ing  to  cos t  $40 b i l l i o n .  Th i s  i s  

not  in  the  b u d g e t .  I t ' s  bu i l t  up to  a s p e c i a l  t r u s t  fund and l a r g e l y  

f i n a n c e d  t h r o u g h  g a s o l i n e  t a x e s ,  but  d o e s  not  e n t e r  as  e i t h e r  e x -  

p e n d i t u r e  or  tax  in the  b u d g e t .  You s e e ,  y o u r  b u d g e t  i s  r e a l l y  l a r g e r  

than  i t  s e e m s  to be .  

Now, of c o u r s e ,  one r e a s o n  fo r  th i s  g r e a t  e x p a n s i o n  of g o v e r n -  

m e n t a l  a c t i v i t y  i s  the  p o s i t i o n  of t he  Na t ion  v i s - a - v i s  t h e s e  f o r e i g n  

n a t i o n s ,  tha t  i s ,  our  s e c u r i t y  p r o b l e m .  T h i s  i s  p r o b a b l y  the  l a r g e s t  

s i n g l e  f a c t o r .  But  a n o t h e r  poin t  i s ,  of c o u r s e ,  the  g r e a t  d e p r e s s i o n  

h a s  r e s u l t e d  in the  G o v e r n m e n t  t a k i n g  m u c h  l a r g e r  r e s p o n s i b i l i t i e s  

than  it  did in  the  pas t .  The  G o v e r n m e n t ,  f o r  e x a m p l e ,  e v e n  today  

s p e n d s  $6 b i l l i o n  to k e e p  the  p r i c e  of a g r i c u l t u r a l  p r o d u c t s  up p r i m a r i l y .  

It  s p e n d s  $6 b i l l i o n  to s u p p o r t  t he  a g r i c u l t u r a l  popu la t ion .  And t h e r e  

a r e  m a n y  o t h e r  p r o g r a m s  tha t  I n e e d  not  go in to  h e r e .  

Now,  the  n e x t  p r o b l e m  is  the  p r o b l e m  of what  i s  a sound  tax  

and r e v e n u e  s y s t e m .  Wel l ,  t h e r e  a r e  a l l  k i n d s  of c r i t e r i a  of wha t  a 

good tax  and r e v e n u e  s y s t e m  m i g h t  be .  F o r  e x a m p l e ,  e v e r y b o d y  



f e e l s  a g o o d  t a x  s y s t e m  s h o u l d  be  one  t h a t ' s  e q u i t a b l e  a m o n g  d i f f e r e n t  

g r o u p s  and d i f f e r e n t  p e o p l e .  T h a t  i s ,  t h e  b u r d e n  s h o u l d  no t  b e  e x -  

c e s s i v e  on t h e  p o o r .  F r o m  t h a t  v i e w p o i n t  m a n y  b e l i e v e  t h a t  a t a x  

s y s t e m  s h o u l d  be  p r o g r e s s i v e ,  a s  o u r  s y s t e m  i s .  B y  p r o g r e s s i v e  

s y s t e m ,  a s  y o u  a l l  know,  we m e a n  s i m p l y  t h a t  a l a r g e r  p r o p o r t i o n  of 

the  i n c o m e  of a w e a l t h y  m a n  i s  t a k e n  by  t h e  G o v e r n m e n t  t h a n  of a 

p o o r  m a n .  If  a p o o r  m a n ,  f o r  e x a m p l e ,  h a s  an  i n c o m e  of $ 1 , 0 0 0 ,  

y o u  t a k e ,  s a y ,  10 p e r c e n t  of i t .  I f  a m a n  h a s  an  i n c o m e  of $ i 0 0 , 0 0 0 ,  

y o u  t a k e  80 p e r c e n t .  T h a t ' s  t h e  g e n e r a l  i d e a  of p r o g r e s s i v i t y .  

O u r  t a x  s y s t e m  i s  p r o g r e s s i v e  now l a r g e l y  b e c a u s e  t h e  F e d e r a l  

G o v e r n m e n t  a c c o u n t s  f o r  a l a r g e  p a r t  of t o t a l  r e v e n u e s ;  and  t h e  F e d e r a l  

G o v e r n m e n t  d e p e n d s  to  t h e  e x t e n t  of a b o u t  80 p e r c e n t  on i n c o m e  and  

c o r p o r a t i o n  t a x e s ,  and  t h e s e  a r e  a t  p r o g r e s s i v e  r a t e s ,  p a r t i c u l a r l y  t h e  

i n c o m e  t a x .  T h e  c o r p o r a t i o n  t a x  i s  p r o g r e s s i v e  in  the  s e n s e  t h a t  m o s t  

of  t he  p e o p l e  w h o  g e t  t h e  i n c o m e  a r e  r e l a t i v e l y  w e a l t h y ,  and  s o  t h e y ' r e  

t a x e d  and  o t h e r s  a r e n ' t .  

B u t  o u r  S t a t e  and  l o c a l  t ax  s y s t e m  i s  on  t h e  whole  w h a t  we  c a l l  

r e g r e s s i v e .  I t  t a k e s  a l a r g e r  p r o p o r t i o n  of  t he  i n c o m e  of t he  p o o r  t h a n  

of t he  r i c h .  Bu t  s i n c e  t h i s  i s  a r e l a t i v e l y  s m a l l e r  p a r t  of t he  t o t a l  t a x  

p i c t u r e ,  t h e  ne t  e f f e c t  f o r  o u r  w h o l e  s y s t e m  i s  a s y s t e m  t h a t  i s  p r o -  

g r e s s i v e ,  t h a t  t a k e s  a l a r g e r  p a r t  of t he  i n c o m e  of t h e  r e l a t i v e l : /  ",~ell 

t o  do .  
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N o w ,  t h a t  d o e s n ' t  g i v e  y o u  t h e  full p i c t u r e  e i t h e r ,  b e c a u s e  a n o t h e r  

i s s u e  h e r e  i s  t h a t  a l t h o u g h  t h e  t a x  s y s t e m  l o o k s  v e r y  p r o g r e s s i v e - -  

f o r  e x a m p l e ,  a m a n  w i t h  a n  i n c o m e  o f  a c o u p l e  o f  m i l l i o n  d o l l a r s  w i l l  

p a y  91 p e r c e n t  o f  h i s  l a s t  m i l l i o n  d o l l a r s ,  s a y ,  o r  h i s  l a s t  h u n d r e d  

t h o u s a n d  d o l l a r s ,  o r  w h a t e v e r  y o u  h a v e - - a c t u a l l y  w e  h a v e  s t u d i e s  t h a t  

s h o w  t h a t  v e r y  f e w  p e o p l e ,  e v e n  t h e  v e r y  w e a l t h y ,  p a y  m o r e  t h a n  a b o u t  

40 p e r c e n t  of t h e i r  t o t a l  i n c o m e  d e s p i t e  t h e  f a c t  t h a t  on  p a p e r  i t  l o o k s  

a s  t h o u g h  t h e y  w o u l d  h a v e  to  p a y  80 p e r c e n t  i f  t h e y  h a v e  a n  i n c o m e  of ,  

s a y ,  a m i l l i o n  d o l l a r s  o r  m o r e .  

T h e  r e a s o n  f o r  t h i s  i s  t h a t  t h e r e  a r e  a l l  k i n d s  o f  l e g a l  w a y s  of  

e v a d i n g  y o u r  t a x e s - - t h r o u g h  c a p i t a l  g a i n s ,  w h e r e  y o u  o n l y  h a v e  t o  

p a y  25 p e r c e n t ,  t h r o u g h  d e p r e c i a t i o n  a l l o w a n c e s  on  o i l ,  a n d  s o  f o r t h .  

So  t h o u g h  o u r  t a x  s y s t e m  l o o k s  l i k e  o n e  t h a t ' s  a g r e a t  b u r d e n  t o  t h e  

r e l a t i v e l y  w e a l t h y  a n d  m i g h t  h a v e  s e r i o u s  e f f e c t s  on  i n c e n t i v e s ,  a c t u a l l y  

t h e r e  a r e  s o  m a n y  l o o p h o l e s  in  o u r  t a x  s y s t e m  t h a t  t h e  e f f e c t s  o n  

i n c e n t i v e  a r e  n o t  v e r y  s e r i o u s .  A n d  i f  y o u  d o n ' t  b e l i e v e  t h a t ,  a l l  y o u  

h a v e  t o  d o  i s  t o  l o o k  a t  w h a t ' s  h a p p e n i n g  to  c o r p o r a t i o n  p r o f i t s  o r  w h a t ' s  

h a p p e n i n g  t o  g r o s s  n a t i o n a l  p r o d u c t .  O u r  g r o s s  n a t i o n a l  p r o d u c t  h a s  

g o n e  u p  t h r e e  a n d  a h a l f  t i m e s  s i n c e  1929 ,  a n d  i t ' s  g o n e  u p  a c o u p l e  o f  

t i m e s  e v e n  w h e n  y o u  a l l o w  f o r  t h e  c h a n g e  o f  p r i c e s .  So w e  h a v e  h a d  a 

v e r y  p r o s p e r o u s  a n d  a g r o w i n g  e c o n o m y ,  e s p e c i a l l y  s i n c e  1940 .  

N o w ,  of  c o u r s e ,  o n e  of  o u r  g r e a t  i s s u e s  a n d  t h e  q u e s t i o n  of  w h a t  

kind of a tax system we have and how much does it take away depends 
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p a r t l y  u p o n  t h e  d e c i s i o n s  of  t h e  p u b l i c  a b o u t  h o w  t h e y  w a n t  t o  s p e n d  t h e  

i n c o m e  t h a t  t h e y  g e t .  I t h i n k  i n  a g e n e r a l  w a y  t h e  p u b l i c  d o e s n ' t  l i k e  

t o  p a y  t a x e s .  A n d  s o  t h e y  t e n d  t o  u n d e r e x p l o i t  s e r v i c e s  t h a t  t h e  G o v e r n -  

m e n t  m i g h t  r e n d e r .  T h e y  w o u l d  r a t h e r  h a v e  t h e i r  c a s h  a n d  s p e n d  i t  

t h e  w a y  t h e y  l i k e  to  s p e n d  i t  r a t h e r  t h a n  h a v e  t h e  G o v e r n m e n t  s p e n d  

t h i s  m o n e y  on h e a l t h  o r  s e c u r i t y  o r  e d u c a t i o n  o r  a n y t h i n g  e l s e .  A n d  

t h e r e f o r e ,  to  s o m e  e x t e n t - - a t  l e a s t  i t  i s  m y  v i e w - - w e  u n d e r s p e n d  f o r  

e d u c a t i o n ,  f o r  h e a l t h ,  a n d  o t h e r  s e r v i c e s  o f  t h a t  k i n d .  M y  o w n  g u e s s  i s  

t h a t  we  u n d e r s p e n d  on s e c u r i t y  a s  w e l l .  B u t  I ' m  s u r e  t h a t  y o u  a r e  m u c h  

m o r e  e x p e r t  on  t h i s  t h a n  I a m .  

T h e  p r e s e n t  A d m i n i s t r a t i o n - - y o u  c a n  g a t h e r  a s  I g o  a l o n g  t h a t  I 

a m  p r o b a b l y  a D e m o c r a t  r a t h e r  t h a n  a R e p u b l i c a n ;  s o  y o u  h a v e  t o  

s o m e  e x t e n t  w r i t e  d o w n  w h a t  i s  i m p l i e d  i n  a n y t h i n g  I s a y .  I t r y  t o  b e  

a p o l i t i c a l ,  b u t  I d o n ' t  a l w a y s  s u c c e e d .  T h e  P r e s i d e n t ' s  1954  t a x  

r e d u c t i o n  b i l l ,  w h i c h  w a s  t h e  b i g  t a x  r e d u c t i o n  b i l l  w e  h a v e  h a d  in  

r e c e n t  y e a r s ,  on  t h e  w h o l e  t e n d e d  to  f a v o r  t h e  h i g h - i n c o m e  g r o u p s .  

T h e  e x p l a n a t i o n  of  t h i s  i s  t h a t  t h e  P r e s i d e n t  a n d  h i s  a d v i s e r s  b e l i e v e  

t h a t  t a x e s  a r e  t o o  h i g h ;  t h a t  t h e  t a x e s  c a n  h a v e  a n  a d v e r s e  e f f e c t  on  

i n c e n t i v e s ;  t h a t  i n  o r d e r  t o  h a v e  a p r o s p e r o u s  e c o n o m y  y o u  h a v e  t o  h a v e  

m o r e  i n v e s t m e n t ;  a n d  i f  y o u  h a v e  m o r e  i n v e s t m e n t ,  t h e n ,  of  c o u r s e ,  y o u  

w i l l  h a v e  m o r e  w a g e s ,  m o r e  e m p l o y m e n t ;  a n d  t h i s  w i l l  in  t h e  e n d  h e l p  

t h e  p o o r  a s  w e l l  a s  t h e  r i c h .  T h e r e ' s  a g r e a t  c o n f l i c t  h e r e  b e t w e e n  
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the  D e m o c r a t s  and  the  R e p u b l i c a n s ,  b e c a u s e  the  g e n e r a l  R e p u b l i c a n  v i e w  

i s  t ha t  if we h a v e  a t ax  r e d u c t i o n  p r o g r a m ,  we shou ld  e s p e c i a l l y  f a v o r  

i n v e s t m e n t .  Tha t  m e a n s  g e t t i n g  down the  h igh  r a t e s  t ha t  a f f ec t  the  

a m o u n t  of s a v i n g  and the  a m o u n t  a v a i l a b l e  for  s a v i n g  of the  h i g h - i n -  

c o m e  g r o u p s .  And the  1954 tax  b i l l  w a s  b a s e d  on th i s  t h e o r y .  Mos t  of 

the  g a i n s  w e n t  to  the  r e l a t i v e l y  h i g h - i n c o m e  g r o u p s .  

The  D e m o c r a t s ,  on the  o t h e r  hand ,  t h o u g h t  of t h i s  as  the  " t r i c k l e -  

down"  t h e o r y  of t a x a t i o n ,  n a m e l y ,  t ha t  you  g ive  the  b r e a k s  to the  r i c h  

and the  poo r  w i l l  u l t i m a t e l y  ga in  t h r o u g h  the  t r i c k l e - d o w n  of t h e s e  

w i n d f a l l s  to t he  r e l a t i v e l y  w e a l t h y .  

Now,  the nex t  i s s u e  i s  the  p r o b l e m  of t a x a t i o n  and f i s c a l  p o l i c y .  

I a m  f o l l o w i n g  an ou t l i ne  t ha t  w a s  r e a l l y  s u g g e s t e d  by  D r .  K r e s s ;  and 

if  you  d o n ' t  l i ke  t h i s  p a r t i c u l a r  p r e s e n t a t i o n ,  at  l e a s t  the  o r d e r  of i t  

and  the s u b j e c t s  c o v e r e d ,  you  shou ld  b l a m e  D r .  K r e s s  and not  the  

s p e a k e r .  I t h i n k  i t ' s  a p e r f e c t l y  r e a s o n a b l e  o r d e r ,  I m i g h t  s a y ,  and 

I w a s  v e r y  g lad  to  fo l low it ,  b e c a u s e  I d i d n ' t  f ind i t  d i f f i cu l t  and i t  

s e e m e d  to m e  tha t  in 45 m i n u t e s  i t  c o v e r s  the  p r o b l e m  qui te  w e l l .  I 

once  gave  a c o u r s e  in pub l ic  f i n a n c e  tha t  t ook  a w h o l e  y e a r  f o r  t h r e e  

hours a week and covered the same ground. 

a distillate. 

So this is a distillate of 

Now, taxation and fiscal policy. What do we mean? Fiscal policy 

is something new in economics. We always used to talk about public 

finance. Now we tend to talk much more about fiscal policy. What 
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we mean by fiscal policy is the use of the taxing and spending power 

of the Government and debt management in such a way as to effect 

the greatest good for our economy. In other words, we levy taxes 

in such a way and in such amount and we spend in such amount and in 

such a way and we manage our debt in such a way that we have the maxi- 

mum beneficial effect on our economy or the minimum damage to our 

economy. That's the theory of fiscal policy. 

Under fiscal policy the major principle is simply this; that if the 

private economy spends less, and therefore helps bring on a depression, 

it's the job of the Federal Government, or any other government, to 

come along and offset this decline in spending on the part of the private 

economy to keep our economy prosperous. It's based on the theory 

that in order to have a prosperous economy, you must not only have 

a highly productive and advanced technological economy, but you must 

also be sure that if you can produce more and more goods, there is 

somebody around to buy these goods. Therefore you have to influence 

demand and purchasing power. 

Now, the way you influence purchasing power is partly through 

monetary policy, creating enough money. In modern times, in recent 

times, the emphasis has been put increasingly upon fiscal policy; and 

that means that when the economy is spending too little, the Govern- 

ment fills the gap through spending more, particularly through deficit 
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f i n a n c i n g .  And if the  e c o n o m y  i s  s p e n d i n g  too m u c h  and w e ' r e  h a v i n g  

i n f l a t i o n  and  so f o r t h ,  i t ' s  the  job of the G o v e r n m e n t  to cu t  down  on 

s p e n d i n g .  The  G o v e r n m e n t  i s  s u p p o s e d  to  do tha t  by  t a k i n g  in  m o r e  

than  i t  s p e n d s  and pay ing  off p a r t  of the  n a t i o n a l  d e b t .  T h i s  i s  a v e r y  

s i m p l e  t h e o r y  and i t  s o u n d s  b e a u t i f u l .  The  a r i t h m e t i c  i s  v e r y  s i m p l e ,  

bu t  a c t u a l l y  in  p r a c t i c e  i t  r a i s e s  a l l  k i n d s  of d i f f i c u l t i e s .  

F o r  e x a m p l e ,  we  m i g h t  a r g u e  tha t  now,  in  1959, w e ' r e  in an i n -  

f l a t i o n  e c o n o m y ,  t ha t  t h e r e  i s  g r e a t  d a n g e r  of i n f l a t i o n ,  and  t h e r e f o r e  

the  G o v e r n m e n t  ought  to m e e t  t h i s  p r o b l e m  h e a d  on by  spending  l e s s  

and  t a k i n g  m o r e  m o n e y  in t a x e s .  So w h e n  peop l e  l o s e  m o n e y  t h r o u g h  

t a x a t i o n ,  t h e r e  w o u l d  be  l e s s  m o n e y  a v a i l a b l e  fo r  t h e m  to s p e n d  in the  

m a r k e t s  of t h i s  c o u n t r y .  

But  i t ' s  a l m o s t  i m p o s s i b l e  to  ge t  a r i s e  of t a x e s  r i g h t  now.  The  

pub l i c  d o e s n ' t  wan t  to  be  t a x e d  any  m o r e .  And any  C o n g r e s s m a n  who 

p r o p o s e s  an i n c r e a s e  in t a x e s  i s  l i k e l y  to l o s e  h i s  job .  And so the  

C o n g r e s s m a n  is  not  v e r y  e n t h u s i a s t i c  about  a r i s e  in t a x e s .  He s a y s :  

" T h i s  i s  a l l  r i g h t  f o r  t h i s  t h e o r y  of the  new e c o n o m i c s ;  bu t  t h e s e  guys  

tha t  w r i t e  t h i s  e c o n o m i c s  d o n ' t  have  to f a c e  the  v o t e r  e v e r y  two y e a r s .  

Th i s  i s ,  of c o u r s e ,  

i s  to cu t  down  s p e n d i n g .  

one p r o b l e m .  The  o t h e r  a p p r o a c h ,  of c o u r s e ,  

But ,  as  ha s  b e e n  n o t e d  so  m a n y  t i m e s ,  y o u r  

s e c u r i t y  t a k e s  abou t  80 p e r c e n t  of the  b u d g e t .  Now,  if y o u r  s e c u r i t y  

t a k e s  80 p e r c e n t  of y o u r  b u d g e t  and y o u ' r e  in the  m i d s t  of a c o n t e s t  

w i th  the  C o m m u n i s t s ,  how c a n  you  cu t  down  on y o u r  s e c u r i t y  e x p e n d i t u r e  s ? 
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So i t ' s  a v e r y  d i f f i c u l t  t h ing ,  b e c a u s e  y o u r  e c o n o m y  is  e x p a n d i n g  

too r a p i d l y  and y o u r  r e s o u r c e s  a r e  a l l  t a k e n  c a r e  of and you  t end  to 

p o u r  m o r e  and m o r e  m o n e y  in to  the  l i m i t e d  f i e ld  w h e r e  you  c a n ' t  

p r o d u c e  v e r y  m u c h  m o r e ,  and  if  y o u  s p e n d  so m u c h  m o r e ,  p r i c e s  w i l l  

r i s e  w i th  l i m i t e d  r e s o u r c e s  and l i m i t e d  f low of g o o d s  and  s e r v i c e s ,  

you  c a n ' t  cut  down the d e m a n d  o r  the  s p e n d i n g  by a p r o p e r  tax  o r  

pub l i c  s p e n d i n g  po l i cy ,  t hen  y o u ' v e  got  to  a c c e p t  s o m e  i n f l a t i o n  a s  the  

p r i c e  f o r  s e c u r i t y .  

So in a g e n e r a l  way  w h a t  I ' m  t r y i n g  to s a y  is  t ha t  the  o b j e c t i v e  

of f i s c a l  p o l i c y  i s  a v e r y  good o b j e c t i v e ,  but  i t  i s n ' t  a l w a y s  v e r y  e a s y  

to  a c h i e v e .  And t h e r e f o r e ,  e v e n  though  the  G o v e r n m e n t  m i g h t  l ike  to 

c o n t a i n  i n f l a t i on  by  t h e s e  v a r i o u s  f i s c a l  p o l i c i e s ,  in p r a c t i c e  i t ' s  no t  

e a s y .  And w h e n  you  have  a r e c e s s i o n ,  i t ' s  s o m e w h a t  e a s i e r  fo r  the  

G o v e r n m e n t  to do s o m e t h i n g  tha t  b o t h e r s  than  it  i s ,  u n l e s s  you  have  

a g r e a t  d e p r e s s i o n  l ike  the  t h i r t i e s - - a c t u a l l y  ou r  m a j o r  r e c e s s i o n s  

s i n c e  t h e  w a r  h a v e  b e e n  h a n d l e d  r e a s o n a b l y  w e l l  by  G o v e r n m e n t ;  so  

y o u  cou ld  s a y  the  f i s c a l  p o l i c y  has  b e e n  qui te  h e l p f u l  in t h e s e  m o r e  

r e c e n t  r e c e s s i o n s .  

I cou ld ,  fo r  e x a m p l e ,  g ive  you  s o m e  i d e a  how f i s c a l  p o l i c y  w o r k s ,  

t hough  I would  m y s e l f  c l a i m  tha t  the  p r e s e n t  A d m i n i s t r a t i o n  is  not  

n e a r l y  a s  m u c h  w e d d e d  to  the  t h e o r y  of f i s c a l  p o l i c y  a s ,  f o r  e x a m p l e ,  

t he  D e m o c r a t s  on the  a v e r a g e  a r e  o r  as  I a m .  I a m  m o r e  w e d d e d  to 

t h e s e  t h e o r i e s  t han  the  D e m o c r a t s  a r e .  The  D e m o c r a t s  a r e  m u c h  m o r e  
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w e d d e d  t o  t h e s e  t h e o r i e s  t h a n  t h e  R e p u b l i c a n s  a r e  o n  t h e  a v e r a g e .  I 

m e a n ,  on  t h e  a v e r a g e ,  t h e  a v e r a g e  D e m o c r a t  a n d  R e p u b l i c ,  b e c a u s e  

t h e r e  a r e  m a n y  R e p u b l i c a n s  w h o  a r e  m u c h  m o r e  w e d d e d  t o  t h e s e  t h e o r i e s  

t h a n  s o m e  D e m o c r a t s  a r e .  

N o b o d y  c a n  b e  w e d d e d  l e s s  t o  t h i s  t h e o r y  t h a n  S e n a t o r  B y r d ,  f o r  

e x a m p l e .  I a l m o s t  e v e r y  y e a r  w i l l  g o  d o w n  a n d  t e s t i f y  b e f o r e  t h e  

S e n a t e  F i n a n c e  C o m m i t t e e ,  a n d  I ' v e  n o t i c e d  e v e r y  t i m e  I w o u l d  c o m e  

d o w n - - I  d o n ' t  c o m e  d o w n  b e c a u s e  S e n a t o r  B y r d  i s  s o  h a p p y  t o  h a v e  m e  

c o m e  d o w n ,  b e c a u s e  h e  r e a l l y  i s n ' t .  H e  l o o k s  v e r y  u n h a p p y  e v e r y  t i m e  

I a p p e a r .  B u t  t h e r e  a r e  s o m e  D e m o c r a t i c  S e n a t o r s  w h o  a r e  a l w a y s  

s o r t  of  p e e v e d  w i t h  S e n a t o r  B y r d  f o r  i n v i t i n g  m e  d o w n .  A n d  I n o t i c e d  

t h e  l a s t  t i m e  I w a s  d o w n ,  w h i c h  w a s  j u s t  a b o u t  a y e a r  a g o ,  in  1958 ,  

t h e  S e n a t o r  w a s  v e r y  c o r d i a l  to  m e ,  w h i c h  s o r t  o f  s u r p r i s e d  m e .  He  

s m i l e d  a n d  he  s a i d h o w  g l a d  h e  w a s  to  h a v e  t h i s  d i s t i n g u i s h e d  p r o f e s s o r  

f r o m  C a m b r i d g e  d o w n  h e r e  a n d  a l l  t h a t  s o r t  o f  s t u f f .  A n d  h e  l o o k e d  

a n d  s m i l e d  h a l f  t h e  t i m e  d u r i n g  t h e  e v i d e n c e  a n d  d i d n ' t  s c o w l ,  a n d  w h e n  

I g o t  t h r o u g h ,  he  d e l i v e r e d  a n o t h e r  o r a t i o n  a b o u t  h o w  h e l p f u l  I ' d  b e e n  

a n d  t h i s  p u z z l e d  m e  g r e a t l y .  I t h o u g h t  p e r h a p s  S e n a t o r  B y r d  h a d  b e e n  

i n f l u e n c e d  b y  m y  g r e a t  t e a c h i n g s  a n d  w h a t  n o t .  

So I k n o w  h i s  s e c r e t a r y .  S h e ' s  a c h a r m i n g  w o m a n  a n d  h a s  b e e n  

w i t h  h i m  f o r  m a n y  y e a r s  a n d  k n o w s  h i m  v e r y  w e l l ,  I s a i d  t o  h e r  o n e  

d a y :  " W e l l ,  n o w ,  M i s s  S o - a n d - s o ,  w h y  w a s  t h e  S e n a t o r  s o  s w e e t  t o  m e  
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today?" She smiled for a minute and she said: "Well, I'II tell you why, 

The Senator thought"--you know, right in the middle of the session and 

I was recommending a tax cut and an increase in public spending, and 

I said: "After all, this is not the kind of medicine that he really approves 

of and why was he so sweet?" "Well, " she said, "I'II tell you, but 

don't tell him that I told you. The reason is that he expected you to ask 

for a $15 billion tax cut and you only asked for a $3 billion tax cut. " 

Well, now, if you look, for example, in 1958 and 1959--you see, 

wehadthe recession in 1957 and 1958, middle of 1957 and the middle 

of 1958--and then in the middle of 1958 we began to have a recovery from 

the middle of 1958 to the middle of 1959. The President--and yournay have 

noticed, he nmde this remark just a few days ago--said that he was very 

glad that he didn't take the advice--he didn't mention Harris, of course-- 

I don't know whether he knows that Harris is alive, though I did have 

one conference with him actually--but he said "I didn't take the advice 

of these people who felt that unless we did something really radical, we 

would be in more trouble." He said: "Actually, you see, we had a 

good recovery without the Government interfering very much. This 

goes to show that the economy is very resilient and responds to 

depression in a very effective way. 

Well, now, we had a recovery in 1958 and 1959, which was a good 

recovery--from the middle of 1958 to the present. Thenwhen you try 
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to  s e e  now wha t  b r o u g h t  about  t h i s  r e c o v e r y ,  why  did we  ge t  t h i s - -  

a c t u a l l y  it l ooks  now as  t hough  in 1959 w e ' r e  go ing  to have  a r i s e  in  

the  g r o s s  n a t i o n a l  p r o d u c t  of abou t  8 p e r c e n t ,  w h i c h  is  a v e r y  l a r g e  

r i s e - - h o w  did  t h i s  h a p p e n  and how do you  exp l a in  i t  ? 

We l l ,  m y  e x p l a n a t i o n  i s - - a n d  I a m  s u r e  m a n y  of you  w i l l  d i s a g r e e  

w i t h  m e  on t h i s - - b u t  m y  e x p l a n a t i o n  i s  t ha t  it w a s  t h i s  w o n d e r f u l  $13 

b i l l i o n  d e f i c i t  t ha t  the  G o v e r n m e n t  had in  the  f i s c a l  y e a r  e n d i n g  30 J u n e  

1959, w h i c h  t h e y  a b h o r r e d .  T h i s  w a s  the  t h i n g  t ha t  r e a l l y  gave  the  

e c o n o m y  the  l i f t .  And t h e y  d i d n ' t  have  to  do  v e r y  m u c h  to a c h i e v e  t h i s  

$13 b i l l i o n  d e f i c i t ,  b e c a u s e  we  h a v e  a tax  s y s t e m  w h i c h  w a s  b u i l t  up 

p a r t i c u l a r l y  in W o r l d  W a r  I I  and to  s o m e  e x t e n t  in  the  1930 's  - - w e  

have  a tax  s y s t e m  tha t  a u t o m a t i c a l l y  r e s p o n d s  to a d e p r e s s i o n .  So tha t  

if  y o u r  i n c o m e  f a l l s ,  w i t hou t  any  l e g i s l a t i o n  on the  p a r t  of the  G o v e r n -  

m e n t ,  you  ge t  a s u b s t a n t i a l  cut  in  t a x e s ;  and  abou t  ha l f  of t h e s e  $13 b i l l i o n  

d e f i c i t  i s  e x p l a i n e d  by  the  f ac t  tha t  we had s o m e t h i n g  l i ke  a $6 or  $7 b i l l i o n  

d r o p  in o u r  t a x  r e c e i p t s .  It  c a m e  a u t o m a t i c a l l y  w i t h o u t  any  a c t i o n  on the  

p a r t  of the  G o v e r n m e n t  in  r e s p o n s e  to  a f a l l  of i n c o m e .  T h i s  h e l p e d  a 

g r e a t  d e a l .  

T h e n  on top of t h a t - - y o u  s e e ,  b e c a u s e  of our  t o t a l  d e c l i n e  of g r o s s  

n a t i o n a l  p r o d u c t  f r o m  the  t i m e  tha t  we  b e g a n  to  d e c l i n e  o v e r  a p e r i o d  

of abou t  n ine  m o n t h s ,  w a s  on ly  abou t  $17 b i l l i o n .  T h i s  i s  m u c h  m o r e  

s e r i o u s  t han  i t  s e e m s ,  b e c a u s e  a c t u a l l y  in a p e r i o d  of t ha t  k ind ,  in 

15 



o r d e r  no t  to ge t  an i n c r e a s e  of u n e m p l o y m e n t ,  you  have  to  have  a 

r i s e  of g r o s s  n a t i o n a l  p r o d u c t  of s o m e t h i n g  l ike  $20 b i l l i o n .  So i n -  

s t e a d  of g e t t i n g  the  n o r m a l  r i s e  of 20 b i l l i o n - - w e l l  , not  20; p e r h a p s  

15 f o r  n ine  m o n t h s - - S 1 5  b i l l i o n  r i s e  t ha t  y o u  wou ld  e x p e c t ,  and if  you  

d o n ' t  ge t  the  $15 b i l l i o n  r i s e ,  y o u  ge t  a r i s e  of u n e m p l o y m e n t ,  b e c a u s e  

o u r  e c o n o m y  is  b e c o m i n g  m u c h  m o r e  p r o d u c t i v e ;  and  a s  i t  b e c o m e s  

m o r e  p r o d u c t i v e ,  y o u  s q u e e z e  w o r k e r s  out .  In  o r d e r  to put  t h e s e  

p e o p l e  b a c k  on the  l a b o r  m a r k e t ,  y o u ' v e  got  to p r o d u c e  m o r e  g o o d s .  

And you  a l s o  have  a m i l l i o n  new p e o p l e  c o m i n g  on the  l a b o r  m a r k e t .  

So, you  s e e ,  you  have  a $15 b i l l i o n  s h o r t a g e ,  s h o r t  f a l l ,  b e c a u s e  of 

the  f ac t  t ha t  the  e c o n o m y  h a s  no t  g r o w n  as  i t  n o r m a l l y  would ;  and t h e n  

on top of t ha t  y o u ' v e  g o t t h i s  d e c l i n e  of $17 b i l l i o n .  T h a t ' s  $32 b i l l i o n  

of d e c l i n e .  

Now,  a $13 b i l l i o n  d e f i c i t  w i l l  p r o b a b l y  g ive  you  an i n c r e a s e  of 

g r o s s  n a t i o n a l  p r o d u c t  of s o m e t h i n g  l i ke  t w i c e  as  m u c h  b e c a u s e  of 

the  s e c o n d a r y  e f f e c t s  of t h e s e  a d d i t i o n a l  s u m s  of m o n e y  a v a i l a b l e  to  the  

pub l i c ,  p a r t l y  t h r o u g h  an i n c r e a s e  of G o v e r n m e n t  s p e n d i n g ,  not  F e d e r a l  

G o v e r n m e n t  m i n d  you ,  b e c a u s e  the  S ta te  and l o c a l  g o v e r n m e n t s  d id  m o s t  

of the  a d d i t i o n a l  s p e n d i n g ;  and the  r e d u c t i o n  of tax  r e c e i p t s .  T h i s  is  

t he  m a j o r  f a c t o r  t ha t  b r o u g h t  abou t  the  r e c o v e r y .  

One o t h e r  f a c t o r  d o e s n ' t  a p p e a r  in t h e s e  f i g u r e s  and t ha t  i s  the  

f ac t  t ha t  we  now h a v e  a s o c i a l  s e c u r i t y  p r o g r a m ,  and u n d e r  the  s o c i a l  

s e c u r i t y  p r o g r a m  we a u t o m a t i c a l l y  t end  to  h a v e  l e s s  m o n e y  c o m i n g  in 
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in a d e p r e s s i o n ,  b e c a u s e  p e o p l e  have  s m a l l e r  p a y r o l l s  and t h e r e f o r e  

s m a l l e r  p a y r o l l  t a x e s ;  and you  ge t  m o r e  p a y m e n t s  of u n e m p l o y m e n t  

c o m p e n s a t i o n ,  old age  i n s u r a n c e ,  and a l l  tha t  s o r t  of th ing .  

Now, t h i s  i s  m o r e  than  a n y t h i n g  e l s e  the  f a c t o r  tha t  b r o u g h t  about  

the  r e c o v e r y .  And t h e r e f o r e ,  d e s p i t e  the  G o v e r n m e n t ' s  r e l u c t a n c e  to 

u s e  f i s c a l  po l i cy ,  tha t  i s ,  any  r e a l  l e g i s l a t i o n ,  the  a u t o m a t i c  e f f e c t s  

of our  p r e s e n t  e c o n o m i c  s t r u c t u r e  r e s u l t e d  and m a d e  the  l a r g e s t  c o n t r i -  

bu t i on  to th i s  r a t h e r  good r e c o v e r y  we had .  

Now,  the on ly  a r g u m e n t  I wou ld  u s e  in m y  own d e f e n s e  of m y  own 

p o s i t i o n ,  s ay ,  in  the  m i d d l e  of 1958, in the  s p r i n g  of 1958, the  on ly  

a r g u m e n t  I would  u s e  is  t ha t  if we had u s e d  the m e d i c i n e  tha t  I had 

r e c o m m e n d e d ,  and r~any  o t h e r s  had a l s o ,  we would  have  had a m u c h  

q u i c k e r  r e c o v e r y .  You s e e ,  t h i s  r e c e s s i o n  cos t  us  s o m e t h i n g  l ike  p e r -  

haps  $40 o r  $50 b i l l i o n ,  b e c a u s e  we  got output  b e l o w  wha t  o t h e r w i s e  i t  

wou ld  have  b e e n .  If we  had had the  kind of po l i cy  tha t  I had s u g g e s t e d ,  

we wou ld  have  had  a q u i c k e r  r e c o v e r y  and lo s t  l e s s  than  the  $40 or  $50 

b i l l i o n .  T h a t ' s  m y  only  a n s w e r  to the  P r e s i d e n t ' s  p o s i t i o n  on t h i s  

b u s i n e s s .  

You m u s t n ' t  f o r g e t  a l s o  tha t  f i s c a l  p o l i c y  is  not  go ing  to be  v e r y  

e f f e c t i v e  in the  e c o n o m y  u n l e s s  t a x e s  and G o v e r n m e n t  o p e r a t i o n s  tha t  

a c c o u n t  fo r  s u b s t a n t i a l  p a r t  of our  n a t i o n a l  s p e n d i n g  and output ,  and 
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when Government takes more than 20 percent, fiscal policy can be of 

great importance. Now, in 1929, when it took only 8 percent, it 

couldn't be nearly as important; and if you go back to the 19th century, 

when it took just a few percent, obviously fiscal policy would not have 

been discovered even in those days. 

Now, the next issue is the problem of the balanced budget and 

deficit financing. I in a way have discussed that already. I just want 

to raise one or two other points here. 

I think here you have a distinct clash between the position of the 

Administration and the position of most economists, because I think the 

position of most economists is more or less the line that I just gave 

you, namely, that it's the job of the Government to fit into the pattern 

of private spending; and when private spending is too small, it's the 

job of the Government to increase the total amount of spending. 

Now, in 1954 we had a tax cut. This was in the middle of the 

recession. And this helped a great deal to shorten that recession and 

bring about a recovery. The Administration took a great deal of credit 

for this, and the economists all over the country were saying how smart 

the Administration was for having brought about a tax cut. But you 

mustn't forget--and I am sure the military people must remember this-- 

that in 1954 we also had a $i0 billion cut in the security program. Now, 

this $I0 billion cut in our security expenditures had a depressing effect 

on the economy and helped bring on the recession. So that if you give 
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the Administration credit for having offset this by a tax cut, you must 

also give them a discredit of having cut down spending, which brought 

about a recession and, perhaps even more important--and this is a 

purely personal viewpoint--the Administration is to be critized for 

having drastically cut our security program at a time when our inter- 

national situation was rapidly deteriorating. 

And they still haven't made up for those cuts in 1954, because even 

now we're not even half way between where we were in 1953 and where, 

that is, in total expenditures, and where we finally got in 1955 and 1956 

as the result of the 1954 cut in the security program. And when you 

allow for the change in prices and all that sort of thing, you can say that 

our security program as a maximum, when it reached its lowest point, 

had been cut by almost one-third. And so I think from the viewpoint of 

fiscal policy this was wrong; but, more important, from the viewpoint 

of our security position it was wrong. 

At that time, in 1954, the President was edging on to what you 

might call this new economics, that some of us call the Keynesian 

economics. At one point the President delivered an oration which you 

might have believed was actually written by the late Lord Keynes. But he only 

held on to this position for a short while; and if you read the statements 

of Secretary I4urnphrey, Secretary Anderson, or the President in the 

last few years, you can see that they have gone back to a theory of 

economics that sounds a good deal like Mr. Hoover's economics; and 
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t ha t  t h e o r y  i s - - a n d  t h e y  s a i d  t h i s  m a n y  t i m e s - - t h a t  we w i l l  no t  a l l o w  

o r  g ive  a t ax  cut  u n l e s s  we  have  a l a r g e  s u r p l u s  in the  T r e a s u r y .  

Wha t  d o e s  tha t  m e a n ?  Tha t  s i m p l y  m e a n s  tha t  if  you  have  a s u r -  

p lus  in  the T r e a s u r y ,  s a y ,  in 1959 o r  1960 p o s s i b l y ,  t hen  you  w i l l  ge t  

a tax  cu t .  But  t h a t ' s  j u s t  e x a c t l y  w h e n  you  s h o u l d n ' t  have  a t ax  cu t ,  

i f  you  u n d e r s t a n d  w h a t  I ' v e  b e e n  s a y i n g  about  f i s c a l  p o l i c y .  The  t i m e  

you  shou ld  not  have  a tax  cu t  i s  w h e n  you  a r e  t e r r i b l y  p r o s p e r o u s  and 

i n f l a t i o n a r y .  So tha t  wha t  M r .  

P r e s i d e n t  have  b e e n  s a y i n g  is- 

H u m p h r e y  and M r .  A n d e r s o n  and the  

" L e t '  s have  a tax  cut  and  t h e r e f o r e  

i n c r e a s e  t h e  a m o u n t  of i n f l a t i o n  when  we have  a s u r p l u s  in the  b u d g e t . "  

But  you only  h a v e  a s u r p l u s  in  the  b u d g e t  w h e n  y o u ' r e  v e r y  p r o s p e r o u s ;  

and  m y  a r g u m e n t  i s  tha t  the  t i m e  to cut  t a x e s  i s  w h e n  y o u ' r e  in  t r o u b l e .  

You  m a y  e v e n  have  a d e f i c i t  on the  T r e a s u r y  a c c o u n t .  T h a t ' s  the  t i m e  

w h e n  you  shou ld  r e a l l y  cu t  y o u r  t a x e s  and not ,  a s  t l t e se  t h r e e  g e n t l e m e n  

s a y  now,  at  the  t i m e  w h e n  you  have  p r o s p e r i t y .  I hope  you  d o n ' t  m i n d  

m y  c r i t i c i z i n g  y o u r  C o m m a n d e r - i n - C h i e f .  

Now,  the  i s s u e  of G o v e r n m e n t  s p e n d i n g  and  fu l l  e m p l o y m e n t .  

We d o n ' t  r e a l l y  know w h e t h e r  we  c a n  have  fu l l  e m p l o y m e n t  in the  e c o n o m y  

wi thou t  G o v e r n m e n t  s p e n d i n g .  T h i s  i s  s o m e t h i n g  tha t  n o b o d y  can  r e a l l y  

p r o v e  one w a y  o r  the  o t h e r .  We do know c e r t a i n  t h i n g s .  We do know 

tha t  w h e n  you  a r e  in  t r o u b l e  and y o u ' r e  not  s p e n d i n g  enough ,  G o v e r n -  

m e n t  s p e n d i n g ,  

b u t i o n .  

e s p e c i a l l y  out  of d e f i c i t ,  m i g h t  m a k e  a l a r g e  c o n t r i -  
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We a l s o  know tha t  in the  1930 d e f i c i t  f i n a n c i n g  by  the  New D e a l  

d id  s o m e  good,  but  t h e y  n e v e r  b r o u g h t  us  b a c k  to a p o s i t i o n  of fu l l  

e m p l o y m e n t  or  p r o s p e r i t y ,  b e c a u s e  e v e n  by  1939 we had s o m e t h i n g  

l i k e  10 m i l l i o n  p e o p l e  u n e m p l o y e d .  And what  got us b a c k  to a p o s i t i o n  

of fu l l  e m p l o y m e n t ?  The w a r  d id .  The  l a r g e  e x p e n d i t u r e s  fo r  m i l l -  

t a r y  and s i m i l a r  p u r c h a s e s  out of the  m i l i t a r y  b u d g e t  went  up to  about  

$100 b i l l i o n  in  1944. So tha t  w e ' v e  had  r e l a t i v e l y  few y e a r s  s i n c e  

1940 w h e n  we h a v e n ' t  had a v e r y  l a r g e  m i l i t a r y  b u d g e t  and a v e r y  l a r g e  

G o v e r n m e n t  s p e n d i n g  budge t .  

But  t h e r e  is  one t h i n g  tha t  is  r a t h e r  i n t e r e s t i n g  and tha t  i s  tha t  

i f  you  take  a look at ,  fo r  e x a m p l e ,  1944 and 1945, we had l a r g e  m i l i -  

t a r y  s p e n d i n g .  In 1946, of c o u r s e ,  the  w a r  was  o v e r ,  and the  F e d e r a l  

G o v e r n m e n t  s p e n d i n g  d r o p p e d  f r o m  $75 to  $21 b i l l i o n .  T h i s  was  a 

t r e m e n d o u s  u p h e a v a l ,  you  s e e  the  F e d e r a l  G o v e r n m e n t  s p e n d i n g  go ing  

down f r o m  $75 to  $21 b i l l i o n .  Th i s  i s  the  s o r t  of th ing  tha t  would  

happen  if  we took  Mr .  K h r u s h c h e v ' s  p r o p o s a l  and got r i d  of a l l  the 

A r m y  and Navy  and the  m i l i t a r y  s c h o o l s  and e v e r y t h i n g  e l s e  and c o m -  

p l e t e l y  d i s a r m e d .  We would  have  a s o m e w h a t  s i m i l a r  p r o b l e m .  

Now, d e f e n s e  e x p e n d i t u r e s  wen t  down f r o m  $76 to  $17 b i l l i o n .  

Th i s  would  s u g g e s t  a t r e m e n d o u s  p r o b l e m  of r e a d j u s t m e n t ,  and ye t  

f r o m  1945 to  19.46 t h e r e  was  a c t u a l l y  an i n c r e a s e  in the  g r o s s  n a t i o n a l  

p r o d u c t  d e s p i t e  t h i s  v e r y  l a r g e  d e c l i n e  in G o v e r n m e n t  s p e n d i n g .  You  
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m a y  i m m e d i a t e l y  s ay ,  " W e l l ,  t h i s  shows t ha t  we  d o n ' t  have  to  d e p e n d  

upon m i l i t a r y  s p e n d i n g  to be  a p r o s p e r o u s  e c o n o m y ,  as  a l l  t he  M a r x i s t s  

c l a i m ,  " a l t h o u g h ,  i f  y o u  a l l ow  fo r  the  c h a n g e  of p r i c e s ,  you  h a v e  s o m e  

d e c l i n e  of g r o s s  n a t i o n a l  p r o d u c t  d u r i n g  t h i s  p e r i o d .  

But  I d o n ' t  t h i n k  you  c a n  d r a w  too  s t r o n g  a c o n c l u s i o n  f r o m  t h i s ,  

b e c a u s e  you  m u s t n ' t  f o r g e t  t ha t  we  had  one b r e a k  in 1946, 1947, and 

1948, and  tha t  w a s  tha t  t h i s  w a s  a p e r i o d  in  w h i c h  the  pub l i c  w a s  

d e t e r m i n e d  to  s p e n d  an  awfu l  lo t  of m o n e y ,  b e c a u s e  t h e y  had b e e n  

d e n i e d  a c c e s s  to g o o d s  d u r i n g  the  w a r  b y  r a t i o n i n g  and the  u n a v a i l -  

a b i l i t y  of goods  and a l l  tha t  s o r t  of t h ing ,  the  p r e s s u r e  to  s a v e ,  to buy  

L i b e r t y  b o n d s ,  G o v e r n m e n t  b o n d s ,  and  a l l  t ha t  s o r t  of t h ing .  So tha t  t hough  

the  1945-1946 e x p e r i e n c e  m i g h t  s u g g e s t  t ha t  we  m i g h t  have  a v e r y  

p r o s p e r o u s  e c o n o m y  wi thou t  m i l i t a r y  s p e n d i n g ,  i t  h a s n ' t  b e e n  p r o v e d ,  

t h o u g h  on the w h o l e  if o f f e r s  s o m e  v e r y  h e l p f u l  e v i d e n c e  t ha t  t h i s  

m i g h t  c o n c e i v a b l y  be  d o n e .  

I w a s  a s k e d  the  o t h e r  day ,  a coup le  of w e e k s  ago ,  by  a n a t i o n a l  

p a p e r  j o u r n a l ,  to  w r i t e  an  a r t i c l e  a n t i c i p a t i n g  the  K h r u s h c h e v  v i s i t ,  

an  a r t i c l e  on the g e n e r a l  i s s u e  of w h a t  d ~ m ~ r m a m e n t  wou ld  do to the  

A m e r i c a n  e c o n o m y .  And so I p r o c e e d e d  to w r i t e  t h i s - - i t  h a s n ' t  b e e n  

p u b l i s h e d  ye t ,  I m i g h t  s a y - - a n d  wha t  I d id  w a s  to a s s u m e  w h a t  s e e m e d  

to  m e  to  be  a r e a l i s t i c  a s s u m p t i o n ,  n a m e l y ,  t ha t  we  a r e  s p e n d i n g  c l o s e  

to  $50 b i l l i o n  now on d e f e n s e ;  and  l e t ' s  a s s u m e  tha t  K h r u s h c h e v  got  
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r e a s o n a b l e  and we cou ld  w o r k  out s o m e t h i n g  wi th  h i m  and tha t  we cut  

o u r  m i l i t a r y  s p e n d i n g  to $25 b i l l i o n .  We w o u l d  s a v e  $25 b i l l i o n .  What  

w o u l d  h a p p e n  to  the  e c o n o m y  ? 

Wel l ,  wha t  wou ld  h a p p e n  to the  e c o n o m y  in  t ha t  c a s e  i s  t ha t  i t  

c o u l d  be  d i s a s t r o u s  or  i t  cou ld  no t .  It  d e p e n d s  on how we h a n d l e  i t .  

I t h ink  if we  d id  no th ing ,  we wou ld  have  t r o u b l e .  Bu t ,  you  s e e ,  if  you  

cu t  y o u r  m i l i t a r y  s p e n d i n g  by  $25 b i l l i o n ,  you  cou ld  have  a s u b s t a n t i a l  

t ax  cut ;  and I would  a r g u e  tha t  w e  ought  to u s e  ha l f  of t h e s e  $25 b i l l i o n  

f o r  a tax  cu t ,  w h i c h  would  l e a v e  t h i s  m o n e y  in the  h a n d s  of the  t a x -  

p a y e r s  to s p e n d  e l s e w h e r e ,  and the  o t h e r  ha l f  cou ld  be u s e d  to d e v e l o p  

o u r  v a r i o u s  r e s o u r c e  and w e l f a r e  p r o g r a m s ,  l i ke  u r b a n  r e d e v e l o p m e n t ,  

the  b u i l d i n g  of r o a d s ,  an  i n c r e a s e  in s o c i a l  s e c u r i t y  b e n e f i t s ,  m o r e  

s p e n d i n g  on n a t u r a l  r e s o u r c e s ,  w h i c h  have  b e e n  r a t h e r  u n e x p l o i t e d  in 

r e c e n t  y e a r s .  So I d e v e l o p e d  a p r o g r a m  of t h i s  k ind .  

Now,  t h i s  in  t e r m s  of e q u i t y  m i g h t  a l s o  be  a w i s e  p r o g r a m .  I t  

wou ld  g ive  the  r e l a t i v e l y  w e l l - t o - d o  p e o p l e ,  w h o  a r e  the  t a x p a y e r s ,  

s o m e  r e l i e f  f r o m  t a x e s .  At the  s a m e  t i m e  i t  wou ld  s a t i s f y  t h o s e  w h o  

f e e l  t ha t  G o v e r n m e n t  s p e n d i n g  on w e l f a r e  s e r v i c e s  i s  i n a d e q u a t e  and 

tha t  we ought  to  to s o m e  e x t e n t ,  w h i c h  i s  the  G a l b r a i t h  t h e s i s ,  to  s o m e  

/ 

e x t e n t  t r a n s f e r  p a y m e n t s  f r o m  the  p r i v a t e  s p e n d i n g  fo r  l i q u o r  and  

t o b a c c o  and l a r g e  c a r s  and r e c r e a t i o n  e v e n  and o t h e r  i t e m s  of t ha t  k ind ,  

t r a n s f e r  s o m e  of t h i s  s p e n d i n g  to  m o r e  e l e m e n t a r y  o r  m o r e  i m p o r t a n t  

n e e d s ,  l ike  h e a l t h ,  e d u c a t i o n ,  and w h a t - n o t .  F o r  e x a m p l e ,  in  the  nex t  

23 



10 y e a r s  w e ' r e  go ing  to i n c r e a s e  our  t o t a l  s p e n d i n g  fo r  e d u c a t i o n  f r o m  

s o m e t h i n g  l i ke  $16 b i l l i o n  or  $18 b i l l i o n  to s o m e t h i n g  l ike  $35 b i l l i o n .  

T h e r e  i s  s o m e  p r o b l e m  of w h e r e  th i s  m o n e y  i s  c o m i n g  f r o m .  

So I t h i n k  if you  h a v e  tha t  k ind  of a p r o g r a m  p r e p a r e d ,  we  cou ld  

have  50 p e r c e n t  d i s a r m a m e n t  w i thou t  any  s e r i o u s  e f f e c t  on the  e c o n o m y .  

I do t h ink  y o u ' r e  go ing  to have  c e r t a i n  p r o b l e m s  in s p e c i a l  a r e a s .  F o r  

i n s t a n c e ,  in a S ta te  l i ke  C o n n e c t i c u t  o r  C a l i f o r n i a  o r  N e w  Y o r k  or  e v e n  

M a s s a c h u s e t t s  t h e y  ge t  an  awfu l  lo t  of G o v e r n m e n t  c o n t r a c t s  and in 

t h e s e  p l a c e s  w h e r e  t h e r e  a r e  A r m y  b a s e s  a s  w e l l .  In t h e s e  a r e a s  you  

w o u l d  have  to h a v e  s p e c i a l  p r o g r a m s ,  to  r e e d u c a t e  p e o p l e ,  to  t r a n s f e r  

t h e m  in to  o t h e r  i n d u s t r i e s .  The  t ax  c u t s ,  of c o u r s e ,  wou ld  h e l p  t h e s e  

S t a t e s .  A S ta t e  l ike  New Y o r k ,  f o r  e x a m p l e ,  pu ts  m u c h  m o r e  m o n e y  

in to  the  F e d e r a l  G o v e r n m e n t  t han  it  t a k e s  out and t h e y  would  be  h e l p e d  

to s o m e  e x t e n t  b y  th i s  t ax  cu t .  Bu t  y o u  wou ld  have  to have  s o m e  

s p e c i a l  a r e a  d e v e l o p m e n t  p r o g r a m  to d e a l  w i t h t h e s e  r e g i o n s  tha t  would  

be  h e l p e d  by  the g e n e r a l  m e a s u r e s  of the  G o v e r n m e n t ,  bu t  wou ld  be  

h i t  so  h a r d  by the  c h a n g e  in t h i s  p a t t e r n  of s p e n d i n g  t ha t  t h e y  wou ld  

h a v e  to have  s o m e  s p e c i a l  t r e a t m e n t .  

So t h a t ' s  a p r e v i e w  of w h a t  I h a v e  to  s a y  in t h i s  a r t i c l e .  

Now a w o r d  about  the  G o v e r n m e n t  deb t  m a n a g e m e n t ,  w h i c h  i s  

p a r t  of f i s c a l  p o l i c y .  In a g e n e r a l  w a y  the  t h e o r y  of G o v e r n m e n t  deb t  

m a n a g e m e n t  i s  t ha t  the  T r e a s u r y  s h o u l d  c o o p e r a t e  w i th  the  m o n e t a r y  

a u t h o r i t i e s  in s u c h  a w a y  t ha t  you  wou ld  h a v e  a w i s e  deb t  p o l i c y  tha t  

w o u l d  f i t  in  w i th  the  n e e d s  of the  e c o n o m y .  
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Now, what  d o e s  tha t  m e a n ?  Th i s  would  m e a n ,  in  a g e n e r a l  w a y - -  

s u p p o s e  the  F e d e r a l  R e s e r v e  is  anx ious  to  d r o p  i n f l a t i o n  and r a i s e  the  

m o n e y  r a t e  in o r d e r  to s top  the  e x p a n s i o n  of the  e c o n o m y .  What  is  the  

job of d e b t  m a n a g e m e n t  of the  Uni t ed  S ta te s  T r e a s u r y ?  The  job of the  

deb t  m a n a g e m e n t  g r o u p  s h o u l d  be  to  he lp  t h i s  po l i cy  by m a k i n g  m o n e y  

d e a r ,  so  tha t  p e o p l e  w o n ' t  b o r r o w  as m u c h  and t h e r e f o r e  t h e r e ' l l  be  

l e s s  m o n e y  o u t s t a n d i n g .  How do you do t h a t ?  

e r a l  G o v e r n m e n t  i s s u i n g  l o n g - t e r m  s e c u r i t i e s .  

r i t i e s  on the  m a r k e t .  Th i s  r e d u c e s  t h e i r  p r i c e .  

You do tha t  by the  F e d -  

T h e y  d u m p  t h e s  s e c u -  

R e d u c t i o n  of the  p r i c e  

of a s e c u r i t y  i s  the s a m e  th ing  a s  a r i s e  in the  r a t e  of i n t e r e s t .  If  

M r .  K r e s s  h a d n ' t  r a t i o n e d  m y  t i m e  so  m u c h ,  I would  have  s p e n t  a few 

m i n u t e s  e x p l a i n i n g  th i s  m o r e  fu l ly ,  but  I c a n ' t  do i t .  So the  ne t  e f f ec t ,  

t h e r e f o r e ,  i s  tha t  the  c o r r e c t  p o l i c y  of t he  G o v e r n m e n t  in s u c h  a p e r i o d  

i s  to i s s u e  l o n g - t e r m  s e c u r i t i e s .  

Did the  G o v e r n m e n t  do t h i s ?  No, t h e y  d i d n ' t .  Why d i d n ' t  t h e y ?  

B e c a u s e  t h e y  said:  "We m u s t n ' t  i n t e r f e r e  wi th  the  m a r k e t .  If  the  p r i v a t e  

m a r k e t  wan t s  a l l  t h i s  m o n e y ,  why shou ld  we t ake  t h i s  m o n e y  away  f r o m  

t h e m  and i s s u e  l o n g - t e r m  s e c u r i t i e s ? "  

Wel l ,  t h i s  i s  a v i e w p o i n t  and t h i s  e x p l a i n s  in a s e n s e  the  i d e o l o g y  

of the  A d m i n i s t r a t i o n .  T h e y  f e e l  tha t  t h e y  s h o u l d n ' t  i n t e r f e r e  wi th  

p r i v a t e  i n v e s t m e n t  funds .  

s i b i l i t i e s  fo r  the  e c o n o m y .  

t h e y  d i d n ' t .  

On the o t h e r  hand,  t h e y  have  s o m e  r e s p o n -  

I would  s ay  t h e y  shou ld  have ,  but  a c t u a l l y  

25 



In 1958 we had a r e c e s s i o n ,  and  in  t h i s  r e c e s s i o n  w h a t ' s  t he  

c o r r e c t  p o l i c y ?  In a r e c e s s i o n  wha t  you  t r y  to  do i s ,  you  h a v e  the  

m o n e t a r y  s y s t e m  m a n u f a c t u r e  m o r e  m o n e y  so  the  b u s i n e s s m a n  c a n  

b o r r o w  m o r e  m o n e y ,  put m o r e  p e o p l e  to  work .  T h e r e f o r e  you  b r i n g  

the  r a t e  of i n t e r e s t  down  by  m a n u f a c t u r i n g  m o r e  m o n e y .  The  m o n e y  

i s  u s e d  to  buy  up b o n d s  and  o t h e r  a s s e t s .  T h i s  r a i s e s  t h e i r  p r i c e s .  

T h i s  i s  a d e c l i n e  in the  r a t e  of i n t e r e s t .  

In s u c h  a p e r i o d  w h a t  shou ld  the  T r e a s u r y  d o ?  The  T r e a s u r y  in 

s u c h  a p e r i o d  shou ld  i s s u e  s h o r t - t e r m  s e c u r i t i e s ,  tha t  h a v e  the  m i n i m u m  

e f f e c t  on the  m a r k e t ,  and not  i s s u e  l o n g - t e r m  s e c u r i t i e s ,  b e c a u s e  if 

y o u  i s s u e  l o n g - t e r m  s e c u r i t i e s ,  y o u  a r e  in a s e n s e  a b s o r b i n g  the  a d d i -  

t i o n a l  m o n e y  tha t  the  F e d e r a l  R e s e r v e  i s  c r e a t i n g  on b e h a l f  of p r i v a t e  

e m p l o y e r s .  I f  y o u  i s s u e  l o n g - t e r m  s e c u r i t i e s ,  y o u  s e e ,  you  i n t e r f e r e  

w i t h  y o u r  r i s e  of e m p l o y m e n t  and  the  r e d u c t i o n  of u n e m p l o y m e n t .  

Wha t  did the  A d m i n i s t r a t i o n  d o ?  In the  n ine  m o n t h s  of the  r e c e s s i o n  

t h e y  i s s u e d  $10 b i l l i o n  w o r t h  of l o n g - t e r m  s e c u r i t i e s - - e x a c t l y  the  

o p p o s i t e  f r o m  wha t  t h e y  shou ld  have  d o n e .  And so  to tha t  e x t e n t  t h e y  

s l o w e d  up the  r e c o v e r y .  

I w a s  go ing  to  s ay  a w o r d  about  the  1959 p r o b l e m ,  the  p r o b l e m  

of w h e t h e r  the  G o v e r n m e n t  shou ld  h a v e  a h i g h e r  r a t e  of i n t e r e s t ,  bu t  

I t h ink  I ' l l  sk ip  t h a t ,  b e c a u s e  of the  s h o r t a g e  of t i m e .  I s e e  I have  only  

abou t  f o u r  m o r e  m i n u t e s .  I ' d  l i k e ,  t h e r e f o r e ,  at  the  v e r y  end  j u s t  s a y  
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a w o r d  about  the  p r o b l e m - - y o u  s e e ,  we  t a l k e d  about  f i s c a l  p o l i c y .  

I w a s n ' t  s u r e  w h e t h e r  you  had had a l e c t u r e  on m o n e y .  Y e s ,  you  d id  

have  a l e c t u r e  on m o n e y  r e c e n t l y ;  so  you  know s o m e t h i n g  about  t h i s .  

Of c o u r s e  the  r e a l  t ough  p r o b l e m ,  as  you  know,  t o d a y  is  the  

p r o b l e m  of how you  i n t e g r a t e  a l l  t h e s e  v a r i o u s  p o l i c i e s .  You s e e ,  wha t  

the  G o v e r n m e n t  i s  i n t e r e s t e d  in  i s - - I  t h ink  t h e y  a r e  m o r e  i n t e r e s t e d - -  

I t h ink  if  you  s a y  w h e r e  t h e y  put  t h e i r  g r e a t e s t  e m p h a s i s - - t h i s  a l s o  is  

p r o b a b l y  a m a t t e r  of i d i o l o g y  a s  w e l l  as  e c o n o m i c s - - t h e y  put t h e i r  

g r e a t e s t  e m p h a s i s  on the  s t a b i l i t y  of the d o l l a r .  T h e y  wan t  a d o l l a r  

t h a t ' s  s t a b l e  in v a l u e ,  t ha t  d o e s n ' t  b e c o m e  l e s s  and  l e s s  v a l u a b l e .  

T h i s  i s  the  l ine  t h e y ' v e  t a k e n  f o r  m a n y  y e a r s .  T h e y  s t r e s s  t h i s .  If 

y o u  r e a d  the  l i t e r a t u r e  o r  go to h e a r i n g s  and l i s t e n  to  the  r e p r e s e n t a -  

t i v e s ,  t h i s  i s  the  poin t  t ha t  t h e y  h a r p  upon  m o r e  than  any  o t h e r  po in t .  

The  D e m o c r a t s ,  on the  o t h e r  hand ,  h a v e  t e n d e d  to e m p h a s i z e  m u c h  

m o r e  t he  p r o b l e m  of g r o w t h ;  tha t  we  ought  to have  an e c o n o m y  tha t  g r o w s ,  

4, 5, 6, p e r c e n t  a y e a r .  T h e s e  two  o b j e c t i v e s  a r e  no t  n e c e s s a r i l y  i n -  

c o n s i s t e n t ,  but  t h e y  s o m e t i m e s  a r e .  As  a m a t t e r  of e m p h a s i s  I wou ld  

s a y  the  D e m o c r a t s  a r e  a p a r t y  of g r o w t h  and the  R e p u b l i c a n s  a r e  a 

p a r t y  of the  s t a b i l i t y  of t h e  d o l l a r .  T h e r e ' s  w h e r e  you  h a v e  y o u r  c l a s h .  

Now,  h e r e  you  h a v e ,  you  m i g h t  s a y ,  t h e s e  tw in  o b j e c t i v e s .  One 

i s  to have  a s t a b l e  e c o n o m y  and the  o t h e r  i s  to  have  a g r o w i n g  e c o n o m y .  

Why do you  wan t  a g r o w i n g  e c o n o m y ?  You wan t  a g r o w i n g  e c o n o m y  
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because, in the first place, if you have a growing economy, you have a 

higher standard of living. The public can have the services they need, 

not only private but also public, much more easily with a growing econ- 

omy than with a declining economy or with a stable economy in terms 

of  o u t p u t .  

I f  y o u  h a v e  t h i s  g r o w i n g  e c o n o m y ,  i t ' s  a l s o  t e r r i b l y  i m p o r t a n t  

t h a t  y o u  t h i n k  a b o u t  o u r  i n t e r n a t i o n a l  p o s i t i o n .  F r o m  1952 t o  1958 we  

h a d  a g r o w t h  in  t h e  e c o n o m y  t h a t  a v e r a g e d  o n l y  2 p e r c e n t  a y e a r .  T h e  

D e m o c r a t s  a r e  v e r y  c r i t i c a l  of  t h e  R e p u b l i c a n s  f o r  t h i s .  B u t  t o  b e  

f a i r ,  on  t h e  o t h e r  h a n d ,  i f  y o u  a d d  in  1959 ,  w h i c h  i s  a g o o d  y e a r - - t h e  

p e r i o d  1952 t o  1958 h a d  t w o  r e c e s s i o n  y e a r s ,  1954  a n d  t h e  y e a r  b e t w e e n  

1957 a n d  1 9 5 8 - - a n d  t h a t  p u l l e d  t h e  g e n e r a l  a v e r a g e  d o w n - - i f  y o u  a d d  

i n  1959 ,  w h i c h  I t h i n k  i s  a f a i r  t h i n g  t o  d o ,  y o u  g e t  a n  i n c r e a s e  o f  a n  

a v e r a g e  of  a b o u t  3 p e r c e n t  r a t h e r  t h a n  2;  a n d  t h a t  i s n ' t  t o o  b a d .  B u t  

i n  t h e  l a s t  10 y e a r s  w e  haxee: h a d  a n  i n c r e a s e  o n  t h e  a v e r a g e  of  4 p e r c e n t .  

T h a t  a l l o w s ,  y o u  s e e ,  f o r  t h e  c h a n g e s  i n  p r i c e s .  

A 4 p e r c e n t  r i s e  i s  n o t  b a d .  B u t  t h e  R u s s i a n s  i n  r e c e n t  y e a r s  

h a v e  h a d  a n  i n c r e a s e  of  7 p e r c e n t  a y e a r .  T h e y  e v e n  c l a i m  9 p e r c e n t ,  

b u t  o u r  o w n  e x p e r t s  c l a i m  i t ' s  o n l y  7 .  B u t ,  y o u  k n o w ,  t h e  d i f f e r e n c e  

b e t w e e n  2 a n d  7 i s  t r e m e n d o u s .  I f  t h i s  c o n t i n u e s ,  i n  10 o r  12 y e a r s  t h e  

R u s s i a n s  w i l l  b e  p r o d u c i n g  a s  m u c h  a s  w e  a r e .  

A n d  y o u  m u s n ' t  f o r g e t  t h a t  w h e n  t h e y  p r o d u c e  a s  m u c h  a s  w e  d o ,  

t h e y ' r e  m u c h  m o r e  e f f e c t i v e  t h a n  w e  a r e ,  w i t h  t h e i r  k i n d  of  a s o c i e t y ,  
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because, for example, they devote only one quarter of their economy 

to services--boxing, salesmanship, and all that sort of thing--and we 

devote half of our economy to services. So with a given output they 

are in a much more effective position than we are. 

Now, then, if that's the situation--and let me point out that if 

you have a 3 percent growth, from now to I0 years, as against a 5 

percent growth, it makes a difference of $150 billion in I0 years, 

that is, per year. In 1959-1970 we would be producing something like 

$700 billion--a little more than that--of gross national product if 

you have a 5 percent growth. If we have a 3 percent growth, it would 

only be $550 billion. You can see what a difference that makes in terms 

of our competitive position with the Russians. 

Now, from that viewpoint there's a good deal to be said--and this 

is my personal position and a good many people will disagree with it-- 

for taking the risk of a little inflation, what we call creeping inflation, 

if this will mean a greater degree of growth. And if you can have a 

2 percent inflation a year, this saves you, say, $50 billion every few 

years because if you try too hard to stabilize the price level, you 

generally bring about unemployment. This is just exactly what happened 

in 1957 and 1958. The Federal Reserve was terribly concerned about 

inflation . They cut down the supply of money. This had an effect on 

the amount of goods that people could buy, and this helped bring on the 

recession. It wasn't the only thing, but it was a substantial factor in 

the recession. 
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Now, if you don't worry too much about the price level and let 

a little inflation go on, if it does result in a larger degree of output, 

this might be a very important thing from the viewpoint of the security 

of theNation. And that seems to be one of the really crucial debates 

that we are in the midst of right now. 

I might add that you can see very well that I haven't had very 

much to do with this Administration in terms of my economics. I was 

a consultant for the preceding Administration to quite a number of 

agencies. One learns a great deal from being a consultant. 

(Two stories omitted.) 

C O L O N E L  HARVEY:  

QUESTION:  D o c t o r ,  

Dr. Seymour is ready for your questions. 

you indicated that we might be ab le  to do 

wi th  a l i t t l e  c r e e p i n g  i n f l a t i o n ,  s ay ,  3 p e r c e n t ,  i f  n e c e s s a r y .  Wha t  

e f f e c t  wou ld  th i s  h a v e  on the e c o n o m y  and w h a t  e f f e c t  wou ld  i t  have  on 

o u r  p r i c e s  in the  w o r l d  m a r k e t s  ? 

DR.  HARRIS:  On the  q u e s t i o n  of c r e e p i n g  i n f l a t i o n  i s  in the  f i r s t  

p l a c e  a q u e s t i o n  of j u s t  e x a c t l y  w h a t  you  m e a n .  I t h ink  a c r e e p i n g  i n f l a -  

t i on  of 3 p e r c e n t  w o u l d b e  r e a l l y  qu i te  s e r i o u s  p e r  y e a r .  I wou ld  hope  

w e  c o u l d  k e e p  it down  b e l o w  2 p e r c e n t .  I t h i n k  the  i d e a l  m i g h t  be  abou t  

1 p e r c e n t .  If  we have  a 1 p e r c e n t  i n f l a t i o n  and  a 5 p e r c e n t  r i s e  in  output ,  

you  a r e  r u n n i n g  a d a m n  good e c o n o m y .  I f  you  h a v e  a 5 p e r c e n t  i n f l a t i o n  

and  a 1 p e r c e n t  r i s e  in ou tput ,  y o u ' r e  r u n n i n g  a d a m n  p o o r  e c o n o m y .  

Tha t  wou ld  be  m y  t h e o r y .  
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Now, on the international position--and this is my opinion--there's 

no doubt about it. We have suffered a deterioration of our international 

position in the last year or two. You know, the problem has been a 

dollar shortage, and now it seems as though there are too many dollars 

around. The foreigners are getting their hands on our dollars. They're 

getting their hands on~ our gold. We lost about $3 billion of gold in 

one year, which is unprecedented. 

Now, what's the explanation of this? Many people have argued-- 

in fact, the Chairman of the Board of Governors of the Federal Reserve 

has argued--that this is partly the result of inflation in the United States. 

We had an 8 percent inflation from 1956 to 1958, which is quite an in- 

flation for peace times. 

Now, in that kind of situation it may well be that this inflation 

does to some extent make it more expensive to buy American goods; 

and since prices remain low abroad, we tend to buy more and this 

affects our balance of payments. 

I am not sure myself that this is a major explanation. My explanation 

of the whole business is that up until very recently the rest of the world 

was in a weakened competitive position as compared with the United 

States. Of course they had suffered more as a result of the war than 

we had, particularly our major competitior, like the British and the 

Germans and the Ja~)anese. So that, although we have had some difficulties 

with our international position, I don't think it's primarily inflation. 
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Now, if we should have a 3 percent inflation per year and the rest 

of the world didn't, then, of course, this would affect our international 

position adversely. Then we would have to try to cut that down. But 

on the basis of the experience since 1946, most of the inflation has been 

in the rest of the world rather than in the United States; and the problem 

is, What will the future be ? 

QUESTION: Dr. Harris, my question also presumes a certain 

amount of creeping inflation. If we buy 2 percent inflation per year, 

with a 4 percent growth, who is going to buy Government bonds if they 

know that in 20 years they're going to be worth less than half what 

they're worth now? Who's going to buy insurance? Who's going to 

come up with any kind of mortgage loans ? And what if the people who 

now own the bonds decide to dump all the bonds based on a policy of 

inflation ? 

DR. HARRIS: That's a good question and it's a tough one to 

answer too. Let me give you a little background on that, though. 

This is, of course, the position that the Federal Reserve has 

taken--that you've got to stop inflation. And the Treasury, of course, 

now claims that they can't sell bonds because everybody is getting 

their money out of the bond market and putting it into the stock market. 

Why do they put their money into the stock market ? The put their 

money into the stock market because they feel this is a protection 
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against inflation partly, and partly because they want to capitalize on 

growth. You can capitalize on growth much more in the stock market 

than you can in the bond market. 

Let me just argue this: One thing is that the public on the whole 

is remarkably obtuse on this issue. In other words, they allow them- 

selves to be exploited by inflation much more than we are ready to 

admit. 

Now, it may well be that if you have a creeping inflation for a 

generation, the public will finally wake up and say: "Let's not buy any- 

thing that has a fixed yield in dollars. " Of course, one answer is that 

you will get a response in the bond price. This is happening now. You 

notice that the bond yield now for some of the Government bonds is 5 

percent. Well, 5 percent, you see, gives you a good protection against 

inflation, any kind of creeping inflation, or even more than creeping 

inflation. So that v~hat happens in this ease is that the Goeverment, 

therefore, has to pay more for its bonds, and that's one response. 

Now, another answer is that on the whole this inflation, or the 

fear of inflation, is partly--and here again I speak for the Democrats, 

who are perhaps overcritical of the Administration--this is a thing 

I can't entirely elirnate--I am an adviser to the Democratic National 

Committee; so you can see where my prejudices are--but if you take 

this present fear of inflation, how does it come about? 
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Why didn't people, for example, from 1940 to 1948, say, when 

we had a doubling of the price level, all dispose of their bonds? You 

would think that in that kind of situation, where you had a i00 percent 

rise in prices in eight years and in most of this country in a few years, 

they would have dumped their bonds. But they didn't. Now, why should 

they suddenly become so concious of inflation? 

I think one reason is because Mr. Martin goes all over the country 

and yells about the fact that we're in danger of inflation; and Mr. Martin 

is a very smart man. So what do all the investment trusts do? They 

dump their bonds and they all buy stocks. And a great many other 

investors, pension funds and what-not, are very much impressed by 

what Mr. Martin says. And the President himself has made statements 

of this kind and the Secretary of the Treasury. I think if you want the 

people to be worried about inflation and tend to bring it about because 

they are worried about it, then you go around and tell everybody that 

inflation is on the way and there's nothing you can do about stopping it 

and all that sort of thing. 

So my answer in short to you is that this is a serious problem. 

I think the solution is partly that the Government will have to pay 

higher rates of interest. I think it's partly also that the Federal Reserve 

itself and the banking system hasn't supported the bond market as much 

as they should, because the bond market is a very important part of our 

economy. It supplies the cash the Government has to have to wage this 

34 



war against the Russians. In that kind of situation the banking system 

has some responsibility to the bond market, and every time that one of 

their regular customers comes along and wants some cash, they 

shouldn't go off and dump Government securities, as they have done 

in recent years, and as have insurance companies and others. 

So I think that by a better support of this market by the Federal 

Reserve and commercial banks and insurance companies, and also by 

some increase in the rate of interest as a result of this situation, you 

will still be able to get the cash you need for the Government. But this 

is one of the unfortunate aspects of the inflation. But, on the other 

hand, you have the other advantage, of having a much larger income 

out of which to pay all these bills. 

QUESTION: I probably am oversimplifying this, but the differ- 

ence between yourself and the Administration seems to me to be that 

the Administration feels that it ought to run the Government like a busi- 

ness and worry about income and outgo and also in terms of the future; 

whereas your approach to it is quite different. I wonder in economic 

terms if you could explain your basic differences in how to run a govern- 

ment from an economic standpoint. 

DR. HARRIS: Yes. I think that's a good question. I think this 

is one of the troubles. 
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Now, one of the things that impressed me about the Administration 

has been that time and again they have, --for example, one of the reasons 

we have been so prosperous in the last, say, six or seven years has 

been that the Government has done everything possible to get everybody 

in debt but the Government. There has been a tremendous increase in 

the housing debt and consumer credit, and they have positively con- 

tributed toward this. When the President, for example, gave an 

$8 to $i0 billion tax cut, he immediately said: "Well, now, the State 

and local governments can go out and collect some money and expand. " 

He announced that they have a $200 billion program of public works. 

They can now go ahead with them. And the State and local govern- 

ments increased their debt every year by $3 or $4 billion--a tremen- 

dous rise. So that the President apparently believes that it's all right 

for everybody to get into debt except the Federal Government. 

Now, I would take exactly the reverse position. I don't mean to 

Say that getting into debt for housing is bad for the economy, because 

I don't think it is, though there are some who think it can be carried 

too far. But what the Administration assumes is that in the same way 

that as youngsters we were all taught that you must save some of your 

income, you must not get into debt, and I think that in a general way is 

a good principle for individuals, although I think its quite clear that we 

can get into debt much more than we ever thought we could, and with 

good effect on the individual and with good effect on the economy. 
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But I think that the Federal Government has a special respon- 

sibility here. In the first place, it has the power to create money, which 

nobody else has. And therefore if the Federal Government has some 

responsibility for the economy, then the Federal Government has some 

responsibility not to balance its books every year, in fact, to unbalance 

its books frequently and have a growing national debt as long as that 

growing national debt doesn't involve costs that are very much out of 

line with our rise of income. And so I think the mistake that the Admin- 

istration makes is to apply the dicta of private finance to public finance, 

and this is what gets us into trouble. 

QUESTION: You didn't have a chance to mention this interest 

business. Would you give your views on that? 

DR. HARRIS: You mean the 1959 problem? 

QUESTION: Yes. 

DR. HARRIS: Well, the 1959 problem--of course I would say 

that the Treasury has one of the toughest financing jobs that any 

Treasury has ever had, particularly in so-called peace times. I can't 

remember a period when the Treasury has had more trouble than now. 

I don't mean to say this has been the result of poor workmanship on the 

part of Secretary Anderson. I think he's had a very difficult situation. 

I myself feel that the Administration is partly responsible for 

this for having given the general public an idea that we are in great 

danger of inflation and therefore the deflation of the bond market. 
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So the Administration suggested to the Congress that what they would 

like to have is an unlimited rate of interest. In other words, they 

didn't want to be restricted to a 4.25 percent rate of interest on 

securities of more than five years, which they are by law, in a period 

when the rate of interest is gradually rising to 5 percent. They said: 

"How can we borrow money at 4. 25 percent for five years or more 

when the market requires 5 percent?" 

Well, this, 

unlimited rate, 

supplies of money. 

borrow short term. 

of course, is true. So if they are not given the 

they're in trouble. They can't borrow the necessary 

But they can borrow it another way. They can 

If it's not over five years, they can borrow it at 

any rate. But, of course, when they borrow short term, they generally 

have to sell to the banks, which means that more money is being 

created. 

Now, this seems like a reasonable position on the part of the 

Secretary of the Treasury. I was myself asked by a number of Senators 

what they should do on this. I suppose everything l say here is confi- 

dential. I advised the Senators not to accept the President's proposal. 

And they didn't. I mean, not because I said so. Other people advised 

them and they had their own views on this thing. 

Now, why did I take this position ? Why did I defend an anti- 

Administration position on this ? It's not that I don't want the Treasury 

to get money; that I don't want the Treasury to get the money at any 
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possible rate. The reason for it is this: In the first place, they don't 

need the money right away. They can wait until January or February 

and they can still get it. And they didn't present a very good case. 

They just came and said they wanted it. They didn't try to show what 

the relation of this policy would be with the Federal Reserve policy, 

with wage policy, and all these other policies. 

But perhaps the most important reason from my viewpoint is this, 

and this I think is the thing that Congress~_en who opposed this were 

very much impressed by, and that is that there's a strong feeling that 

the Federal Reserve is too inflation-conscious. They tend to restrict 

money too easily and too quickly. And if you say to the Treasury, 

"Now you can have any rate you like, " this will make it so much easier 

for the Federal Reserve to restrict the supply of money and help bring 

on a reeession. And when you say that the Treasury can't have any 

rate that it pleases, that is the same thing as saying to the Federal 

Reserve, "You've got to create enough money so the Treasury doesn't 

have to pay 5 percent." This is a way of the Congress to some extent 

taking over control of the Federal Reserve. 

Now, you may think that this is bad and unv¢ise; but you mustn't 

forget that the Constitution says that the power to create money and 

to determine the value thereof lies with Congress, not with the Federal 

Reserve. 
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QUESTION: In our economy, considering the broad requirements 

for economic growth, that is, the birth rate, the new labor coming 

into the picture, and the requirement for more goods and services to 

improve the standard of living of those people thai yet are marginal 

or to strengthen the desire of the people that already have but want a 

little more, and considering the requirement for financing this 

economic growth and the required consumer disposable income to 

keep this machine going, is it arithmetically possible to retire this 

debt ? 

DR. HARRIS: I don't think it's r;ecessary to retire the debt myself. 

That doesn't mean that you're repudiating the debt or anything of that 

sort. Let's look at the debt, which worries a good many people. This 

is a downright complicated problem, and I don't want to go into it all. 

But we have a debt now of, say, $275 billion. It cost about $7 billion 

a year to finance it. You go back to the early thirties, when we had a 

debt that cost about half a billion dollars to finance, maybe $20 billion 

or something of that sort, and now you have a debt of 275 billion. What has 

happened since the thirties? Have we had prosperity or depression? 

You compare the thirlies with the present time and there's no question 

about how much better off we are now. So this growth of the debt in 

the economy hasn't destroyed us. 

In this same period we have had an increase of our gross national 

product of something like $400 billion a year, and the cost of financing 
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this debt is $6 or $7 billion additional as eompared with the early 

thirties. That suggests that the growth of the debt has not been so 

terribly serious. 

There are other problems which arise from the debt which I can't 

go into. I recommend a book to you that raises and discusses all these 

problems. It's a book by Harris on the national debt. I might say it's 

out of print now; so I won't get any royalties if you buy it. But you 

probably can get it in the library. 

QUESTION: You spoke quite a bit about inflation of I, 2, 3, and 

9 percent. The median income, I think, in the United States is on the 

order of $3,500 or $3,900. I'll take a number between $3,000 and 

$5,000. And 51 percent of the people make up a majority, or 50 plus i. 

So it seems to me that there is a psyehological pressure in the United 

States that can't be denied because it is a voting rnajority, that wants 

more money and they don't care how they get it. Twenty dollars looks 

bigger than $5 and we have had this constant pressure. My question 

is, Is not then a small creeping inflation really normal andit's silly to 

talk about no inflation or stability; that 1 or 2 or 3 percent is the 

normality from wlich we go ? 

DR. HARRIS: You're the only man so far that's been on my side. 

Before I answer that question I'd just like to say that I hope you 

don't think I'm trying to indoctrinate you. I am very happy that Dr. 

Jakobsen is coming, who will more than offset my views on this. 
41 



I don't feel quite so badly about indoctrinating people of your maturity 

and experience as I do when I get an undergraduate class. 

]But, coming to your question, this is true. And you know, the 

interesting thing is that if you take the last period of 120 years, you 

would be awfully surprised to know that the average inflation over a 

period of 120 years has been a little more than 1 percent a year. 

And that's a surprisingly small amount of inflation. And this has been 

a creeping inflation over a hundred years, although most of it has come 

in war times. 

You mustn't forget that we have had very serious periods of large 

declines of prices, like in the last quarter of the 19th century, from 

1929 to 1932, 1936 to 1938, and so forth. So that when you talk about 

the great danger of creeping inflation and the people dumping bonds 

and so on, you mustn't forget that we have lived with this over a hundred 

years and done a damn good job. And I think, if you look at the whole 

history, especially when you leave out war periods, when it's almost 

impossible to prevent some inflation, even there we are doing a much 

better job than we ever did before. People tend to overexaggerate 

these things. 

Now, as I gather this thing here, I'm sure that 90 percent of you 

are much more worried about inflation than I am. You might say that 

I'm an inflationist. My first book was a doctor's thesis on the paper 

money that was issued during the French Revolution, and the theory 
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then was that this was the classic experience of inflation. The price 

level went up 200 times in a period of four or five years. That's 

nothing compared to the Hungarian inflation postwar, when prices 

went up I0 to the 17th root. 

But that experience taught me one thing and this was my main 

conclusion, namely, that the paper money made it possible to 

finance 14 armies of Napoleon and carry the French Revolution 

all over the world. So that even inflation sometimes does some good. 

COLONEL HARVEY: Gentlemen, for your information, the 

lecture by Dr. Jakobsen is due in the Economic Stabilization Unit 

next February. 

On behalf of the Commandant and the College, I'd like to thank 

you for a very able presentation of the problems of public finance. 
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